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Copyright © 2019 by the Institute of Continuing Legal Education of the State Bar of Georgia. 
All rights reserved. Printed in the United States of America. No part of this publication may  be 
reproduced, stored in a retrieval system, or transmitted in any form by any means, electronic, 
mechanical photocopying, recording, or otherwise, without the prior written permission of ICLE.

The Institute of Continuing Legal Education’s publications are intended to provide current and 
accurate information on designated subject matter. They are off ered as an aid to practicing 
attorneys to help them maintain professional competence with the understanding that the 
publisher is not rendering legal, accounting, or other professional advice.  Attorneys should 
not rely solely on ICLE publications.  Attorneys should research original and current sources of 
authority and take any other measures that are necessary and appropriate to ensure that they 
are in compliance with the pertinent rules of professional conduct for their jurisdiction.  

ICLE gratefully acknowledges the eff orts of the faculty in the preparation of this publication 
and the presentation of information on their designated subjects at the seminar.  The opinions 
expressed by the faculty in their papers and presentations are their own and do not necessarily 
refl ect the opinions of the Institute of Continuing Legal Education, its offi  cers, or employees.  The 
faculty is not engaged in rendering legal or other professional advice and this publication is not 
a substitute for the advice of an attorney.  This publication was created to serve the continuing 
legal education needs of practicing attorneys.  

ICLE does not encourage non-attorneys to use or purchase this publication in lieu of hiring 
a competent attorney or other professional.  If you require legal or other expert advice, you 
should seek the services of a competent attorney or other professional.

Although the publisher and faculty have made every eff ort to ensure that the information 
in this book was correct at press time, the publisher and faculty do not assume and hereby 
disclaim any liability to any party for any loss, damage, or disruption caused by errors or 
omissions, whether such errors or omissions result from negligence, accident, or any other 
cause.

The Institute of Continuing Legal Education of the State Bar of Georgia is dedicated to promoting 
a well organized, properly planned, and adequately supported program of continuing legal 
education by which members of the legal profession are aff orded a means of enhancing their 
skills and keeping abreast of developments in the law, and engaging in the study and research 
of the law, so as to fulfi ll their responsibilities to the legal profession, the courts and the public.
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Who are we?

SOLACE is a program of the State 

Bar of Georgia designed to assist 

those in the legal community who 

have experienced some significant, 

potentially life-changing event in their 

lives. SOLACE is voluntary, simple and 

straightforward. SOLACE does not 

solicit monetary contributions but 

accepts assistance or donations in kind.

Contact SOLACE@gabar.org for help.

HOW 
CAN WE 
HELP YOU?

How does SOLACE work?

If you or someone in the legal 

community is in need of help, simply 

email SOLACE@gabar.org. Those emails 

are then reviewed by the SOLACE 

Committee. If the need fits within the 

parameters of the program, an email 

with the pertinent information is sent 

to members of the State Bar. 

What needs are addressed?

Needs addressed by the SOLACE 

program can range from unique medical 

conditions requiring specialized referrals 

to a fire loss requiring help with clothing, 

food or housing. Some other examples 

of assistance include gift cards, food, 

meals, a rare blood type donation, 

assistance with transportation in a 

medical crisis or building a wheelchair 

ramp at a residence.



A solo practitioner’s 

quadriplegic wife needed 

rehabilitation, and members 

of the Bar helped navigate 

discussions with their 

insurance company to obtain 

the rehabilitation she required.

A Louisiana lawyer was in need 

of a CPAP machine, but didn’t 

have insurance or the means 

to purchase one. Multiple 

members offered to help.

A Bar member was dealing 

with a serious illness and in 

the midst of brain surgery, 

her mortgage company 

scheduled a foreclosure on 

her home. Several members 

of the Bar were able to 

negotiate with the mortgage 

company and avoided the 

pending foreclosure.

Working with the South 

Carolina Bar, a former 

paralegal’s son was flown 

from Cyprus to Atlanta 

(and then to South Carolina) 

for cancer treatment. 

Members of the Georgia and 

South Carolina bars worked 

together to get Gabriel and 

his family home from their 

long-term mission work. 

TESTIMONIALS
In each of the Georgia SOLACE requests made to date, Bar members have graciously 

stepped up and used their resources to help find solutions for those in need.

The purpose of the SOLACE program is to allow the legal community to 
provide help in meaningful and compassionate ways to judges, lawyers, 

court personnel, paralegals, legal secretaries and their families who 
experience loss of life or other catastrophic illness, sickness or injury. 

Contact SOLACE@gabar.org for help.
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FOREWORD

Dear ICLE Seminar Attendee,

Thank you for attending this seminar.  We are grateful to the Chairperson(s) for organizing this 
program.  Also, we would like to thank the volunteer speakers. Without the untiring dedication 
and eff orts of the Chairperson(s) and speakers, this seminar would not have been possible.  
Their names are listed on the AGENDA page(s) of this book, and their contributions to the success 
of this seminar are immeasurable.

We would be remiss if we did not extend a special thanks to each of you who are attending this 
seminar and for whom the program was planned.  All of us at ICLE hope your attendance will 
be benefi cial as well as enjoyable   We think that these program materials will provide a great 
initial resource and reference for you.  

If you discover any substantial errors within this volume, please do not hesitate to inform us.  
Should you have a diff erent legal interpretation/opinion from the speaker’s, the appropriate 
way to address this is by contacting him/her directly.  

Your comments and suggestions are always welcome.

Sincerely, 
Your ICLE Staff 

Jeff rey R. Davis
Executive Director, State Bar of Georgia

Tangela S. King
Director, ICLE

Rebecca A. Hall
Associate Director, ICLE
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AGENDA

PRESIDING: Michael A. Sullivan, Program Chair; Finch McCranie, LLP, Atlanta

 7:45 REGISTRATION AND CONTINENTAL BREAKFAST (All attendees must check in upon  
  arrival. A removable jacket or sweater is recommended.)

 8:15 BRIEF OVERVIEW OF THE FALSE CLAIMS ACT AND THE SEC, CFTC, AND IRS   
  WHISTLEBLOWER PROGRAMS
  Michael A. Sullivan

 8:30 HOW TO WORK MOST EFFECTIVELY WITH THE GOVERNMENT IN QUI TAM CASES  
  UNDER THE FALSE CLAIMS ACT—IN GEORGIA AND ELSEWHERE
  Moderator: Renée Brooker, Finch McCranie, LLP, Washington, D.C.
  Pierre Armand, Assistant United States Attorney, Co-Chief, Civil Frauds Unit, Southern  
  District of New York, New York, NY
  Randy Harwell, Assistant United States Attorney, Chief, Civil Division, Middle District  
  of Florida, Tampa, FL
  Paris Wynn, Assistant United States Attorney, Northern District of Georgia, Atlanta

 9:25 UPDATE ON DOJ’S FALSE CLAIMS ACT ENFORCEMENT IN 2019: A DISCUSSION  
  WITH DOJ LEADERSHIP
  Moderator: Eva Gunasekera, Finch McCranie LLP, Washington, D.C.
  Michael D. Granston, Director, Civil Fraud Section of the U.S. Department of Justice,  
  Washington, D.C.
  Sara Vann, Georgia Medicaid Fraud Control Unit, Atlanta
  Renée Brooker

 10:20 BREAK

 10:25 WHISTLEBLOWER RIGHTS, INVESTIGATIONS, AND LEGAL DEVELOPMENTS:  
  BEST PRACTICES FOR HANDLING EMPLOYEE WHISTLEBLOWERS
  Moderator: David Marshall, Katz, Marshall & Banks, LLP, Washington, D.C.
  Emily Johnson, Vice President, Legal, UPS, Atlanta
  Jason C. Schwartz, Gibson, Dunn & Crutcher, Washington, D.C.

 11:20 CURRENT ISSUES IN SEC ENFORCEMENT AND SEC WHISTLEBLOWER CLAIMS
  Moderator: Walter Jospin, Finch McCranie, LLP (former SEC Atlanta Regional   
  Director), Atlanta
  Richard Best, SEC Atlanta Regional Director, Atlanta
  Aaron Lipson, King & Spalding, LLP (former Associate Director of Enforcement in the  
  Atlanta SEC Regional Office), Atlanta
  Jane Norberg, Director, SEC Office of the Whistleblower, Washington, D.C. (invited)
  Shamoil Shipchandler, Jones Day (former SEC Fort Worth Regional Director), Dallas, TX
  Jordan A. Thomas, Labaton Sucharow, New York, NY
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 12:15 LUNCH (Included in registration fee.)
 
  GEORGIA’S NEWEST FALSE CLAIMS ACT: UPDATE ON CASES UNDER GEORGIA’S   
  “TAXPAYER PROTECTION FALSE CLAIMS ACT”
  David McLaughlin, Senior Assistant Attorney General, Georgia Office of the Attorney   
  General, Atlanta

  BRIEF REMARKS BY GEORGIA’S TOP FEDERAL OFFICIALS ON THEIR GOALS FOR FALSE  
  CLAIMS ACT ENFORCEMENT
  Hon. Bobby Christine, U.S. Attorney for the Southern District of Georgia, Augusta
  Hon. Byung J. “BJay” Pak, U.S. Attorney for the Northern District of Georgia, Atlanta
  Hon. Charles E. Peeler, U.S. Attorney for the Middle District of Georgia, Macon
  
  CONVERSATION WITH DEPARTMENT OF DEFENSE GENERAL COUNSEL PAUL C. NEY

 1:05 PROCEDURES AND PREFERENCES IN QUI TAM CASES: WHAT TO EXPECT FROM   
  GOVERNMENT ATTORNEYS IN GEORGIA WHEN YOU HAVE A QUI TAM CASE
  Moderator: Michael A. Sullivan
  Neeli Ben-David, United States Attorney’s Office, Atlanta
  Thomas Clarkson, United States Attorney’s Office, Savannah
  James Mooney, Assistant Attorney General, State of Georgia, Medicaid Fraud Division,   
  Atlanta
  Todd P. Swanson, United States Attorney’s Office, Macon

 2:00 THE BATTLE FOR (AND AGAINST) INTERVENTION, AND HANDLING DECLINED FCA   
  CASES—FROM THE DEFENSE AND THE RELATOR’S PERSPECTIVES
  Moderator: James J. Breen, Breen Law Firm, PA, Alpharetta
  Emma Cecil, Finch McCranie, LLP, Atlanta
  Scott R. Grubman, Chilivis Cochran Larkins & Bever LLP, Atlanta
  Michael J. Moore, Pope McGlamry, Atlanta
  Frederick M. Morgan, Jr., Morgan Verkamp LLC, Cincinnati
  Scott C. Withrow, Withrow, McQuade & Olsen, LLP, Atlanta

 2:55 BREAK

 3:05 WHISTLEBLOWER CASES OF THE FUTURE: DIGITAL CURRENCIES AND OTHER NEW   
  VEHICLES FOR FRAUD
  David Oakland, Commodity Futures Trading Commission, New York, NY (invited)

 4:00 ADJOURN
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THE FALSE CLAIMS ACT AS FAIL-SAFE IN A 
DEREGULATED ENVIRONMENT 

Renée Brooker* 
Eva Gunasekera** 

I. THE FALSE CLAIMS ACT IS A FAIL SAFE FOR ATTACKING 
THE OPIOID CRISIS  

The Department of Justice has shined a large spotlight on the opioid crisis. 
Earlier this year, Attorney General Jeff Sessions told a Senate subcommittee that 
the Justice Department is “going after drug companies, doctors and pharmacists” 
who are fueling the nation’s opioid epidemic.1 As the opioid epidemic continues 
to devastate communities and families across the nation, the Justice Department 
is responding with innovative and appropriately aggressive approaches and 
using the full panoply of its enforcement tools. These have included increased 
staffing, data analytics, new initiatives—sophisticated measures and tried-and-
true policing efforts.2  

 
 * Renée Brooker is the former Assistant Director for Civil Frauds at the Justice Department. 
 ** Eva Gunasekera is the former Senior Counsel for Health Care Fraud at the Justice Department. 

The authors are former Department of Justice officials who prosecuted the False Claims Act and now 
represent whistleblowers in False Claims Act cases at the Washington, D.C. offices of Finch McCranie LLP.  
 1 OPENING STATEMENT OF ATTORNEY GENERAL JEFF SESSIONS BEFORE THE SENATE APPROPRIATIONS 
SUBCOMM. ON COMMERCE, JUSTICE, SCIENCE, AND RELATED AGENCIES, https://www.justice.gov/opa/speech/ 
opening-statement-attorney-general-jeff-sessions-senate-appropriations-subcommittee (last visited Nov. 16, 
2018).  
 2 The Department of Justice’s efforts have included:  

• Attorney General Sessions announced on February 27, 2018, the launch of the Department of 
Justice Prescription Interdiction and Litigation (PIL) Task Force to fight the prescription 
opioid crisis. Through the PIL, the focus is on opioid manufacturers, pharmacies, pain 
management clinics, drug testing facilities, and individual physicians 

• Attorney General Sessions emphasized the importance of using criminal and civil actions to 
deter misconduct. Press Release, Attorney General Sessions Announces New Prescription 
Interdiction & Litigation Task Force (Feb. 27, 2018) (on file with Dep’t of Justice). 

• Attorney General Sessions announced on April 3, 2018, the results of the first coordinated 
action by the new Joint Criminal Opioid Darknet Enforcement (J-CODE) team in combatting 
opioid trafficking by “disrupting the sale of drugs via the Darknet and dismantling criminal 
enterprises that facilitate this trafficking.” Press Release, Attorney General Jeff Sessions 
Announces Result of J-Code’s First Law Enforcement Operation Targeting Opioid Trafficking 
on the Darknet (Apr. 3, 2018) (on file with Dep’t of Justice). 

• The Department of Justice joined a wave of state and municipal lawsuits spearheaded by the 
Ohio Attorney General’s office alleging that opioid manufacturers and distributors used false, 
deceptive, and misleading marketing to promote opioid painkillers. Katie Benner & Jan 
Hoffman, Justice Dept. Backs High-Stakes Lawsuit Against Opioid Makers, N.Y. TIMES, Feb. 
27, 2018, available at https://www.nytimes.com/2018/02/27/us/politics/justice-department-
opioid-lawsuit.html. 
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But, let’s face it—the Justice Department cannot battle this epidemic alone. 
As the Attorney General observed, “With one American dying of a drug 
overdose every nine minutes, we need all hands on deck.”3 The Department has 
much on its plate right now from terrorism to corporate fraud to cyber security.  

Exploiters of the drug crisis extend beyond pharmaceutical companies and 
their executives who pay doctors to prescribe opioids for unintended uses. There 
are others who bear responsibility for the crisis—individuals and companies that 
have criminal and civil culpability. These include doctors who put patients at 
risk because they are paid handsomely by the pharmaceutical industry to 
prescribe opioids; laboratories churning out test results that put maximizing 
billing ahead of patient safety; rehabilitation clinics that admit and discharge 
addicted patients through a revolving door rather than providing effective 
treatment options; drug insurance plans that cover opioids with no prior 
permission required; and pharmacy benefits managers—the middlemen—that 
make access to opioids easier than less addictive alternative remedies. Holding 
these providers and companies accountable requires that knowledgeable insiders 
come forward. There are anti-retaliation laws to protect whistleblowers who 
provide tips and helpful information to the government. 

This country needs ordinary Americans to step forward and step up—
individuals who will “do the right thing.” Effective enforcement of our nation’s 
laws to solve the opioid crisis is dependent upon help from individuals with first-
hand knowledge of the harmful practices that have brought us to the regrettable 
circumstances we find ourselves in today. The False Claims Act—the Justice 
Department’s primary civil enforcement tool—provides financial rewards to 
whistleblowers. It is a legitimate enforcement tool to augment the efforts of the 
Justice Department. Insiders with personal knowledge of abusive practices that 
put patients at risk and waste taxpayer dollars can make an enormous difference.  

Historically, insiders have been responsible for exposing some of this 
country’s most harmful health care practices—prompting legislative reforms, 
increasing funding for preventative and enforcement initiatives, and leading to 
improvements in compliance practices of the health care industry. With the help 
of insiders, attention and publicity to this issue could prompt the following 
additional actions and much more: 
  

 
 3 Press Release, Attorney General Sessions Announces Director of Opioid Entertainment and Prevention 
Efforts (Dec. 20, 2017) (on file with Dep’t of Justice). 
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• Legislative efforts 

o Increasing the funding for preventative and enforcement efforts 
launched by the Department of Justice, executive branch agencies, 
the states and municipalities. 

o Increase the funding for treatment options such as drug 
rehabilitation and detoxification services, including for individuals 
without insurance coverage. 

o Revisiting compliance measures for financial institutions to ensure 
they are not recklessly or negligently funding and sustaining the 
opioid epidemic. 

o Limiting the marketing and availability of opioids and other 
addictive drugs through strengthened oversight and regulation of 
the pharmaceutical companies that manufacture and distribute the 
drugs. 

• Improved physician-patient practices 

o Ensuring that knowledge and education about substance abuse 
prevention, detection, and treatment are clinical requirements for 
physicians, particularly primary care practitioners. 

o Imposing mandates to limit the quantities of prescriptions for 
opioids and other addictive drugs.  

o Emphasizing the importance of sustained treatment to avoid relapse 
and overdoses. 

The economic effects of this crisis are widespread and sizeable. The Council 
of Economic Advisers released a report finding that the economic cost of the 
crisis was over $504 billion in 2015, largely stemming from health care costs 
but also including foregone employment earnings, lost productivity, and 
increased criminal justice costs. Because the mortality rate of this epidemic is 
most acute for Americans 50 years and younger, the economic impact is even 
more substantial than other health related epidemics:4  

In April 2018, the Department of Health and Human Services reported a 
joint-focus with the Justice Department on those who have played a role in the 
opioid crisis.5 
 
 4 THE COUNCIL OF ECON. ADVISERS, THE UNDERESTIMATED COST OF THE OPIOID CRISIS (2017). 
 5 The Department of Health and Human Services and the Department of Justice Health Care Fraud and 
Abuse Control Program Annual Report for Fiscal Year 2017 2017 HCFAC program report issued on Friday 
(April 6), THE DEP’T. OF HEALTH AND HUMAN SERVICES & THE DEP’T. OF JUSTICE, HEALTH CARE FRAUD AND 
ABUSE CONTROL PROGRAM ANNUAL REP. FOR FISCAL YEAR 2017 (2017). 
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• Too many trusted medical professionals like doctors, nurses and 
pharmacists have chosen to violate their oaths and exploit this 
generosity to line their pockets, sometimes for millions of dollars. 

• Pharmaceutical manufacturers have entered into Corporate Integrity 
Agreements. 

• The Justice Department has formed the Opioid Fraud and Abuse 
Detection Unit, a new pilot program that will use data to help prosecute 
individuals and entities involved in illegal activities that fuel the crisis. 

II. THE FALSE CLAIMS ACT IS A FORMIDABLE ENFORCEMENT TOOL 

Consistently, the False Claims Act is the government’s most effective civil 
tool to weed out fraud and return billions of dollars to taxpayer-funded 
programs.6 Recoveries under the False Claims Act have exceeded billions of 
dollars annually and help preserve the integrity of vital government programs 
that enable Americans to purchase homes, provide health care to older 
Americans and low income families, and ensure our national security and 
defense. Most industries in the United States are impacted by the False Claims 
Act. Any company—whether publicly traded or privately-owned—that does 
business either directly or indirectly with the Federal Government (and 
numerous state governments) has potential exposure under the False Claims Act 
and in certain sectors, such as the financial services sector, under the Financial 
Institutions Reform, Recovery, and Enforcement Act of 1989 (FIRREA). 
FIRREA provides civil penalties for certain kinds of fraud affecting a federally-
insured financial institution.  

The False Claims Act is a federal law that imposes civil liability on 
companies and individuals that defraud government-funded programs. It holds 
a company liable to pay damages, plus three times the amount of damages that 
the Federal Government sustains because of the false claim, as well as penalties. 
The False Claims Act includes a qui tam provision that allows private 
individuals (known as relators or whistleblowers) to file civil actions in the name 
of the Federal Government and to recover a percentage of any settlement or 
judgment under the Act. The media, which avidly reports False Claims Act 
recoveries and judgments, calls them “whistleblower suits.” Whistleblowers are 
 
 6 Press Release, Justice Dep’t. Recovers Over $3.5 Billion From False Claims Act Cases in Fiscal Year 
2015 (Dec. 3, 2015) (on file with Dep’t. of Justice); Press Release, Wells Fargo Bank Agrees to Pay $1.2 Billion 
for Improper Mortgage Lending Practices (Apr. 8, 2016) (on file with Dep’t. of Justice); Press Release, Just. 
Dep’t. Collects More Than $15.3 Billion In Civil and Criminal Cases in Fiscal Year 2016 (Dec. 14, 2016) (on 
file with Dep’t. of Justice); Press Release, Just. Dep’t. Recovers nearly $ Billion from False Claims Act Cases 
in Fiscal Year 2014 (Nov. 20, 2014) (on file with Dep’t. of Justice). 
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key—and they largely dictate where the Justice Department’s priorities lie.  

The Department’s use of the False Claims Act will continue unabated—as 
history has shown, Presidential Administrations of either political party have 
vigorously enforced the False Claims Act—and should help to attack the opioid 
crisis from an enforcement perspective. The Act has always had considerable 
support from Congress and, most notably, from Republican Senator Chuck 
Grassley who has called the False Claims Act “hands down, the most effective 
tool the government has to fight fraud against the taxpayers….the modern-day 
False Claims Act is now 30 years old. It is the most successful piece of anti-
fraud legislation in U.S. history, and it has always enjoyed strong bipartisan 
support.” Further, as reported by the National Law Journal in June 2016, the 
United States Supreme Court reinforced the broad scope and power of the False 
Claims Act. 

Other areas of steady and increasing focus of the Justice Department’s False 
Claims Act enforcement practice include: health care fraud involving 
pharmaceutical manufacturers, health care providers, hospitals, physicians, 
physician practice groups, laboratories, managed care providers, pharmacies, 
hospice and nursing home providers, and various government suppliers, many 
of which may have a role in perpetuating drug addiction. In fact, any company 
or institution receiving, or participating in, research grants, subsidy programs, 
loan guarantee programs, federal building construction, government equipment 
and information technology purchases, selling goods and services to the 
military, and foreign aid, all fall within the purview of the False Claims Act. 
Simply put—the False Claims Act materially affects how companies do 
business.  

III. THE FALSE CLAIMS ACT IS A REPEAT PERFORMER FOLLOWING 
DE-REGULATION 

The False Claims Act is a formidable and necessary enforcement tool to keep 
participants in every industry that receive federal dollars (directly or indirectly) 
in check. This is particularly so where there is actual or threatened deregulation 
and a state of crisis like the one we are currently experiencing. We need not look 
far in the past for similar examples of this. Ten years ago, we saw the collapse 
of the financial industry beginning with the fall of the Lehman Brothers.7 
Wrongdoing in the mortgage industry helped lead to a devastating crisis that 

 
 7 James Mackintosh, Lehman’s Lessons, 10 Years Later, THE WALL STREET JOURNAL, Sept. 7, 2018, 
available at https://www.wsj.com/articles/lehmans-lessons-10-years-later-1536255748. 
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spanned the globe. We found ourselves in this position because of deregulation 
coupled with many other factors that have been well-covered by scholars. In the 
absence of sensible regulation, the Department of Justice used the False Claims 
Act to correct the regulatory failures that the financial market itself did not 
address.  

By example, one important program of the United States Department of 
Housing and Urban Development was at risk. In late 2012, HUD was facing the 
near collapse of its Federal Housing Agency’s single family mortgage insurance 
fund. Under the program, homebuyers obtained FHA-insured mortgages from 
HUD-approved lenders to purchase homes with low down payments. By 
insuring commercial lenders against loss, HUD encouraged lenders to invest 
capital in the home mortgage market. The program was intended to help ordinary 
Americans realize the dreams of homeownership.  

Yet, for the first time in its 80 year history, the FHA was considering a 
potential taxpayer bailout of a program that was insuring a portfolio of more 
than $1 trillion in mortgages. In response, the Department of Justice took swift 
action under an enforcement program called the “Big Lender Initiative.” Armed 
with the False Claims Act, the Department of Justice investigated dozens of 
lenders that participated in the FHA’s single family mortgage insurance 
program. JPMorgan Chase was the first to get in line to repay the nearly 
insolvent insurance fund and admit wrongdoing. SunTrust, U.S. Bank, Bank of 
America, Wells Fargo, and many others followed. In this way, the False Claims 
Act acted as a fail-safe after chaos reigned in a deregulated environment. It was 
the Justice Department with its powerful enforcement tool that held the largest 
mortgage lenders in the world responsible for years of reckless underwriting of 
tens of thousands of bad loans that resulted in actual harm to real individuals. 
Even as recently as fiscal year 2016, the Justice Department collected more than 
$15.3 billion in civil and criminal cases, with the largest settlements from cases 
still related to the effects of the financial crisis.8 

IV. THE FALSE CLAIMS ACT AS FAIL-SAFE 

Make no mistake about it. The False Claims Act is needed to fight the opioid 
crisis with the help of whistleblowers. While it may be a blunt tool compared to 
sensible laws aimed at addressing the root causes of addiction, the False Claims 
Act will once again act as a fail-safe. By some measure, it will address the 

 
 8 Press Release, Justice Dep’t. Collects More than $15.3 Billion in Civ. and Crim. Cases in Fiscal Year 
2016 (Dec. 14, 2016) (on file with Dep’t. of Justice). 
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terrible economic and health effects of opioids wrought by wrongdoers willing 
to exploit others for financial gain—just as it was used effectively during the 
financial crisis.  



9:25 UPDATE ON DOJ’S FALSE CLAIMS ACT    
  ENFORCEMENT IN 2019: A DISCUSSION    
  WITH DOJ LEADERSHIP
  Moderator: Eva Gunasekera, Finch McCranie   
  LLP, Washington, D.C.
  Michael D. Granston, Director, Civil Fraud    
  Section of the U.S. Department of Justice,    
  Washington, D.C.
  Sara Vann, Georgia Medicaid Fraud Control Unit,  
  Atlanta
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Issues addressed

THE GOVERNMENT’S POSITION
THE LAW 

BEST PRACTICES/PRACTICE POINTERS

The FCA’s Alternate Remedy Provision
31 U.S.C. § 3730 (c) (5)
NOTWITHSTANDING SUBSECTION [3730] (b) [ACTIONS BY PRIVATE PERSONS], THE GOVERNMENT 
MAY ELECT TO PURSUE ITS CLAIMS THROUGH ANY ALTERNATE REMEDY AVAILABLE TO THE 
GOVERNMENT, INCLUDING ANY ADMINISTRATIVE PROCEEDING TO DETERMINE A CIVIL MONETARY 
PENALTY.  IF ANY SUCH ALTERNATE REMEDY IS PURSUED IN ANOTHER PROCEEDING, THE PERSON 
INITIATING THE ACTION SHALL HAVE THE SAME RIGHTS IN SUCH PROCEEDING AS SUCH PERSON 
WOULD HAVE HAD IF THE ACTION HAD CONTINUED UNDER THIS SECTION.  ANY FINDING OF FACT OR 
CONCLUSION OF LAW MADE IN SUCH OTHER PROCEEDING THAT HAS BECOME FINAL SHALL BE 
CONCLUSIVE ON ALL PARTIES TO AN ACTION UNDER THIS SECTION.  FOR PURPOSES OF THE 
PRECEDING SENTENCE, A FINDING OR CONCLUSION IS FINAL IF IT HAS BEEN FINALLY DETERMINED 
ON APPEAL TO THE APPROPRIATE COURT OF THE UNITED STATES, IF ALL TIME FOR FILING SUCH AN 
APPEAL WITH RESPECT TO THE FINDING OR CONCLUSION HAS EXPIRED, OR IF THE FINDING OR 
CONCLUSION IS NOT SUBJECT TO JUDICIAL REVIEW.



WHISTLEBLOWER LAW SYMPOSIUM: QUI TAM, SEC, CFTC AND IRS WHISTLEBLOWER CLAIMS UPDATE

22 of 358

The FCA’s Relator’s Share Provisions
31 U.S.C. § 3730 (d) (1) and (2)
(1) IF THE GOVERNMENT PROCEEDS WITH AN ACTION BROUGHT BY A PERSON UNDER SUBSECTION 

(b) [ACTIONS BY PRIVATE PERSONS], SUCH PERSON SHALL, SUBJECT TO THE SECOND SENTENCE 
OF THIS PARAGRAPH, RECEIVE AT LEAST 15 PERCENT BUT NOT MORE THAN 25 PERCENT OF THE 
PROCEEDS OF THE ACTION OR SETTLEMENT OF THE CLAIM, DEPENDING UPON THE EXTENT TO 
WHICH THE PERSON SUBSTANTIALLY CONTRIBUTED TO THE PROSECUTION OF THE ACTION. [] 
ANY PAYMENT TO A PERSON UNDER THIS FIRST OR SECOND SENTENCE OF THIS PARAGRAPH 
SHALL BE MADE FROM THE PROCEEDS.

(2) IF THE GOVERNMENT DOES NOT PROCEED WITH AN ACTION UNDER THIS SECTION, THE PERSON 
BRINGING THE ACTION OR SETTLING THE CLAIM SHALL RECEIVE AN AMOUNT WHICH THE COURT 
DECIDES IS REASONABLE FOR COLLECTING THE CIVIL PENALTY AND DAMAGES.  THE AMOUNT 
SHALL BE NOT LESS THAN 25 PERCENT AND NOT MORE THAN 30 PERCENT OF THE PROCEEDS OF 
THE ACTION OR SETTLEMENT AND SHALL BE PAID OUT OF SUCH PROCEEDS.

Questions to Address

(1) MUST THE RELATOR ALLEGE AN FCA VIOLATION?  ARE THE COURTS OR

CIRCUITS IN DISAGREEMENT ABOUT THIS?  DOES THE TIMING OF WHEN THE QUI 

TAM CASE IN RELATION TO THE OTHER PROCEEDING MATTER?  WHAT IF THE 

COURT FINDS THE QUI TAM CASE NON-MERITORIOUS BY GRANTING A MTD OR AN 

MSJ OR A JURY FINDS AGAINST THE RELATOR?  WHAT HAPPENS IF THE UNITED 

STATES EXPRESSLY CARVES OUT THE QUI TAM CLAIMS IN A SETTLEMENT 

AGREEMENT (WITH OR WITHOUT THE RELATOR’S AGREEMENT)?

(2) DOES IT MATTER WHETHER THE GOVERNMENT INTERVENES OR DECLINES THE 

QUI TAM CASE? 

(3) DOES IT MATTER WHAT KIND OF A PROCEEDING IS PURSUED BY THE 

GOVERNMENT?

(4) DOES IT MATTER WHAT CLAIMS ARE ALLEGED IN THE OTHER PROCEEDING? 



WHISTLEBLOWER LAW SYMPOSIUM: QUI TAM, SEC, CFTC AND IRS WHISTLEBLOWER CLAIMS UPDATE

23 of 358

DOJ’s Position
GENERALLY SPEAKING, DOJ HAS TAKEN THE POSITION 
THAT TO QUALIFY AS AN ALTERNATE REMEDY: (1) THE 
RELATOR MUST HAVE ALLEGED A FALSE CLAIMS ACT 
VIOLATION, (2) THE CLAIMS MUST BE VALID FCA
CLAIMS, (3) THE PROCEEDING MUST PROVIDE FOR A 
CIVIL OR AN ADMINISTRATIVE MONETARY REMEDY, 
AND (4) THE PROCEEDING MUST ALLEGE FALSE OR 
FRAUDULENT CLAIMS. 

DOJ’s Position
LET’S COVER HOW THE CASE LAW HAS 
DEVELOPED AROUND THESE DOJ 
POSITIONS.
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#1
MUST RELATOR ALLEGE A VALID FALSE CLAIMS 
ACT VIOLATION AS A THRESHOLD TO 
RECOVER A SHARE OF PROCEEDS?

#1 - The Law
US EX REL. HEFNER V. HACKENSACK UNIVERSITY MEDICAL CENTER, 495 
F.3D 103 (3RD CIR. 2007)(WHERE RELATOR LOST ON SUMMARY JUDGMENT)

BLEDSOE V. COMMUNITY HEALTH SYSTEMS, INC., 342 F.3D 634, 650 (6TH CIR. 
2003)(WHERE RELATOR ALLEGEDLY FAILS TO MEET 9(b))

DONALD V. UNIVERSITY OF CALIFORNIA BOARD OF REGENTS, 329 F.3D 1040 
(9TH CIR. 2003)(WHERE RELATOR BRINGS AN INVALID CLAIM AGAINST A 
STATE ENTITY)

US EX REL. MERENA V. SMITHKLINE BEECHAM CORP., 205 F.3D 97, 106 (3D 
CIR. 2000) (WHERE RELATOR IS DISMISSED ON PUBLIC DISCLOSURE 
GROUNDS) 

KING V. US, ON APPEAL IN 11TH CIR WITH ORAL ARG SET FOR 12/15/2017 
(THE US TAKES THE POSITION THAT RELATOR’S CLAIMS FAILS WHERE 
THERE IS NO VALID QUI TAM CLAIM)
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#2
IS IT A PREREQUISITE TO AN ALTERNATE 
REMEDY THAT THE UNITED STATES MUST 
INTERVENE IN THE FALSE CLAIMS ACT 
CLAIMS?

#2 – The Law
US EX REL. BLEDSOE V. COMMUNITY HEALTH 
SYSTEMS, INC., 342 F.3D 634 (6TH CIR. 2003) 
(ALTERNATE REMEDY EVEN WHERE (A) THE SETTLEMENT AGREEMENT 

EXPRESSLY CARVES OUT RELATOR’S QUI TAM ACTION AND (B) THE DOJ 
HAS NOT INTERVENED).   

.
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#2 – The Law
THE GOVERNMENT'S POSITION IS THAT ITS ELECTION DECISION IS 
IRRELEVANT TO AN ANALYSIS OF WHETHER RELATOR IS ENTITLED TO A 
SHARE OF AN ALTERNATE REMEDY.  SEE ATTACHED 5/30/17 USG BRIEF 
FROM 9TH CIRCUIT, WHICH THE GOVERNMENT'S MOST COMPREHENSIVE 
AND CURRENT STATEMENT ON ALT REMEDY. THE GOVERNMENT 
SUMMARIZES ITS POSITION AT PAGE 8: THE FCA CONFERS A RIGHT TO A 
SHARE OF THE GOVERNMENT’S RECOVERY ON ANY RELATOR WHO 
SATISFIES THE STATUTORY PREREQUISITES, REGARDLESS OF WHETHER 
THE GOVERNMENT HAS INTERVENED IN THE ACTION OR PURSUED AN 
ALTERNATE REMEDY FOR ITS CLAIM. 

#2 – The Law
THE FCA ALSO MAKES CLEAR THAT, IN THE EVENT OF A DISAGREEMENT 
BETWEEN THE GOVERNMENT AND THE RELATOR, THE DISTRICT COURT 
PRESIDING OVER A SUCCESSFUL QUI TAM SUIT MAY RESOLVE ANY 
DISPUTE CONCERNING THE RELATOR’S SHARE. THIS COURT AND 
SEVERAL OTHER COURTS OF APPEALS HAVE ADDRESSED MOTIONS FOR 
RELATOR’S SHARES UNDER THE ALTERNATE-REMEDY PROVISION ON 
CLAIMS THAT THE GOVERNMENT HAS DECLINED. SOVEREIGN 
IMMUNITY DOES NOT PREVENT THE RELATOR FROM PURSUING A SHARE 
IN SUCH CIRCUMSTANCES. THE FCA PROVIDES A LIMITED WAIVER OF 
SOVEREIGN IMMUNITY THAT PERMITS AWARDS OF RELATOR SHARES BY 
THE DISTRICT COURT THAT SUPERINTENDED THE SUCCESSFUL QUI TAM 
ACTION. 
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#2 – The Law
SEVERAL COURTS OF APPEALS HAVE ENTERTAINED MOTIONS FOR 
RELATOR’S SHARES UNDER THE ALTERNATE-REMEDY PROVISION IN 
CASES WHERE THE GOVERNMENT HAD NOT PREVIOUSLY INTERVENED 
IN THE QUI TAM ACTION. SEE, E.G., UNITED STATES EX REL. BABALOLA V. 
SHARMA, 746 F.3D 157 (5TH CIR. 2014); UNITED STATES EX REL. HEFNER V. 
HACKENSACK UNIV. MED. CTR., 495 F.3D 103 (3D CIR. 2007); UNITED STATES 
EX REL. BLEDSOE V. COMMUNITY HEALTH SYS., INC., 342 F.3D 634 (6TH CIR. 
2003); SEE ALSO UNITED STATES EX REL. BARAJAS V. UNITED STATES, 258 
F.3D 1004, 1008-13 (9TH CIR. 2001) (THE COURT ADDRESSED THE MERITS OF 
A MOTION FOR AN ALTERNATE-REMEDY SHARE WHERE THE 
GOVERNMENT INTERVENED ON CERTAIN CLAIMS OF FRAUD, BUT NOT 
WITH RESPECT TO THE SPECIFIC CLAIM SUPPOSEDLY REMEDIED IN THE 
ALTERNATE PROCEEDING. 

#2 – The Law
COURT DECISIONS EVINCE A WIDESPREAD ASSUMPTION THAT MOTIONS 
FOR ALTERNATE-REMEDY SHARES ARE APPROPRIATELY BROUGHT IN THE 
FEDERAL DISTRICT COURT THAT SUPERINTENDED THE QUI TAM ACTION. 
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#3
IN ORDER FOR RELATOR TO RECEIVE A SHARE 
OF THE PROCEEDS OF AN ALTERNATE REMEDY, 
MUST THE OTHER PROCEEDING PROVIDE FOR 
A CIVIL OR ADMINISTRATIVE MONETARY 
REMEDY?

#3 - TYPES OF ALTERNATE PROCEEDINGS

•THE MEDICARE FEE FOR SERVICE (FFS) RECOVERY AUDIT PROGRAM.

•CRIMINAL PROCEEDS FROM RESTITUTION OR FORFEITURE

•REIMBURSEMENT PAYMENTS

•RECOVERIES THAT ARGUABLY STEM FROM THE QUI TAM BUT DON’T 
INVOLVE DEFENDANTS OR THEORIES OF LIABILITY SET OUT IN THE 
COMPLAINT

•K REMEDIES 

•OVERPAYMENTS
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#3 - The Law
THE LANGUAGE OF § 3730(C)(5) SPECIFIES BROADLY THAT THE UNITED 
STATES MAY USE “ANY” ALTERNATE REMEDY AVAILABLE TO PURSUE ITS 
CLAIM. 31 U.S.C. § 3730(C)(5). BY USING THE WORD “ANY,” THE STATUTE 
UNAMBIGUOUSLY PLACES NO RESTRICTION ON THE ALTERNATE 
REMEDIES AVAILABLE TO THE UNITED STATES. HOWEVER, THE COURT 
MUST STILL INTERPRET THE TERM “ALTERNATE REMEDY.”

US V. BISIG AND HOME PHARMA-ASSIST, INC., (SDIN 
2005) 

#3 - The Law
US EX REL. BARAJAS V. NORTHROP, 258 F.3D 1004 (9TH CIR. 2001) – (SUSPENSION AND 
DEBARMENT PROCEEDING AS AN ALTERNATE REMEDY)

US EX REL. BLEDSOE V. COMMUNITY HEALTH SYSTEMS, INC., 342 F.3D 634 (6TH CIR. 
2003) (CRIMINAL FORFEITURE)

ASTHMA ARTHRITIS & PAIN CENTER (5TH CIR. 2014) (BECAUSE THERE WAS NO QUI 
TAM ACTION PENDING AT THE COMMENCEMENT OF THE RESTITUTION 
PROCEEDING, THE RESTITUTION PROCEEDING DOES NOT CONSTITUTE AN 
ALTERNATE REMEDY )

US V. BISIG AND HOME PHARMA-ASSIST, INC., (SDIN 2005) (CRIMINAL FORFEITURE 
PROCEEDING AN ALTERNATE REMEDY WHERE THE PROCEEDING IS INITIATED BY 
RELATOR’S SUIT, THE SUIT IS STAYED TO ALLOW THE PROCEEDING TO CONTINUE, 
IT WAS INITIATED BY THE RELATOR’S SUIT, THE PROCEEDING DEPLETES THE 
DEFENDANT’S ASSETS, AND THE FORFEITURE PREVENTED RELATOR FROM 
PROCEEDING ON THE QUI TAM CASE)
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#3 - The Law
IS RELATOR ENTITLED TO INTERVENE IN A CRIMINAL 
PROCEEDING?
RELATORS LACK STANDING TO INTERVENE IN THE CRIMINAL 

FORFEITURE ACTION.   A CRIMINAL FORFEITURE ACTION DOES 
NOT CONSTITUTE AN "ALTERNATE REMEDY" TO A CIVIL QUI TAM 

ACTION UNDER THE FALSE CLAIMS ACT, ENTITLING A RELATOR 
TO INTERVENE IN THE CRIMINAL ACTION AND RECOVER A 
SHARE OF THE PROCEEDS PURSUANT TO 31 U.S.C. 3730(C)(5).  THE 

PROPER REMEDY IS THROUGH THE FCA CIVIL ACTION. U.S. V. VAN 
DYCK (NO. 16-10160) (9TH CIR. AUG. 10, 2017).

#4
MUST THE ALTERNATE PROCEEDINGALLEGE 
FALSE OR FRAUDULENT CLAIMS?
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#4 - The Law
RILLE V. PRICEWATERHOUSECOOPERS LLP, 803 F.3D 368 
(8TH CIR. 2015) (EN BANC) (REQUIRING A FACTUAL 
OVERLAP BETWEEN THE RELATOR’S CLAIMS AND 
CLAIMS SETTLED BY THE GOVERNMENT)

Issue spotting
(1) HAVE I ALLEGED AN FCA VIOLATION?  IS IT VALID?  FILED A QUI TAM BEFORE 

THE ALTERNATE PROCEEDING WAS INSTITUTED?

(2) DO I HAVE ANY OF THE FOLLOWING PROBLEMS WITH MY CASE THAT COULD 
MAKE IT INVALID: 9(b) OR 12(b) PROBLEMS; MTD OR MSJ ISSUES; HAS THE 
UNITED STATES EXPRESSLY CARVED OUT THE QUI TAM CLAIMS IN A 
SETTLEMENT AGREEMENT (WITH OR WITHOUT MY CONSENT)?

(3) HAS THE GOVERNMENT INTERVENED?  DECLINED THE QUI TAM CASE? 

(4) WHAT TYPE OF PROCEEDING IS THE ALTERNATE REMEDY?

(5) WHAT CLAIMS ARE ALLEGED IN THE OTHER PROCEEDING? 
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PRACTICAL SOLUTIONS
PRACTICALLY SPEAKING, WHAT SUGGESTIONS DO EACH OF YOU HAVE 
FOR AVOIDING LITIGATING THIS ISSUE WITH THE DOJ? 

(1) WHAT ABOUT WHEN THE GOVERNMENT INTERVENES?

(2) WHAT ABOUT WHEN THE CASE IS DECLINED?  E.G., PROVIDE A 
DAMAGES ESTIMATE THAT CAN BE ATTRIBUTED TO THE FCA CLAIMS 
AND OFFSET AGAINST BY THE FORFEITURE

(3) AN ALTERNATE PROCEEDING SUCH AS A CRIMINAL FORFEITURE 
ACTION DOES NOT PRECLUDE RELATORS FROM GOING FORWARD 
WITH THEIR QUI TAM ACTION AND RECEIVING A PORTION OF THE 
PROCEEDS

PRACTICAL SOLUTIONS
See U.S. ex rel. Kamal Al Sultan v The Public Warehousing Company and The 
Sultan Center (NDGA), Civ. Action CV 1:05-cv-2968-GET.  FCA case 
against the Kuwaiti food contractor PWC (and its retail supermarket 
affiliate TSC) to the US in the two Iraq Gulf Wars, alleging illegal price 
mark-ups and vendor kick-backs. DOJ criminally indicted the corporate 
defendants and intervened in the civil case in November 2009; and the 
Defendants and over 300 affiliates were suspended from contracting. 
Case recently settled for approximately $350 million ($95m in cash plus 
dismissal of pending performance bonus administrative claims).  
Relator’s Share of approximately $39 million representing the single 
largest alternative remedy obtained in the history of the FCA. 
http://www.mossgilmorelaw.com/assets/blog/DOJ-Main-Justice-Defense-
Contractor-Resolves-Criminal-Civil-and-Administrative-Liability-
Related-to-Food-Contracts.pdf
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  Banks, LLP, Washington, D.C.
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  Jason C. Schwartz, Gibson, Dunn & Crutcher,   
  Washington, D.C.
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Hypothetical Overview
� In-house attorney working for publicly traded 

company headquartered in New York
� Worked out of the company’s office in 

Shanghai, China
� Raised concerns regarding the company’s 

potential violations of the Foreign Corrupt 
Practices Act, prompting internal investigation

� Counseled on performance issues by 
superiors

� Retains counsel and reports matter to SEC
2Georgia Institute of Continuing Legal Education
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Hypothetical
� Sarah Doe serves as Associate General Counsel and Asia 

Region Chief Compliance Officer for Gamerz Inc. 
(“Gamerz”), a publicly-traded video game company 
headquartered in New York.  The market leader for 
controversial adventure and crime-related video games that 
push boundaries, Gamerz places significant emphasis on 
selling its video game titles in Asia.

� Sarah is barred in the District of Columbia and in New York, 
but lives and works in Shanghai, China.  There she 
supervises a team of five attorneys who advise Asia 
business leaders on commercial affairs and who also ensure 
compliance with laws and regulations applicable to 
Gamerz’s business in Asia.  In June 2016, Gamerz gave 
Sarah an award for being a “rising star” within the Office of 
General Counsel.

3Georgia Institute of Continuing Legal Education

Hypothetical
� In late August 2017, Gamerz’s China business leaders 

asked Sarah for input on the enforceability of the company’s 
agreements with its China-based distributors.  In the course 
of her review, Sarah noticed that the agreements 
contemplated sizable periodic payments to the Chinese 
distributors.  She asked China Sales Director Tom Jones 
about the payments, and Tom explained that the distributors 
generated consumer interest for Gamerz’s video game titles, 
especially where Tom’s talented in-house marketing team 
was unable to create the requisite “hype” in the Chinese 
market.  Tom acknowledged that the payments looked 
“outsized,” but he said the distributor relationships were 
handled exclusively by senior Gamerz executives.  “That’s 
above my pay grade,” Tom joked.  

4Georgia Institute of Continuing Legal Education
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Hypothetical

� Sarah knew that Wall Street was abuzz over Gamerz’s
unparalleled success in China, in particular its uncommon 
ability to market salacious video game titles there when 
Chinese censorship officials were banning competitors’ 
similar titles as offensive to Chinese national values.  When 
Sarah asked Tom for documentation of the services 
rendered by the distributors, Tom sent her a stack of cryptic 
invoices with no description of services except “marketing.”  
This alarmed Sarah, as the outlay amounted to several 
million dollars over a few years.  

5Georgia Institute of Continuing Legal Education

Hypothetical
� In September 2017, Sarah voiced her concern about the 

distributor payments in a regular call with her boss, Deputy 
General Counsel George Smith.  George had counseled her a 
year earlier about complaints me from unnamed China employees 
that she was “rigid” and was “micromanaging” her team.  Now, 
when Sarah asked George to explain the purpose of the distributor 
payments, he reminded her about her perceived “rigidity,” and said 
that the business unit had asked her to look only at the 
enforceability of the distributor agreements. He told her to “stay in 
[her] own lane” when it came to the marketing.  Sarah dropped the 
issue.

� In November 2017, Tom approached Sarah and told her 
“confidentially” that the owner of a Chinese distributor had called 
and yelled at him about Gamerz’s failure to remit payment on 
recent invoices.  Tom said the owner had warned that Chinese 
Ministry of Culture officials would be very upset if things weren’t 
“made right” with them immediately, and had specifically 
mentioned a pending application for release of a blockbuster video 
game into the China market.

6Georgia Institute of Continuing Legal Education
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Hypothetical

� After receiving what she viewed as persuasive evidence of 
the payment of bribes to Chinese government officials, 
Sarah repeated her concerns to George in numerous 
conversations and emails over the next few months.  She 
valued her job at Gamerz and avoided using the “B”-word, 
but referred to “serious compliance issues” with the 
payments.  George eventually responded in a telephone call, 
claiming he had “checked on it” and learned that the 
Chinese owner who called Tom was merely disgruntled 
because he had been replaced by a competitor.

7Georgia Institute of Continuing Legal Education

Hypothetical
� In mid-March 2018, Sarah traveled to New York for a 

previously scheduled, in-person meeting with George.  She 
recorded the meeting on her personal iPhone, as allowed by 
New York’s one-party consent law but prohibited by Gamerz
corporate policy.  When Sarah again raised the issue of the 
outsized payments to Chinese distributors, George told her 
angrily she was being “rigid” again and was not doing her 
career any favors.  He said she would be better served by 
minding her relationships with her peers and subordinates, 
who, as he had counseled her before, were alienated by her 
rigidity.

� Sarah decided to take further action two weeks later and 
called the company’s ethics hotline.  During this call, she 
detailed her unease over Gamerz’s payments to Chinese 
distributors, this time mentioning “apparent bribes” and 
stating her additional concern that her boss, George, was 
treating her poorly.  

8Georgia Institute of Continuing Legal Education
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Hypothetical
Discussion: 
(a) Who investigates? Engagement of outside 

counsel and privilege issues over outside 
counsel investigations. 

(b) Could Sarah bring a claim of retaliation 
against Gamerz, given her status as in-house 
counsel? 

(c) Has Sarah engaged in protected activity 
under SOX for raising concerns about foreign 
bribery issues?

9Georgia Institute of Continuing Legal Education

Hypothetical
� In early April 2018, Gamerz’s New York-based Chief Global 

Compliance Officer traveled to Shanghai to meet with Sarah 

regarding the distributor payments. George attended the 

meeting, along with an in-house corporate compliance 

attorney and two members of the internal audit team.  Sarah 

detailed what she knew and said she had been raising the 

issue with George for months.  At the conclusion of the 

meeting, the attorney made Sarah sign a letter agreeing to 

keep the matter confidential until otherwise instructed by the 

company.  Sarah left the meeting believing the company 

planned to address the potential bribes, but she was 

unnerved by George, who had glared at her every time she 

opened her mouth in the meeting.

10
Georgia Institute of Continuing Legal Education
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Hypothetical

Discussion: Upjohn warnings in light of recent 
SEC and NLRB developments.

11Georgia Institute of Continuing Legal Education

Hypothetical
� Sarah heard nothing more from the corporate investigation team 

over the next two months, and received only vague assurances 
that the investigation was “ongoing” when she inquired.  
Meanwhile, George began excluding her from important meetings 
and cancelling their regular one-on-one meetings without 
explanation.  During this period, Sarah also reviewed additional 
invoices from distributors and photographed them with her iPhone 
out of fear that Gamerz might somehow “misplace” them.

� In late July 2018, Sarah escalated the matter to Gamerz’s General 
Counsel in an email describing the payments as “potential bribes” 
to Chinese ministry officials, and complaining that George was 
escalating his retaliation against her.  Two days later the General 
Counsel contacted Sarah via video conference, listened to her 
concerns, and said that Gamerz had hired outside counsel to 
investigate.  He also promised talk to George about his behavior 
toward Sarah.

12Georgia Institute of Continuing Legal Education
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Hypothetical
� Sarah met with the company’s outside counsel several times 

over two weeks starting on August 7, 2018.  In those 
meetings, she described what she had heard and seen, and 
showed them a trove of invoices and other documents she 
had collected evidencing potential bribes to Chinese 
government officials.  To her surprise, outside counsel tried 
to convince her that the payments were “normal” marketing 
fees, an explanation with which she disagreed vehemently.  
George attended the last such meeting on September 1, 
2018, where he and outside counsel grew hostile when 
Sarah said she was not going to roll over on this and added, 
“No job is worth going to jail for!”   She even raised her voice 
near the end and said, “I won’t stand for this.”

13Georgia Institute of Continuing Legal Education

Hypothetical
Discussion:
(a) Managing the whistleblower — administrative 

leave, compensation, promotion, year-end 
evaluations.

(b) What if the whistleblower has taken 
confidential and/or privileged documents in 
support of his or her claims?

14Georgia Institute of Continuing Legal Education
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Hypothetical

� On September 14, 2018, Sarah had her yearly performance 
evaluation meeting with George.  He criticized her 
management style, recalling the supposed complaints from 
her team and others in the Shanghai office and her “rigidity” 
in ignoring other perspectives, and for the first time accused 
her of being distracted at work and unreceptive to feedback.  
Having given Sarah a less-than-fully-satisfactory rating (her 
first ever), George placed her on a ninety-day Performance 
Improvement Plan.  Sarah refused to sign the appraisal and 
immediately called the Human Resources department 
stating that she was a victim of retaliation.

15Georgia Institute of Continuing Legal Education

Hypothetical
� That night, Sarah contacted whistleblower attorneys at 

Shouldwe Sue‘em and Howe LLP.  Believing Sarah to have 
a strong SOX retaliation case, the firm sent a demand letter 
to Gamerz’s General Counsel on October 1, 2018, detailing 
Sarah’s retaliation claims and requesting that the company 
preserve relevant documents.  The General Counsel called 
Sarah’s lawyer the next day to inform him that Gamerz was 
placing Sarah on paid administrative leave until its 
investigation of her allegations was completed.  After 
learning this from her lawyer, Sarah packed up some 
personal items and left the office, also taking her company 
laptop and a stack of documents that she believed relevant 
to her case.

16Georgia Institute of Continuing Legal Education



WHISTLEBLOWER LAW SYMPOSIUM: QUI TAM, SEC, CFTC AND IRS WHISTLEBLOWER CLAIMS UPDATE

42 of 358

Hypothetical

Discussion: The litigation hold notice, post-
Menendez

17Georgia Institute of Continuing Legal Education

Hypothetical
� On October 7, 2018, Sarah received a phone call from her friend Joe, a 

senior vice president at Gamerz in New York.  Joe had just received a 
litigation hold notice and wanted to know if she knew anything about it.  
There were rumors going around the executive offices, Joe said, that 
Sarah was a “troublemaker” and was threatening litigation because she 
knew her performance was lagging.  Joe also mentioned “in confidence” 
that he was having his own problems with upper management, maybe 
even facing termination, for resisting what he described as the 
company’s knowing sale of defective video games to the U.S. 
government for placement in U.S. military base lounges in the U.S. and 
around the world.   

� Sarah shared this information with her counsel, who suggested they 
contact the U.S. Securities and Exchange Commission (“SEC”) about 
Gamerz’ misconduct.  On October 15, 2018, Sarah’s counsel filed an 
anonymous SEC whistleblower tip on her behalf, alleging that Gamerz
had violated the Foreign Corrupt Practices Act and had subjected Sarah 
to unlawful retaliation for investigating those violations, and also 
mentioning what she had heard from Joe. 

18Georgia Institute of Continuing Legal Education
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Hypothetical
� Two days later, on October 17, 2018, Sarah’s lawyer 

received a call from the General Counsel informing her that 
outside counsel had finished the investigation and found no 
wrongdoing by Gamerz, and instructing Sarah to return to 
work.  He noted that Gamerz was transferring Sarah to a 
new “special projects” role in which her pay would remain 
the same but she would no longer supervise a team in light 
of her difficulties working with subordinates.  

� Sarah believes she will be terminated if she returns to work, 
or at least forced to work in a job with no realistic chance of 
advancement in an effort to force her to quit.  After talking 
with her attorney, she believes that Gamerz might be willing 
to offer her a severance package to resign her position and 
sign a release of claims.  Sarah had previously signed an 
arbitration agreement as part of Gamerz’s standard new hire 
package.

19Georgia Institute of Continuing Legal Education

Hypothetical
Discussion:

(a) Voluntary severance agreements: can 
employers buy peace of mind? 

(b) Terminating a whistleblower for poor 
performance or misconduct? 

(c) Is a SOX claim subject to arbitration?
(d) What about Joe?

20Georgia Institute of Continuing Legal Education
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Thank you

Emily Johnson, UPS, VP for 
Litigation, Labor & 
Employment, Atlanta

David J. Marshall
Katz, Marshall & Banks LLP

Jason C. Schwartz
Gibson, Dunn & Crutcher, LLP

21Georgia Institute of Continuing Legal Education
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Washington D.C., June 28, 2018 —

SEC Proposes Whistleblower Rule
Amendments
FOR IMMEDIATE RELEASE 
2018-120

The Securities and Exchange Commission today voted to propose
amendments to the rules governing its whistleblower program.  The whistleblower program was established in
2010 to incentivize individuals to report high-quality tips to the Commission and help the agency detect wrongdoing
and better protect investors and the marketplace.

The Commission’s whistleblower program has made significant contributions to the effectiveness of the agency’s
enforcement of the federal securities laws.  Original information provided by whistleblowers has led to enforcement
actions in which the Commission has ordered over $1.4 billion in financial remedies, including more than $740
million in disgorgement of ill-gotten gains and interest, the majority of which has been, or is scheduled to be,
returned to harmed investors.

After nearly seven years of experience administering the whistleblower program, the SEC has identified various
ways in which the program might benefit from additional rulemaking.  The proposed rules would, among other
things, provide the Commission with additional tools in making whistleblower awards to ensure that meritorious
whistleblowers are appropriately rewarded for their efforts, increase efficiencies in the whistleblower claims review
process, and clarify the requirements for anti-retaliation protection under the whistleblower statute.   

“Whistleblowers have made significant contributions to the SEC’s enforcement efforts, and the value of our
whistleblower program is clear,” said SEC Chairman Jay Clayton.  “The proposed rules are intended to help
strengthen the whistleblower program by bolstering the Commission’s ability to more appropriately and
expeditiously reward those who provide critical information that leads to successful enforcement actions.  I look
forward to public feedback and encourage everyone with an interest to give us their ideas on the proposed rules.”

The public comment period will remain open for 60 days following publication of the proposing release in the
Federal Register.

FACT SHEET 
SEC Open Meeting 

June 28, 2018

Background

Section 922 of the Dodd-Frank Wall Street Reform and Consumer Protection Act added Section 21F to the
Securities Exchange Act of 1934 (the “Exchange Act”), establishing the Commission’s whistleblower program. 
Among other things, Section 21F authorizes the SEC to make monetary awards to eligible individuals who
voluntarily provide original information that leads to successful SEC enforcement actions resulting in monetary
sanctions over $1 million and successful related actions.  Awards must be made in an amount equal to 10 to 30
percent of the monetary sanctions collected.  Congress established a separate fund at the Treasury Department,
called the Investor Protection Fund (IPF), from which whistleblower awards are paid.  Since the program’s
inception, the Commission has ordered over $266 million in 50 awards to 55 whistleblowers, including individuals

Press Release
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Washington D.C., June 28, 2018 —

SEC Proposes Whistleblower Rule
Amendments
FOR IMMEDIATE RELEASE 
2018-120

The Securities and Exchange Commission today voted to propose
amendments to the rules governing its whistleblower program.  The whistleblower program was established in
2010 to incentivize individuals to report high-quality tips to the Commission and help the agency detect wrongdoing
and better protect investors and the marketplace.

The Commission’s whistleblower program has made significant contributions to the effectiveness of the agency’s
enforcement of the federal securities laws.  Original information provided by whistleblowers has led to enforcement
actions in which the Commission has ordered over $1.4 billion in financial remedies, including more than $740
million in disgorgement of ill-gotten gains and interest, the majority of which has been, or is scheduled to be,
returned to harmed investors.

After nearly seven years of experience administering the whistleblower program, the SEC has identified various
ways in which the program might benefit from additional rulemaking.  The proposed rules would, among other
things, provide the Commission with additional tools in making whistleblower awards to ensure that meritorious
whistleblowers are appropriately rewarded for their efforts, increase efficiencies in the whistleblower claims review
process, and clarify the requirements for anti-retaliation protection under the whistleblower statute.   

“Whistleblowers have made significant contributions to the SEC’s enforcement efforts, and the value of our
whistleblower program is clear,” said SEC Chairman Jay Clayton.  “The proposed rules are intended to help
strengthen the whistleblower program by bolstering the Commission’s ability to more appropriately and
expeditiously reward those who provide critical information that leads to successful enforcement actions.  I look
forward to public feedback and encourage everyone with an interest to give us their ideas on the proposed rules.”

The public comment period will remain open for 60 days following publication of the proposing release in the
Federal Register.

FACT SHEET 
SEC Open Meeting 

June 28, 2018

Background

Section 922 of the Dodd-Frank Wall Street Reform and Consumer Protection Act added Section 21F to the
Securities Exchange Act of 1934 (the “Exchange Act”), establishing the Commission’s whistleblower program. 
Among other things, Section 21F authorizes the SEC to make monetary awards to eligible individuals who
voluntarily provide original information that leads to successful SEC enforcement actions resulting in monetary
sanctions over $1 million and successful related actions.  Awards must be made in an amount equal to 10 to 30
percent of the monetary sanctions collected.  Congress established a separate fund at the Treasury Department,
called the Investor Protection Fund (IPF), from which whistleblower awards are paid.  Since the program’s
inception, the Commission has ordered over $266 million in 50 awards to 55 whistleblowers, including individuals
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filing jointly, whose information and cooperation assisted the Commission in bringing successful enforcement
actions.

The proposed whistleblower rule amendments would make certain modifications and clarifications to the existing
rules, as well as several technical amendments.

Highlights

Additional Tools in Award Determinations

Allowing awards based on deferred prosecution agreements (“DPAs”) and non-prosecution agreements
(“NPAs”) entered into by the U.S. Department of Justice (“DOJ”) or a state attorney general in a criminal
case, or a settlement agreement entered into by the Commission outside of the context of a judicial or
administrative proceeding to address violations of the securities laws:  This proposed amendment will
ensure that whistleblowers are not disadvantaged because of the particular form of an action that the
Commission, DOJ, or a state attorney general acting in a criminal case may elect to pursue.  Currently, the
Commission’s whistleblower rules do not address whether the Commission may pay a related-action award
when an eligible whistleblower voluntarily provides original information that leads to a DPA or NPA entered
into by DOJ or a state attorney general in a criminal proceeding.  Under the proposed amendment, the
Commission would be able to make award payments to whistleblowers based on money collected as a
result of such DPAs and NPAs, as well as under settlement agreements entered into by the Commission
outside of the context of a judicial or administrative proceeding to address violations of the securities laws. 
 

Additional considerations for small and exceedingly large awards:  
 

Historically, over 60% of the awards given out in our whistleblower program have been less than $2
million.  In the context of potential awards that could yield a payout of less than $2 million to a
whistleblower, the proposed rules would authorize the Commission in its discretion to adjust the
award percentage upward under certain circumstances (subject to the 30% statutory maximum) to
an amount up to $2 million.   In exercising its discretion to increase an award under this provision,
the Commission would consider whether the increase helps to better achieve the program’s
objectives of rewarding meritorious whistleblowers and sufficiently incentivizing future whistleblowers
who might otherwise be concerned about the low dollar amount of a potential award.  
 

The proposing release also includes a general inquiry for public comment regarding whether the
Commission could establish a potential discretionary award mechanism for Commission
enforcement actions that do not qualify as covered actions (because they do not meet the more than
$1 million threshold requirement), are based on publicly available information, or where the monetary
sanctions collected are de minimis. 
 

Forty percent of the aggregate funds paid by the Commission to whistleblowers have been paid out
in only three awards.[1]  In the context of potential awards that could yield total collected monetary
sanctions of at least $100 million, the proposed rules would authorize the Commission in its
discretion to adjust the award percentage so that it would yield a payout (subject to the 10%
statutory minimum) that does not exceed an amount that is reasonably necessary to reward the
whistleblower and to incentivize other similarly situated whistleblowers.  However, in no event would
the award be adjusted below $30 million.  This proposed amendment is intended to make sure that
the Commission is a responsible steward of the public trust while continuing to provide strong
whistleblower incentives. 
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Elimination of potential double recovery under the current definition of “related action”:  This proposed
amendment would prevent the irrational result that could occur if a whistleblower could receive multiple
recoveries for the same information from different whistleblower programs.  The proposed amendment
would clarify that a law-enforcement or separate regulatory action would not qualify as a “related action” if
the Commission determines that there is a separate whistleblower award scheme that more appropriately
applies to the enforcement action. 

Uniform Definition of “Whistleblower”

In addition to the foregoing recommendations, the Commission proposes rule amendments in response to the
Supreme Court’s recent decision in Digital Realty Trust, Inc. v. Somers.  In that decision, the Court held that the
whistleblower provisions of the Exchange Act require that a person report a possible securities law violation to the
Commission in order to qualify for protection against employment retaliation under Section 21F.  The Court thus
invalidated the Commission’s rule interpreting Section 21F’s anti-retaliation protections to apply in cases of internal
reports. 

The proposed rules would modify Rule 21F-2 so that it comports with the Court’s holding by, among other things,
establishing a uniform definition of “whistleblower” that would apply to all aspects of Exchange Act Section 21F—
i.e., the award program, the heightened confidentiality requirements, and the employment anti-retaliation
protections.  For purposes of retaliation protection, an individual would be required to report information about
possible securities laws violations to the Commission “in writing”.  To be eligible for an award or to obtain
heightened confidentiality protection, the additional existing requirement that a whistleblower submit information on
Form TCR or through the Commission’s online tips portal would remain in place.

Increased Efficiency in Claims Review Process

Two further proposed changes are designed to help increase the Commission’s efficiency in processing
whistleblower award applications.

Proposed new subparagraph (e) to Exchange Act Rule 21F-8 would clarify the Commission’s ability to bar
individuals from submitting whistleblower award applications where they are found to have submitted false
information to the Commission, as well as to afford the Commission with the ability to bar individuals who
repeatedly make frivolous award claims in Commission actions.  To prevent repeat submitters from abusing
the award application process, the proposed rule would permit the Commission to permanently bar any
applicant from seeking an award after the Commission determines that the applicant has abused the
process by submitting three frivolous award applications.   
 

Proposed new Exchange Act Rule 21F-18 would afford the Commission with a summary disposition
procedure for certain types of likely denials, such as untimely award applications, applications that involve a
tip that was not provided to the Commission in the form and manner that the rules require, and applications
where the claimant’s information was never provided to or used by staff responsible for the investigation. 
The proposed summary disposition procedures would help facilitate a more timely resolution of such
relatively straightforward denials, while freeing up staff resources to focus on processing potentially
meritorious award claims.  As under current rules, Claimants would have an opportunity to contest a
preliminary denial of their claim before the Commission makes its final determination.

Clarification and Enhancement of Certain Policies and Procedures 

The proposed amendments would clarify and enhance certain policies, practices, and procedures in implementing
the program.  These recommendations include the items listed below.

Proposed revisions to Exchange Act Rule 21F-4(e) to clarify the definition of “monetary sanctions” so that it
codifies the Commission’s current understanding and application of that term. 
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Elimination of potential double recovery under the current definition of “related action”:  This proposed
amendment would prevent the irrational result that could occur if a whistleblower could receive multiple
recoveries for the same information from different whistleblower programs.  The proposed amendment
would clarify that a law-enforcement or separate regulatory action would not qualify as a “related action” if
the Commission determines that there is a separate whistleblower award scheme that more appropriately
applies to the enforcement action. 

Uniform Definition of “Whistleblower”

In addition to the foregoing recommendations, the Commission proposes rule amendments in response to the
Supreme Court’s recent decision in Digital Realty Trust, Inc. v. Somers.  In that decision, the Court held that the
whistleblower provisions of the Exchange Act require that a person report a possible securities law violation to the
Commission in order to qualify for protection against employment retaliation under Section 21F.  The Court thus
invalidated the Commission’s rule interpreting Section 21F’s anti-retaliation protections to apply in cases of internal
reports. 

The proposed rules would modify Rule 21F-2 so that it comports with the Court’s holding by, among other things,
establishing a uniform definition of “whistleblower” that would apply to all aspects of Exchange Act Section 21F—
i.e., the award program, the heightened confidentiality requirements, and the employment anti-retaliation
protections.  For purposes of retaliation protection, an individual would be required to report information about
possible securities laws violations to the Commission “in writing”.  To be eligible for an award or to obtain
heightened confidentiality protection, the additional existing requirement that a whistleblower submit information on
Form TCR or through the Commission’s online tips portal would remain in place.

Increased Efficiency in Claims Review Process

Two further proposed changes are designed to help increase the Commission’s efficiency in processing
whistleblower award applications.

Proposed new subparagraph (e) to Exchange Act Rule 21F-8 would clarify the Commission’s ability to bar
individuals from submitting whistleblower award applications where they are found to have submitted false
information to the Commission, as well as to afford the Commission with the ability to bar individuals who
repeatedly make frivolous award claims in Commission actions.  To prevent repeat submitters from abusing
the award application process, the proposed rule would permit the Commission to permanently bar any
applicant from seeking an award after the Commission determines that the applicant has abused the
process by submitting three frivolous award applications.   
 

Proposed new Exchange Act Rule 21F-18 would afford the Commission with a summary disposition
procedure for certain types of likely denials, such as untimely award applications, applications that involve a
tip that was not provided to the Commission in the form and manner that the rules require, and applications
where the claimant’s information was never provided to or used by staff responsible for the investigation. 
The proposed summary disposition procedures would help facilitate a more timely resolution of such
relatively straightforward denials, while freeing up staff resources to focus on processing potentially
meritorious award claims.  As under current rules, Claimants would have an opportunity to contest a
preliminary denial of their claim before the Commission makes its final determination.

Clarification and Enhancement of Certain Policies and Procedures 

The proposed amendments would clarify and enhance certain policies, practices, and procedures in implementing
the program.  These recommendations include the items listed below.

Proposed revisions to Exchange Act Rule 21F-4(e) to clarify the definition of “monetary sanctions” so that it
codifies the Commission’s current understanding and application of that term. 
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Proposed revisions to Exchange Act Rule 21F-9 to provide the Commission with additional flexibility to
modify the manner in which individuals may submit Form TCR (Tip, Complaint or Referral).  
 

Proposed revisions to Exchange Act Rule 21F-8 to provide the Commission with additional flexibility
regarding the forms used in connection with the whistleblower program.  
 

Proposed amendment to Exchange Act Rule 21F-12 to clarify the list of materials that the Commission may
rely upon in making an award determination.  
 

Proposed amendment to Rule 21F-13 to clarify the materials that may comprise the administrative record
for purposes of judicial review.

Interpretive Guidance

In addition to the foregoing proposed rule amendments, the Commission is publishing proposed interpretive
guidance to help clarify the meaning of “independent analysis” as that term is defined in Exchange Act Rule 21F-4
and utilized in award applications.  Under the proposed guidance, in order to qualify as “independent analysis,” a
whistleblower’s submission must provide evaluation, assessment, or insight beyond what would be reasonably
apparent to the Commission from publicly available information.   

What’s Next?

The proposal seeks public comment and data on a broad range of issues relating to the whistleblower program. 
After careful review of the comments, the Commission will consider what further action to take on the proposal.

 

[1] Whenever the reserve in the Commission’s Investor Protection Fund (“IPF”) falls below $300 million, the
Commission by law must replenish the IPF with any collected monetary sanctions that are not paid to the victims of
the violations.  These funds otherwise would be directed to the United States Treasury, where they could be made
available for use in funding other valuable public programs.

###

Related Materials

Proposed Rule
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UNITED STATES OF AMERICA 

before the 

SECURITIES AND EXCHANGE COMMISSION 
SECURITIES EXCHANGE ACT OF 1934 

Release No. 84046 / September 6, 2018 

WHISTLEBLOWER AWARD PROCEEDING 
File No. 2018-11 

 
In the Matter of the Claims for Award 

 
in connection with 

 
 
 

Redacted 

Redacted 

 

Notice of Covered Action 
 
 

ORDER DETERMINING WHISTLEBLOWER AWARD CLAIMS 
 

Pursuant to Section 21F of the Securities Exchange Act of 1934 (“Exchange Act”) and 
the Commission’s rules thereunder, the Claims Review Staff (“CRS”) issued a Preliminary 
Determination concerning various timely whistleblower award claims made in connection with 
the above-referenced Covered Action. In pertinent part, the Preliminary Determination 
recommended the following: 

1. Redacted (“Claimant 1”) receive a whistleblower award in the amount of Redacted
 

of the monetary sanctions collected in the Covered Action, for a payout of more than 
$39,000,000; 

 

2. Claimant 1’s related-action award claim for an action brought by 
 

Redacted 

 
 

3. 
Redacted 

Redacted 
 
 

 
Redacted 

(“Agency 1”) 1 be denied; 

(“Claimant 2”) receive a whistleblower award in the amount of 
of the monetary sanctions collected in the Covered Action, for a payout of more than 

$15,000,000; 
 
 
 

 

1 

Redacted 

Redacted 

Redacted 
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Redacted 

Redacted 

Redacted 

Redacted 

Redacted 

4. Claimant 2’s related-action award claim for an action brought by Redacted 

Redacted (“Agency 2”)2 be denied; and 
 

5. The award application submitted by 
 

Redacted (“Claimant 3”) be denied. 
 

We have considered the timely submissions that Claimants 1, 2, and 3 provided in 
response to the Preliminary Determination. We have determined to accept the award 
recommendations in the Preliminary Determination with respect to the claims submitted by 
Claimants 1 and 2 in connection with the Commission’s Covered Action.3 Also consistent with 
the recommendations in the Preliminary Determination, we are denying Claimant 1’s and 2’s 

 
 
 
 
 

 

2 Redacted 

We note that although Claimant 1 
initially sought a related-action recovery for this matter as well, Claimant 1 is no longer pursuing that 
award claim. We further note that Claimant 2 did not challenge the CRS’s preliminary denial of Claimant 
2’s award claim in connection with a separate action brought by 

and as such, the Preliminary Determination as to that claim became the final 
determination of the Commission pursuant to Rule 21F-11(f). 

 
3 We have relied upon the factors identified in Rule 21F-6 under the Exchange Act “to determine 
the relative allocation of [the] awards” between Claimants 1 and 2. See also Exchange Act Rule 21F-5 
(“If the Commission makes awards to more than one whistleblower in connection with some action …, 
the Commission will determine an individual percentage award for each whistleblower, but in no event 
will the total amount awarded to all whistleblowers in the aggregate be less than 10 percent or greater 
than 30 percent of the amount the Commission … collect[s].”). In applying the award criteria to assess 
Claimant 1’s and Claimant 2’s relative contributions to the Covered Action, we relied upon a number of 
facts, including the following:  (1) although both Claimants 1 and 2 who 
submitted specific and detailed whistleblower tips, Claimant 1 came to the Commission over one and a 
half years before Claimant 2; (2) by the time Claimant 1 came forward, the Commission staff had 
encountered numerous obstacles that were causing delays to the investigation and Claimant 1’s 
information (and assistance) was critical to advancing the investigation; (3) Claimant 1’s information, 
which included a wealth of documents that saved the Commission considerable time and resources, 
demonstrated that Respondent’s misconduct 

; (4) Claimant 1, unlike Claimant 2, unreasonably delayed in reporting the misconduct to 
the Commission, but see infra footnote 8 (discussing Claimant 1’s unreasonable delay); (5) in reporting to 
the Commission, Claimant 1 faced 

Redacted 

Redacted 
 

(6) Claimant 1 provided ongoing assistance to the Enforcement 
staff, including traveling at Claimant 1’s own expense to meet with staff in person on multiple occasions; 
(7) Claimant 2’s information, although submitted much later than Claimant 1’s, was particularly 
significant because it provided Enforcement staff with Redacted 

Redacted and (8) Claimant 2, 
Redacted 

Redacted 

 

After evaluating the foregoing considerations 
based on the unique facts and circumstances at issue, we have determined that Claimant 1’s award 
percentage should be meaningfully higher vis-à-vis Claimant 2’s award percentage. In assessing the 
relative award amounts for Claimants 1 and 2, we have not considered the fact that Claimant 2’s 
submission was not voluntary under the definition in Rule 21F-4(a). 
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related-action award claims for the Agency 1 and Agency 2 actions, respectively, and denying 
the award application submitted by Claimant 3.4 

I. BACKGROUND 

A. The Award Program 
 

In 2010, Congress added Section 21F to the Exchange Act.  Among other things, 
Section 21F authorizes the Commission to pay monetary awards—subject to certain limitations, 
exclusions, and conditions—to individuals who voluntarily provide the Commission with 
original information about a violation of the securities laws that leads to a successful 
Commission judicial or administrative action in which the monetary sanctions exceed 
$1,000,000.5 Further, when the Commission makes such an award to an individual, it may also 
make an award in a related action brought by certain statutorily identified law-enforcement and 
regulatory authorities if the original information the individual voluntarily provided to the 
Commission also led to the success of an enforcement action by such an authority.6 For both 
Commission actions and related actions, the total award amounts paid shall be “not less than 10 
percent, in total, of what has been collected of the monetary sanctions” and “not more than 30 
percent, in total, of what has been collected[.]”7 

B. Relevant Facts 
 

On Redacted , the Commission issued a 
 

Redacted 

Redacted (“Order” or “Commission Order”) in the Covered Action in which it found that 
Redacted (“Respondent”) had violated the federal securities laws by 

Redacted 

Redacted 

 

 

 
ordered to 

 
 
 

Redacted 

 
Redacted 

 
 
 

 
Redacted 

 
Respondent was 

 

Because the monetary sanctions imposed on the Respondent exceeded the statutory 
threshold for a potential whistleblower award under Section 21F of the Exchange Act, the Office 
of the Whistleblower (“OWB”) posted Notice of Covered Action Redacted for the Covered Action. 

 
 
 
 

 

4 The Preliminary Determination also recommended denying awards to two other claimants. Those 
determinations were not contested and, thus, the CRS’s recommendation to deny those award applications 
became final pursuant to Exchange Act Rule 21F-10(f). 

 
5 See Exchange Act §§ 21F(a)(1) & (b). 

6 See Exchange Act §§ 21F(a)(5) & (b). 

7 Exchange Act § 21F(b)(1). 
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Redacted 

II. CLAIMANT 1 

A. Covered Action Award 

Based on our review of the record, including declarations from Commission staff who 
handled the Covered Action, we find that Claimant 1, Redacted 

voluntarily provided original information to the Commission that led to the successful 
enforcement of the Covered Action pursuant to Section 21F(b)(1) of the Exchange Act and Rule 
21F-3(a) promulgated thereunder. 

Based on the contributions that Claimant 1 made to the Commission’s successful pursuit 
of this Covered Action, and considering the relative contributions of Claimant 1 vis-à-vis 
Claimant 2 in this matter, we adopt the Preliminary Determination’s recommendation that 
Claimant 1 should receive Redactedof the monetary sanctions collected in the Covered Action.8 

B. Agency 1 Related-Action Claim 

In reaching its Preliminary Determination to recommend that the Commission deny an 
award to Claimant 1 in connection with the Agency 1 action,9 the CRS explained that Claimant 
1’s original information did not lead to the successful enforcement of Agency 1’s action within 
the meaning of Section 21F(b)(1) of the Exchange Act and Rules 21F-3(b) and 21F-4(c) 
thereunder. Claimant 1 filed a timely response challenging the CRS’s preliminary denial. 

In the response, Claimant 1 contends that Agency 1 expressly relied upon the findings in 
the Commission’s Order in the Covered Action as a predicate for Agency 1’s decision to pursue 
its ultimately successful enforcement action against Respondent. Claimant 1 contends that 
because Agency 1 relied on the Commission’s Order in the Covered Action, it is reasonable to 
infer that Agency 1 also relied upon the factual information that the Commission relied upon in 
issuing the Order in the Covered Action. Because Agency 1 expressly relied upon the 
Commission’s Order in the Covered Action to sanction Respondent, Claimant 1 contends that 

 
 

8 See supra footnote 3. Although the record reflects that Claimant 1 knew of the misconduct 
before reporting to the Commission, we have chosen to reduce the award by a 

smaller amount than we otherwise might have because several facts mitigate the unreasonableness of 
Claimant 1’s reporting delay: Claimant 1 

Redacted 

Redacted 

 

once Claimant 1 observed that 

 
 

Redacted 

 
Commission; 

Redacted  
 
 

 
Redacted 

 
 
Redacted 

Claimant 1 promptly reported to the 

 
Redacted 

 

enactment of the Section 21F whistleblower program. 
and the majority of the delay occurred before the 

 

9 On 
 

Redacted Agency 1 announced that it had 
 

Redacted 

Redacted order against Respondent for   
Redacted 

Redacted 

 
Redacted 
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Agency 1 therefore relied upon the same original information that Claimant 1 provided to the 
Commission. 

Under the whistleblower rules, for a whistleblower to obtain an award in connection with 
a potential related action, the whistleblower must “demonstrate [that he or she] directly (or 
through the Commission) voluntarily provided the governmental agency, regulatory authority or 
self-regulatory organization the same original information that led to the Commission’s 
successful covered action, and that this information led to the successful enforcement of the 
related action.”10 Claimant 1’s application fails to meet this standard in two respects. 

First, Claimant 1 did not directly, or through the Commission, provide the original 
information to Agency 1. The record demonstrates that Claimant 1 never directly provided 
Claimant 1’s original information (or any materials) to Agency 1, or even had any 
communications with Agency 1.11 The record also demonstrates that Claimant 1’s original 
information was not provided to Agency 1 by the Commission itself pursuant to the 
Commission’s procedures for sharing information.12 Declarations in the administrative record 
reveal that the Enforcement staff responsible for the Covered Action and the underlying 
investigation never shared any information or materials with Agency 1—including the 
information and materials provided by Claimant 1 to the Commission—and that Agency 1’s staff 
never received any information or materials from Claimant 1 or the Commission. 

Claimant 1 contends that “[b]ecause [Agency 1] relied on the Commission’s [final] order 
[in the Covered Action], there simply was no need for [Agency 1] to receive information directly 
from [Claimant 1], … or to receive any of the documents/testimony provided by [Claimant 1] 
that helped form the basis of the [Commission’s final] order.”  We disagree.  As discussed 
above, we believe that the appropriate interpretation of our whistleblower rules is that a 

 
 
 
 
 
 

10 See Rule 21F-11(c). 

11 In Claimant 1’s opposition to the Preliminary Determination, Claimant 1 does not dispute that the 
record evidence demonstrates that Agency 1 never received the Claimant’s original information directly 
from the Claimant or that the Commission staff never provided it to Agency 1. Notably, OWB provided 
this record evidence to Claimant 1 following the issuance of the Preliminary Determination, as provided 
for by Rule 21F-11(e)(1)(i), and before Claimant 1 filed Claimant 1’s response to the Preliminary 
Determination. Accordingly, we find that Claimant 1 has waived any challenge to the record evidence on 
these factual points. 

 
12 We note that Section 21F provides express authority for the Commission to share information that 
may identify a whistleblower with other authorities that may, in turn, bring related actions. See Section 
21F(a)(5) and (h)(2)(D)(i). 
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whistleblower must directly provide the original information to the other agency or the 
Commission must do so pursuant to its procedures for sharing information.13 

Relatedly, Claimant 1 argues that a requirement that a whistleblower provide information 
directly to the agency responsible for a related action would be “at war with Congress’ clear 
instruction that the identity of a whistleblower must be protected.” Claimant 1 thus posits that 
the Commission cannot require a whistleblower to directly provide information to another 
agency to obtain a related-action award for any successful enforcement action the other agency 
brings if the agency “does not have explicit rules protecting whistleblowers’ confidentiality[.]” 

In advancing this argument, Claimant 1 appears to misunderstand the relevant statutory 
and regulatory framework. As discussed, Rule 21F-11(c) provides that a whistleblower can 
either directly submit the original information to the other agency or the other agency can receive 
the information “through the Commission[.]”  To the extent that a whistleblower does not want 
to report directly to the other agency out of a concern that the agency lacks “explicit rules” 
protecting the whistleblower’s identity, they can choose not to do so. The whistleblower is in the 
best position to determine whether they are comfortable reporting directly to the other agency. 
There is an alternative avenue under which a whistleblower’s information may be shared with 
another agency and, in turn, may potentially be eligible for a related action award; the 
Commission may, when it deems it appropriate to do so after an assessment of the information, 
transmit his or her information to the other agency. Moreover, when the information is shared 
“through the Commission” in this manner, Section 21F(h)(2)(D)(ii)(I) of the Exchange Act 
provides that the other agency “shall maintain such information as confidential” subject to the 
same confidentiality requirements that apply to the Commission under Section 21F(h)(2)(A). 
Thus, we do not believe there is any conflict between the information transmittal mechanisms 
provided for in Rule 21F-11(c) and Section 21F’s confidentiality protections; rather, Congress, 
by statute, extended the same whistleblower confidentiality protections that govern the 
Commission to agencies that bring related actions when those agencies receive the 

 

13 We also believe that this interpretation is consistent with the requirement in Section 21F(a)(5) of 
the Exchange Act that a related action must be “based upon the original information provided [to the 
Commission] by a whistleblower[.]” To be “based upon” the whistleblower’s information, in our view, 
the same information that the whistleblower provided to the Commission must have been provided to the 
other authority and that information must have itself directly contributed to the other authority’s 
investigative or litigation efforts leading to the success of that authority’s enforcement action. It is 
undisputed that this did not happen with respect to Agency 1’s action. Instead, Agency 1’s order recited 
the fact of the Commission’s enforcement action as background in partial support of Agency 1’s action 
without Agency 1 ever actually receiving and utilizing Claimant 1’s original information. In this 
situation, Claimant 1’s original information could, at best, be described as a derivative factor potentially 
contributing to the success of Agency 1’s action, and we deem this too attenuated a causal connection to 
meet the “based upon” standard, which in our view requires actual reliance by Agency 1 on the 
whistleblower’s original information. Accordingly, we deny Claimant 1’s application for the additional 
reason that Agency 1’s action was not a “related action” because it was not “based upon” Claimant 1’s 
original information. 
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whistleblower’s information from the Commission, irrespective of whether the other agency has 
“explicit rules” protecting a whistleblower’s identity. But here neither of these steps was taken 
to share Claimant 1’s information with Agency 1. 

Second, we find that Claimant 1’s original information did not lead to the success of the 
Agency 1 action. Claimant 1 concedes that the applicable standard to assess whether Claimant’s 
information led to the success of the Agency 1 action is whether Claimant 1’s “submission 
significantly contributed to the success of the action.”14 As described above, Agency 1 never 
received a submission that contained the actual original information that the Claimant provided 
to the Commission and, thus, the causal relationship required by this prong of the “led to” 
definition—a submission to Agency 1 (either from the whistleblower directly or through the 
Commission) that “significantly contributed” to the success of the Agency 1 matter—was not 
met here.15 

Accordingly, Claimant 1’s related-action application for the Agency 1 matter is denied.16 
 
 

14 See Rule 21F-4(c)(2); see also Rule 21F-3(b)(2) (providing that to grant an award to a 
whistleblower in connection with a related action, the Commission must determine that the same original 
information the whistleblower gave to the Commission also led to the successful enforcement of the 
related action under the same criteria described in the rules for awards made in connection with 
Commission actions). 

 
15 We believe that this result is particularly appropriate on the facts here given that (i) Agency 1, 
before the Commission’s issuance of the Order in the Covered Action, had already conducted its own 
investigation and learned the material facts of the Respondent’s misconduct; and (ii) Agency 1’s final 
order, on its face, recited the Commission’s action only as partial support for Agency 1’s action. 

 
16 Claimant 1 makes several additional arguments based on certain proposed amendments to the 
whistleblower rules that the Commission voted to release for public comment in June 2018 in accordance 
with Sections 553(b) and (c) of the Administrative Procedure Act (APA), see 5 U.S.C. 553(b) & (c). 
First, Claimant 1 “opposes the retroactive application of the proposed rules”; however, those proposed 
rule amendments have not been adopted and are not being applied to Claimant 1’s award claim. Second, 
Claimant 1 argues that the Commission should not “rely, directly or indirectly, on the…public comments 
submitted in response to the rulemaking proceeding when adjudicating” Claimant 1’s award claim. Any 
public comments received before the issuance of this order have not been considered in connection with 
the Commission’s resolution of this award claim. Third, Claimant 1 asserts that the Commission’s 
consideration of the proposed rule amendments might have interfered with Claimant 1’s rights under the 
Due Process Clause and the APA if a “Commissioner has formed an opinion on any of the issues 
outstanding in this matter” as a result of the rulemaking proposal. We find no due process or APA 
violation, however; even though the rulemaking proposal articulates the Commission’s interpretation of 
certain statutory and regulatory provisions that bear upon Claimant 1’s award application, we have 
carefully considered Claimant 1’s arguments against those interpretations and have determined that 
Claimant 1’s arguments are unpersuasive. See generally Air Transport Assoc. v. Nat’l Mediation Bd, 663 
F.3d 476, 487 (D.C. Cir. 2011) (agency decision makers do not violate the due process clause unless they 
act with an “‘unalterably closed mind’ and are ‘unwilling or unable’ to rationally consider arguments”) 
(quoting Assoc. of Nat’l Advertisers v. FTC, 672 F.2d 1151, 1170 (D.C. Cir. 1979)). Accordingly, there is 
nothing improper about our determination to apply here any interpretations of existing statutory or 
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Redacted 

III. CLAIMANT 2 

A. Covered Action 

Based on our review of the record, including declarations from Commission staff who 
handled the Covered Action and the underlying investigation, we find that Claimant 2, Redacted 

Redacted , provided original information to the Commission that led to 
the successful enforcement of the Covered Action pursuant to Section 21F(b)(1) of the Exchange 
Act and Rule 21F-3(a) promulgated thereunder. But we agree with the CRS’s preliminary 
determination that Claimant 2’s information was not submitted “voluntarily” under Rule 21F- 
4(a). 

 

Section 21F(b)(1) of the Exchange Act requires that a whistleblower submit original 
information “voluntarily” in order to be considered for an award. Rule 21F-4(a) establishes a 
simple and straightforward test for when we will treat a whistleblower as having submitted 
information voluntarily; as relevant here, the whistleblower must provide his or her tip to the 
Commission before investigators direct a “request, inquiry, or demand” to the whistleblower that 
relates to the subject matter of the tip. If the Commission or any of the other governmental or 
regulatory authorities designated in the rule direct a request to the whistleblower first, the 
whistleblower is not eligible for an award.17 Agency 2 is one of the authorities designated in the 
rule. 

Here, it is undisputed that, 
investigative interview; 

 

Redacted , Claimant 2 appeared before Agency 2 for an 
Redacted 

Redacted that Claimant 2 made *** whistleblower submission more 
than a year after the interview; and that the interview related to the subject matter of Claimant 
2’s later tip.18 

 
 

regulatory text that we may have articulated in the proposing release that accompanied the proposed 
whistleblower rule amendments. 

 
17 See Rule 21F-4(a)(2). 

18 In Claimant 2’s request for reconsideration of the Preliminary Determination, Claimant 2 did not 
contest the finding of the CRS that the Redactedinterview with Agency 2 and Claimant 2’s subsequent 
whistleblower submission related to the same subject matter. Further, we find no inconsistency between 
this conclusion and our determination (discussed below) that Agency 2’s enforcement action is not 
cognizable as a “related action” within the meaning of Section 21F because it was predominantly a 

Redacted 

Redacted 

Redacted 
matter subject to a separate whistleblower award program administered by 

Both Claimant 2’s Redactedinterview and later whistleblower submission related to Respondent’s 
activities in 
2—acting pursuant to its jurisdiction— 

Redacted  
 

Redacted 
That Agency 

and the 
Commission—acting pursuant to its separate jurisdiction—charged violations of the federal securities 
laws arising out of the same scheme, does not detract from the conclusion that Claimant 2’s Redacted 

interview and later whistleblower tip related to the same basic subject matter. Indeed, Claimant 2’s 
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Redacted 

Claimant 2 argues that Rule 21F-4(a) requires that Agency 2 have directed a “request, 
inquiry, or demand” for an interview specifically to Claimant 2, and that this never happened; 

Redacted 
 
 

the following sequence of events: 

 
 
 
 
 

Redacted 

Redacted 

Redacted 

Redacted 

Claimant 2 bases this argument on 
Redacted 

 
 
 
 

Redacted 

 
Claimant 2’s Redacted

 

 
Redacted 

 
 

interview does not foreclose Claimant 2’s later whistleblower 
submission from being deemed voluntarily made under Rule 21F-4(a). We disagree. 

 
Rule 21F-4(a) establishes a straightforward, temporally based test for voluntariness; the 

whistleblower must come forward before the government or regulatory authorities designated in 
the rule seek information from the whistleblower. The Commission adopted this approach after 
considering extensive comments and alternative suggestions (e.g., that a submission should be 
deemed voluntary unless compelled by subpoena) to create a “strong incentive for 
whistleblowers to come forward early with information about possible violations of the securities 
laws rather than wait until Government or other official investigators ‘come knocking on the 
door.’”19 Redacted 

 
 
 
 
 
 
 

Redacted 
 
 
 
 
 
 
 

Redacted 

 
 
 
 

 
Thus, in our view, 

 
 

 
4(a). 

Agency 2’s request became “directed to” Claimant 2 within the meaning of Rule 21F- 
 
 

We also find a separate ground for determining that Claimant 2’s whistleblower 
submission was not voluntarily provided under our rule. 

Redacted 

Redacted 

 
 

Redacted Then, at the interview, Agency 2 directed specific inquiries to Claimant 2. 
 

 

whistleblower submission, on its face, purported to offer new information about 
 

Redacted 

 

19 Proposed Rules for Implementing the Whistleblower Provisions of Section 21F of the Securities 
Exchange Act of 1934, 75 FR 70488, 70490/3 (Nov. 17, 2010); see also Securities Whistleblower 
Incentives and Protections, 76 FR 34300, 343006-307 (June 13, 2011). 

 
20 76 FR 34300, 34309/1. 
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Redacted 

Under these circumstances, we find that Claimant 2’s subsequent whistleblower submission 
relating to the same subject matter was not made voluntarily.21 In reaching this determination, 
we note our concern that the strong incentivizing purpose of the rule could be undermined if 

Redacted could claim an award by becoming whistleblowers only after learning that 
government investigators were seeking to question them. 

 
At the same time, we recognize that the specific concerns animating Rule 21F-4(a) are 

not present under the unique circumstances of this case and that relief from the strict operation of 
the rule is appropriate. Although we reject Claimant 2’s interpretation of the rule, we concur 
with the CRS’s recommendation that we exercise our discretionary authority under Exchange 
Act Section 36(a) to grant a limited waiver of Rule 21F-4(a) to permit an award to Claimant 2 in 
connection with the Covered Action. Specifically, we have determined that it is appropriate in 
the public interest and consistent with the protection of investors that we grant a limited waiver 
here in light of certain unique circumstances presented by Claimant 2’s claim. These include the 
facts that: (1) at the time that Claimant 2 was interviewed by Agency 2, Claimant 2 did not know 
the information that later supplied the critical basis for Claimant 2’s whistleblower tip to the 
Commission; (2) when Claimant 2 learned of the information, Claimant 2 promptly reported that 
information to the Commission and to Agency 2, which is consistent with the policy goal of the 
whistleblower rules that a whistleblower come forward early with information about possible 
violations of the federal securities law rather than wait to be approached by investigators; (3) 
Claimant 2 was not legally obligated to update the information that Claimant 2 had provided to 
Agency 2, nor was Claimant 2 a target or a subject of Agency 2’s investigation (and therefore 
potentially motivated to implicate other actors instead of Claimant 2 in unlawful conduct), nor 
did Claimant 2 otherwise have a separate self-interested motive to come forward with new 
information learned subsequent to Claimant 2’s initial interview; and (4) a waiver will help 

 
 
 

21 Claimant 2 also argues that Claimant 2 was under no obligation to submit to the Redactedinterview, 
but acted “of [his/her] own free will,” and that Agency 2 had no basis to Redacted 

 

Neither consideration is pertinent to the operation of Rule 21F-4(a), which, as noted, was intended to 
create a powerful reporting incentive through a straightforward, temporally based approach that requires 
would-be whistleblowers to come forward before investigators come to them. Cf., City of Chicago ex rel. 
Rosenberg v. Redflex Traffic Systems, 884 F.3d 798, 805 (7th Cir. 2018), citing United States ex rel. 
Paranich v. Sorgnard, 396 F.3d 326 (3d Cir. 2005) (voluntary requirement of federal False Claims Act 
“is designed to reward those who come forward with useful information and not those who provide 
information in response to a governmental inquiry”); Barth v. Ridgedale Electric, Inc., 44 F.3d 699, 704 
(8th Cir. 1994) (qui tam relator did not “voluntarily provide” information to the government where 
government began its investigation first and investigator initiated interview with relator; “rewarding 
[relator] for merely complying with the government’s investigation is outside the intent of the Act.”). 
However, we consider the fact that Claimant 2 subsequently came forward with important new 
information that interview as relevant to our 
determination to grant Claimant 2 an exemption from the requirements of Rule 21F-4(a). 

Redacted 
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Redacted 

Redacted 

Redacted Redacted 

Redacted 

and Respondent 

minimize the hardship that Claimant 2 encountered by seeking to report the violations after 
learning of them. 

Based on the foregoing, and considering the relative contributions of Claimant 2 vis-à-vis 
Claimant 1, we adopt the Preliminary Determination’s recommendation that Claimant 2 should 
receive *** of the monetary sanctions collected in the Covered Action.22 

B. Agency 2 Related-Action Claim 

The CRS preliminarily denied Claimant 2’s claim for award in connection with the 
Agency 2 action because that action is predominantly a Redacted 23 Congress 
established a directly applicable whistleblower award program under Redacted to provide 
whistleblower awards to individuals who enable the Federal Government to Redacted 

24 Due to the existence of Redacted 

whistleblower program and the overall nature of the Agency 2 action, the CRS determined that 
Claimant 2 should look to Redacted program for a recovery of any whistleblower award instead of 
arguing that the Agency 2 action qualifies for a related-action award from the Commission. 

 
As an initial matter, we note that in Claimant 2’s award application for the Agency 2 

action, Claimant 2 sought from the Commission an award in connection with Redacted 

Redacted but not Redacted The 
apparent reason for this limited claim for recovery was that, at the time Claimant 2 made the 

 
 

22 See supra footnote 3. 

23 We agree with the CRS’s determination that the Agency 2 action is predominantly a 
Redacted and that the specific Redacted award program that Congress designed, which is administered by 

more appropriately applies than the general related-action recovery 
mechanism that Congress established in Section 21F of the Exchange Act. Cf. generally Norwest Bank 
Minnesota Nat’l. Ass’n v. FDIC, 312 F.3d 447 (D.C. Cir. 2002) (“When both specific and general 
provisions cover the same subject, the specific provision will control, especially if applying the general 
provision would render the specific provision superfluous.”). In finding that the Agency 2 action was 
predominantly a to which award program more directly and specifically applies, we 
have found the following facts determinative: Respondent 

Redacted 

Redacted 

 
Redacted 

 
Redacted Redacted 

 
Redacted 

 
Redacted 

 
 

 
Further buttressing our 

conclusion, the administrative record reflects that Claimant 2 described Claimant 2’s Redactedinterview 
before Agency 2 as “aggressively centered on Redacted and whether 

Redacted 

 

Redacted 

And Claimant 2’s later whistleblower submission 
Redacted 

 
24 Redacted 

states that the 

Redacted 



WHISTLEBLOWER LAW SYMPOSIUM: QUI TAM, SEC, CFTC AND IRS WHISTLEBLOWER CLAIMS UPDATE

61 of 358

12  

award application, 
 
 
 

Redacted 

Redacted  
As a result, under 

 
 
 

Redacted 

interpretation, Claimant 2 would be eligible for an award based only on 
Respondent was ordered to pay in connection with the Agency 2 action. 

Redacted 

Redacted  
 
 
Redacted 

that 

 

Redacted 

 
Given this 

 
Redacted we have no hesitation in concluding that Claimant 2’s 

recourse is not to seek a related-action award from the Commission based on the Agency 2 
action but to seek an award through Redacted program. 

 

Under Exchange Act Section 21F(b) and Rule 21F-11, any whistleblower who obtains an 
award based on a Commission enforcement action may be eligible for an award based on 
monetary sanctions that are collected in a related action. Exchange Act Section 21F(a)(5) and 
Rule 21F-3(b)(1) provide that a related action is a judicial or administrative action that is both: 
(i) brought by the Attorney General, an appropriate regulatory authority (as defined in Rule 21F- 
4(g)), a self-regulatory organization (as defined in Rule 21F-4(h)), or a state attorney general in a 
criminal case; and (ii) based on the same original information that the whistleblower voluntarily 
provided to the Commission and that led to the successful enforcement of the Commission 
action. We acknowledge that, on its face, Exchange Act Section 21F does not exclude from the 
definition of related action those judicial or administrative actions such as the Agency 2 action 
that have a less direct or relevant connection to our whistleblower program than another 
whistleblower scheme. We nonetheless perceive ambiguity when considering this language in 
the context of the overall statutory scheme. We believe that an understanding focused 
exclusively on the statutory definition of related action would produce a result that Congress 
neither contemplated nor intended. We base this determination on several considerations. 

First, when Congress established the Commission’s whistleblower program, it set a firm 
ceiling on the maximum amount that should be awarded for any particular action—“not more 
than 30 percent, in total, of what has been collected of the monetary sanctions imposed” in the 
action.26 Indeed, it appears that in establishing federal whistleblower award programs in the 
modern era Congress has determined that an award of more than 30 percent on any particular 
action is not necessary or appropriate.27 Yet if both the Commission’s whistleblower program 

 

25 Redacted 

 
 

 
26 Exchange Act § 21F(b)(1)(B) (emphasis added). 

27 See, e.g., 7 U.S.C. 26 (providing under the CFTC’s whistleblower program for awards of “not 
more than 30 percent, in total, of what has been collected of the monetary sanctions imposed in the action 
or related actions”); 26 U.S.C. 7623(b)(1) (providing under the IRS administered whistleblower award 
program for “an award … not more than 30 percent of the collected proceeds (including penalties, 
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and Redacted whistleblower award scheme were to apply to the Agency 2 action, this would create 
the very real potential for a total award exceeding the 30-percent ceiling due to a dual recovery. 

 
Second, the apparent purpose of the related-action award component of the Commission’s 

whistleblower program was to allow meritorious whistleblowers the opportunity to obtain 
additional financial awards for the ancillary recoveries that may result from the same original 
information that the whistleblowers gave to the Commission. In this way, the potential for a 
related-action recovery can further enhance the incentives for an individual to come forward to 
the Commission. But neither the text of Section 21F, nor the relevant legislative history28 
suggests that Congress considered the unusual situation in which there may be a separate 
whistleblower award scheme that has a more direct or relevant connection to the judicial or 
administrative action, and that in such situations any additional financial incentive that would 
otherwise result from the related-action component of the Commission’s award program would 
be unnecessary to encourage individuals to report misconduct. 

Third, we believe that permitting potential whistleblowers to recover under both our 
award program and a separate award scheme for the same action would produce the irrational 
result of encouraging multiple “bites at the apple” in adjudicating claims for the same action and 
could potentially allow multiple recoveries.29 In the adopting release that accompanied the 
original whistleblower rules, the Commission recognized the irrational result that would flow 
from allowing a whistleblower to have multiple separate opportunities to adjudicate his or her 
contributions to a case and to potentially obtain multiple separate rewards on that same 
enforcement action; the Commission foreclosed such an approach in the specific contexts that 
the Commission considered at the time that it adopted the whistleblower program rules. 
Specifically, the Commission adopted Rule 21F-3(b)(3), which provides that the Commission 
will not pay on a related action if the whistleblower program administered by the Commodity 
Futures Trading Commission (“CFTC”) has issued an award for the same action, nor will the 
Commission allow a whistleblower to relitigate any issues decided against the whistleblower as 

 
 

interest, additions to tax, and additional amounts)”); 31 U.S.C. 3730 (providing in a False Claims Action 
that a qui tam plaintiff shall receive “not more than 30 percent of the proceeds of the action or 
settlement”). We note that our preliminary analysis indicates that Congress’s determination not to go 
above a 30-percent ceiling for awards appears to comport with a similar determination by those states that 
have adopted their own false claims acts and securities-law whistleblower programs. 

 
28 See generally S. REP. NO. 111-176 at 110-112 (2010). 

29 Mova Pharmaceutical Corp. v. Shalala, 140 F.3d 1060, 1068 (D.C. Cir. 1998) (“If a literal 
construction of the words of a statute be absurd, the act must be so construed as to avoid the absurdity.”); 
see also United States v. X–Citement Video, Inc., 513 U.S. 64, 68-69 (1994) (rejecting the “most natural 
grammatical reading” of a statute to avoid “absurd” results); Green v. Bock Laundry Machine Company, 
490 U.S. 504, 527, 527-29 (1989) (Scalia, J., concurring); In re Nofziger, 925 F.2d 428, 434 (D.C. Cir. 
1991); Veronica M. Dougherty, Absurdity and the Limits of Literalism, 44 AM. U. L. REV. 127 (1994). 
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Redacted 

Redacted 

Redacted 

part of the CFTC’s award denial. In adopting that rule, the Commission made clear its view that 
a whistleblower should neither have two recoveries on the same action nor multiple bites at the 
adjudicatory apple.30 Relatedly, the Commission explained in the adopting release that it would 
for similar reasons not make an award to a whistleblower who was also a qui tam plaintiff under 
the False Claims Act.31 Although at the time of the original rulemaking for the whistleblower 
program the Commission did not expressly consider the potential for separate awards issued by 

Redacted whistleblower award program, the principles underlying Rule 21F-3(b)(3) are 
nonetheless relevant here and consistent with the Commission’s views going back to the award 
program’s founding.32 

The CRS also recommended denying Claimant 2’s application for an award in connection 
with Agency 2’s action on the separate ground that Claimant 2’s whistleblower submission was 
not made voluntarily and a discretionary waiver of this requirement to permit an award would 
not be appropriate. We concur. For the reasons discussed above, Claimant 2’s whistleblower 
submission to the Commission, more than a year after Claimant 2’s interview with Agency 2, 
cannot be considered voluntary under Rule 21F-4(a).33 Further, we do not believe it would be in 

 
30 76 FR 34300, 34305/3. 

31 Id. n.52 (“[W]e do not believe Congress intended Section 21F of the Exchange Act to permit 
additional recovery for the same action above what it specified in the False Claims Act.”). 

 
32 Claimant 2 contends that “the concern with double recovery is … illusory because it is entirely 
avoidable through an offset or agreement”   We disagree.  First, as 
we explain above, we believe that it is illogical that Congress would have intended two separate 
whistleblower award programs to apply to the same case (in this instance, Agency 2’s enforcement 
action). Second, any type of offset approach would run afoul of a separate concern that we have here— 
permitting a whistleblower two bites at the adjudicatory apple for the same enforcement action. Under an 
offset approach, Claimant 2 would presumably have the opportunity to argue Claimant 2’s grounds for a 
specific award percentage before both the Commission and  Although Claimant 2 has offered no 
details on how precisely the offset might work, we assume that if one agency reached a larger award 
determination based on a different assessment of Claimant 2’s contributions to Agency 2’s enforcement 
action, the agency with the larger award assessment would just offset (or deduct) the amount paid by the 
other agency and pay Claimant 2 the balance. But the critical difficulty would remain—Claimant 2 would 
be permitted two bites at the adjudicatory apple with respect to the appropriate award percentage. Finally, 
we find that any type of agreement between and the Commission in connection with an 
allocation of responsibility to pay on Agency 2’s action would not be possible for the reasons discussed in 
paragraphs 9-12 of the supplemental declaration that was provided by the OWB staff attorney assigned to 
this award matter. See Exchange Act Rule 21F-3(b)(2)(ii) (“The Commission will deny an award in 
connection with the related action if: … (ii) The Commission is unable to make a determination because 
the Office of the Whistleblower could not obtain sufficient and reliable information that could be used as 
the basis for an award determination pursuant to § 240.21F-12(a) of this chapter.”). 

 
33 The voluntary provision of information to the Commission is a pre-requisite for an award in a 
related action just as it is in a Commission enforcement action. See Section 21F(b)(1) of the Exchange 
Act and Rule 21F-3(b)(1). 
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the public interest to waive this requirement in connection with Claimant 2’s application for an 
award for the Agency 2 action. The *** whistleblower program affords the appropriate forum 
for Claimant 2 to seek and possibly obtain an award in connection with Agency 2’s action. 
Congress established Redacted whistleblower program specifically to make awards available for 

Redacted and we believe that Redacted is in the best position to evaluate Claimant 2’s 
contributions to Agency 2’s 
unambiguously makes 

Redacted In particular, given the 
Redacted 

Redacted that 

Redacted Claimant 2 has not shown that Claimant 2 will suffer any prejudice by being required 
to present Claimant 2’s claim to the more appropriate whistleblower award program. 
Accordingly, we find that it is not in the public interest to extend the limited waiver that we 
provided to permit an award for the Covered Action to also permit an award for the Agency 2 
action; we therefore decline to exercise our discretion to grant such a waiver. 

IV. CLAIMANT 3 

The CRS preliminarily determined to deny Claimant 3’s award claim because 
Claimant 3’s information did not lead to the successful enforcement of the Covered Action 
within the meaning of Section 21F(b)(1) of the Exchange Act and Rules 21F-3(a)(3) and 21F- 
4(c) thereunder. None of the information submitted by Claimant 3 caused the Commission to: (i) 
commence an examination, (ii) open or reopen an investigation, or (iii) inquire into different 
conduct as part of a current Commission examination or investigation under Rule 21F-4(c)(1) of 
the Exchange Act; or significantly contributed to the success of a Commission judicial or 
administrative enforcement action under Rule 21F-4(c)(2) of the Exchange Act. 

In reaching this preliminary determination, the CRS considered record evidence— 
including declarations from Enforcement staff members assigned to the Covered Action and 
underlying investigation—that Enforcement staff responsible for the Covered Action never 
received any information from Claimant 3 and had no communication with Claimant 3 during 
the course of the underlying investigation. We find that the record demonstrates that Claimant 
3’s information was reviewed by staff in the Commission’s Office of Market Intelligence 
(“OMI”), closed with a disposition of “no further action planned,”34 and was not forwarded to 
any other Enforcement staff members for action or follow-up. 

In the response, Claimant 3 has not identified any factual or legal basis to refute the clear 
record evidence that Claimant 3’s information was not used in the Covered Action or the 
underlying investigation. Indeed, we note that based on our own review of Claimant 3’s 
information, we find that on its face that information lacks any reasonable nexus to the facts and 
circumstances of the Covered Action. 

 
 
 

34 Under normal practice, a “no further action” designation by OMI means that a tip will not be 
forwarded to Enforcement staff for any further investigation or follow-up unless subsequent information 
leads OMI staff to reopen, or re-examine, the tip. 
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Accordingly, we find that the record demonstrates that Claimant 3 did not provide 
information that led to the success of the Covered Action. As staff on the Investigation did not 
receive any information directly or indirectly from Claimant 3, and Claimant 3’s information 
does not appear to have a reasonable nexus to the Respondent’s misconduct that was at issue in 
this matter, we conclude that Claimants 3’s information did not cause staff to open the 
investigation, nor did it significantly contribute to the success of the Covered Action. 

V. CONCLUSION 
 
 
 
 

Redacted 

Accordingly, it is ORDERED that Claimant 1 shall receive an award of 
of the monetary sanctions collected in the Covered Action. 

 
Redacted 

ORDERED that Claimant 1’s related-action award claim in connection with Agency 1’s 
action is denied. 

ORDERED that Claimant 2 receive an award of 
sanctions collected in the Covered Action. 

 
Redacted of the monetary 

ORDERED that Claimant 2’s related-action award claim in connection with Agency 2’s 
action is denied. 

ORDERED that Claimant 3’s whistleblower award claim be denied. 

By the Commission. 
 

Brent J. Fields 
Secretary 
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  UNITED STATES OF AMERICA 
 Before the 
 SECURITIES AND EXCHANGE COMMISSION 
 
SECURITIES EXCHANGE ACT OF 1934 
Release No. 78528 / August 10, 2016 
 
ADMINISTRATIVE PROCEEDING 
File No. 3-17371 
 
 
In the Matter of 
 

BlueLinx Holdings Inc., 
 
Respondent. 
 

ORDER INSTITUTING CEASE-AND-
DESIST PROCEEDINGS PURSUANT TO 
SECTION 21C OF THE SECURITIES 
EXCHANGE ACT OF 1934, MAKING 
FINDINGS, AND IMPOSING REMEDIAL 
SANCTIONS AND A CEASE-AND-DESIST 
ORDER  

  
I. 

 The Securities and Exchange Commission (“Commission”) deems it appropriate that cease-
and-desist proceedings be, and hereby are, instituted pursuant to Section 21C of the Securities 
Exchange Act of 1934 (“Exchange Act”) against BlueLinx Holdings Inc. (“BlueLinx” or 
“Respondent”).  

II. 

 In anticipation of the institution of these proceedings, BlueLinx has submitted an Offer of 
Settlement (the “Offer”), which the Commission has determined to accept.  Solely for the purpose 
of these proceedings and any other proceedings brought by or on behalf of the Commission, or to 
which the Commission is a party, and without admitting or denying the findings herein, except as 
to the Commission’s jurisdiction over it and the subject matter of these proceedings, which are 
admitted, Respondent consents to the entry of this Order Instituting Cease-and-Desist Proceedings 
Pursuant to Section 21C of the Securities Exchange Act of 1934, Making Findings, and Imposing 
Remedial Sanctions and a Cease-and-Desist Order (“Order”), as set forth below. 

III. 

 On the basis of this Order and Respondent’s Offer, the Commission finds1 that: 

Respondent 

1. BlueLinx is a Delaware corporation with its headquarters located in Atlanta, 
Georgia.  BlueLinx’s common stock is registered with the Commission pursuant to Section 12(b) 
of the Exchange Act and trades on the New York Stock Exchange.  BlueLinx files periodic reports, 
including reports on Forms 10-K and 10-Q, with the Commission pursuant to Section 13(a) of the 
Exchange Act and related rules thereunder.  BlueLinx has approximately 1,700 employees. 

                                              
1  The findings herein are made pursuant to Respondent’s Offer of Settlement and are not binding on any 
other person or entity in this or any other proceeding. 
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Facts  

A. Statutory and Regulatory Framework Protecting Whistleblowers  

2. The Dodd-Frank Wall Street Reform and Consumer Protection Act, enacted on July 
21, 2010, amended the Exchange Act by adding Section 21F, “Whistleblower Incentives and 
Protection.”  The congressional purpose underlying these provisions was “to encourage 
whistleblowers to report possible violations of the securities laws by providing financial incentives, 
prohibiting employment-related retaliation, and providing various confidentiality guarantees.”2 

3. Congress explicitly noted the importance of providing financial incentives to 
promote whistleblowing to the SEC as it determined that “a critical component of the 
Whistleblower Program is the minimum payout that any individual could look towards in 
determining whether to take the enormous risk of blowing the whistle in calling attention to 
fraud.”3   

4. To fulfill this Congressional purpose, the Commission adopted Rule 21F-17, which 
provides in relevant part: 

(a) No person may take any action to impede an individual from communicating 
directly with the Commission staff about a possible securities law violation, 
including enforcing, or threatening to enforce, a confidentiality agreement . . . with 
respect to such communications. 

Rule 21F-17 became effective on August 12, 2011. 

B. BlueLinx’s Severance Agreements 
 
5. Beginning prior to August 12, 2011, and continuing through the present, BlueLinx 

entered into agreements with certain employees who were leaving the company and who were 
receiving severance or other post-employment consideration from BlueLinx.  A severance 
agreement is a contract between an employer and a former employee documenting the rights and 
responsibilities of both parties incidental to the employee’s departure.   

6. During the period from August 12, 2011 through the present, BlueLinx used several 
forms of severance agreements, variously termed: (1) “Confidential Severance Agreement and 
General Release (“Termination Agreement”); (2) Separation Agreement; (3) Settlement 
Agreement and Full and Final Release of Claims (“Settlement Agreement”); (4) Release 
Agreement; and (5) a Letter Agreement that was a severance agreement in the form of a letter to 
the departing employee (collectively, “Severance Agreements”).  The vast majority of non-
                                              
2  See “Implementation of the Whistleblower Provisions of Section 21F of the Securities Exchange Act of 
1934,” Release No. 34-64545, at p.197 (Aug. 12, 2011) (“Adopting Release”). 
 
3  See The Restoring American Financial Stability Act of 2010, Committee on Banking, Housing, and Urban 
Affairs Report (April 30, 2010). 
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management employees who left BlueLinx during the relevant period and who received severance 
payments were asked to sign Letter Agreements. 

7. Although the Severance Agreements differed in certain respects, most of them, 
other than the Letter Agreements, contained some form of a provision that prohibited the employee 
from sharing with anyone confidential information concerning BlueLinx that the employee had 
learned while employed by the company, unless compelled to do so by law or legal process.  The 
confidentiality provisions also required employees either to provide written notice to the company 
or to obtain written consent from the company’s legal department prior to providing confidential 
information pursuant to such legal process.  None of the confidentiality provisions contained an 
exemption permitting an employee to provide information voluntarily to the Commission or other 
regulatory or law enforcement agencies.   

 8. For example, the Termination Agreements defined “Confidential Information” as 
“data and information relating to the business of BlueLinx which is or has been disclosed to the 
Employee or of which the Employee became aware as a consequence of or through his 
relationship to BlueLinx,” and contained the following provision: 
 

Employee has not and in the future will not use or disclose to any third party Confidential 
Information, unless compelled by law and after notice to BlueLinx. * * * If the Employee 
has any question regarding what data or information would be considered by BlueLinx to 
be information subject to this provision, the Employee agrees to contact BlueLinx’s Legal 
Department in writing for written clarification. 

 9. Similarly, the Release Agreements, the Separation Agreements, and the Settlement 
Agreements each contained the following confidentiality provision:   

  [The employee shall] hold in a fiduciary capacity for the benefit of the Company [ ] all 
Confidential Information….For a period of two years, following the [employee’s] 
Termination Date, Executive shall not, without the prior written consent of the Company or 
as may otherwise be required by law or legal process, communicate or divulge Confidential 
Information. 

 10. While several forms of the Severance Agreements included a restriction on the 
disclosure of confidential information, BlueLinx did not add such a provision to the Letter 
Agreements until mid-2013. 

 11. Between September 2011 and mid-2013, approximately eighteen BlueLinx 
employees signed Severance Agreements that included one of the confidentiality provisions 
referred to in paragraphs 8 and 9, above.  

 12. In or about June 2013 – nearly two years after the Commission had adopted Rule 
21F-17 – BlueLinx reviewed and revised each of its Severance Agreements, including the Letter 
Agreement, and either added or amended a number of provisions that a departing employee was 
required to accept as a condition for receiving monetary severance payments and other 
consideration from BlueLinx.  
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 13. Specifically, BlueLinx added a confidentiality clause to its form Letter Agreement 
that was similar to those that had been included in its other Severance Agreements even prior to the 
effective date of Rule 21F-17.  The added confidentiality clause provided: 

[The Employee shall not] disclose to any person or entity not expressly authorized by the 
Company any Confidential Information or Trade Secrets….Anything herein to the contrary 
notwithstanding, you shall not be restricted from disclosing or using Confidential 
Information or Trade Secrets that are required to be disclosed by law, court or other legal 
process; provided, however, that in the event disclosure is required by law, you shall 
provide the Company’s Legal Department with prompt written notice of such requirement 
in time to permit the Company to seek an appropriate protective order or other similar 
protection prior to any such disclosure by you. 

 14. At the same time, BlueLinx amended all of the Severance Agreements, including 
the Letter Agreement, by adding a clause to the general release provision specifically addressing 
interactions with governmental agencies and associated financial incentives.  The new clause 
provided that: 

Employee further acknowledges and agrees that nothing in this Agreement prevents 
Employee from filing a charge with…the Equal Employment Opportunity Commission, the 
National Labor Relations Board, the Occupational Safety and Health Administration, the 
Securities and Exchange Commission or any other administrative agency if applicable law 
requires that Employee be permitted to do so; however, Employee understands and agrees 
that Employee is waiving the right to any monetary recovery in connection with any such 
complaint or charge that Employee may file with an administrative agency.  (Emphasis 
added.) 

 15. Approximately 160 BlueLinx employees have signed Severance Agreements that 
contained the provisions described in paragraphs 13 and 14, above.   

 16. By including those clauses in its Severance Agreements, BlueLinx raised 
impediments to participation by its employees in the SEC’s whistleblower program.  By requiring 
departing employees to notify the company’s Legal Department prior to disclosing any financial 
or business information to any third parties without expressly exempting the Commission from 
the scope of this restriction, BlueLinx forced those employees to choose between identifying 
themselves to the company as whistleblowers or potentially losing their severance pay and 
benefits.   

 17. Further, by requiring its departing employees to forgo any monetary recovery in 
connection with providing information to the Commission, BlueLinx removed the critically 
important financial incentives that are intended to encourage persons to communicate directly with 
the Commission staff about possible securities law violations.   

 18. Restrictions on the ability of employees to share confidential corporate information 
regarding possible securities law violations with the Commission and to accept financial awards 
for providing information to the Commission, such as those contained in the Severance 
Agreements, undermine the purpose of Section 21F, which is to “encourage individuals to report to 
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the Commission,”4 and violate Rule 21F-17(a) by impeding individuals from communicating 
directly with the Commission staff about possible securities law violations. 

Violation 

19. Through its conduct described above, BlueLinx violated Exchange Act Rule 21F-
17.  

Undertaking 

 
20.  BlueLinx undertakes that, from the date of the issuance of this Order, it will 

include the following provision in all of its Severance Agreements and/or any other agreements 
with its employees that include prohibitions on the use or disclosure of confidential information 
relating to the company: 

“Protected Rights.  Employee understands that nothing contained in this Agreement 
limits Employee’s ability to file a charge or complaint with the Equal Employment 
Opportunity Commission, the National Labor Relations Board, the Occupational Safety 
and Health Administration, the Securities and Exchange Commission or any other 
federal, state or local governmental agency or commission (“Government 
Agencies”).  Employee further understands that this Agreement does not limit 
Employee’s ability to communicate with any Government Agencies or otherwise 
participate in any investigation or proceeding that may be conducted by any 
Government Agency, including providing documents or other information, without 
notice to the Company.  This Agreement does not limit Employee’s right to receive an 
award for information provided to any Government Agencies.” 

  
21. BlueLinx undertakes that, within sixty (60) days from the date the Commission 

enters this Order, it will make reasonable efforts to contact BlueLinx former employees who 
signed any of the Severance Agreements from August 12, 2011 to the present, and provide them 
with an Internet link to the Order5 and a statement that BlueLinx does not prohibit former 
employees from: (1) providing information to, or communicating with, Commission staff without 
notice to the Company; or (2) accepting a whistleblower award from the Commission pursuant to 
Section 21F of the Exchange Act.   

22. BlueLinx undertakes to certify, in writing, its compliance with the undertakings set 
forth above.  The certification shall identify each undertaking, provide written evidence of 
compliance in the form of a narrative, and be supported by exhibits sufficient to demonstrate 
compliance.  The Commission staff may make reasonable requests for further evidence of 
compliance, and Respondent agrees to provide such evidence.  The certification and supporting 
material shall be submitted to Antonia Chion, Associate Director, with a copy to the Office of the 

                                              
4   See Adopting Release, at 201. 
 
5  BlueLinx further agrees to provide a paper copy of the Order to any former employee who requests it. 
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Chief Counsel of the Enforcement Division, no later than sixty (60) days from the date of 
completion of the undertakings. 

 
23. In determining whether to accept the Offer, the Commission has considered each of 

the undertakings set forth above. 

IV. 

 In view of the foregoing, the Commission deems it appropriate to impose the sanctions 
agreed to in Respondent BlueLinx’s Offer. 

 Accordingly, it is hereby ORDERED that: 

A. Pursuant to Section 21C of the Exchange Act, Respondent BlueLinx cease and 
desist from committing or causing any violations and any future violations of Exchange Act Rule 
21F-17; 

 
B. Respondent shall pay a civil money penalty in the amount of $265,000 to the 

Securities and Exchange Commission for transfer to the general fund of the United States 
Treasury in accordance with Exchange Act Section 21F(g)(3) pursuant to the terms of the 
payment schedule set forth in paragraph C below.  Payment must be made in one of the 
following ways: 

 
(1) Respondent may transmit payment electronically to the Commission, which will 

provide detailed ACH transfer/Fedwire instructions upon request; 
 
(2) Respondent may make direct payment from a bank account via Pay.gov through 

the SEC website at http://www.sec.gov/about/offices/ofm.htm; or 
 
(3) Respondent may pay by certified check, bank cashier’s check, or United States 

postal money order, made payable to the Securities and Exchange Commission 
and hand-delivered or mailed to: 

Enterprise Services Center 
Accounts Receivable Branch 
HQ Bldg., Room 181, AMZ-341 
6500 South MacArthur Boulevard 
Oklahoma City, OK 73169 

Payments by check or money order must be accompanied by a cover letter identifying BlueLinx as 
a Respondent in these proceedings, and the file number of these proceedings; a copy of the cover 
letter and check or money order must be sent to Antonia Chion, Associate Director, Division of 
Enforcement, Securities and Exchange Commission, 100 F Street, N.E., Washington, D.C. 20549. 

C. BlueLinx shall pay the penalty due of $265,000.00 in four installments to the 
Commission according to the following schedule:   

 
(1) $25,000.00 within five (5) days of entry of this Order;  
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(2) $60,000.00 within ninety (90) days of entry of this Order;  
(3) $80,000.00 within one hundred eighty (180) days of entry of this Order;  
(4) $100,000.00 within two hundred seventy (270) days of entry of this Order.   

 
Payments shall be deemed made on the date they are received by the Commission and shall be 
applied first to post order interest, which accrues pursuant to 31 U.S.C. § 3717 on any unpaid 
amounts due after twenty-one (21) days of the entry of the Order.  Prior to making the final 
payment set forth herein, BlueLinx shall contact the staff of the Commission for the amount due 
for the final payment.  If BlueLinx fails to make any payment by the date agreed and/or in the 
amount agreed according to the schedule set forth above, all outstanding payments under this 
Order, including post-order interest, minus any payments made, shall become due and payable 
immediately at the discretion of the staff of the Commission without further application to the 
Commission. 

 
D. Amounts ordered to be paid as civil money penalties pursuant to this Order shall be 

treated as penalties paid to the government for all purposes, including all tax purposes.  To 
preserve the deterrent effect of the civil penalty, Respondent agrees that in any Related Investor 
Action, it shall not argue that it is entitled to, nor shall it benefit by, offset or reduction of any 
award of compensatory damages by the amount of any part of Respondent’s payment of a  civil 
penalty in this action (“Penalty Offset”).  If the court in any Related Investor Action grants such a 
Penalty Offset, Respondent agrees that it shall, within thirty (30) days after entry of a final order 
granting the Penalty Offset, notify the Commission's counsel in this action and pay the amount of 
the Penalty Offset to the Securities and Exchange Commission.  Such a payment shall not be 
deemed an additional civil penalty and shall not be deemed to change the amount of the civil 
penalty imposed in this proceeding.  For purposes of this paragraph, a “Related Investor Action” 
means a private damages action brought against Respondent by or on behalf of one or more 
investors based on substantially the same facts as alleged in the Order instituted by the 
Commission in this proceeding. 

 By the Commission. 

 
 
 
       Brent J. Fields 
       Secretary 
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Syllabus 

NOTE: Where it is feasible, a syllabus (headnote) will be released, as is
being done in connection with this case, at the time the opinion is issued.
The syllabus constitutes no part of the opinion of the Court but has been
prepared by the Reporter of Decisions for the convenience of the reader. 
See United States v. Detroit Timber & Lumber Co., 200 U. S. 321, 337. 

SUPREME COURT OF THE UNITED STATES 

Syllabus 

DIGITAL REALTY TRUST, INC. v. SOMERS 

CERTIORARI TO THE UNITED STATES COURT OF APPEALS FOR 
THE NINTH CIRCUIT 

No. 16–1276. Argued November 28, 2017—Decided February 21, 2018 
Endeavoring to root out corporate fraud, Congress passed the Sar-

banes-Oxley Act of 2002 (Sarbanes-Oxley) and the 2010 Dodd-Frank 
Wall Street Reform and Consumer Protection Act (Dodd-Frank). 
Both Acts shield whistleblowers from retaliation, but they differ in 
important respects.  Sarbanes-Oxley applies to all “employees” who
report misconduct to the Securities and Exchange Commission (SEC 
or Commission), any other federal agency, Congress, or an internal
supervisor.  18 U. S. C. §1514A(a)(1).  Dodd-Frank defines a “whistle-
blower” as “any individual who provides . . . information relating to a
violation of the securities laws to the Commission, in a manner estab-
lished, by rule or regulation, by the Commission.”  15 U. S. C. §78u– 
6(a)(6). A whistleblower so defined is eligible for an award if original
information provided to the SEC leads to a successful enforcement
action.  §78u–6(b)–(g).  And he or she is protected from retaliation in
three situations, see §78u–6(h)(1)(A)(i)–(iii), including for “making 
disclosures that are required or protected under” Sarbanes-Oxley or 
other specified laws, §78u–6(h)(1)(A)(iii).  Sarbanes-Oxley’s anti-
retaliation provision contains an administrative-exhaustion require-
ment and a 180-day administrative complaint-filing deadline, see 18 
U. S. C. §1514A(b)(1)(A), (2)(D), whereas Dodd-Frank permits a whis-
tleblower to sue an employer directly in federal district court, with a
default six-year limitation period, see §78u–6(h)(1)(B)(i), (iii)(I)(aa).

The SEC’s regulations implementing the Dodd-Frank provision 
contain two discrete whistleblower definitions.  For purposes of the
award program, Rule 21F–2 requires a whistleblower to “provide the 
Commission with information” relating to possible securities-law vio-
lations.  17 CFR §240.21F–2(a)(1).  For purposes of the anti-
retaliation protections, however, the Rule does not require SEC re-



WHISTLEBLOWER LAW SYMPOSIUM: QUI TAM, SEC, CFTC AND IRS WHISTLEBLOWER CLAIMS UPDATE

74 of 358

2 DIGITAL REALTY TRUST, INC. v. SOMERS 

Syllabus 

porting.  See §240.21F–2(b)(1)(i)–(ii).
Respondent Paul Somers alleges that petitioner Digital Realty

Trust, Inc. (Digital Realty) terminated his employment shortly after
he reported to senior management suspected securities-law violations 
by the company.  Somers filed suit, alleging, inter alia, a claim of 
whistleblower retaliation under Dodd-Frank.  Digital Realty moved
to dismiss that claim on the ground that Somers was not a whistle-
blower under §78u–6(h) because he did not alert the SEC prior to his
termination.  The District Court denied the motion, and the Ninth 
Circuit affirmed.  The Court of Appeals concluded that §78u–6(h)
does not necessitate recourse to the SEC prior to gaining “whistle-
blower” status, and it accorded deference to the SEC’s regulation un-
der Chevron U. S. A. Inc. v. Natural Resources Defense Council, Inc., 
467 U. S. 837. 

Held: Dodd-Frank’s anti-retaliation provision does not extend to an 
individual, like Somers, who has not reported a violation of the secu-
rities laws to the SEC.  Pp. 9–19.

(a) A statute’s explicit definition must be followed, even if it varies
from a term’s ordinary meaning.  Burgess v. United States, 553 U. S. 
124, 130.  Section 78u–6(a) instructs that the statute’s definition of 
“whistleblower” “shall apply” “[i]n this section,” that is, throughout 
§78u–6. The Court must therefore interpret the term “whistleblower”
in §78u–6(h), the anti-retaliation provision, in accordance with that 
definition. 

The whistleblower definition operates in conjunction with the three 
clauses of §78u–6(h)(1)(A) to spell out the provision’s scope.  The def-
inition first describes who is eligible for protection—namely, a “whis-
tleblower” who provides pertinent information “to the Commission.”
§78u–6(a)(6).  The three clauses then describe what conduct, when 
engaged in by a “whistleblower,” is shielded from employment dis-
crimination.  An individual who meets both measures may invoke
Dodd-Frank’s protections. But an individual who falls outside the 
protected category of “whistleblowers” is ineligible to seek redress
under the statute, regardless of the conduct in which that individual 
engages. This reading is reinforced by another whistleblower-
protection provision in Dodd-Frank, see 12 U. S. C. §5567(b), which
imposes no requirement that information be conveyed to a govern-
ment agency.  Pp. 9–11.

(b) The Court’s understanding is corroborated by Dodd-Frank’s
purpose and design.  The core objective of Dodd-Frank’s whistleblow-
er program is to aid the Commission’s enforcement efforts by “moti-
vat[ing] people who know of securities law violations to tell the SEC.” 
S. Rep. No. 111–176, p. 38 (emphasis added).  To that end, Congress
provided monetary awards to whistleblowers who furnish actionable 
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information to the Commission.  Congress also complemented the fi-
nancial incentives for SEC reporting by heightening protection 
against retaliation.  Pp. 11–12.

(c) Somers and the Solicitor General contend that Dodd-Frank’s 
“whistleblower” definition applies only to the statute’s award pro-
gram and not, as the definition plainly states, to its anti-retaliation
provision. Their concerns do not support a departure from the statu-
tory text. Pp. 12–18.

(1) They claim that the Court’s reading would vitiate the protec-
tions of clause (iii) for whistleblowers who make disclosures to per-
sons and entities other than the SEC.  See §78u–6(h)(1)(A)(iii).  But 
the plain-text reading of the statute leaves the third clause with sub-
stantial meaning by protecting a whistleblower who reports miscon-
duct both to the SEC and to another entity, but suffers retaliation be-
cause of the latter, non-SEC, disclosure.  Pp. 13–15. 

(2) Nor would the Court’s reading jettison protections for audi-
tors, attorneys, and other employees who are required to report in-
formation within the company before making external disclosures.
Such employees would be shielded as soon as they also provide rele-
vant information to the Commission. And Congress may well have
considered adequate the safeguards already afforded to such employ-
ees by Sarbanes-Oxley.  Pp. 15–16.

(3) Applying the “whistleblower” definition as written, Somers
and the Solicitor General further protest, will allow “identical mis-
conduct” to “go punished or not based on the happenstance of a sepa-
rate report” to the SEC.  Brief for Respondent 37–38.  But it is under-
standable that the statute’s retaliation protections, like its financial
rewards, would be reserved for employees who have done what Dodd-
Frank seeks to achieve by reporting information about unlawful ac-
tivity to the SEC.  P. 16. 

(4) The Solicitor General observes that the statute contains no 
apparent requirement of a “temporal or topical connection between
the violation reported to the Commission and the internal disclosure
for which the employee suffers retaliation.”  Brief for United States 
as Amicus Curiae 25.  The Court need not dwell on related hypotheti-
cals, which veer far from the case at hand. Pp. 16–18.

(5) Finally, the interpretation adopted here would not undermine 
clause (ii) of §78u–6(h)(1)(A), which prohibits retaliation against a
whistleblower for “initiating, testifying in, or assisting in any investi-
gation or . . . action of the Commission based upon” information con-
veyed to the SEC by a whistleblower in accordance with the statute.
The statute delegates authority to the Commission to establish the
“manner” in which a whistleblower may provide information to the
SEC. §78u–6(a)(6).  Nothing prevents the Commission from enumer-
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ating additional means of SEC reporting, including through testimo-
ny protected by clause (ii).  P. 18. 

(d) Because “Congress has directly spoken to the precise question
at issue,” Chevron, 467 U. S., at 842, deference is not accorded to the 
contrary view advanced by the SEC in Rule 21F–2.  Pp. 18–19. 

850 F. 3d 1045, reversed and remanded. 

GINSBURG, J., delivered the opinion of the Court, in which ROBERTS, 
C. J., and KENNEDY, BREYER, SOTOMAYOR, and KAGAN, JJ., joined.  SO-
TOMAYOR, J., filed a concurring opinion, in which BREYER, J., joined.  
THOMAS, J., filed an opinion concurring in part and concurring in the 
judgment, in which ALITO and GORSUCH, JJ., joined.  
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SUPREME COURT OF THE UNITED STATES 

No. 16–1276 

DIGITAL REALTY TRUST, INC., PETITIONER v.  
PAUL SOMERS  

ON WRIT OF CERTIORARI TO THE UNITED STATES COURT OF  
APPEALS FOR THE NINTH CIRCUIT  

[February 21, 2018] 

 JUSTICE GINSBURG delivered the opinion of the Court. 
Endeavoring to root out corporate fraud, Congress

passed the Sarbanes-Oxley Act of 2002, 116 Stat. 745 
(Sarbanes-Oxley), and the 2010 Dodd-Frank Wall Street
Reform and Consumer Protection Act, 124 Stat. 1376 
(Dodd-Frank).  Both Acts shield whistleblowers from 
retaliation, but they differ in important respects.  Most 
notably, Sarbanes-Oxley applies to all “employees” who 
report misconduct to the Securities and Exchange Com-
mission (SEC or Commission), any other federal agency, 
Congress, or an internal supervisor. 18 U. S. C. 
§1514A(a)(1). Dodd-Frank delineates a more circum-
scribed class; it defines “whistleblower” to mean a person 
who provides “information relating to a violation of the
securities laws to the Commission.”  15 U. S. C. §78u– 
6(a)(6). A whistleblower so defined is eligible for an award 
if original information he or she provides to the SEC leads 
to a successful enforcement action. §78u–6(b)–(g). And, 
most relevant here, a whistleblower is protected from
retaliation for, inter alia, “making disclosures that are
required or protected under” Sarbanes-Oxley, the Securi-
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ties Exchange Act of 1934, the criminal anti-retaliation 
proscription at 18 U. S. C. §1513(e), or any other 
law subject to the SEC’s jurisdiction.  15 U. S. C. 
§78u–6(h)(1)(A)(iii).

The question presented: Does the anti-retaliation provi-
sion of Dodd-Frank extend to an individual who has not 
reported a violation of the securities laws to the SEC and
therefore falls outside the Act’s definition of “whistleblow-
er”? Pet. for Cert. (I). We answer that question “No”: To
sue under Dodd-Frank’s anti-retaliation provision, a per-
son must first “provid[e] . . . information relating to a
violation of the securities laws to the Commission.” 
§78u–6(a)(6). 

I  
A  

“To safeguard investors in public companies and restore
trust in the financial markets following the collapse of 
Enron Corporation,” Congress enacted Sarbanes-Oxley in 
2002. Lawson v. FMR LLC, 571 U. S. 429, ___ (2014) (slip 
op., at 1). Most pertinent here, Sarbanes-Oxley created
new protections for employees at risk of retaliation for 
reporting corporate misconduct. See 18 U. S. C. §1514A.
Section 1514A prohibits certain companies from discharg-
ing or otherwise “discriminat[ing] against an employee in 
the terms and conditions of employment because” the 
employee “provid[es] information . . . or otherwise assist[s] 
in an investigation regarding any conduct which the em-
ployee reasonably believes constitutes a violation” of cer-
tain criminal fraud statutes, any SEC rule or regulation,
or “any provision of Federal law relating to fraud against 
shareholders.” §1514A(a)(1). An employee qualifies for 
protection when he or she provides information or assis-
tance either to a federal regulatory or law enforcement 
agency, Congress, or any “person with supervisory author-
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ity over the employee.” §1514A(a)(1)(A)–(C).1 

To recover under §1514A, an aggrieved employee must
exhaust administrative remedies by “filing a complaint 
with the Secretary of Labor.”  §1514A(b)(1)(A); see Law-
son, 571 U. S., at ___–___ (slip op., at 5–6).  Congress
prescribed a 180-day limitation period for filing such a 
complaint. §1514A(b)(2)(D). If the agency “does not issue 
a final decision within 180 days of the filing of [a] com-
plaint, and the [agency’s] delay is not due to bad faith on 
the claimant’s part, the claimant may proceed to federal
district court for de novo review.” Id., at ___ (slip op., at 6) 
(citing §1514A(b)). An employee who prevails in a pro-
ceeding under §1514A is “entitled to all relief necessary to
make the employee whole,” including reinstatement, 
backpay with interest, and any “special damages sus-
tained as a result of the discrimination,” among such 
damages, litigation costs. §1514A(c). 

B 
1 

At issue in this case is the Dodd-Frank anti-retaliation 
provision enacted in 2010, eight years after the enactment 
of Sarbanes-Oxley.  Passed in the wake of the 2008 finan-
cial crisis, Dodd-Frank aimed to “promote the financial
stability of the United States by improving accountability 
and transparency in the financial system.”  124 Stat. 1376. 

Dodd-Frank responded to numerous perceived short-
comings in financial regulation.  Among them was the
SEC’s need for additional “power, assistance and money at
its disposal” to regulate securities markets. S. Rep. No. 
111–176, pp. 36, 37 (2010). To assist the Commission “in 
—————— 

1 Sarbanes-Oxley also prohibits retaliation against an “employee” who 
“file[s], . . . testif[ies], participate[s] in, or otherwise assist[s] in a 
proceeding filed or about to be filed . . . relating to an alleged violation
of” the same provisions of federal law addressed in 18 U. S. C. 
§1514A(a)(1).  See §1514A(a)(2). 
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identifying securities law violations,” the Act established 
“a new, robust whistleblower program designed to moti-
vate people who know of securities law violations to tell
the SEC.” Id., at 38. And recognizing that “whistleblow-
ers often face the difficult choice between telling the truth
and . . . committing ‘career suicide,’ ” Congress sought to
protect whistleblowers from employment discrimination. 
Id., at 111, 112. 

Dodd-Frank implemented these goals by adding a new 
provision to the Securities Exchange Act of 1934: 15
U. S. C. §78u–6.  Section 78u–6 begins by defining a
“whistleblower” as “any individual who provides . . . in-
formation relating to a violation of the securities laws to 
the Commission, in a manner established, by rule or regu-
lation, by the Commission.” §78u–6(a)(6) (emphasis
added). That definition, the statute directs, “shall apply” 
“[i]n this section”—i.e., throughout §78u–6.  §78u–6(a). 

Section 78u–6 affords covered whistleblowers both 
incentives and protection.  First, the section creates an 
award program for “whistleblowers who voluntarily
provid[e] original information to the Commission that 
le[ads] to the successful enforcement of [a] covered judicial
or administrative action.”  §78u–6(b)(1). A qualifying
whistleblower is entitled to a cash award of 10 to 30 per-
cent of the monetary sanctions collected in the enforce-
ment action. See §78u–6(b)(1)(A)–(B). 

Second, §78u–6(h) prohibits an employer from discharg-
ing, harassing, or otherwise discriminating against a 
“whistleblower” “because of any lawful act done by the 
whistleblower” in three situations: first, “in providing
information to the Commission in accordance with [§78u–
6],” §78u–6(h)(1)(A)(i); second, “in initiating, testifying in,
or assisting in any investigation or . . . action of the Com-
mission based upon” information provided to the SEC in
accordance with §78u–6, §78u–6(h)(1)(A)(ii); and third, “in 
making disclosures that are required or protected under” 



WHISTLEBLOWER LAW SYMPOSIUM: QUI TAM, SEC, CFTC AND IRS WHISTLEBLOWER CLAIMS UPDATE

81 of 358

5 Cite as: 583 U. S. ____ (2018) 

Opinion of the Court 

either Sarbanes-Oxley, the Securities Exchange Act of
1934, the criminal anti-retaliation prohibition at 18 
U. S. C. §1513(e),2 or “any other law, rule, or regulation
subject to the jurisdiction of the Commission,” §78u–
6(h)(1)(A)(iii). Clause (iii), by cross-referencing Sarbanes-
Oxley and other laws, protects disclosures made to a
variety of individuals and entities in addition to the SEC.
For example, the clause shields an employee’s reports of 
wrongdoing to an internal supervisor if the reports are
independently safeguarded from retaliation under Sarbanes-
Oxley. See supra, at 2–3.3 

The recovery procedures under the anti-retaliation 
provisions of Dodd-Frank and Sarbanes-Oxley differ in
critical respects.  First, unlike Sarbanes-Oxley, which
contains an administrative-exhaustion requirement and a
180-day administrative complaint-filing deadline, see 18
U. S. C. §1514A(b)(1)(A), (2)(D), Dodd-Frank permits a 
whistleblower to sue a current or former employer directly 
—————— 

2 Section 1513(e) provides: “Whoever knowingly, with the intent to 
retaliate, takes any action harmful to any person, including interfer-
ence with the lawful employment or livelihood of any person, for provid-
ing to a law enforcement officer any truthful information relating to the 
commission or possible commission of any Federal offense, shall be
fined under this title or imprisoned not more than 10 years, or both.”

3 Section 78u–6(h)(1)(A) reads in full:
“No employer may discharge, demote, suspend, threaten, harass, 

directly or indirectly, or in any other manner discriminate against, a 
whistleblower in the terms and conditions of employment because of 
any lawful act done by the whistleblower— 

“(i) in providing information to the Commission in accordance with
this section; 

“(ii) in initiating, testifying in, or assisting in any investigation or 
judicial or administrative action of the Commission based upon or
related to such information; or 

“(iii) in making disclosures that are required or protected under the
Sarbanes-Oxley Act of 2002 (15 U. S. C. §7201 et seq.), this chapter,
including section 78j–l(m) of this title, section 1513(e) of title 18, and
any other law, rule, or regulation subject to the jurisdiction of the 
Commission.” 
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in federal district court, with a default limitation period of 
six years, see §78u–6(h)(1)(B)(i), (iii)(I)(aa).  Second, Dodd-
Frank instructs a court to award to a prevailing plaintiff 
double backpay with interest, see §78u–6(h)(1)(C)(ii), 
while Sarbanes-Oxley limits recovery to actual backpay 
with interest, see 18 U. S. C. §1514A(c)(2)(B).  Like Sarbanes-
Oxley, however, Dodd-Frank authorizes reinstatement 
and compensation for litigation costs, expert witness fees, 
and reasonable attorneys’ fees. Compare §78u–
6(h)(1)(C)(i), (iii), with 18 U. S. C. §1514A(c)(2)(A), (C).4 

2 
Congress authorized the SEC “to issue such rules and

regulations as may be necessary or appropriate to imple-
ment the provisions of [§78u–6] consistent with the pur-
poses of this section.” §78u–6(j). Pursuant to this author- 
ity, the SEC published a notice of proposed rulemaking to 
“Implemen[t] the Whistleblower Provisions” of Dodd-
Frank. 75 Fed. Reg. 70488 (2010).  Proposed Rule 21F–
2(a) defined a “whistleblower,” for purposes of both the 
award and anti-retaliation provisions of §78u–6, as one or 
more individuals who “provide the Commission with in-
formation relating to a potential violation of the securities 
laws.” Id., at 70519 (proposed 17 CFR §240.21F–2(a)).
The proposed rule, the agency noted, “tracks the statutory
definition of a ‘whistleblower’ ” by requiring information
reporting to the SEC itself.  75 Fed. Reg. 70489. 

In promulgating the final Rule, however, the agency 
changed course.  Rule 21F–2, in finished form, contains 
two discrete “whistleblower” definitions. See 17 CFR 
§240.21F–2(a)–(b) (2017). For purposes of the award 
program, the Rule states that “[y]ou are a whistleblower if 
—————— 

4 Unlike Dodd-Frank, Sarbanes-Oxley explicitly entitles a prevailing
employee to “all relief necessary to make the employee whole,” includ-
ing “compensation for any special damages sustained as a result of the
discrimination.”  18 U. S. C. §1514A(c)(1), (2)(C). 



WHISTLEBLOWER LAW SYMPOSIUM: QUI TAM, SEC, CFTC AND IRS WHISTLEBLOWER CLAIMS UPDATE

83 of 358

7 Cite as: 583 U. S. ____ (2018) 

Opinion of the Court 

. . . you provide the Commission with information . . . 
relat[ing] to a possible violation of the Federal securities
laws.” §240.21F–2(a)(1) (emphasis added).  The infor-
mation must be provided to the SEC through its website 
or by mailing or faxing a specified form to the SEC Office
of the Whistleblower.  See ibid.; §240.21F–9(a)(1)–(2).

“For purposes of the anti-retaliation protections,” how-
ever, the Rule states that “[y]ou are a whistleblower if . . .
[y]ou possess a reasonable belief that the information you 
are providing relates to a possible securities law violation”
and “[y]ou provide that information in a manner described 
in” clauses (i) through (iii) of §78u–6(h)(1)(A).  17 CFR 
§240.21F–2(b)(1)(i)–(ii).  “The anti-retaliation protections
apply,” the Rule emphasizes, “whether or not you satisfy 
the requirements, procedures and conditions to qualify for
an award.” §240.21F–2(b)(1)(iii). An individual may
therefore gain anti-retaliation protection as a “whistle-
blower” under Rule 21F–2 without providing information 
to the SEC, so long as he or she provides information in a 
manner shielded by one of the anti-retaliation provision’s
three clauses. For example, a report to a company super-
visor would qualify if the report garners protection under 
the Sarbanes-Oxley anti-retaliation provision.5 

C 
Petitioner Digital Realty Trust, Inc. (Digital Realty) is a 

real estate investment trust that owns, acquires, and 
develops data centers.  See Brief for Petitioner 3.  Digital 
Realty employed respondent Paul Somers as a Vice Presi-
dent from 2010 to 2014.  See 119 F. Supp. 3d 1088, 1092 
(ND Cal. 2015).  Somers alleges that Digital Realty termi-
nated him shortly after he reported to senior management 
suspected securities-law violations by the company. See 
—————— 

5 In 2015, the SEC issued an interpretive rule reiterating that anti-
retaliation protection is not contingent on a whistleblower’s provision of
information to the Commission.  See 80 Fed. Reg. 47829 (2015). 
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ibid.  Although nothing impeded him from alerting the
SEC prior to his termination, he did not do so.  See Tr. of 
Oral Arg. 45.  Nor did he file an administrative complaint 
within 180 days of his termination, rendering him ineligi-
ble for relief under Sarbanes-Oxley.  See ibid.; 18 U. S. C. 
§1514A(b)(2)(D).

Somers brought suit in the United States District Court
for the Northern District of California alleging, inter alia, 
a claim of whistleblower retaliation under Dodd-Frank. 
Digital Realty moved to dismiss that claim, arguing that 
“Somers does not qualify as a ‘whistleblower’ under [§78u–
6(h)] because he did not report any alleged law violations
to the SEC.”  119 F. Supp. 3d, at 1094.  The District Court 
denied the motion.  Rule 21F–2, the court observed, does 
not necessitate recourse to the SEC prior to gaining “whis-
tleblower” status under Dodd-Frank. See id., at 1095– 
1096. Finding the statutory scheme ambiguous, the court 
accorded deference to the SEC’s Rule under Chevron 
U. S. A. Inc. v. Natural Resources Defense Council, Inc., 
467 U. S. 837 (1984). See 119 F. Supp. 3d, at 1096–1106.

On interlocutory appeal, a divided panel of the Court of 
Appeals for the Ninth Circuit affirmed.  850 F. 3d 1045 
(2017). The majority acknowledged that Dodd-Frank’s
definitional provision describes a “whistleblower” as an 
individual who provides information to the SEC itself. Id., 
at 1049.  But applying that definition to the anti-
retaliation provision, the majority reasoned, would narrow 
the third clause of §78u–6(h)(1)(A) “to the point of absurd- 
ity”: The statute would protect employees only if they 
“reported possible securities violations both internally and 
to the SEC.” Ibid. Such dual reporting, the majority
believed, was unlikely to occur.  Ibid.  Therefore, the 
majority concluded, the statute should be read to protect
employees who make disclosures privileged by clause (iii) 
of §78u–6(h)(1)(A), whether or not those employees also 
provide information to the SEC. Id., at 1050.  In any 
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event, the majority held, the SEC’s resolution of any stat-
utory ambiguity warranted deference.  Ibid. Judge Owens
dissented. In his view, the statutory definition of whistle-
blower was clear, left no room for interpretation, and
plainly governed. Id., at 1051. 

Two other Courts of Appeals have weighed in on the 
question before us. The Court of Appeals for the Fifth
Circuit has held that employees must provide information 
to the SEC to avail themselves of Dodd-Frank’s anti-
retaliation safeguard.  See Asadi v. G. E. Energy (USA), 
L. L. C., 720 F. 3d 620, 630 (2013).  A divided panel of the 
Court of Appeals for the Second Circuit reached the oppo-
site conclusion, over a dissent by Judge Jacobs. See Ber-
man v. NEO@OGILVY LLC, 801 F. 3d 145, 155 (2013).
We granted certiorari to resolve this conflict, 582 U. S. ___ 
(2017), and now reverse the Ninth Circuit’s judgment. 

II 
“When a statute includes an explicit definition, we must

follow that definition,” even if it varies from a term’s 
ordinary meaning.  Burgess v. United States, 553 U. S. 
124, 130 (2008) (internal quotation marks omitted). This 
principle resolves the question before us. 

A 
Our charge in this review proceeding is to determine the

meaning of “whistleblower” in §78u–6(h), Dodd-Frank’s
anti-retaliation provision.  The definition section of the 
statute supplies an unequivocal answer: A “whistleblower”
is “any individual who provides . . . information relating to 
a violation of the securities laws to the Commission.” 
§78u–6(a)(6) (emphasis added). Leaving no doubt as to
the definition’s reach, the statute instructs that the “defi-
nitio[n] shall apply” “[i]n this section,” that is, throughout
§78u–6. §78u–6(a)(6). 

The whistleblower definition operates in conjunction 
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with the three clauses of §78u–6(h)(1)(A) to spell out the
provision’s scope. The definition first describes who is 
eligible for protection—namely, a whistleblower who
provides pertinent information “to the Commission.” 
§78u–6(a)(6). The three clauses of §78u–6(h)(1)(A) then 
describe what conduct, when engaged in by a whistle-
blower, is shielded from employment discrimination.  See 
§78u–6(h)(1)(A)(i)–(iii). An individual who meets both 
measures may invoke Dodd-Frank’s protections.  But an 
individual who falls outside the protected category of 
“whistleblowers” is ineligible to seek redress under the 
statute, regardless of the conduct in which that individual 
engages.

Reinforcing our reading, another whistleblower-
protection provision in Dodd-Frank imposes no require-
ment that information be conveyed to a government agency.  
Title 10 of the statute, which created the Consumer 
Financial Protection Bureau (CFPB), prohibits discrimina-
tion against a “covered employee” who, among other 
things, “provide[s] . . . information to [his or her] employer, 
the Bureau, or any other State, local, or Federal, govern-
ment authority or law enforcement agency relating to” a
violation of a law subject to the CFPB’s jurisdiction.  12 
U. S. C. §5567(a)(1).  To qualify as a “covered employee,” 
an individual need not provide information to the CFPB,
or any other entity. See §5567(b) (“covered employee” 
means “any individual performing tasks related to the
offering or provision of a consumer financial product or 
service”).

“[W]hen Congress includes particular language in one
section of a statute but omits it in another[,] . . . this Court 
presumes that Congress intended a difference in mean-
ing.” Loughrin v. United States, 573 U. S. ___, ___ (2014)
(slip op., at 6) (internal quotation marks and alteration
omitted). Congress placed a government-reporting re-
quirement in §78u–6(h), but not elsewhere in the same 
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statute. Courts are not at liberty to dispense with the
condition—tell the SEC—Congress imposed. 

B 
Dodd-Frank’s purpose and design corroborate our com-

prehension of §78u–6(h)’s reporting requirement.  The 
“core objective” of Dodd-Frank’s robust whistleblower 
program, as Somers acknowledges, Tr. of Oral Arg. 45, is
“to motivate people who know of securities law violations 
to tell the SEC,” S. Rep. No. 111–176, at 38 (emphasis 
added). By enlisting whistleblowers to “assist the Gov-
ernment [in] identify[ing] and prosecut[ing] persons who
have violated securities laws,” Congress undertook to 
improve SEC enforcement and facilitate the Commission’s
“recover[y] [of] money for victims of financial fraud.”  Id., 
at 110. To that end, §78u–6 provides substantial mone-
tary rewards to whistleblowers who furnish actionable 
information to the SEC.  See §78u–6(b). 

Financial inducements alone, Congress recognized, may 
be insufficient to encourage certain employees, fearful of
employer retaliation, to come forward with evidence of 
wrongdoing. Congress therefore complemented the Dodd-
Frank monetary incentives for SEC reporting by heighten-
ing protection against retaliation.  While Sarbanes-Oxley
contains an administrative-exhaustion requirement, a 
180-day administrative complaint-filing deadline, and a 
remedial scheme limited to actual damages, Dodd-Frank
provides for immediate access to federal court, a generous
statute of limitations (at least six years), and the oppor-
tunity to recover double backpay.  See supra, at 5–6. 
Dodd-Frank’s award program and anti-retaliation provi-
sion thus work synchronously to motivate individuals with
knowledge of illegal activity to “tell the SEC.”  S. Rep. No. 
111–176, at 38. 

When enacting Sarbanes-Oxley’s whistleblower regime,
in comparison, Congress had a more far-reaching objec-
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tive: It sought to disturb the “corporate code of silence”
that “discourage[d] employees from reporting fraudulent 
behavior not only to the proper authorities, such as the 
FBI and the SEC, but even internally.”  Lawson, 571 U. S., 
at ___ (slip op., at 4) (internal quotation marks omitted). 
Accordingly, the Sarbanes-Oxley anti-retaliation provision 
covers employees who report fraud not only to the SEC,
but also to any other federal agency, Congress, or an
internal supervisor. See 18 U. S. C. §1514A(a)(1). 

C 
In sum, Dodd-Frank’s text and purpose leave no doubt

that the term “whistleblower” in §78u–6(h) carries the
meaning set forth in the section’s definitional provision.
The disposition of this case is therefore evident: Somers
did not provide information “to the Commission” before his 
termination, §78u–6(a)(6), so he did not qualify as a “whis-
tleblower” at the time of the alleged retaliation.  He is 
therefore ineligible to seek relief under §78u–6(h). 

III 
Somers and the Solicitor General tender a different view 

of Dodd-Frank’s compass.  The whistleblower definition, 
as they see it, applies only to the statute’s award program,
not to its anti-retaliation provision, and thus not, as the
definition plainly states, throughout “this section,” §78u–
6(a). See Brief for Respondent 30; Brief for United States 
as Amicus Curiae 10–11.  For purposes of the anti-
retaliation provision alone, they urge us to construe the 
term “whistleblower” in its “ordinary sense,” i.e., without 
any SEC-reporting requirement.  Brief for Respondent 18.

Doing so, Somers and the Solicitor General contend,
would align with our precedent, specifically Lawson v. 
Suwannee Fruit & S. S. Co., 336 U. S. 198 (1949), and 
Utility Air Regulatory Group v. EPA, 573 U. S. ___ (2014). 
In those decisions, we declined to apply a statutory defini-
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tion that ostensibly governed where doing so would have 
been “incompatible with . . . Congress’ regulatory scheme,” 
id., at ___ (slip op., at 18) (internal quotation marks omit-
ted), or would have “destroy[ed] one of the [statute’s] 
major purposes,” Suwannee Fruit, 336 U. S., at 201. 

This case is of a piece, Somers and the Solicitor General
maintain. Applying the statutory definition here, they
variously charge, would “create obvious incongruities,”
Brief for United States as Amicus Curiae 19 (internal
quotation marks omitted), “produce anomalous results,” 
id., at 22, “vitiate much of the [statute’s] protection,” id., 
at 20 (internal quotation marks omitted), and, as the
Court of Appeals put it, narrow clause (iii) of §78u–
6(h)(1)(A) “to the point of absurdity,” Brief for Respondent 
35 (quoting 850 F. 3d, at 1049).  We next address these 
concerns and explain why they do not lead us to depart 
from the statutory text. 

A 
It would gut “much of the protection afforded by” the

third clause of §78u–6(h)(1)(a), Somers and the Solicitor 
General urge most strenuously, to apply the whistleblower
definition to the anti-retaliation provision. Brief for United 
States as Amicus Curiae 20 (internal quotation marks
omitted); Brief for Respondent 28–29.  As earlier noted, 
see supra, at 4–5, clause (iii) prohibits retaliation against 
a “whistleblower” for “making disclosures” to various 
persons and entities, including but not limited to the SEC, 
to the extent those disclosures are “required or protected 
under” various laws other than Dodd-Frank.  §78u–
6(h)(1)(A)(iii). Applying the statutory definition of whis-
tleblower, however, would limit clause (iii)’s protection to
“only those individuals who report to the Commission.”
Brief for United States as Amicus Curiae 22. 

The plain-text reading of the statute undoubtedly 
shields fewer individuals from retaliation than the alter-
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native proffered by Somers and the Solicitor General.  But 
we do not agree that this consequence “vitiate[s]” clause
(iii)’s protection, id., at 20 (internal quotation marks omit-
ted), or ranks as “absur[d],” Brief for Respondent 35 (in-
ternal quotation marks omitted).6  In fact, our reading
leaves the third clause with “substantial meaning.”  Brief 
for Petitioner 32. 

With the statutory definition incorporated, clause (iii) 
protects a whistleblower who reports misconduct both to 
the SEC and to another entity, but suffers retaliation
because of the latter, non-SEC, disclosure.  That would be 
so, for example, where the retaliating employer is un- 
aware that the employee has alerted the SEC.  In such a 
case, without clause (iii), retaliation for internal reporting 
would not be reached by Dodd-Frank, for clause (i) applies 
only where the employer retaliates against the employee 
“because of ” the SEC reporting.  §78u–6(h)(1)(A). More-
over, even where the employer knows of the SEC reporting, 
the third clause may operate to dispel a proof problem: 
The employee can recover under the statute without hav-
ing to demonstrate whether the retaliation was motivated
by the internal report (thus yielding protection under
clause (iii)) or by the SEC disclosure (thus gaining protec-
tion under clause (i)).

While the Solicitor General asserts that limiting the 
protections of clause (iii) to dual reporters would “shrink
to insignificance the [clause’s] ban on retaliation,” Brief for
United States as Amicus Curiae 22 (internal quotation
marks omitted), he offers scant evidence to support that
assertion. Tugging in the opposite direction, he reports 
that approximately 80 percent of the whistleblowers who
received awards in 2016 “reported internally before report-

—————— 
6 The Solicitor General, unlike Somers, acknowledges that it would 

not be absurd to apply the “whistleblower” definition to the anti-
retaliation provision.  Tr. of Oral Arg. 52. 
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ing to the Commission.”  Id., at 23. And Digital Realty 
cites real-world examples of dual reporters seeking Dodd-
Frank or Sarbanes-Oxley recovery for alleged retaliation.
See Brief for Petitioner 33, and n. 4 (collecting cases).
Overlooked by Somers and the Solicitor General, in dual-
reporting cases, retaliation not prompted by SEC disclo-
sures (and thus unaddressed by clause (i)) is likely com-
monplace: The SEC is required to protect the identity of 
whistleblowers, see §78u–6(h)(2)(A), so employers will
often be unaware that an employee has reported to the 
Commission.  In any event, even if the number of individ-
uals qualifying for protection under clause (iii) is relatively 
limited, “[i]t is our function to give the statute the effect
its language suggests, however modest that may be.” 
Morrison v. National Australia Bank Ltd., 561 U. S. 247, 
270 (2010). 

B 
Somers and the Solicitor General express concern that

our reading would jettison protection for auditors, attor-
neys, and other employees subject to internal-reporting
requirements.  See Brief for Respondent 35; Brief for 
United States as Amicus Curiae 21. Sarbanes-Oxley, for
example, requires auditors and attorneys to report certain 
information within the company before making disclosures 
externally. See 15 U. S. C. §§78j–1(b), 7245; 17 CFR 
§205.3. If the whistleblower definition applies, Somers
and the Solicitor General fear, these professionals will be
“le[ft] . . . vulnerable to discharge or other retaliatory
action for complying with” their internal-reporting obliga-
tions. Brief for United States as Amicus Curiae 22 (inter-
nal quotation marks omitted).

Our reading shields employees in these circumstances, 
however, as soon as they also provide relevant information 
to the Commission. True, such employees will remain 
ineligible for Dodd-Frank’s protection until they tell the 
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SEC, but this result is consistent with Congress’ aim to
encourage SEC disclosures.  See S. Rep. No. 111–176, at 
38; supra, at 3–4, 11. Somers worries that lawyers and 
auditors will face retaliation quickly, before they have a 
chance to report to the SEC. Brief for Respondent 35–36.
But he offers nothing to show that Congress had this 
concern in mind when it enacted §78u–6(h). Indeed, Con-
gress may well have considered adequate the safeguards
already afforded by Sarbanes-Oxley, protections specifi- 
cally designed to shield lawyers, accountants, and similar 
professionals.  See Lawson, 571 U. S., at ___ (slip op., 
at 17). 

C 
Applying the whistleblower definition as written, Som-

ers and the Solicitor General further protest, will create 
“an incredibly unusual statutory scheme”: “[I]dentical
misconduct”—i.e., retaliating against an employee for
internal reporting—will “go punished or not based on the
happenstance of a separate report” to the SEC, of which
the wrongdoer may “not even be aware.”  Brief for Re-
spondent 37–38. See also Brief for United States as Ami-
cus Curiae 24. The upshot, the Solicitor General warns, 
“would [be] substantially diminish[ed] Dodd-Fran[k] de-
terrent effect.” Ibid. 

Overlooked in this protest is Dodd-Frank’s core objec-
tive: to prompt reporting to the SEC. Supra, at 3–4, 11. 
In view of that precise aim, it is understandable that the 
statute’s retaliation protections, like its financial rewards, 
would be reserved for employees who have done what 
Dodd-Frank seeks to achieve, i.e., they have placed infor-
mation about unlawful activity before the Commission to
aid its enforcement efforts. 

D 
Pointing to another purported anomaly attending the 
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reading we adopt today, the Solicitor General observes 
that neither the whistleblower definition nor §78u–6(h)
contains any requirement of a “temporal or topical connec-
tion between the violation reported to the Commission and 
the internal disclosure for which the employee suffers
retaliation.” Brief for United States as Amicus Curiae 25. 
It is therefore possible, the Solicitor General posits, that 
“an employee who was fired for reporting accounting fraud
to his supervisor in 2017 would have a cause of action 
under [§78u–6(h)] if he had reported an insider-trading
violation by his previous employer to the Commission in
2012.” Ibid.  For its part, Digital Realty agrees that this
scenario could arise, but does not see it as a cause for 
concern: “Congress,” it states, “could reasonably have 
made the policy judgment that individuals who report 
securities-law violations to the SEC should receive broad 
protection over time against retaliation for a variety of 
disclosures.”  Reply Brief 11.

We need not dwell on the situation hypothesized by the 
Solicitor General, for it veers far from the case before us. 
We note, however, that the interpretation offered by Som-
ers and the Solicitor General—i.e., ignoring the statutory 
definition when construing the anti-retaliation provision—
raises an even thornier question about the law’s scope.
Their view, which would not require an employee to pro-
vide information relating to a securities-law violation to
the SEC, could afford Dodd-Frank protection to an em-
ployee who reports information bearing no relationship 
whatever to the securities laws.  That prospect could be 
imagined based on the broad array of federal statutes and 
regulations cross-referenced by clause (iii) of the anti-
retaliation provision. E.g., 18 U. S. C. §1513(e) (criminal-
izing retaliation for “providing to a law enforcement officer
any truthful information relating to the commission . . . of 
any Federal offense” (emphasis added)); see supra, at 5, 
and n. 2. For example, an employee fired for reporting a 
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coworker’s drug dealing to the Federal Bureau of Investi-
gation might be protected.  Brief for Petitioner 38.  It 
would make scant sense, however, to rank an FBI drug-
trafficking informant a whistleblower under Dodd-Frank,
a law concerned only with encouraging the reporting of 
“securities law violations.” S. Rep. No. 111–176, at 38 
(emphasis added). 

E 
Finally, the interpretation we adopt, the Solicitor Gen-

eral adds, would undermine not just clause (iii) of §78u–
6(h)(1)(A), but clause (ii) as well.  Clause (ii) prohibits
retaliation against a whistleblower for “initiating, testify-
ing in, or assisting in any investigation or . . . action of the 
Commission based upon” information conveyed to the SEC
by a whistleblower in accordance with the statute.  §78u–
6(h)(1)(A)(ii). If the whistleblower definition is applied to
§78u–6(h), the Solicitor General states, “an employer could
fire an employee for giving . . . testimony [to the SEC] if 
the employee had not previously reported to the Commis-
sion online or through the specified written form”—i.e., the 
methods currently prescribed by Rule 21F–9 for a whistle-
blower to provide information to the Commission. Brief 
for United States as Amicus Curiae 20–21 (citing 17 CFR
§240.21F–9(a)(1)–(2)).

But the statute expressly delegates authority to the SEC
to establish the “manner” in which information may be 
provided to the Commission by a whistleblower.  See 
§78u–6(a)(6). Nothing in today’s opinion prevents the 
agency from enumerating additional means of SEC report-
ing—including through testimony protected by clause (ii). 

IV 
For the foregoing reasons, we find the statute’s defini-

tion of “whistleblower” clear and conclusive.  Because 
“Congress has directly spoken to the precise question at 
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issue,” Chevron, 467 U. S., at 842, we do not accord defer-
ence to the contrary view advanced by the SEC in Rule
21F–2. See 17 CFR §240.21F–2(b)(1); supra, at 6–7. The 
statute’s unambiguous whistleblower definition, in short,
precludes the Commission from more expansively inter-
preting that term.  See Burgess, 553 U. S., at 130. 

* * * 
The judgment of the Court of Appeals for the Ninth 

Circuit is reversed, and the case is remanded for further 
proceedings consistent with this opinion. 

It is so ordered. 
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SOTOMAYOR, J., concurring 

SUPREME COURT OF THE UNITED STATES 

No. 16–1276 

DIGITAL REALTY TRUST, INC., PETITIONER v.  
PAUL SOMERS  

ON WRIT OF CERTIORARI TO THE UNITED STATES COURT OF  
APPEALS FOR THE NINTH CIRCUIT  

[February 21, 2018] 

 JUSTICE SOTOMAYOR, with whom JUSTICE BREYER joins,
concurring. 

I join the Court’s opinion in full. I write separately only
to note my disagreement with the suggestion in my col-
league’s concurrence that a Senate Report is not an appro-
priate source for this Court to consider when interpreting 
a statute. 

Legislative history is of course not the law, but that does
not mean it cannot aid us in our understanding of a law. 
Just as courts are capable of assessing the reliability and 
utility of evidence generally, they are capable of assessing
the reliability and utility of legislative-history materials. 

Committee reports, like the Senate Report the Court
discusses here, see ante, at 3–4, 11–12, 16–18, are a par-
ticularly reliable source to which we can look to ensure our
fidelity to Congress’ intended meaning.  See Garcia v. 
United States, 469 U. S. 70, 76 (1984) (“In surveying legis-
lative history we have repeatedly stated that the authori-
tative source for finding the Legislature’s intent lies in the 
Committee Reports on the bill, which ‘represen[t] the 
considered and collective understanding of those Con-
gressmen involved in drafting and studying proposed 
legislation’ ” (quoting Zuber v. Allen, 396 U. S. 168, 186 
(1969))). Bills presented to Congress for consideration are
generally accompanied by a committee report. Such re-
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ports are typically circulated at least two days before a bill 
is to be considered on the floor and provide Members of
Congress and their staffs with information about “a bill’s 
context, purposes, policy implications, and details,” along 
with information on its supporters and opponents. R. 
Katzmann, Judging Statutes 20, and n. 62 (2014) (citing A.
LaRue, Senate Manual Containing the Standing Rules,
Orders, Laws, and Resolutions Affecting the Business of
the United States Senate, S. Doc. No. 107–1, p. 17 (2001)). 
These materials “have long been important means of
informing the whole chamber about proposed legislation,” 
Katzmann, Judging Statutes, at 19, a point Members
themselves have emphasized over the years.*  It is thus no 
surprise that legislative staffers view committee and 
conference reports as the most reliable type of legislative 
history. See Gluck & Bressman, Statutory Interpretation 
From the Inside—An Empirical Study of Congressional 
Drafting, Delegation and the Canons: Part I, 65 Stan.
L. Rev. 901, 977 (2013).

Legislative history can be particularly helpful when a 
—————— 

*See, e.g., Hearings on the Nomination of Judge Antonin Scalia, To
Be Associate Justice of the Supreme Court of the United States before
the Senate Committee on the Judiciary, 99th Cong., 2d Sess., 65–66
(1986) (Sen. Charles E. Grassley) (“[A]s one who has served in Congress 
for 12 years, legislative history is very important to those of us here 
who want further detailed expression of that legislative intent”); Mikva,
Reading and Writing Statutes, 28 S. Tex. L. Rev. 181, 184 (1986) (“The
committee report is the bone structure of the legislation.  It is the road 
map that explains why things are in and things are out of the statute”); 
Brudney, Congressional Commentary on Judicial Interpretations of
Statutes: Idle Chatter or Telling Response? 93 Mich. L. Rev. 1, 28
(1994) (compiling the views of former Members on “the central im-
portance of committee reports to their own understanding of statutory 
text”).  In fact, some Members “are more likely to vote . . . based on a 
reading of the legislative history than on a reading of the statute itself.” 
Gluck & Bressman, Statutory Interpretation From the Inside—An 
Empirical Study of Congressional Drafting, Delegation and the Canons:
Part I, 65 Stan. L. Rev. 901, 968 (2013). 
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statute is ambiguous or deals with especially complex 
matters. But even when, as here, a statute’s meaning can
clearly be discerned from its text, consulting reliable 
legislative history can still be useful, as it enables us to
corroborate and fortify our understanding of the text.  See, 
e.g., Tapia v. United States, 564 U. S. 319, 331–332 (2011); 
Carr v. United States, 560 U. S. 438, 457–458 (2010).
Moreover, confirming our construction of a statute by
considering reliable legislative history shows respect for 
and promotes comity with a coequal branch of Govern-
ment. See Katzmann, Judging Statutes, at 35–36.

For these reasons, I do not think it wise for judges to
close their eyes to reliable legislative history—and the
realities of how Members of Congress create and enact 
laws—when it is available. 
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Opinion of THOMAS, J. 

SUPREME COURT OF THE UNITED STATES 

No. 16–1276 

DIGITAL REALTY TRUST, INC., PETITIONER v.  
PAUL SOMERS  

ON WRIT OF CERTIORARI TO THE UNITED STATES COURT OF  
APPEALS FOR THE NINTH CIRCUIT  

[February 21, 2018] 

 JUSTICE THOMAS, with whom JUSTICE ALITO and 
JUSTICE GORSUCH join, concurring in part and concurring 
in the judgment. 

I join the Court’s opinion only to the extent it relies on 
the text of the Dodd-Frank Wall Street Reform and Con-
sumer Protection Act (Dodd-Frank), 124 Stat. 1376.  The 
question in this case is whether the term “whistleblower”
in Dodd-Frank’s antiretaliation provision, 15 U. S. C.
§78u–6(h)(1), includes a person who does not report infor-
mation to the Securities and Exchange Commission.  The 
answer is in the definitions section of the statute, which 
states that the term “whistleblower” means a person who
provides “information relating to a violation of the securi-
ties laws to the Commission.” §78u–6(a)(6).  As the Court 
observes, this statutory definition “resolves the question 
before us.” Ante, at 9. The Court goes on, however, to 
discuss the supposed “purpose” of the statute, which it
primarily derives from a single Senate Report.  See ante, 
at 3–4, 11–12, 16–18. Even assuming a majority of Con-
gress read the Senate Report, agreed with it, and voted for
Dodd-Frank with the same intent, “we are a government
of laws, not of men, and are governed by what Congress 
enacted rather than by what it intended.”*  Lawson v. 
—————— 

*For what it is worth, I seriously doubt that a committee report is a 
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—————— 
“particularly reliable source” for discerning “Congress’ intended mean-
ing.” Ante, at 1 (SOTOMAYOR, J., concurring).  The following exchange 
on the Senate floor is telling:

“Mr. ARMSTRONG. Mr. President, will the Senator tell me whether 
or not he wrote the committee report? 

“Mr. DOLE.  Did I write the committee report? 
“Mr. ARMSTRONG. Yes. 
“Mr. DOLE.  No; the Senator from Kansas did not write the com-

mittee report. 
“Mr. ARMSTRONG.  Did any Senator write the committee report? 
“Mr. DOLE.  I have to check. 
“Mr. ARMSTRONG. Does the Senator know of any Senator who

wrote the committee report? 
“Mr. DOLE.  I might be able to identify one, but I would have to 

search.  I was here all during the time it was written, I might say, and 
worked carefully with the staff as they worked. . . .

“Mr. ARMSTRONG.  Mr. President, has the Senator from Kansas, 
the chairman of the Finance Committee, read the committee report in 
its entirety?

“Mr. DOLE.  I am working on it.  It is not a bestseller, but I am work-
ing on it.

“Mr. ARMSTRONG. Mr. President, did members of the Finance 
Committee vote on the committee report?

“Mr. DOLE.  No. 
“Mr. ARMSTRONG. . . . The report itself is not considered by the 

Committee on Finance.  It was not subject to amendment by the Com-
mittee on Finance.  It is not subject to amendment now by the Senate.
. . . If there were matter within this report which was disagreed to by 
the Senator from Colorado or even by a majority of all Senators, there 
would be no way for us to change the report.  I could not offer an 
amendment tonight to amend the committee report. . . . [L]et me just 
make the point that this is not the law, it was not voted on, it is not
subject to amendment, and we should discipline ourselves to the task of
expressing congressional intent in the statute.”  Hirschey v. FERC, 777 
F. 2d 1, 7–8, n. 1 (CADC 1985) (Scalia, J., concurring) (quoting 128
Cong. Rec. 16918–16919 (1982)).  See also Kethledge, Ambiguities and
Agency Cases: Reflections After (Almost) Ten Years on the Bench, 70 
Vand. L. Rev. En Banc 315, 317–318 (2017) (describing his experience
as a Senate staffer who drafted legislative history “like being a teenag-
er at home while your parents are away for the weekend: there was no
supervision. I was able to write more or less what I pleased. . . . [M]ost 
members of Congress . . . have no idea at all about what is in the 
legislative history for a particular bill”). 



WHISTLEBLOWER LAW SYMPOSIUM: QUI TAM, SEC, CFTC AND IRS WHISTLEBLOWER CLAIMS UPDATE

101 of 358

3 Cite as: 583 U. S. ____ (2018) 

Opinion of THOMAS, J. 

FMR LLC, 571 U. S. 429, ___ (2014) (Scalia, J., concurring 
in part and concurring in judgment) (slip op., at 1). And 
“it would be a strange canon of statutory construction that 
would require Congress to state in committee reports . . . 
that which is obvious on the face of a statute.”  Harrison v. 
PPG Industries, Inc., 446 U. S. 578, 592 (1980).  For these 
reasons, I am unable to join the portions of the Court’s 
opinion that venture beyond the statutory text. 
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  UNITED STATES OF AMERICA 
 Before the 
 SECURITIES AND EXCHANGE COMMISSION 
 
SECURITIES EXCHANGE ACT OF 1934 
Release No. 74619 / April 1, 2015 
 
ADMINISTRATIVE PROCEEDING 
File No. 3-16466 
 
 
In the Matter of 
 

KBR, Inc., 
 
Respondent. 
 

ORDER INSTITUTING CEASE-AND-
DESIST PROCEEDINGS PURSUANT TO 
SECTION 21C OF THE SECURITIES 
EXCHANGE ACT OF 1934, MAKING 
FINDINGS, AND IMPOSING A CEASE-
AND-DESIST ORDER  

  
I. 

 The Securities and Exchange Commission (“Commission”) deems it appropriate that cease-
and-desist proceedings be, and hereby are, instituted pursuant to Section 21C of the Securities 
Exchange Act of 1934 (“Exchange Act”) against KBR, Inc. (“KBR” or “Respondent”).  

II. 

 In anticipation of the institution of these proceedings, KBR has submitted an Offer of 
Settlement (the “Offer”) which the Commission has determined to accept.  Solely for the purpose 
of these proceedings and any other proceedings brought by or on behalf of the Commission, or to 
which the Commission is a party, and without admitting or denying the findings herein, except as 
to the Commission’s jurisdiction over it and the subject matter of these proceedings, which are 
admitted, Respondent consents to the entry of this Order Instituting Cease-and-Desist Proceedings 
Pursuant to Section 21C of the Securities Exchange Act of 1934, Making Findings, and Imposing a 
Cease-and-Desist Order (“Order”), as set forth below. 

III. 

 On the basis of this Order and Respondent’s Offer, the Commission finds1 that: 

 
Respondent 

1. KBR, Inc. is a Delaware corporation headquartered in Houston, Texas.  KBR’s 
common stock is registered with the Commission pursuant to Section 12(b) of the Exchange Act 
and trades on the New York Stock Exchange.  KBR files periodic reports, including reports on 
Forms 10-K and 10-Q, with the Commission pursuant to Section 13(a) of the Exchange Act and 
related rules thereunder.  

                                                 
1  The findings herein are made pursuant to Respondent’s Offer of Settlement and are not binding on any 
other person or entity in this or any other proceeding. 
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Facts 

A. Statutory and Regulatory Framework Protecting Whistleblowers 

2. The Dodd-Frank Wall Street Reform and Consumer Protection Act, enacted on July 
21, 2010, amended the Exchange Act by adding Section 21F, “Whistleblower Incentives and 
Protection.”  The congressional purpose underlying these provisions was “to encourage 
whistleblowers to report possible violations of the securities laws by providing financial incentives, 
prohibiting employment-related retaliation, and providing various confidentiality guarantees.”  See 
“Implementation of the Whistleblower Provisions of Section 21F of the Securities Exchange Act of 
1934,” Release No. 34-64545, at p. 198 (Aug. 12, 2011) (the “Adopting Release”). 

3. To fulfill this congressional purpose, the Commission adopted Rule 21F-17, which 
provides in relevant part: 

(a) No person may take any action to impede an individual from communicating 
directly with the Commission staff about a possible securities law violation, 
including enforcing, or threatening to enforce, a confidentiality agreement . . . with 
respect to such communications. 

Rule 21F-17 became effective on August 12, 2011. 

B. KBR’s Confidentiality Statement 
 
4. As part of its compliance program, KBR regularly receives complaints and 

allegations from its employees of potential illegal or unethical conduct by KBR or its employees, 
including allegations of potential violations of the federal securities laws.  KBR’s practice is to 
conduct internal investigations of these allegations.  KBR investigators typically interview KBR 
employees (including the employees who originally lodged the complaint or allegation) as part of 
the internal investigations.   

5. Prior to the promulgation of Rule 21F-17 and continuing into the time that Rule 
21F-17 has been in effect, KBR has used a form confidentiality statement as part of these internal 
investigations.  Although use of the form confidentiality statement is not required by KBR policy, 
the statement is included as an enclosure to the KBR Code of Business Conduct Investigation 
Procedures manual, and KBR investigators have had witnesses sign the statement at the start of an 
interview.    

 

6. The form confidentiality statement that KBR has used before and since the SEC 
adopted Rule 21F-17 requires witnesses to agree to the following provisions: 

I understand that in order to protect the integrity of this review, I am prohibited 
from discussing any particulars regarding this interview and the subject matter 
discussed during the interview, without the prior authorization of the Law 
Department.  I understand that the unauthorized disclosure of information may be 
grounds for disciplinary action up to and including termination of employment. 
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7. Though the Commission is unaware of any instances in which (i) a KBR employee 
was in fact prevented from communicating directly with Commission Staff about potential 
securities law violations, or (ii) KBR took action to enforce the form confidentiality agreement or 
otherwise prevent such communications, the language found in the form confidentiality statement 
impedes such communications by prohibiting employees from discussing the substance of their 
interview without clearance from KBR’s law department under penalty of disciplinary action 
including termination of employment.  This language undermines the purpose of Section 21F and 
Rule 21F-17(a), which is to “encourage[e] individuals to report to the Commission.”  Adopting 
Release at p. 201.   

Remedial Steps Taken By KBR 

8. KBR has amended its confidentiality statement to include the following statement:  

Nothing in this Confidentiality Statement prohibits me from reporting possible 
violations of federal law or regulation to any governmental agency or entity, 
including but not limited to the Department of Justice, the Securities and Exchange 
Commission, the Congress, and any agency Inspector General, or making other 
disclosures that are protected under the whistleblower provisions of federal law or 
regulation.  I do not need the prior authorization of the Law Department to make 
any such reports or disclosures and I am not required to notify the company that I 
have made such reports or disclosures. 
 

Violation 

9. Through its conduct described above, KBR violated Rule 21F-17 under the 
Exchange Act.  

Undertaking 

10. KBR has agreed to make reasonable efforts to contact KBR employees in the 
United States who signed the confidentiality statement from August 21, 2011 to the present, 
providing them with a copy  of this Order and a statement that KBR does not  require the employee 
to seek permission from the General Counsel of KBR before communicating with any 
governmental agency or entity, including but not limited to the Department of Justice, the 
Securities and Exchange Commission, the Congress, and any agency Inspector General, regarding 
possible violations of federal law or regulation.  In determining whether to accept the Offer, the 
Commission has considered this undertaking. 

11. KBR has agreed to certify, in writing, compliance with the undertaking set forth 
above.  The certification shall identify the undertaking, provide written evidence of compliance in 
the form of a narrative, and be supported by exhibits sufficient to demonstrate compliance.  The 
Commission staff may make reasonable requests for further evidence of compliance, and 
Respondent agrees to provide such evidence.  The certification and supporting material shall be 
submitted to David Peavler, Associate Regional Director, with a copy to the Office of Chief 
Counsel of the Enforcement Division, no later than sixty (60) days from the date of the completion 
of the undertakings.   

 



WHISTLEBLOWER LAW SYMPOSIUM: QUI TAM, SEC, CFTC AND IRS WHISTLEBLOWER CLAIMS UPDATE

105 of 358

 4 

IV. 

 In view of the foregoing, the Commission deems it appropriate to impose the sanctions 
agreed to in Respondent KBR’s Offer. 

 Accordingly, it is hereby ORDERED that: 

A. Pursuant to Section 21C of the Exchange Act, Respondent KBR cease and desist 
from committing or causing any violations and any future violations of Rule 21F-17 of the 
Exchange Act; 

 
B. Respondent shall, within thirty (30) days of the entry of this Order, pay a civil 

money penalty in the amount of $130,000 to the Securities and Exchange Commission for 
transfer to the general fund of the United States Treasury in accordance with Exchange Act 
Section 21F(g)(3).  If timely payment is not made, additional interest shall accrue pursuant to 31 
U.S.C. 3717.  Payment must be made in one of the following ways: 

 
(1) Respondent may transmit payment electronically to the Commission, which will 

provide detailed ACH transfer/Fedwire instructions upon request; 
 
(2) Respondent may make direct payment from a bank account via Pay.gov through 

the SEC website at http://www.sec.gov/about/offices/ofm.htm; or 
 
(3) Respondent may pay by certified check, bank cashier’s check, or United States 

postal money order, made payable to the Securities and Exchange Commission 
and hand-delivered or mailed to: 

Enterprise Services Center 
Accounts Receivable Branch 
HQ Bldg., Room 181, AMZ-341 
6500 South MacArthur Boulevard 
Oklahoma City, OK 73169 

Payments by check or money order must be accompanied by a cover letter identifying KBR 
as a Respondent in these proceedings, and the file number of these proceedings; a copy of the 
cover letter and check or money order must be sent to David L. Peavler, Associate Regional 
Director, Fort Worth Regional Office, Division of Enforcement, Securities and Exchange 
Commission, 801 Cherry Street, Suite 1900, Fort Worth, Texas, 76102.   

 By the Commission. 

 
 
 
       Brent J. Fields 
       Secretary 
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UNITED STATES OF AMERICA 

 Before the 
 SECURITIES AND EXCHANGE COMMISSION 
 
SECURITIES EXCHANGE ACT OF 1934 
Release No. 79607 / December 20, 2016 
 
ADMINISTRATIVE PROCEEDING 
File No.  3-17739 
 
 
In the Matter of 
 

SandRidge Energy, Inc., 
 
Respondent. 
 

ORDER INSTITUTING CEASE-AND-
DESIST PROCEEDINGS PURSUANT TO 
SECTION 21C OF THE SECURITIES 
EXCHANGE ACT OF 1934, MAKING 
FINDINGS, AND IMPOSING A CEASE-
AND-DESIST ORDER  

  
I. 

 The Securities and Exchange Commission (“Commission”) deems it appropriate that cease-
and-desist proceedings be, and hereby are, instituted pursuant to Section 21C of the Securities 
Exchange Act of 1934 (“Exchange Act”) against SandRidge Energy, Inc. (“SandRidge” or 
“Respondent”).  

II. 

 In anticipation of the institution of these proceedings, SandRidge has submitted an Offer of 
Settlement (the “Offer”) which the Commission has determined to accept.  Solely for the purpose 
of these proceedings and any other proceedings brought by or on behalf of the Commission, or to 
which the Commission is a party, and without admitting or denying the findings herein, except as 
to the Commission’s jurisdiction over it and the subject matter of these proceedings, which are 
admitted, SandRidge consents to the entry of this Order Instituting Cease-and-Desist Proceedings 
Pursuant to Section 21C of the Securities Exchange Act of 1934, Making Findings, and Imposing a 
Cease-and-Desist Order (“Order”), as set forth below. 

III. 

 On the basis of this Order and Respondent’s Offer, the Commission finds1 that: 

Respondent 

1. SandRidge Energy, Inc. is a Delaware corporation headquartered in Oklahoma 
City, Oklahoma.  Effective January 7, 2016, SandRidge’s common stock was delisted by the New 
York Stock Exchange (“NYSE”) due to “abnormally low” trading price levels and began trading 
on the OTC Pink marketplace under the symbol “SDOC.”  SandRidge and 24 affiliates filed 

                                                 
1  The findings herein are made pursuant to Respondent’s Offer of Settlement and are not binding on any 
other person or entity in this or any other proceeding. 
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voluntary petitions for relief under Chapter 11 of the Bankruptcy Code on May 16, 2016.  See In re 
Sandridge Energy, Inc., et al., Case No. 16-32488 (Bankr. S. D. Tex.) (jointly administered) (the 
“Bankruptcy Case”).  On September 20, 2016, SandRidge’s Chapter 11 plan of reorganization 
(“Plan”) was confirmed by the bankruptcy court.  The Plan became effective, and the company 
emerged from bankruptcy, on October 4, 2016.  Effective October 4, 2016, the reorganized 
SandRidge’s common stock began trading on NYSE under the symbol “SD.”  SandRidge files 
periodic reports, including reports on Forms 10-K and 10-Q, with the Commission pursuant to 
Section 13(a) of the Exchange Act and related rules thereunder. 

Facts 

Statutory and Regulatory Framework Protecting Whistleblowers and Other Witnesses In 
Commission Investigations 

2. The Dodd-Frank Wall Street Reform and Consumer Protection Act, enacted on July 
21, 2010, amended the Exchange Act by adding Section 21F, “Whistleblower Incentives and 
Protection.”  The purpose of these provisions was “to encourage whistleblowers to report possible 
violations of the securities laws by providing financial incentives, prohibiting employment-related 
retaliation, and providing various confidentiality guarantees.”  See “Implementation of the 
Whistleblower Provisions of Section 21F of the Securities Exchange Act of 1934,” Release No. 
34-64545, at p. 198 (Aug. 12, 2011) (the “Adopting Release”). 

3. To fulfill this Congressional purpose, the Commission adopted Rule 21F-17, which 
provides in relevant part: 

(a) No person may take any action to impede an individual from communicating 
directly with the Commission staff about a possible securities law violation, 
including enforcing, or threatening to enforce, a confidentiality agreement . . . with 
respect to such communications. 

Rule 21F-17 became effective on August 12, 2011.   

4. In addition, Section 21F(h)(1), in relevant part, prohibits an employer from taking 
retaliatory actions, either directly or indirectly, against a whistleblower who makes a report 
protected under, inter alia, the Sarbanes-Oxley Act of 2002.  That act protects an employee who 
reports information that the employee reasonably believes constitutes fraud or a violation of a 
Commission rule or regulation to a person with supervisory authority over the employee or to such 
other person working for the employer who has the authority to investigate, discover or terminate 
misconduct.  See 18 U.S.C. 1514A(a). 

From August 2011 to April 2015, SandRidge’s Separation Agreements Prohibited Voluntary, 
Direct Communication with the Commission 

5. Beginning before August 12, 2011, and continuing through the present, SandRidge 
enters into separation agreements with certain employees who are leaving the company.  A 
separation agreement is a contract between an employer and a separated employee documenting 
the rights and responsibilities of both parties incidental to the employee’s departure. 
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6. The form of separation agreement used by SandRidge from at least August 12, 
2011 to April 2015 included a “Future Activities” provision that stated that a former employee of 
the company may not voluntarily cooperate with any governmental agency in any complaint or 
investigation concerning the company.  In particular, the “Future Activities” provision expressly 
stated that a former employee of the company may not: 

at any time in the future voluntarily contact or participate with any governmental 
agency in connection with any complaint or investigation pertaining to the Company, 
and [may] not be employed or otherwise act as an expert witness or consultant or in any 
similar paid capacity in any litigation, arbitration, regulatory or agency hearing or other 
adversarial or investigatory proceeding involving the Company. 

7. In addition, SandRidge’s form separation agreement included a “Confidential 
Information” provision that required employees to agree “not to make any independent use of or 
disclose to any other person or organization, including any governmental agency, any of the 
Company’s confidential, proprietary information unless [the employee] obtain[ed] the Company’s 
prior written consent.”   

8. The form separation agreement also included a “Preserving Name and Reputation” 
provision that imposed requirements on employees to “not at any time in the future defame, 
disparage or make statements or disparaging remarks which could embarrass or cause harm to 
SandRidge’s name and reputation or the names and reputation of any of its officers, directors, 
representatives, agents, employees or SandRidge’s current, former or prospective vendors, 
professional colleagues, professional organizations, associates or contractors, to any governmental 
or regulatory agency or to the press or media.”   

SandRidge Modified the Violative Provisions in Some Separation Agreements, But Continued to 
Use Its Standard Language in Many Others 

9. After the rule was enacted, several employees or officers in connection with their 
execution of the separation agreement requested that the problematic language be modified.  
Although SandRidge agreed to modify the violative language when an employee explicitly 
requested it, SandRidge continued to use the same violative language in its form separation 
agreements provided to former employees who did not identify the issue. 

10. Between August 2011 and June 2015, SandRidge conducted multiple reviews and 
revised its form separation agreement.  

11. At least as early as April 2012, SandRidge revised the “Future Activities” provision 
for certain employees when the employee, or his/her counsel, commented on the language or 
requested modification of the provision at the time of the employee’s departure from the company.  
For example, during the course of negotiating the separation agreement, counsel for an employee 
expressed concern that the “Future Activities” provision might subject the employee to criminal 
sanctions, and counsel for an officer noted with respect to the “Future Activities” provision “that 
the SEC or other regulators might view this promise negatively.”  In both of these instances, 
SandRidge agreed to revise the agreements to at least partially remove or remedy the violative 
language.  Further, at the request of employees or counsel for employees, SandRidge modified the 
problematic language in an additional five separation agreements.  The company also made certain 
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modifications to separation agreements and form separation agreements provided to select other 
employees, but the company did not remove all of the violative provisions from any agreement and 
continued to use the provisions in agreements with or relating to a vast majority of its employees.   

12. From August 2011 through April 2015, approximately 546 former employees of 
SandRidge signed separation agreements that contained all or some of the above-referenced 
“Future Activities” provision, “Confidential Information” provision, and “Preserving Name and 
Reputation” provision.  In addition, approximately 240 additional employees of SandRidge 
received a form of the separation agreement attached to their employment agreement that included 
all or some of these provisions.  As part of a planned reduction in force, SandRidge entered into 
approximately 113 separation agreements on or after April 1, 2015, the day the Commission 
announced its first enforcement action charging violations of Rule 21F-17 (See In the Matter of 
KBR, Inc., No. 3-16466 (SEC Apr. 1, 2015)).  On that same day, and in the days that followed, 
SandRidge’s in-house counsel received multiple client alerts and other information about the 
enforcement matter.  After receiving the client alerts, SandRidge asked its outside employment 
counsel to revise its standard form of separation agreement but did not change the language in the 
separation agreements used for the ongoing reduction in force.       

SandRidge Employed the Overly Prohibitive Provisions While under Active Commission 
Investigation 

13. The potential for its officers and employees to communicate with the Commission 
was not merely a hypothetical concern for SandRidge.  Many of the violative separation 
agreements were in place, and a large number of agreements were executed, at times when 
SandRidge was subject to investigation by the Commission.  While, as a general matter, the 
Commission is unable to determine if former officers or employees did not report to or 
communicate with the Commission because of the violative provisions, these provisions expressly 
limited an employee’s ability to communicate possible securities law violations with any 
governmental agency. 

14. Such restrictions on providing information regarding possible securities law 
violations to the Commission undermine the purpose of Section 21F, which is to “encourage[e] 
individuals to report to the Commission” [Adopting Release at p. 201], and violate Rule 21F-17(a) 
by impeding individuals from communicating directly with the Commission staff about possible 
securities law violations. 

15. On May 11, 2015, the Commission staff contacted SandRidge to identify potential 
violations of Rule 21F-17(a) contained in agreements that SandRidge had attached to certain 
filings with the Commission, and to request that SandRidge remediate any violations.  In response 
to the Commission staff’s May 11, 2015 request, from June 2015 through July 2015, SandRidge 
took steps to remediate its ongoing violations of Rule 21F-17 by revising its form separation 
agreement and communicating such amendments to its current and former employees and advising 
them that the problematic provisions were no longer in effect.  In particular, the revised form 
separation agreement removed the language in the “Future Activities” provision prohibiting an 
employee from contacting or participating with any governmental agency in connection with any 
complaint or investigation pertaining to the company and amended the “Confidential Information” 
and “Preserving Name and Reputation” provisions to remove the specific reference to 
governmental agencies.  The company also added a new “Exceptions to Restrictions on 
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Communications, Confidentiality and Future Activities” provision which explicitly states that 
nothing in the agreement is intended to prohibit employees from reporting possible violations of 
federal law or regulation to any governmental agency or entity.   

16. In addition, from June 2015 through December 2015, SandRidge amended several 
of its corporate codes and policies, including its Code of Business Conduct and Ethics, Anti-
Retaliation Policy, Conflicts of Interest Policy, Legal Matters Policy, and Securities Trading 
Policy, that included general prohibitions of communications with third parties and required 
employees to notify the company when they were contacted by the government.  The amendments 
were intended to make clear to employees that those policies do not restrict employees from 
reporting to or communicating with the Commission or other government agencies. 

17. In February 2016, the Commission staff contacted counsel to a former employee of 
SandRidge requesting certain information concerning the circumstances of the employee’s 
departure from the company.  Through counsel, the former employee refused to speak with the 
staff referring to the language contained in the “Future Activities” provision of the separation 
agreement the employee signed with the company as the reason for the employee’s refusal.  The 
Commission staff informed the employee’s counsel of SandRidge’s remediation letter advising 
former employees that the violative provisions in the separation agreements were no longer in 
effect, but the employee still would not speak to the Commission staff voluntarily again referring 
to the original language in the separation agreement as the basis for the employee’s refusal. 

Whistleblower Retaliation 

18. In the fall of 2012, SandRidge hired a new employee (“Whistleblower”) to oversee 
reservoir engineers responsible for a portion of the company’s drilling program.   

19. Beginning within the first months of the Whistleblower’s employment, and 
continuing over the course of the next two and a half years, the Whistleblower raised with senior 
management at the company certain concerns the Whistleblower had regarding the company’s 
process in calculating oil and gas reserves that are reported by the company in its periodic reports 
filed with the Commission.  Prompted by the Whistleblower’s concerns, in the spring of 2014, 
SandRidge’s internal audit department started an audit of the reserves process.       

20. In December 2014, the Whistleblower was provided for review and comment, a 
draft report describing the internal audit.  The Whistleblower expressed strong disagreement with 
the draft report, reiterating the Whistleblower’s concerns about the “SEC reserves” and stating that 
the report “ha[d] missed the primary risks and problems associated with the entire reserves 
process.” 

21. Earlier in the same month, SandRidge had decided to offer promotions to vice 
president positions to three employees, including the Whistleblower.  In offering the promotions, 
the company sought assurances from each of the employees that they would support management 
and were committed to the company.  The Whistleblower was offered the promotion later on the 
same day the Whistleblower had raised concerns about the draft internal audit report.  The 
Whistleblower declined the promotion, or to provide the assurances sought by management, 
because of the Whistleblower’s ongoing concerns about the reserves process. 
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22. The draft internal audit report was subsequently revised to address certain of the 
Whistleblower’s concerns.  This revised draft was provided to the Whistleblower, and on or about 
January 16, 2015, the Whistleblower wrote: “Everything looks good to me.  I like the changes that 
were made.”  But the internal audit was never completed and a final version of the report was 
never disseminated to the company’s Board of Directors or Audit Committee.   

23. On February 9, 2015, the Whistleblower was asked to attend a meeting to discuss 
updating or revising the map of oil and gas well locations that had previously been used by the 
company in its public disclosures.  The Whistleblower asked to be recused from this project 
because, consistent with the concerns the Whistleblower had been raising, the Whistleblower did 
not support the methodology that the Whistleblower and others had used to prepare the prior map 
of locations.  The Whistleblower stated that this had become an “ethical issue” and the 
Whistleblower therefore could not participate in the project.  The Whistleblower later met with a 
member of senior management to discuss the ethical concerns the Whistleblower had regarding 
this project.    

24. In early to mid-March 2015, the Whistleblower again informed the company’s 
senior management of the Whistleblower’s concerns regarding the company’s process in 
calculating oil and gas reserves.  In the same period, senior management was discussing a number 
of structural changes at the company, including a restructuring of reservoir engineering, that would 
have the effect of changing the Whistleblower’s reporting structure and level of responsibility.  In 
the course of these discussions, senior management considered the Whistleblower’s possible 
termination.  The company also conducted a search of the Whistleblower’s past year of emails, 
seeking to determine if there were any external emails where the Whistleblower had made 
disparaging remarks regarding the company or the reserves process, or had used terms such as 
“type curve,” “corporate reserves,” “overstated” or “SEC.”     

25. On or about March 31, 2015, SandRidge senior management decided to terminate 
the Whistleblower.  In discussing the Whistleblower’s termination, members of SandRidge senior 
management expressed among themselves their belief that the manner in which the Whistleblower 
was raising concerns regarding the reserve process was disruptive, and that the company could 
replace the Whistleblower with someone “who could do the work without creating all of the 
internal strife.”    At that time, SandRidge had not investigated the Whistleblower’s concerns 
regarding the reserves process, other than conducting its incomplete internal audit. 

26. The company terminated the Whistleblower on April 1, 2015, the same day it made 
its large scale reduction in force.  As it did with the employees subject to the reduction in force, 
SandRidge provided the Whistleblower with its standard form of separation agreement, which 
contained the violative provisions that would have precluded the Whistleblower from 
communicating with the Commission staff.  Through counsel, the Whistleblower negotiated with 
the company over the severance amount and other terms of the separation.  Included in those 
negotiations was a request on May 28, 2015, by the Whistleblower’s counsel that the company 
“remov[e] the provisions that violate federal law,” referring to the violative provisions contained in 
the separation agreement.  At that time, nearly two months had elapsed since the Commission had 
issued its KBR order and SandRidge had already provided the name of the Whistleblower and a 
description of the Whistleblower’s allegations to the Commission staff in response to a subpoena.  
Nevertheless, the company stated in its response to the Whistleblower’s counsel that it would not 
be in a position to respond to any of the Whistleblower’s demands, including the Whistleblower’s 
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request to remove the violative provisions, until it had completed a review of the matter, including 
interviewing the Whistleblower.  SandRidge agreed to remove the violative provisions from the 
proposed separation agreement, which has never been signed, on June 9, 2015.   

Violations 
 

27. Through its conduct described above, SandRidge violated Section 21F(h) of the 
Exchange Act and Rule 21F-17 under the Exchange Act.  

IV. 

 In view of the foregoing, the Commission deems it appropriate to impose the sanctions 
agreed to in Respondent SandRidge’s Offer. 

 Accordingly, it is hereby ORDERED that: 

A. Pursuant to Section 21C of the Exchange Act, Respondent SandRidge, including 
Reorganized SandRidge as defined in the Plan, cease and desist from committing or causing any 
violations and any future violations of Section 21F(h) of the Exchange Act and Rule 21F-17 under 
the Exchange Act; 

 
B. Subject to the payment provisions set forth in the remainder of this Paragraph IV.B., 

Respondent is ordered to pay a civil money penalty in the amount of $1,400,000.00 to the 
Securities and Exchange Commission for transfer to the general fund of the United States 
Treasury in accordance with Exchange Act Section 21F(g)(3).  Respondent’s payment of such 
$1,400,000.00 civil money penalty shall be accomplished as follows: (i) the Respondent shall 
allow and not contest the Commission’s general unsecured claim in the amount of $1,400,000.00 
in the Bankruptcy Case; and (ii) because the Commission generally cannot accept securities, and 
the Plan provides for the payment of allowed general unsecured claims in both securities and cash, 
Respondent shall pay, and the Commission shall accept (a) the cash amount that the Commission is 
entitled to receive as the holder of an allowed general unsecured claim in the amount of 
$1,400,000.00 under the Plan, plus (b) an additional cash amount equal to 50% of the monetary 
value of the securities it would otherwise be entitled to receive as the holder of an allowed general 
unsecured claim in the amount of $1,400,000.00  under the Plan (together, the “Post-Bankruptcy 
Penalty Amount”).  Upon, or as soon as reasonably practicable after, bankruptcy court approval of 
the settlement contemplated by this Order, (a) the Respondent shall notify the Commission in 
writing of the Post-Bankruptcy Penalty Amount, along with supporting documentation as to how 
such amount was calculated, and (b) the Respondent shall pay the Post-Bankruptcy Penalty 
Amount.  Payment must be made in one of the following ways:     

 
(1) Respondent may transmit payment electronically to the Commission, which will 

provide detailed ACH transfer/Fedwire instructions upon request; 
 
(2) Respondent may make direct payment from a bank account via Pay.gov through 

the SEC website at http://www.sec.gov/about/offices/ofm.htm; or 
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(3) Respondent may pay by certified check, bank cashier’s check, or United States 
postal money order, made payable to the Securities and Exchange Commission 
and hand-delivered or mailed to: 

Enterprise Services Center 
Accounts Receivable Branch 
HQ Bldg., Room 181, AMZ-341 
6500 South MacArthur Boulevard 
Oklahoma City, OK 73169 

Payments by check or money order must be accompanied by a cover letter identifying 
SandRidge as a Respondent in these proceedings, and the file number of these proceedings; a 
copy of the cover letter and check or money order must be sent to David L. Peavler, Associate 
Regional Director, Fort Worth Regional Office, Division of Enforcement, Securities and 
Exchange Commission, 801 Cherry Street, Suite 1900, Fort Worth, Texas, 76102.     

C. Amounts ordered to be paid as civil money penalties pursuant to this Order shall be 
treated as penalties paid to the government for all purposes, including all tax purposes.  To 
preserve the deterrent effect of the civil penalty, Respondent agrees that in any Related Action, it 
shall not argue that it is entitled to, nor shall it benefit by, offset or reduction of any award of relief 
by the amount of any part of Respondent’s payment of a civil penalty in this action (“Penalty 
Offset”).  If the court or agency in any Related Action grants such a Penalty Offset, Respondent 
agrees that it shall, within 30 days after entry of a final order granting the Penalty Offset, notify 
the Commission’s counsel in this action and pay the amount of the Penalty Offset to the Securities 
and Exchange Commission.  Such a payment shall not be deemed an additional civil penalty and 
shall not be deemed to change the amount of the civil penalty imposed in this proceeding.  For 
purposes of this paragraph, a “Related Action” means an administrative claim filed with respect 
to, or a private damages action brought against Respondent, based on substantially the same facts 
as alleged in the Order instituted by the Commission in this proceeding. 

 By the Commission. 

 
 
 
       Brent J. Fields 
       Secretary 
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Washington D.C., April 1, 2015 — 

SEC: Companies Cannot Stifle 
Whistleblowers in Confidentiality 
Agreements

Agency Announces First Whistleblower Protection Case 
Involving Restrictive Language

FOR IMMEDIATE RELEASE
2015-54 

The Securities and Exchange Commission today announced its first 
enforcement action against a company for using improperly restrictive language in confidentiality 
agreements with the potential to stifle the whistleblowing process.

The SEC charged Houston-based global technology and engineering firm KBR Inc. with violating 
whistleblower protection Rule 21F-17 enacted under the Dodd-Frank Act.  KBR required witnesses in 
certain internal investigations interviews to sign confidentiality statements with language warning that 
they could face discipline and even be fired if they discussed the matters with outside parties without 
the prior approval of KBR’s legal department.  Since these investigations included allegations of 
possible securities law violations, the SEC found that these terms violated Rule 21F-17, which 
prohibits companies from taking any action to impede whistleblowers from reporting possible securities 
violations to the SEC. 

KBR agreed to pay a $130,000 penalty to settle the SEC’s charges and the company voluntarily 
amended its confidentiality statement by adding language making clear that employees are free to 
report possible violations to the SEC and other federal agencies without KBR approval or fear of 
retaliation.

“By requiring its employees and former employees to sign confidentiality agreements imposing pre-
notification requirements before contacting the SEC, KBR potentially discouraged employees from 
reporting securities violations to us,” said Andrew J. Ceresney, Director of the SEC’s Division of 
Enforcement.  “SEC rules prohibit employers from taking measures through confidentiality, 
employment, severance, or other type of agreements that may silence potential whistleblowers before 
they can reach out to the SEC.  We will vigorously enforce this provision.”

According to the SEC’s order instituting a settled administrative proceeding, there are no apparent 
instances in which KBR specifically prevented employees from communicating with the SEC about 
specific securities law violations.  However, any company’s blanket prohibition against witnesses 

Press Release 
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discussing the substance of the interview has a potential chilling effect on whistleblowers’ willingness 
to report illegal conduct to the SEC. 

“KBR changed its agreements to make clear that its current and former employees will not have to fear 
termination or retribution or seek approval from company lawyers before contacting us.” said Sean 
McKessy, Chief of the SEC’s Office of the Whistleblower.  “Other employers should similarly review 
and amend existing and historical agreements that in word or effect stop their employees from 
reporting potential violations to the SEC.”

Without admitting or denying the charges, KBR agreed to cease and desist from committing or causing 
any future violations of Rule 21F-17. 

The SEC’s investigation was conducted by Jim Etri and Rebecca Fike and supervised by David L. 
Peavler of the Fort Worth Regional Office.

###

Related Materials

• SEC order
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UNITED STATES OF AMERICA 

 Before the 
 SECURITIES AND EXCHANGE COMMISSION 
 
SECURITIES EXCHANGE ACT OF 1934 
Release No. 79607 / December 20, 2016 
 
ADMINISTRATIVE PROCEEDING 
File No.  3-17739 
 
 
In the Matter of 
 

SandRidge Energy, Inc., 
 
Respondent. 
 

ORDER INSTITUTING CEASE-AND-
DESIST PROCEEDINGS PURSUANT TO 
SECTION 21C OF THE SECURITIES 
EXCHANGE ACT OF 1934, MAKING 
FINDINGS, AND IMPOSING A CEASE-
AND-DESIST ORDER  

  
I. 

 The Securities and Exchange Commission (“Commission”) deems it appropriate that cease-
and-desist proceedings be, and hereby are, instituted pursuant to Section 21C of the Securities 
Exchange Act of 1934 (“Exchange Act”) against SandRidge Energy, Inc. (“SandRidge” or 
“Respondent”).  

II. 

 In anticipation of the institution of these proceedings, SandRidge has submitted an Offer of 
Settlement (the “Offer”) which the Commission has determined to accept.  Solely for the purpose 
of these proceedings and any other proceedings brought by or on behalf of the Commission, or to 
which the Commission is a party, and without admitting or denying the findings herein, except as 
to the Commission’s jurisdiction over it and the subject matter of these proceedings, which are 
admitted, SandRidge consents to the entry of this Order Instituting Cease-and-Desist Proceedings 
Pursuant to Section 21C of the Securities Exchange Act of 1934, Making Findings, and Imposing a 
Cease-and-Desist Order (“Order”), as set forth below. 

III. 

 On the basis of this Order and Respondent’s Offer, the Commission finds1 that: 

Respondent 

1. SandRidge Energy, Inc. is a Delaware corporation headquartered in Oklahoma 
City, Oklahoma.  Effective January 7, 2016, SandRidge’s common stock was delisted by the New 
York Stock Exchange (“NYSE”) due to “abnormally low” trading price levels and began trading 
on the OTC Pink marketplace under the symbol “SDOC.”  SandRidge and 24 affiliates filed 

                                                 
1  The findings herein are made pursuant to Respondent’s Offer of Settlement and are not binding on any 
other person or entity in this or any other proceeding. 
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voluntary petitions for relief under Chapter 11 of the Bankruptcy Code on May 16, 2016.  See In re 
Sandridge Energy, Inc., et al., Case No. 16-32488 (Bankr. S. D. Tex.) (jointly administered) (the 
“Bankruptcy Case”).  On September 20, 2016, SandRidge’s Chapter 11 plan of reorganization 
(“Plan”) was confirmed by the bankruptcy court.  The Plan became effective, and the company 
emerged from bankruptcy, on October 4, 2016.  Effective October 4, 2016, the reorganized 
SandRidge’s common stock began trading on NYSE under the symbol “SD.”  SandRidge files 
periodic reports, including reports on Forms 10-K and 10-Q, with the Commission pursuant to 
Section 13(a) of the Exchange Act and related rules thereunder. 

Facts 

Statutory and Regulatory Framework Protecting Whistleblowers and Other Witnesses In 
Commission Investigations 

2. The Dodd-Frank Wall Street Reform and Consumer Protection Act, enacted on July 
21, 2010, amended the Exchange Act by adding Section 21F, “Whistleblower Incentives and 
Protection.”  The purpose of these provisions was “to encourage whistleblowers to report possible 
violations of the securities laws by providing financial incentives, prohibiting employment-related 
retaliation, and providing various confidentiality guarantees.”  See “Implementation of the 
Whistleblower Provisions of Section 21F of the Securities Exchange Act of 1934,” Release No. 
34-64545, at p. 198 (Aug. 12, 2011) (the “Adopting Release”). 

3. To fulfill this Congressional purpose, the Commission adopted Rule 21F-17, which 
provides in relevant part: 

(a) No person may take any action to impede an individual from communicating 
directly with the Commission staff about a possible securities law violation, 
including enforcing, or threatening to enforce, a confidentiality agreement . . . with 
respect to such communications. 

Rule 21F-17 became effective on August 12, 2011.   

4. In addition, Section 21F(h)(1), in relevant part, prohibits an employer from taking 
retaliatory actions, either directly or indirectly, against a whistleblower who makes a report 
protected under, inter alia, the Sarbanes-Oxley Act of 2002.  That act protects an employee who 
reports information that the employee reasonably believes constitutes fraud or a violation of a 
Commission rule or regulation to a person with supervisory authority over the employee or to such 
other person working for the employer who has the authority to investigate, discover or terminate 
misconduct.  See 18 U.S.C. 1514A(a). 

From August 2011 to April 2015, SandRidge’s Separation Agreements Prohibited Voluntary, 
Direct Communication with the Commission 

5. Beginning before August 12, 2011, and continuing through the present, SandRidge 
enters into separation agreements with certain employees who are leaving the company.  A 
separation agreement is a contract between an employer and a separated employee documenting 
the rights and responsibilities of both parties incidental to the employee’s departure. 
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6. The form of separation agreement used by SandRidge from at least August 12, 
2011 to April 2015 included a “Future Activities” provision that stated that a former employee of 
the company may not voluntarily cooperate with any governmental agency in any complaint or 
investigation concerning the company.  In particular, the “Future Activities” provision expressly 
stated that a former employee of the company may not: 

at any time in the future voluntarily contact or participate with any governmental 
agency in connection with any complaint or investigation pertaining to the Company, 
and [may] not be employed or otherwise act as an expert witness or consultant or in any 
similar paid capacity in any litigation, arbitration, regulatory or agency hearing or other 
adversarial or investigatory proceeding involving the Company. 

7. In addition, SandRidge’s form separation agreement included a “Confidential 
Information” provision that required employees to agree “not to make any independent use of or 
disclose to any other person or organization, including any governmental agency, any of the 
Company’s confidential, proprietary information unless [the employee] obtain[ed] the Company’s 
prior written consent.”   

8. The form separation agreement also included a “Preserving Name and Reputation” 
provision that imposed requirements on employees to “not at any time in the future defame, 
disparage or make statements or disparaging remarks which could embarrass or cause harm to 
SandRidge’s name and reputation or the names and reputation of any of its officers, directors, 
representatives, agents, employees or SandRidge’s current, former or prospective vendors, 
professional colleagues, professional organizations, associates or contractors, to any governmental 
or regulatory agency or to the press or media.”   

SandRidge Modified the Violative Provisions in Some Separation Agreements, But Continued to 
Use Its Standard Language in Many Others 

9. After the rule was enacted, several employees or officers in connection with their 
execution of the separation agreement requested that the problematic language be modified.  
Although SandRidge agreed to modify the violative language when an employee explicitly 
requested it, SandRidge continued to use the same violative language in its form separation 
agreements provided to former employees who did not identify the issue. 

10. Between August 2011 and June 2015, SandRidge conducted multiple reviews and 
revised its form separation agreement.  

11. At least as early as April 2012, SandRidge revised the “Future Activities” provision 
for certain employees when the employee, or his/her counsel, commented on the language or 
requested modification of the provision at the time of the employee’s departure from the company.  
For example, during the course of negotiating the separation agreement, counsel for an employee 
expressed concern that the “Future Activities” provision might subject the employee to criminal 
sanctions, and counsel for an officer noted with respect to the “Future Activities” provision “that 
the SEC or other regulators might view this promise negatively.”  In both of these instances, 
SandRidge agreed to revise the agreements to at least partially remove or remedy the violative 
language.  Further, at the request of employees or counsel for employees, SandRidge modified the 
problematic language in an additional five separation agreements.  The company also made certain 
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modifications to separation agreements and form separation agreements provided to select other 
employees, but the company did not remove all of the violative provisions from any agreement and 
continued to use the provisions in agreements with or relating to a vast majority of its employees.   

12. From August 2011 through April 2015, approximately 546 former employees of 
SandRidge signed separation agreements that contained all or some of the above-referenced 
“Future Activities” provision, “Confidential Information” provision, and “Preserving Name and 
Reputation” provision.  In addition, approximately 240 additional employees of SandRidge 
received a form of the separation agreement attached to their employment agreement that included 
all or some of these provisions.  As part of a planned reduction in force, SandRidge entered into 
approximately 113 separation agreements on or after April 1, 2015, the day the Commission 
announced its first enforcement action charging violations of Rule 21F-17 (See In the Matter of 
KBR, Inc., No. 3-16466 (SEC Apr. 1, 2015)).  On that same day, and in the days that followed, 
SandRidge’s in-house counsel received multiple client alerts and other information about the 
enforcement matter.  After receiving the client alerts, SandRidge asked its outside employment 
counsel to revise its standard form of separation agreement but did not change the language in the 
separation agreements used for the ongoing reduction in force.       

SandRidge Employed the Overly Prohibitive Provisions While under Active Commission 
Investigation 

13. The potential for its officers and employees to communicate with the Commission 
was not merely a hypothetical concern for SandRidge.  Many of the violative separation 
agreements were in place, and a large number of agreements were executed, at times when 
SandRidge was subject to investigation by the Commission.  While, as a general matter, the 
Commission is unable to determine if former officers or employees did not report to or 
communicate with the Commission because of the violative provisions, these provisions expressly 
limited an employee’s ability to communicate possible securities law violations with any 
governmental agency. 

14. Such restrictions on providing information regarding possible securities law 
violations to the Commission undermine the purpose of Section 21F, which is to “encourage[e] 
individuals to report to the Commission” [Adopting Release at p. 201], and violate Rule 21F-17(a) 
by impeding individuals from communicating directly with the Commission staff about possible 
securities law violations. 

15. On May 11, 2015, the Commission staff contacted SandRidge to identify potential 
violations of Rule 21F-17(a) contained in agreements that SandRidge had attached to certain 
filings with the Commission, and to request that SandRidge remediate any violations.  In response 
to the Commission staff’s May 11, 2015 request, from June 2015 through July 2015, SandRidge 
took steps to remediate its ongoing violations of Rule 21F-17 by revising its form separation 
agreement and communicating such amendments to its current and former employees and advising 
them that the problematic provisions were no longer in effect.  In particular, the revised form 
separation agreement removed the language in the “Future Activities” provision prohibiting an 
employee from contacting or participating with any governmental agency in connection with any 
complaint or investigation pertaining to the company and amended the “Confidential Information” 
and “Preserving Name and Reputation” provisions to remove the specific reference to 
governmental agencies.  The company also added a new “Exceptions to Restrictions on 
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Communications, Confidentiality and Future Activities” provision which explicitly states that 
nothing in the agreement is intended to prohibit employees from reporting possible violations of 
federal law or regulation to any governmental agency or entity.   

16. In addition, from June 2015 through December 2015, SandRidge amended several 
of its corporate codes and policies, including its Code of Business Conduct and Ethics, Anti-
Retaliation Policy, Conflicts of Interest Policy, Legal Matters Policy, and Securities Trading 
Policy, that included general prohibitions of communications with third parties and required 
employees to notify the company when they were contacted by the government.  The amendments 
were intended to make clear to employees that those policies do not restrict employees from 
reporting to or communicating with the Commission or other government agencies. 

17. In February 2016, the Commission staff contacted counsel to a former employee of 
SandRidge requesting certain information concerning the circumstances of the employee’s 
departure from the company.  Through counsel, the former employee refused to speak with the 
staff referring to the language contained in the “Future Activities” provision of the separation 
agreement the employee signed with the company as the reason for the employee’s refusal.  The 
Commission staff informed the employee’s counsel of SandRidge’s remediation letter advising 
former employees that the violative provisions in the separation agreements were no longer in 
effect, but the employee still would not speak to the Commission staff voluntarily again referring 
to the original language in the separation agreement as the basis for the employee’s refusal. 

Whistleblower Retaliation 

18. In the fall of 2012, SandRidge hired a new employee (“Whistleblower”) to oversee 
reservoir engineers responsible for a portion of the company’s drilling program.   

19. Beginning within the first months of the Whistleblower’s employment, and 
continuing over the course of the next two and a half years, the Whistleblower raised with senior 
management at the company certain concerns the Whistleblower had regarding the company’s 
process in calculating oil and gas reserves that are reported by the company in its periodic reports 
filed with the Commission.  Prompted by the Whistleblower’s concerns, in the spring of 2014, 
SandRidge’s internal audit department started an audit of the reserves process.       

20. In December 2014, the Whistleblower was provided for review and comment, a 
draft report describing the internal audit.  The Whistleblower expressed strong disagreement with 
the draft report, reiterating the Whistleblower’s concerns about the “SEC reserves” and stating that 
the report “ha[d] missed the primary risks and problems associated with the entire reserves 
process.” 

21. Earlier in the same month, SandRidge had decided to offer promotions to vice 
president positions to three employees, including the Whistleblower.  In offering the promotions, 
the company sought assurances from each of the employees that they would support management 
and were committed to the company.  The Whistleblower was offered the promotion later on the 
same day the Whistleblower had raised concerns about the draft internal audit report.  The 
Whistleblower declined the promotion, or to provide the assurances sought by management, 
because of the Whistleblower’s ongoing concerns about the reserves process. 
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22. The draft internal audit report was subsequently revised to address certain of the 
Whistleblower’s concerns.  This revised draft was provided to the Whistleblower, and on or about 
January 16, 2015, the Whistleblower wrote: “Everything looks good to me.  I like the changes that 
were made.”  But the internal audit was never completed and a final version of the report was 
never disseminated to the company’s Board of Directors or Audit Committee.   

23. On February 9, 2015, the Whistleblower was asked to attend a meeting to discuss 
updating or revising the map of oil and gas well locations that had previously been used by the 
company in its public disclosures.  The Whistleblower asked to be recused from this project 
because, consistent with the concerns the Whistleblower had been raising, the Whistleblower did 
not support the methodology that the Whistleblower and others had used to prepare the prior map 
of locations.  The Whistleblower stated that this had become an “ethical issue” and the 
Whistleblower therefore could not participate in the project.  The Whistleblower later met with a 
member of senior management to discuss the ethical concerns the Whistleblower had regarding 
this project.    

24. In early to mid-March 2015, the Whistleblower again informed the company’s 
senior management of the Whistleblower’s concerns regarding the company’s process in 
calculating oil and gas reserves.  In the same period, senior management was discussing a number 
of structural changes at the company, including a restructuring of reservoir engineering, that would 
have the effect of changing the Whistleblower’s reporting structure and level of responsibility.  In 
the course of these discussions, senior management considered the Whistleblower’s possible 
termination.  The company also conducted a search of the Whistleblower’s past year of emails, 
seeking to determine if there were any external emails where the Whistleblower had made 
disparaging remarks regarding the company or the reserves process, or had used terms such as 
“type curve,” “corporate reserves,” “overstated” or “SEC.”     

25. On or about March 31, 2015, SandRidge senior management decided to terminate 
the Whistleblower.  In discussing the Whistleblower’s termination, members of SandRidge senior 
management expressed among themselves their belief that the manner in which the Whistleblower 
was raising concerns regarding the reserve process was disruptive, and that the company could 
replace the Whistleblower with someone “who could do the work without creating all of the 
internal strife.”    At that time, SandRidge had not investigated the Whistleblower’s concerns 
regarding the reserves process, other than conducting its incomplete internal audit. 

26. The company terminated the Whistleblower on April 1, 2015, the same day it made 
its large scale reduction in force.  As it did with the employees subject to the reduction in force, 
SandRidge provided the Whistleblower with its standard form of separation agreement, which 
contained the violative provisions that would have precluded the Whistleblower from 
communicating with the Commission staff.  Through counsel, the Whistleblower negotiated with 
the company over the severance amount and other terms of the separation.  Included in those 
negotiations was a request on May 28, 2015, by the Whistleblower’s counsel that the company 
“remov[e] the provisions that violate federal law,” referring to the violative provisions contained in 
the separation agreement.  At that time, nearly two months had elapsed since the Commission had 
issued its KBR order and SandRidge had already provided the name of the Whistleblower and a 
description of the Whistleblower’s allegations to the Commission staff in response to a subpoena.  
Nevertheless, the company stated in its response to the Whistleblower’s counsel that it would not 
be in a position to respond to any of the Whistleblower’s demands, including the Whistleblower’s 
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request to remove the violative provisions, until it had completed a review of the matter, including 
interviewing the Whistleblower.  SandRidge agreed to remove the violative provisions from the 
proposed separation agreement, which has never been signed, on June 9, 2015.   

Violations 
 

27. Through its conduct described above, SandRidge violated Section 21F(h) of the 
Exchange Act and Rule 21F-17 under the Exchange Act.  

IV. 

 In view of the foregoing, the Commission deems it appropriate to impose the sanctions 
agreed to in Respondent SandRidge’s Offer. 

 Accordingly, it is hereby ORDERED that: 

A. Pursuant to Section 21C of the Exchange Act, Respondent SandRidge, including 
Reorganized SandRidge as defined in the Plan, cease and desist from committing or causing any 
violations and any future violations of Section 21F(h) of the Exchange Act and Rule 21F-17 under 
the Exchange Act; 

 
B. Subject to the payment provisions set forth in the remainder of this Paragraph IV.B., 

Respondent is ordered to pay a civil money penalty in the amount of $1,400,000.00 to the 
Securities and Exchange Commission for transfer to the general fund of the United States 
Treasury in accordance with Exchange Act Section 21F(g)(3).  Respondent’s payment of such 
$1,400,000.00 civil money penalty shall be accomplished as follows: (i) the Respondent shall 
allow and not contest the Commission’s general unsecured claim in the amount of $1,400,000.00 
in the Bankruptcy Case; and (ii) because the Commission generally cannot accept securities, and 
the Plan provides for the payment of allowed general unsecured claims in both securities and cash, 
Respondent shall pay, and the Commission shall accept (a) the cash amount that the Commission is 
entitled to receive as the holder of an allowed general unsecured claim in the amount of 
$1,400,000.00 under the Plan, plus (b) an additional cash amount equal to 50% of the monetary 
value of the securities it would otherwise be entitled to receive as the holder of an allowed general 
unsecured claim in the amount of $1,400,000.00  under the Plan (together, the “Post-Bankruptcy 
Penalty Amount”).  Upon, or as soon as reasonably practicable after, bankruptcy court approval of 
the settlement contemplated by this Order, (a) the Respondent shall notify the Commission in 
writing of the Post-Bankruptcy Penalty Amount, along with supporting documentation as to how 
such amount was calculated, and (b) the Respondent shall pay the Post-Bankruptcy Penalty 
Amount.  Payment must be made in one of the following ways:     

 
(1) Respondent may transmit payment electronically to the Commission, which will 

provide detailed ACH transfer/Fedwire instructions upon request; 
 
(2) Respondent may make direct payment from a bank account via Pay.gov through 

the SEC website at http://www.sec.gov/about/offices/ofm.htm; or 
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(3) Respondent may pay by certified check, bank cashier’s check, or United States 
postal money order, made payable to the Securities and Exchange Commission 
and hand-delivered or mailed to: 

Enterprise Services Center 
Accounts Receivable Branch 
HQ Bldg., Room 181, AMZ-341 
6500 South MacArthur Boulevard 
Oklahoma City, OK 73169 

Payments by check or money order must be accompanied by a cover letter identifying 
SandRidge as a Respondent in these proceedings, and the file number of these proceedings; a 
copy of the cover letter and check or money order must be sent to David L. Peavler, Associate 
Regional Director, Fort Worth Regional Office, Division of Enforcement, Securities and 
Exchange Commission, 801 Cherry Street, Suite 1900, Fort Worth, Texas, 76102.     

C. Amounts ordered to be paid as civil money penalties pursuant to this Order shall be 
treated as penalties paid to the government for all purposes, including all tax purposes.  To 
preserve the deterrent effect of the civil penalty, Respondent agrees that in any Related Action, it 
shall not argue that it is entitled to, nor shall it benefit by, offset or reduction of any award of relief 
by the amount of any part of Respondent’s payment of a civil penalty in this action (“Penalty 
Offset”).  If the court or agency in any Related Action grants such a Penalty Offset, Respondent 
agrees that it shall, within 30 days after entry of a final order granting the Penalty Offset, notify 
the Commission’s counsel in this action and pay the amount of the Penalty Offset to the Securities 
and Exchange Commission.  Such a payment shall not be deemed an additional civil penalty and 
shall not be deemed to change the amount of the civil penalty imposed in this proceeding.  For 
purposes of this paragraph, a “Related Action” means an administrative claim filed with respect 
to, or a private damages action brought against Respondent, based on substantially the same facts 
as alleged in the Order instituted by the Commission in this proceeding. 

 By the Commission. 

 
 
 
       Brent J. Fields 
       Secretary 
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De Facto Gag Clauses:
The Legality of Employment
Agreements That Undermine
Dodd-Frank’s Whistleblower
Provisions

Richard Moberly,* Jordan A. Thomas,** &
Jason Zuckerman***

I. Introduction

In 2010, in the wake of the financial crisis, Congress passed the
Dodd-Frank Wall Street Reform and Consumer Protection Act1

(Dodd-Frank or Act), which established a new whistleblower program
for the U.S. Securities and Exchange Commission (SEC or Commis-
sion) to more effectively detect, investigate, and prosecute the kind
of financial misconduct that has caused repeated and substantial
harm to investors.2 Dodd-Frank’s whistleblower provisions implement

* Richard Moberly is the Associate Dean for Faculty and Professor of Law at the
University of Nebraska College of Law, where he teaches employment law. He has spo-
ken extensively and published numerous articles on whistleblowing and retaliation. The
Secretary of Labor appointed him to serve on OSHA’s Whistleblower Protection Advisory
Committee in 2012 and reappointed him in 2014.

** Jordan A. Thomas is Chair of the Whistleblower Representation Practice at La-
baton Sucharow LLP, New York, NY. He represents federal securities laws whistle-
blowers internationally. Previously, he served as an Assistant Director in the Enforce-
ment Division of the U.S. Securities and Exchange Commission, where he had a
leadership role in the development of the SEC Whistleblower Program.

*** Jason Zuckerman is the founder of Zuckerman Law, where he represents em-
ployees and whistleblowers. Previously, he practiced employment law at a national
law firm, served as Senior Legal Advisor to the Special Counsel at the U.S. Office of Spe-
cial Counsel (the federal agency charged with protecting whistleblowers in the federal
government) and was appointed by the Secretary of Labor to serve on OSHA’s Whistle-
blower Protection Advisory Committee.

1. Pub. L. No. 111-203, 124 Stat. 1376 (2010) (codified as amended in scattered sec-
tions of 7, 12, & 15 U.S.C.).

2. See 15 U.S.C. § 78u-6 (2012). Dodd-Frank created a similar program for the
Commodity Futures Trading Commission (CFTC). See Commodity Whistleblower Incen-
tives and Protection, 7 U.S.C. § 26 (2012). This Article focuses on the SEC Whistleblower
Program because of its greater visibility and potential impact; however, the Article’s con-
clusions can be applied equally to the CFTC whistleblower program given the similarity
in the programs’ statutory and regulatory authority. Compare 15 U.S.C. § 78u-6 (2012)
and 17 C.F.R. § 240.21F.1 et seq. (2013) (SEC Program), with 7 U.S.C. § 26 (2012) and
17 C.F.R. § 165.1 et seq. (2013) (CFTC program).
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three incentives to encourage whistleblowers to report securities fraud
to the SEC: the availability of substantial monetary awards for report-
ing,3 the ability to remain anonymous when reporting to the SEC,4 and
broad protection from employment retaliation.5 The basic idea of this
incentive structure is simple: rewarding and protecting whistle-
blowers will motivate more individuals to report potentially relevant
information about securities violations.6

In response, some companies are now seeking to counteract Dodd-
Frank by drafting and enforcing a variety of agreements with employ-
ees that significantly reduce or eliminate the congressional incentives
promoting SEC whistleblowing. These agreements—which seek to
alter the statutory risks and rewards of whistleblowing—may have
profound consequences not only for current and prospective whistle-
blowers, but also for the success of the Dodd-Frank whistleblower pro-
gram itself. The stakes are just as high for employers, who may find
themselves facing civil—or, in extreme cases, criminal—liability if
they are too aggressive in attempts to shield information from govern-
ment authorities.

This Article discusses the enforceability of these increasingly
prevalent contractual restrictions on whistleblowing, which fall into
three broad categories.7 First, some agreements require an employee
to report possible misconduct internally before disclosing misconduct
to the SEC.8 Second, some agreements require an employee to waive
any monetary award received from blowing the whistle under Dodd-
Frank’s whistleblower bounty provisions.9 Both of these types of
agreements could significantly limit employees’ desire to communicate
with the SEC regarding employer misconduct.

In a third type, employers impose general confidentiality provi-
sions in agreements when employment commences or after receiving
some benefit, such as a severance package. Although such confidenti-

3. See 15 U.S.C. § 78u-6(b) (2012).
4. See 15 U.S.C. § 78u-6(d)(2), (h)(2) (2012); 17 C.F.R. §§ 240.21F-7, -9(c) (2013).
5. See 15 U.S.C. § 78u-6(h)(1) (2012).
6. SEC. & EXCH. COMM’N, RELEASE NO. 34-64545, IMPLEMENTATION OF THE WHISTLE-

BLOWER PROVISIONS OF SECTION 21F OF THE SECURITIES EXCHANGE ACT OF 1934, at 101
n.222 (2011) [hereinafter ADOPTING RELEASE].

7. These examples summarize actual provisions several of the authors and other em-
ployment attorneys have frequently seen during the course of representing SEC whistle-
blowers. See, e.g., Letter from Katz, Marshall & Banks, LLP to the U.S. Sec. & Exch.
Comm’n, at 4–6, 8–10 (May 8, 2013), available at http://kmblegal.com/wordpress/wp-
content/uploads/130508-Letter-to-SEC-Commissioners.pdf (provisions in employee sever-
ance and settlement agreements that impede reporting); see also Scott Higham & Kaley
Belval, Workplace Agreements Appear to Violate Federal Whistleblower Laws, WASH.
POST (June 29, 2014), http://m.washingtonpost.com/investigations/workplace-secrecy-
agreements-appear-to-violate-federal-whistleblower-laws/2014/06/29/d22c8f02-f7ba-11e3-
8aa9-dad2ec039789_story.html.

8. Higham & Belval, supra note 7.
9. Id.; see also Letter from Katz, Marshall & Banks, supra note 7, at 4–8.
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ality agreements are usually not problematic and frequently serve le-
gitimate corporate interests, the potential conflict with Dodd-Frank
arises when companies use these types of agreements as the basis
for a breach of contract claim against a whistleblower. Employers
may argue that the whistleblower violated the confidentiality provi-
sion in the process of disclosing possible misconduct to the govern-
ment. This use of a confidentiality agreement not only punishes an
employee after the whistle is blown, but also chills the willingness of
employees to blow the whistle in the future due to fear of being sued
by a current or former employer.

We label these agreements “de facto gag clauses,” and courts, the
SEC, and counsel on both sides of the employment bar are grappling
with the question of whether they are lawful and enforceable in the
face of Dodd-Frank’s statutory and regulatory requirements. This de-
termination requires a careful balancing of public, personal, and busi-
ness interests. While no court has ruled on the legality of de facto gag
clauses in the Dodd-Frank whistleblower context, we argue that SEC
rules and key principles of contract, qui tam, employment, and secu-
rities law strongly suggest that courts will, and should, refuse to en-
force agreements that preclude voluntary cooperation with the SEC
or materially diminish the whistleblower incentives created by
Dodd-Frank.

Part II briefly explains the SEC’s Dodd-Frank whistleblower pro-
gram. Part III examines whether the use of the three categories of con-
tractual restrictions on whistleblowing violate Dodd-Frank’s public
policy purpose. We conclude that courts would find many currently
used provisions unenforceable as against public policy. Part IV pro-
poses practical steps that both employers’ and employees’ attorneys
can take to avoid the risks posed by these provisions and, even more
importantly, the specific action that the SEC, as well as the Occupa-
tional Safety and Health Administration (OSHA), can take to amelio-
rate the problems these provisions pose to the effectiveness of the
SEC’s Dodd-Frank whistleblower program. Given the immediate
threat that de facto gag clauses pose to the whistleblower program—
even if ultimately found unenforceable by courts—we argue that gov-
ernment agencies should not wait for courts to act. Rather, the SEC
and OSHA should immediately act to protect the whistleblower pro-
gram by clarifying its regulations invaliding agreements that, even in-
directly, undermine employees’ willingness to disclose wrongdoing to
the SEC.

II. The SEC Whistleblower Program

Section 922 of Dodd-Frank created the SEC’s current whistleblower
program (the SEC Whistleblower Program) as part of Congress’s re-
sponse to the sweeping financial crisis that came to the public’s attention
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in 2008.10 The SEC Whistleblower Program is a unique blend of ap-
proaches taken in previous laws to encourage corporate insiders to
report misconduct and to protect them when they do. First, Dodd-
Frank adopted a “bounty” model by creating a reward program to
incentivize reporting wrongdoing to the SEC.11 Whistleblowers are
eligible to receive a monetary award when they “voluntarily” provide
the SEC with “original information” that “leads to successful enforce-
ment” by the Commission, resulting in the recovery of total sanctions
in that enforcement action and any related actions that exceed
$1 million.12 If all eligibility criteria are met, the Commission awards
the whistleblower an amount equal to ten to thirty percent of the
total sanctions collected.13

Second, Dodd-Frank incorporates the more commonplace anti-
retaliation model by providing a cause of action for corporate whistle-
blowers who suffer retaliation for disclosing securities violations.14

The Commission itself may also bring a retaliation action against an
employer,15 a procedure that recently resulted in one company paying
a settlement of more than $2.2 million.16

Finally, Dodd-Frank incorporated a “structural” model to encour-
age whistleblowers to report by providing a defined reporting chan-
nel.17 To receive an award under the Act, employees must provide
information directly to the SEC.18 The Act required the SEC to estab-

10. See S. REP. NO. 111-176, at 2 (2010) (the bill that would become Dodd-Frank “is
a direct and comprehensive response to the financial crisis that nearly crippled the U.S.
economy beginning in 2008”).

11. See Richard E. Moberly, Sarbanes-Oxley’s Structural Model to Encourage Cor-
porate Whistleblowers, 2006 BYU L. REV. 1107, 1108–09 & n.5 (2006) (the Sarbanes-
Oxley Act of 2002 (Sarbanes-Oxley or SOX) utilizes several models to encourage whistle-
blowing, including a “bounty” model, an “anti-retaliation model,” and a “structural”
model). Prior to Dodd-Frank, the bounty model had been used only to reward whistle-
blowers who reported misconduct that affected the government. See id. at 1108 n.5.
Dodd-Frank, by contrast, rewards whistleblowers who report wrongdoing directed at pri-
vate corporations and shareholders.

12. 17 C.F.R. § 240.21F-3 (2013). “Voluntarily,” “original information,” and “leads to
successful enforcement” are defined terms. See id. § 240.21F-4.

13. Id. § 240.21F-5.
14. See 15 U.S.C. § 78u-6(h) (2012).
15. 17 C.F.R. § 240.21F-2(b)(2) (2013).
16. Paradigm Capital Mgmt., Inc., Exch. Act Release No. 72,393, Inv. Advisers Act

Release No. 3857 (June 16, 2014).
17. See Moberly, supra note 11, at 1131–41 (the structural model of many whistle-

blower laws requires the identification and provision of a specific disclosure channel for
whistleblowers). Other laws use the structural model, including Sarbanes-Oxley, which
requires corporations to implement a channel for whistleblowers to report misconduct
directly to independent directors on the corporation’s audit committee of the board of di-
rectors. See 15 U.S.C. § 78j-1(m)(4)(A) (2012). Also, the Civil Service Reform Act of 1978
created the Office of Special Counsel to receive whistleblower disclosures from federal
employees. See 5 U.S.C. § 1101 (2012).

18. Dodd-Frank defines a “whistleblower” as one who provides “information relat-
ing to a violation of the securities laws to the Commission, in a manner established, by
rule or regulation, by the Commission.” 15 U.S.C. § 78u-6(a)(6) (2012). The SEC’s
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lish a new office to fulfill this obligation and to administer the re-
ward program.19 Subsequently, the SEC created the Office of the
Whistleblower,20 which receives whistleblower disclosures, works
with the SEC’s enforcement staff regarding those disclosures, and
determines whether to make awards for eligible enforcement ac-
tions.21 The Act and its regulations also explicitly provide for anon-
ymous whistleblowing.22

The SEC promulgated extensive regulations to implement section
922.23 In addition to detailing the three whistleblower models incorpo-
rated into Dodd-Frank, the regulations also expressly preclude par-
ties, including employers, from interfering with those whistleblower
programs. Specifically, Rule 21F-17(a) states:

No person may take any action to impede an individual from commu-
nicating directly with the Commission staff about a possible securi-
ties law violation, including enforcing, or threatening to enforce, a
confidentiality agreement . . . with respect to such communications.24

While the SEC has not yet brought an enforcement action based
on Rule 21F-17, the chief of the SEC’s Office of the Whistleblower,
Sean McKessy, publicly warned that “we are actively looking for exam-
ples of confidentiality agreements, separat[ion] agreements, employee
agreements that . . . in substance say ‘as a prerequisite to get this ben-
efit you agree you’re not going to come to the commission or you’re not
going to report anything to a regulator.’ ”25 McKessy further cautioned
that “if we find that kind of language, not only are we going to go to
the companies, we are going to go after the lawyers who drafted it,”
possibly by revoking those attorneys’ right to practice before the
Commission.26

McKessy’s remarks and Rule 21F-17 make it clear that employers
may not compel employees to waive their whistleblowing rights in
exchange for a monetary payment or other benefit. Yet, despite Rule
21F-17, whistleblowers and their counsel continue frequently to

regulations further acknowledge that a whistleblower who reports wrongdoing inter-
nally before reporting to the SEC may still be eligible for a reward, if the whistleblower
ultimately discloses the misconduct to the SEC within 120 days of the whistleblower’s
initial internal report. See 17 C.F.R. § 240.21F-4(c)(3) (2013).

19. See 15 U.S.C. § 78u-7(d) (2012).
20. See 17 C.F.R. § 240.21F-1 (2013).
21. See U.S. SEC. & EXCH. COMM’N, 2013 ANNUAL REPORT TO CONGRESS ON THE DODD-

FRANK WHISTLEBLOWER PROGRAM 5–7 (2013), available at http://www.sec.gov/about/
offices/owb/annual-report-2013.pdf.

22. See 15 U.S.C. § 78u-6(d)(2), (h)(2) (2012); 17 C.F.R. §§ 240.21F-7, -9(c) (2013).
23. See ADOPTING RELEASE, supra note 6.
24. 17 C.F.R. § 240.21F-17(a) (2013).
25. Brian Mahoney, SEC Warns In-House Attys Against Whistleblower Contracts,

LAW360 (Mar. 14, 2014), http://www.law360.com/articles/518815/sec-warns-in-house-
attys-against-whistleblower-contracts.

26. Id.
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encounter agreements limiting or discouraging whistleblowing in
more subtle, yet often equally pernicious, ways, including the three
types of de facto gag clauses identified above.27

These agreements raise the important question of how far Rule
21F-17 extends. Does it merely prohibit confidentiality agreements
purporting to completely restrict all communications with the SEC,
or does it also prohibit agreements technically allowing communica-
tions with the SEC, but indirectly impeding whistleblowing by making
it harder, riskier, or otherwise less desirable?

Absent any SEC enforcement actions under Rule 21F-17, or pri-
vate litigation directly addressing the enforceability of such clauses,
courts are very likely to rely on existing contract law to balance the
public and private interests that these agreements implicate. This re-
liance is particularly likely in private litigation between whistle-
blowers and their employers (as opposed to SEC enforcement actions
brought under Rule 21F-17), because—although a court is very likely
to find that any contract that violated Rule 21F-17 would be unen-
forceable—Rule 21F-17 does not supply employees with a private
right of action.28

Accordingly, the next part of this Article examines whether the
types of de facto gag clauses companies use would be enforceable
under existing law. Specifically, we conclude that such agreements
should not be enforced in the SEC whistleblower context because
they violate Dodd-Frank’s public policy. Additionally, while preexisting
law does not define the limits of Rule 21F-17, a court could find a con-
tract void based on the plain language of the Rule.

III. De Facto Gag Clauses Violate Dodd-Frank’s Public
Policy

A. The Public Policy Limitation on Contractual Enforcement
The most logical starting point for analyzing the enforceability of

agreements affecting an employee’s ability to participate in the SEC
Whistleblower Program, or to obtain benefits for doing so, is the bed-
rock principle that contracts between private individuals may be
void if they violate public policy.29 In Town of Newton v. Rumery, the

27. See Letter from Katz, Marshall & Banks, supra note 7, at 4 (“While companies
and their counsel are largely avoiding attempts to prohibit outright an individual’s com-
municating with the SEC, our law firm and other [sic] that represent SEC whistle-
blowers are nonetheless seeing an increase in proposed settlement language that is in-
tended to achieve the same result in a more roundabout and crafty manner.”).

28. See 17 C.F.R. § 240.21F-17 (2013).
29. See Town of Newton v. Rumery, 480 U.S. 386, 392 (1987); RESTATEMENT (SECOND)

OF CONTRACTS § 178(1) (1981) (“A promise . . . is unenforceable on grounds of public policy
if . . . the interest in its enforcement is clearly outweighed . . . by a public policy against
the enforcement of such terms.”); Alan Garfield, Promises of Silence: Contract Law and
Freedom of Speech, 83 CORNELL L. REV. 261, 294–95 (1998) (“The power of courts to deny
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Supreme Court provided a framework for applying this long-standing
principle, concluding that contracts may not be enforceable under fed-
eral common law when the public policy considerations against
enforcement outweigh any interests supporting enforcement.30 Ac-
cordingly, it is not enough merely to establish that an agreement is
contrary to some public policy; instead, Town of Newton requires iden-
tifying the public interests that militate both for and against enforce-
ment, and comparing those interests to each other.31

Courts have applied Town of Newton—or the common law princi-
ples upon which Town of Newton is based—to numerous types of con-
tracts purporting to prohibit individuals from communicating with
government authorities about violations of law. They have repeatedly
found such blanket bans unenforceable. Courts have rarely hesitated
to strike down contracts that conceal crimes, which many SEC viola-
tions also are, or suppress evidence.32 The normal justifications for
contractual enforcement—facilitating economic activity and meeting
party expectations by encouraging reliance on promises33—do not
overcome the powerful public desire for law enforcement.34 In fact, a
contract that conceals a crime not only is unenforceable, but also
may constitute the state law crime of “compounding”35 or the federal
crime of obstruction of justice.36

Even outside the criminal context, courts have often rejected
agreements purporting to prohibit voluntarily reporting to the govern-
ment possible civil violations. For example, in EEOC v. Astra U.S.A.,
Inc.,37 the First Circuit invalidated provisions in settlement agree-
ments prohibiting employees from communicating with the Equal
Employment Opportunity Commission (EEOC).38 The court explicitly

enforcement to a contract on public policy grounds is not only indisputable, but also
open-ended.”).

30. See 480 U.S. at 392 (“The relevant principle is well established: a promise is un-
enforceable if the interest in its enforcement is outweighed in the circumstances by a
public policy harmed by enforcement of the agreement.”); Garfield, supra note 29, at
295; RESTATEMENT (SECOND) OF CONTRACTS § 178(1).

31. 480 U.S. at 392.
32. See Garfield, supra note 29, at 307–08.
33. See Terry Morehead Dworkin & Elletta Sangrey Callahan, Buying Silence, 36

AM. BUS. L.J. 151, 174 (1998) (public policy benefits of enforcing contracts).
34. Cf. Richard Moberly, The Supreme Court’s Antiretaliation Principle, 61 CASE W.

RES. L. REV. 375, 378 (2010) (a common theme of the Supreme Court’s retaliation juris-
prudence is the principle that “protecting employees from retaliation will enhance the
enforcement of the nation’s laws”).

35. Generally, “compounding” is defined as accepting consideration for a promise
not to report a crime. See Garfield, supra note 29, at 307–08.

36. 18 U.S.C. § 1505 (2012); see also Stephen Gillers, Speak No Evil: Settlement
Agreements Conditioned on Noncooperation Are Illegal and Unethical, 31 HOFSTRA L.
REV. 1, 15 (2002).

37. 94 F.3d 738 (1st Cir. 1996). See also EEOC v. Cosmair, Inc., L’Oreal Hair Care
Div., 821 F.2d 1085, 1091 (5th Cir. 1987).

38. See Astra, 94 F.3d at 743.
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balanced the impact of those agreements on the EEOC’s ability to in-
vestigate systemic discrimination against the impact that invalidating
the provisions would have on private dispute resolution,39 concluding
that limiting the ability of employees to communicate with the EEOC
would “sow[] the seeds of harm to the public interest.”40 Similar deci-
sions have been reached when employers use contractual promises of
silence to impede government investigations of securities violations,41

unfair labor practices,42 and investment advisor misconduct.43

These cases confirm that there is a strong public policy in favor of
reporting possible violations of the law to the government, which can
outweigh competing interests in protecting confidential information
and promoting private dispute resolution. Certainly, these cases indi-
cate that any provision designed to prevent an employee from making
“any complaint” about the company—as some general releases do—
should not and would not be enforced to block communications about
possible unlawful activity with the SEC or other law enforcement
agencies. They also suggest that courts should give heightened scru-
tiny to provisions that make reporting to the SEC more onerous to en-
sure that they do not indirectly pursue a goal that could not be sought
directly.44

But, as instructive as these cases are, they do not fully answer the
question of whether, and to what extent, companies can use agree-
ments that allow whistleblowing, but decrease or eliminate congressio-
nal incentives for doing so. To answer that question, it is necessary to
look not only to the broad public policies animating Astra and its prog-
eny, but also to the specific public policy underlying, and supported by,
Dodd-Frank.

39. See id. at 744.
40. Id.
41. See SEC v. Lipson, No. 97 C 2661, 1997 WL 801712, at *2 (N.D. Ill. Oct. 28,

1997) (agreement not to speak with SEC without a subpoena void as against public
policy).

42. See D’Arrigo Bros. of Cal. v. United Farmworkers of Am., 169 Cal. Rptr. 3d 171,
181–83 (Cal. App. 2014) (contractual language purporting to prohibit union from cooper-
ating with government investigation of unfair labor practices unenforceable).

43. See Cariveau v. Halferty, 99 Cal. Rptr. 2d 417, 423–24 (Cal. App. 2000) (“The
use of confidentiality agreements that purport to restrict a registered member’s custom-
ers from reporting improper conduct to the [National Association of Securities Dealers
(NASD)] serves to perpetuate the improper conduct and is condemned by NASD
policies.”).

44. Courts have repeatedly rejected contract interpretations that allow parties to
do indirectly what they could not do directly. See, e.g., Century Marine Inc. v. United
States, 153 F.3d 225, 230 (5th Cir. 1998) (“To allow such recovery would permit Century
to do indirectly what it could not do directly.”); Safran v. United Steel Workers of Am.,
AFL-CIO, 678 F. Supp. 1178, 1181 (W.D. Pa. 1988) (“We decline to permit the plaintiffs
to do indirectly what they could not contractually do directly.”); Ables v. United States,
2 Cl. Ct. 494, 501 (1983), aff’d, 732 F.2d 166 (Fed. Cir. 1984) (“What they could not do
directly they certainly should not be allowed to do indirectly under the guise of an in-
tended third party beneficiary.”).
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1. Identifying Dodd-Frank’s Public Policy
Dodd-Frank’s text and legislative history make clear that one of

its primary public interests is better protection for investors and the
financial markets themselves following the financial crisis in 2008.45

In particular, the whistleblower provisions’ purpose is to assist the
SEC in detecting, investigating, and prosecuting serious securities vi-
olations to further the public policy goal of protecting investors and the
markets.46 In this respect, Dodd-Frank also evinces a strong public
policy interest in whistleblowing and private cooperation with public
law enforcement.

As the First Circuit’s decision in Astra indicates, however, an
analysis of a statute’s public policy aims encompasses more than eval-
uating its general purpose; it also requires a court to assess the specific
statutory scheme designed to further that purpose.47 In Astra, the
court examined not just the public policy behind Title VII but also
how Congress intended to protect and advance that public interest
by giving the EEOC the power to investigate both individual and sys-
temic discrimination.48

Dodd-Frank’s statutory scheme reflects an important public policy
judgment: incentives are needed to promote whistleblowing because
“whistleblowers often face the difficult choice between telling the
truth and the risk of committing ‘career suicide.’ ”49 The SEC, too, rec-
ognized that incentives are an integral part of Dodd-Frank’s investor-
protection scheme:

[T]he broad objective of the whistleblower program is to enhance the
Commission’s law enforcement operations by increasing the financial
incentives for reporting and lowering the costs and barriers to poten-
tial whistleblowers, so that they are more inclined to provide the
Commission with timely, useful information that the Commission
might not otherwise have received.50

In particular, Congress developed three primary incentives to
counterbalance the profound personal and professional risks that
whistleblowers often face, and to support the public policy of encourag-
ing whistleblower reports to the SEC.51 First, of course, is the provi-
sion of financial awards to whistleblowers. As the Senate Committee

45. See S. REP. NO. 111-176, at 36 (2010) (“During the crisis, it became apparent
that investors needed better protection . . . and the SEC need[ed] assistance.”).

46. Id.
47. EEOC v. Astra U.S.A., Inc., 94 F.3d 738, 743–44 (1st Cir. 1996).
48. Id. at 744.
49. S. REP. NO. 111-176, at 111.
50. ADOPTING RELEASE, supra note 6, at 105.
51. See id. at 197 (“The Congressional purpose underlying Section 21F of the Ex-

change Act is to encourage whistleblowers to report possible violations of the securities
laws by providing financial incentives, prohibiting employment-related retaliation, and
providing various confidentiality guarantees.”).
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on Banking, Housing and Urban Affairs noted in its report on Dodd-
Frank, “the minimum payout that any individual could look towards
in determining whether to take the enormous risk of blowing the whis-
tle in calling attention to fraud” is “the critical component of the
Whistleblower Program,” particularly because it helps counter the eco-
nomic harm that whistleblowers may face as a result of employment-
related retaliation or blacklisting.52

Second, Dodd-Frank and the SEC Whistleblower Rules allow
whistleblowers to report possible misconduct to the SEC anony-
mously.53 The importance of anonymity can be seen throughout
Dodd-Frank’s statutory provisions and the implementing regulations.
Both the statute and regulations prohibit the SEC from “disclos[ing]
any information . . . which could reasonably be expected to reveal
the identity of a whistleblower,” except in narrow circumstances.54

Whistleblowers also benefit from the fact that all SEC investigations
remain confidential until the Commission files a complaint or begins
an administrative proceeding.55 The anonymity continues even after
the SEC issues an award; none of the fourteen whistleblower awards
issued as of December 2014 have identified the recipients or provided
potentially identifying information.56

These anonymity safeguards are significant because they drama-
tically decrease the risk that whistleblowers will become known to oth-
ers, in turn decreasing the risk that they will face retaliation or
blacklisting. Moreover, the SEC has emphasized that the anonymity
protection provides essential encouragement for a whistleblower to
come forward, and that fewer people would blow the whistle without

52. S. REP. NO. 111-176, at 111. Indeed, although the Program’s results still cannot
fully be assessed because of the program’s relative newness and the length of time before
an award can be issued, it seems to be successfully encouraging whistleblowers to pro-
vide tips to the SEC. The SEC has received thousands of complaints under the program
each year since it began in 2011. See U.S. SEC. & EXCH. COMM’N, 2013 ANNUAL REPORT,
supra note 21. As of December 1, 2014, the Program has made awards to fourteen
whistleblowers, including one award the SEC estimates will be between $30 and $35 mil-
lion. See Final Orders of the Commission, U.S. SEC. & EXCH. COMM’N, OFF. OF THE WHISTLE-

BLOWERS, http://www.sec.gov/about/offices/owb/owb-final-orders.shtml (last visited Dec. 1,
2014).

53. See 15 U.S.C. § 78u-6(d)(2), (h)(2) (2012); 17 C.F.R. §§ 240.21F-7, -9(c) (2013).
54. 15 U.S.C. § 78u–6(h)(2) (2012); 17 C.F.R. § 240.21F-7(a) (2013). Pursuant to 17

C.F.R. § 240.21F-7(b), whistleblowers reporting anonymously must file their complaint
through an attorney, follow prescribed certification procedures, and disclose their iden-
tities to the Commission only for verification before receiving any award.

55. See, e.g., ADOPTING RELEASE, supra note 6, at 126 (“As a general matter, it is the
Commission’s policy and practice to treat all information obtained during its investiga-
tions as confidential and nonpublic.”). The SEC is entitled to disclose nonpublic informa-
tion in narrow circumstances, including to other government entities, self-regulatory
organizations, and bankruptcy trustees. See 17 C.F.R. § 240.24c-1(b) (2013).

56. See SEC. & EXCH. COMM’N, OFFICE OF THE WHISTLEBLOWER, FINAL ORDERS OF THE

COMMISSION, available at http://www.sec.gov/about/offices/owb/owb-final-orders.shtml
(last visited Dec. 1, 2014) (whistleblower award notices).
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it.57 Common sense and social science research also support the con-
clusion that “individuals are more willing to state a dissenting view-
point if they can do so anonymously.”58

Third, Dodd-Frank provides robust remedies to whistleblowers
who face retaliation for reporting suspected violations to the SEC.59

In particular, the statute gives whistleblowers who experience retalia-
tion the right to seek reinstatement, double back pay, and legal fees.60

The Dodd-Frank protections have procedural advantages as well be-
cause a whistleblower can bring a retaliation claim directly to federal
court for up to six years after retaliation occurs,61 while many other
federal anti-retaliation provisions require whistleblowers to bring an
administrative claim before filing a court action, often within 180
days.62 These enhanced remedies are particularly important because
according to a recent survey, more than twenty percent of employees
reporting workplace misconduct experience some form of retribution.63

In short, in Dodd-Frank Congress identified a strong public inter-
est in protecting investors and determined that this interest is
advanced by (a) protecting from retaliation whistleblowers who report
securities violations, (b) allowing whistleblowers to report anony-
mously, and (c) giving whistleblowers the chance to obtain significant
monetary awards. Thus, any balancing of public policy interests under
Town of Newton must take into account the role that Dodd-Frank’s in-
centives play in protecting investors and, conversely, the potential im-
pact that removing or undercutting these incentives would have on
investors.

57. See ADOPTING RELEASE, supra note 6, at 198 (whistleblowers would be “less in-
clined to report possible securities law violations” if they believed the SEC would disclose
the whistleblower’s identity to the corporation being investigated).

58. Moberly, supra note 11, at 1139, 1143 n.168; see also ASS’N CERTIFIED FRAUD EX-

AMINERS, REPORT TO THE NATION ON OCCUPATIONAL FRAUD AND ABUSE 17 (2010); TERANCE D.
MIETHE, WHISTLEBLOWING AT WORK: TOUGH CHOICES IN EXPOSING FRAUD, WASTE, AND ABUSE

ON THE JOB 54–57 (1999); CASS R. SUNSTEIN, WHY SOCIETIES NEED DISSENT 20 (2003). But
see MARCIA P. MICELI, WHISTLE-BLOWING IN ORGANIZATIONS 158 (2008) (“[T]here is scant ev-
idence that anonymity promotes whistle-blowing.”).

59. See Richard Moberly, Sarbanes-Oxley’s Whistleblower Provisions: Ten Years
Later, 64 S.C. L. REV. 1, 14–16 (2012) (Dodd-Frank was one of several new anti-retaliation
provisions that “take Sarbanes-Oxley as a baseline and improve upon it”).

60. 15 U.S.C. § 78u-6(h)(1)(C) (2012).
61. See 15 U.S.C. § 78u-6(h)(1)(B)(i) (2012) (whistleblowers may file claims in fed-

eral district court); 15 U.S.C. § 78u-6(h)(1)(B)(iii) (2012) (claims must be filed within six
years after retaliation occurs or within three years of when the employee should have
reasonably known about the facts material to the right of action, but not more than
ten years after the date of the violation).

62. See Richard Moberly, Protecting Whistleblowers by Contract, 79 UNIV. COLO. L.
REV. 975, 1004–05 (2008).

63. See National Business Ethics Survey of the U.S. Workforce, ETHICS RES. CTR. 1,
13 (2013), http://www.ethics.org/nbes.
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2. Contracts That Undermine Dodd-Frank’s Whistleblower
Program

With this analytical framework in mind, we turn to the various
contractual provisions companies use that may interfere with the
SEC Whistleblower Program. As noted above, many of these provi-
sions do not directly bar whistleblowing to the SEC—which would be
a clear violation of Astra and Rule 21F-17—but instead alter the
costs and benefits of whistleblowing, thus changing the likely behavior
of prospective whistleblowers. In particular, we will analyze the com-
peting public and private interests raised by three types of commonly
observed clauses: (1) provisions that require employees to disclose
their communications with the SEC to employers in some manner,
(2) provisions waiving employees’ ability to obtain an award under
the SEC Whistleblower Program, and (3) general confidentiality provi-
sions that may be used to bring a breach of contract claim should a
whistleblower disclose confidential information or documents to the
SEC.

A. CONTRACTS REQUIRING DISCLOSURE OF SEC COMMUNICATIONS

The first general category of contractual provision is designed to
elicit information about whether employees have, or plan to, report
possible wrongdoing to the SEC or other government authorities.
One particularly common variant allows employees to blow the whistle
to the SEC but provides that they must first report the wrongdoing in-
ternally, or otherwise alert the company that they have disclosed, or
plan to disclose, information to the SEC. Applying Town of Newton,64

it is clear that some legitimate interests weigh in favor of enforcing
such provisions. Employers may contend that, because information de-
rived through the course of a party’s employment generally belongs to
the employer, they should be able to control this information, provided
they do not use a confidentiality agreement to conceal unlawful con-
duct from the government.65 In particular, obtaining the relevant in-
formation before the whistleblower discloses it to the SEC allows the
employer to self-report violations, which can minimize the sanctions
it faces in any SEC enforcement action.66 It also helps the company

64. Town of Newton v. Rumery, 480 U.S. 386, 392 (1987).
65. See Diamond v. Oreamuno, 248 N.E. 2d 910, 912 (N.Y. 1969) (“As a general

proposition, a person who acquires special knowledge or information by virtue of a con-
fidential or fiduciary relationship with another is not free to exploit that knowledge or
information for his own personal benefit, but must account to his principal for any profits
derived therefrom.”); see also RESTATEMENT (SECOND) OF AGENCY § 388 (1958).

66. See, e.g., Press Release, Sec. & Exch. Comm’n, SEC Announces Non-
Prosecution Agreement with Ralph Lauren Corporation Involving FCPA Misconduct
(Apr. 22, 2013) (“ ‘When they found a problem, Ralph Lauren Corporation did the right
thing by immediately reporting it to the SEC and providing exceptional assistance in
our investigation,’ said George S. Canellos, Acting Director of the SEC’s Division of En-
forcement. ‘The NPA in this matter makes clear that we will confer substantial and
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understand the problem, prepare for a possible SEC investigation, and
take quicker remedial action. Indeed, because of these reasons, some
commentators suggest that internal whistleblowing is preferable to ex-
ternal whistleblowing.67

Additionally, employers may argue that such provisions pose rela-
tively few risks to whistleblowers in light of SEC Rule 21F-4(c)(3),
which provides that a whistleblower may be considered the source of
“original information,” and therefore remain eligible for a monetary
award, when that information is first reported internally by the
whistleblower and then self-reported to the SEC by the company.68

In other words, the whistleblower can still reap the monetary benefits
of the SEC Whistleblower Program, even by reporting internally first.

Whistleblowers, on the other hand, are likely to argue that these
provisions impede whistleblowing and, in so doing, undercut Dodd-
Frank’s public policy. Most significantly, these provisions take direct
aim at the statutory anonymity protections.69 Employees cannot re-
main anonymous if they have to inform the company of their plan to
report, or that they have reported, to the SEC. Even if employees
need only internally disclose the violation and not their intention of re-
porting to the SEC, the employer can easily trace any subsequent SEC
inquiry back to the internal reporter, making Dodd-Frank’s guarantee
of anonymity an empty promise.

For this and other reasons, the SEC considered, but rejected, man-
dating internal reporting as a prerequisite for the recovery of a mone-
tary award, concluding that any internal reporting requirement would
undermine Dodd-Frank’s anonymity mandates.70 Likewise, the SEC
found that “a general requirement that employees report internally . . .
would impose a barrier that in some cases would dissuade potential

tangible benefits on companies that respond appropriately to violations and cooperate
fully with the SEC.’ ”).

67. See Dworkin & Callahan, supra note 33, at 190. Dworkin and Callahan suggest
that the law should enforce confidentiality agreements that require internal reporting
first:

The employer could fashion an agreement which requires that the employee
first disclose any information internally. This gives it the advantage of cor-
recting the situation without the confidence being breached. The company
can also designate the appropriate recipient to ensure that the information
is handled correctly. Since these measures do not thwart whistleblowing
and have the advantage of allowing for earlier correction of any wrongdoing,
the courts are likely to uphold these promises.

Id.
68. 17 C.F.R. § 240.21F-4(c)(3) (2013).
69. S. REP. NO. 111-176, at 111 (2010).
70. See ADOPTING RELEASE, supra note 6, at 105–06 n.230 (“[I]n some cases an anon-

ymous whistleblower’s identity can be gleaned from the facts and circumstances sur-
rounding the whistleblower’s complaint. . . . [R]equiring the whistleblower to report in-
ternally would be in tension with . . . Section 21F that we protect information that could
reasonably be expected to reveal the identity of a whistleblower.”).
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whistleblowers from providing information to the Commission, con-
trary to the purpose of the whistleblower provision.”71 Instead, the
SEC included in the rules features designed to “incentivize whistle-
blowers to utilize their companies’ internal compliance and reporting
systems when appropriate,”72 including expanding the definition of
“original information” and treating internal reporting as a positive fac-
tor when determining monetary awards.73 These provisions reflect the
SEC’s judgment that investor protection is best served by allowing, but
not mandating, internal reporting.74

Section 301 of the Sarbanes-Oxley Act of 200275 (Sarbanes-Oxley
or SOX) reflects a similar public policy judgment in favor of confidential
reporting. That provision requires employers to implement channels
for employees to report illegal conduct to a corporate board of directors
anonymously, without the knowledge of their direct supervisors or
managers.76 In fact, the Department of Labor’s (DOL) Administrative
Review Board (ARB) has recognized that a company that publicly iden-
tifies a whistleblower may have committed an adverse action against
the whistleblower and be liable under Sarbanes-Oxley’s anti-
retaliation provision.77 In Menendez v. Halliburton, the ARB noted:

The reason for requiring audit committees to create confidential and/
or anonymous disclosure procedures is evident. Employee whistle-
blowers are one of the most effective sources of information concern-
ing questionable accounting and auditing matters as well as fraud
and corporate crime. Since employees are more willing to identify
misconduct if they can do so anonymously, it stands to reason that
anonymous and/or confidential reporting mechanisms encourage in-
ternal reporting of corporate misconduct. Furthermore, the confiden-
tiality that Section 301 provides allows employees to report problems
directly to the independent audit committee and thus effectively to
their employer, while at the same time permitting the whistleblow-
ing employee to avoid possible retaliation from supervisors or high-
ranking company managers who may be defensive about wrongdoing

71. Id. at 105.
72. Id. at 5.
73. See 17 C.F.R. § 240.21F-6(4) (2013).
74. See Brief of the Sec. & Exch. Comm’n, Amicus Curiae in Support of the Appel-

lant, Liu Meng-Ling v. Siemens AG, No. 13-4385, 2014 WL 663875, at *2 (2d Cir. Feb. 20,
2014). (“Throughout the rulemaking process, the Commission considered the ‘significant
issue’ of how to ensure that the whistleblower program does not undermine the willing-
ness of individuals to make whistleblower reports internally at their companies before
they make reports to the Commission.”); see also ADOPTING RELEASE, supra note 6, at
90–91 (“The objective of this provision is to support, not undermine, the effective func-
tioning of company compliance and related systems by allowing employees to take
their concerns about possible violations to appropriate company officials first while
still preserving their rights under the Commission’s whistleblower program.”).

75. 15 U.S.C. § 78j-1(m)(1) (2012).
76. See id.
77. See Menendez v. Halliburton, Inc., ARB Nos. 09-002, 09-003, ALJ No. 2007-

SOX-005, at 23-24 (ARB Sept. 13, 2011).
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in which they might be implicated. Congress well recognized the im-
portance of encouraging the reporting of accounting irregularities
and potential fraud by means of confidential disclosures.
. . .

Since the purpose of confidentiality is to encourage employees to
come forward with information about SOX violations, permitting
an employer to indiscriminately expose the identity of an employee
who presents information concerning questionable accounting or au-
diting matters would most assuredly chill whistleblower-protected
activity.78

In addition to implicating Dodd-Frank’s anonymity provisions,
agreements purporting to require internal reporting may also under-
cut the statute’s anti-retaliation protections. Several courts, including
the Fifth Circuit, have held that the Act does not protect internal
whistleblowers because its statutory definition of “whistleblower” re-
quires a report to the SEC.79 This result is controversial, and several
other courts have reached the opposite conclusion for a variety of rea-
sons.80 However, to the extent the Fifth Circuit’s view prevails, it
would be anomalous to permit an employer to require a whistleblower
to report internally before reporting to the SEC because the employer
would then have a defined window in which it could retaliate without
facing any Dodd-Frank penalties.81 This result seems likely to dis-
suade prospective whistleblowers from coming forward, particularly
as reported retaliation rates remain strikingly high.82

The potentially profound effect of these “internal reporting” agree-
ments on Dodd-Frank’s anonymity and anti-retaliation protections—
and the corresponding centrality of these dual protections to the stat-
ute’s overall investor-protection scheme—indicates that they should,
and very likely will, be found unenforceable under Town of Newton.
An employer’s desire to learn of potential problems cannot justify
the risk that fewer whistleblowers will come forward if private con-

78. See id.
79. See Asadi v. G.E. Energy (USA), L.L.C., 720 F.3d 620, 630 (5th Cir. 2013); see

also Banko v. Apple Inc., No. 13–02977, 2013 WL 7394596, at *1 (N.D. Cal. Sept. 27,
2013); Wagner v. Bank of Am. Corp., No. 12-CV-00381, 2013 WL 3786643, at *1 (D.
Colo. July 19, 2013).

80. See, e.g., Bussing v. COR Clearing, LLC., No. 8:12-CV-238, 2014 WL 2111207,
at *12 (D. Neb. May 21, 2014); Rosenblum v. Thomson Reuters (Markets) LLC, No. 13
Civ. 2219, 2013 WL 5780775, at *3–5 (S.D.N.Y. Oct. 25, 2013); Ellington v. Giacoumakis,
No. 13-11791, 2013 WL 5631046, at *2–3 (D. Mass. Oct. 16, 2013); Murray v. UBS Sec.,
LLC, No. 12 Civ. 5914, 2013 WL 2190084, at *3–7 (S.D.N.Y. May 21, 2013); Genberg v.
Porter, 935 F. Supp. 2d 1094, 1106–07 (D. Colo. 2013); Kramer v. Trans-Lux Corp., No.
11 Civ. 1424, 2012 WL 4444820, at *3–5 (D. Conn. Sept. 25, 2012); Nollner v. S. Baptist
Convention, Inc., 852 F. Supp. 2d 986, 993–95 (M.D. Tenn. 2012); Egan v. TradingScreen,
Inc., No. 10 Civ. 8202, 2011 WL 1672066, at *5 (S.D.N.Y. May 4, 2011).

81. Sarbanes-Oxley clearly would protect this internal whistleblower from retalia-
tion, but as mentioned above, its procedures and remedies are not as favorable to
whistleblowers as Dodd-Frank’s provisions.

82. See ETHICS RES. CTR., supra note 63, at 9.
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tracts can dismantle these two pillars of Dodd-Frank’s statutory
scheme. Instead, public policy favors preserving the delicate balance
that the SEC, after public comments and deliberation, struck with re-
spect to internal reporting.83

This result would be consistent not only with congressional and
administrative intent, but also with prior case law recognizing as un-
enforceable contractual provisions that burden, but do not completely
bar, communications with the SEC.84 For example, in SEC v. Lipson,
an Illinois district court refused to enforce a provision that would
have limited the extent to which employees could communicate with
the SEC without a subpoena, reasoning that

Neither the fact that [the] SEC remains free to subpoena the signa-
tories to the agreement with Mr. Lipson, nor the possibility that the
language of the agreement might be construed narrowly by the sig-
natories to permit informal discussions with SEC personnel on cer-
tain topics, satisfies this court that the challenged provisions are
harmless.85

As in Lipson, the question is not whether employees might still be
able to communicate with the SEC despite their contractual restric-
tions, but instead whether those restrictions threaten material harm
to the SEC’s investigative abilities. Here, as in Lipson, the answer is
that they do, and therefore should not be enforceable.

B. CONTRACTS REQUIRING RELINQUISHMENT OF A DODD-FRANK REWARD

Equally common, and equally troubling, are contractual provi-
sions that preserve employees’ right to report possible securities viola-
tions to the SEC, but mandate that the employee waive, decline, or
agree not to seek a monetary award. Such a provision might state,
for example, “[n]othing in this agreement is intended to prevent Em-
ployee from communicating or cooperating with a government agency,
except Employee agrees that Employee will not be entitled to any in-
dividual monetary payment or relief resulting from any administra-
tive claim or investigative proceeding.”

Some employers may argue that such provisions are voluntary
waivers of a statutory right, which courts typically permit unless ex-
pressly prohibited by statute. Thus, these employers would contend,
the provision is exempt from analysis under Town of Newton.86 Em-
ployers are likely to point to the fact that, while Dodd-Frank amended
SOX to include such an express prohibition on statutory waivers, it

83. See generally ADOPTING RELEASE, supra note 6.
84. See SEC v. Lipson, No. 97 C 2661, 1997 WL 801712, at *2 (N.D. Ill. Oct. 28,

1997).
85. Id.
86. See United States v. Mezzanatto, 513 U.S. 196, 201 (1995) (“[A]bsent some af-

firmative indication of Congress’ intent to preclude waiver, we have presumed that stat-
utory provisions are subject to waiver by voluntary agreement of the parties.”).
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included no such prohibition with respect to Dodd-Frank’s own
whistleblower provisions.87 In the face of the Sarbanes-Oxley amend-
ment, employers may argue that congressional silence about waiver in
Dodd-Frank whistleblower provisions implies that Congress intention-
ally permitted employees to waive their bounty right.

However, the Supreme Court has noted that the absence of an
anti-waiver provision is not dispositive when “legislative policy
would be thwarted by permitting” contractual waivers of statutory
rights.88 The Court has applied a similar public policy test as described
in Part III.A, supra, by voiding a contractual waiver provision when it
was “inconsistent with the provision creating the right sought to be se-
cured.”89 Thus, whether an agreement to relinquish a Dodd-Frank
award is viewed as a waiver of a statutory right or a standard contract
under Town of Newton, the relevant question remains the same: would
enforcement of the agreement impermissibly undercut the public pol-
icy goals of the relevant statute?

Employers are likely to contend that the answer is no because
such provisions allow whistleblowers to communicate with the SEC
on a voluntary and anonymous basis. The employee does not face
any punishment or penalty for whistleblowing; the employee simply
cannot receive an award for doing so. Employers are also likely to
argue that the potential harm to the SEC is low because the Commis-
sion retains its traditional investigative tools, including the ability to
speak to witnesses without a subpoena.

In support of this argument, employers may analogize agreements
waiving Dodd-Frank awards to similar provisions used in employment
severance or settlement agreements. These typically permit an em-
ployee to file a discrimination claim with the EEOC but not to obtain
personal damages or other monetary relief. In other words, employees
could notify the EEOC of possible discrimination, allowing the EEOC
to investigate potentially systemic or continuing discrimination, but
would release individual claims to relief.

Although certain EEOC offices are beginning to challenge
such provisions,90 they have so far been routinely enforced by

87. See 18 U.S.C. § 1514A(e)(1) (2012) (“The rights and remedies provided for in
[SOX] may not be waived by any agreement, policy form, or condition of employment.”).

88. Brooklyn Sav. Bank v. O’Neil, 324 U.S. 697, 713 (1945).
89. New York v. Hill, 528 U.S. 110, 116 (2000); see also Brooklyn Sav. Bank, 324

U.S. at 704 (in determining that the right to liquidated damages under the Fair Labor
Standards Act is not waivable, the Court noted: “Where a private right is granted in
the public interest to effectuate a legislative policy, waiver of a right so charged or col-
ored with the public interest will not be allowed where it would thwart the legislative
policy which it was designed to effectuate.”).

90. See, e.g., Complaint, EEOC v. CVS Pharmacy, Inc., No. 14-cv-863, 2014 WL
540344 (N.D. Ill. Feb. 7, 2014); Complaint, EEOC v. Baker & Taylor, Inc., No. 13-cv-
03729 (N.D. Ill. May 20, 2013).
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courts.91 The Supreme Court considered a similar issue in EEOC v.
Waffle House92—whether an arbitration agreement can prevent the
EEOC from litigating on an employee’s behalf in court—and concluded
that the EEOC could bring claims in court despite the employee’s ar-
bitration agreement, but that “[the employee’s] conduct may have
the effect of limiting the relief that the EEOC may obtain.”93 Employ-
ers are likely to argue that the same rule should apply in the Dodd-
Frank context; that is, that agreements may not validly waive employ-
ees’ rights to make a Dodd-Frank disclosure, but they may waive em-
ployees’ rights to benefit personally from that disclosure.

This comparison, while superficially appealing, ignores the sub-
stantial differences between the public policy goals of Title VII and
Dodd-Frank, and the two statutes’ enforcement schemes. The EEOC
enforces antidiscrimination laws by investigating claims of alleged dis-
crimination victims, who may prosecute their claims directly by inter-
vening in an EEOC action or, when the EEOC declines to bring an
action, by filing their own private lawsuits.94 Damages obtained by
an employee in an EEOC action are based primarily on the EEOC’s
vindication of the employee’s own rights.95 Therefore, failing to enforce
the waiver in an EEOC action would typically result in a double recov-
ery for the employee, who would receive both the consideration given
for the waiver and the damages from the EEOC action.96 As the Su-
preme Court has made clear, “courts can and should preclude double
recovery by an individual.”97

The same logic does not apply to Dodd-Frank’s unique statutory
scheme, in which the SEC is not seeking to vindicate the personal
rights of a whistleblower—who may not have suffered any injury as
a result of the reported securities violations—but is instead bringing

91. See, e.g., EEOC v. Cosmair, Inc., L’Oreal Hair Care Div., 821 F.2d 1085, 1091
(5th Cir. 1987) (“[A]lthough an employee cannot waive the right to file a charge with
the EEOC, the employee can waive not only the right to recover in his or her own lawsuit
but also the right to recover in a suit brought by the EEOC on the employee’s behalf.”);
EEOC v. Goodyear Aerospace Corp., 813 F.2d 1539, 1543 (9th Cir. 1987); EQUAL EMP’T OP-

PORTUNITY COMM’N, ENFORCEMENT GUIDANCE ON NON-WAIVABLE EMPLOYEE RIGHTS UNDER

EQUAL EMPLOYMENT OPPORTUNITY COMM’N (EEOC) ENFORCED STATUTES (Apr. 10, 1997),
available at http://www.eeoc.gov/policy/docs/waiver.html (“[T]he Commission notes that
even though an individual who has signed a waiver agreement or otherwise settled a
claim subsequently files a charge with the Commission based on the same claim, the em-
ployer will be shielded against any further recovery by the charging party . . . .”).

92. 534 U.S. 279 (2002).
93. Id. at 296 (citations omitted).
94. See generally 42 U.S.C. § 2000e et al. (2012).
95. Id.
96. See Waffle House, 534 U.S. at 297; Goodyear Aerospace Corp., 813 F.2d at 1543

(while injunctive relief against employer would serve the public good, any back pay
awarded to EEOC would “go directly to [the employee]” and is therefore not recoverable
if previously waived).

97. Waffle House, 534 U.S. at 297.
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claims on behalf of the government, for the ultimate benefit of inves-
tors. Typically, the whistleblower only has the right to seek a Dodd-
Frank award, which compensates the whistleblower for information,
not injury. Therefore, a whistleblower award cannot be duplicative of
the consideration that an employee may have received from the em-
ployer in exchange for a release of the claims that the employee
could have brought directly against the employer.98

Given these distinctions, the enforceability of Dodd-Frank award
waivers should not rest on EEOC precedent. Instead, a more apt,
though still imperfect, analogy for the SEC whistleblower program is
the qui tam regime of the False Claims Act99 (FCA). The FCA resem-
bles Dodd-Frank by providing a reward for whistleblowers who report
employer misconduct100 and by involving claims in which the injury
being vindicated also belongs to the government rather than the
whistleblower.101 Unlike Dodd-Frank, though, FCA whistleblowers,
or “relators,” bring these claims by filing their own lawsuit against
the company, in which the government may or may not intervene.102

FCA waiver cases typically arise when an employee signs an agree-
ment releasing all claims against an employer, and then subsequently
files an FCA complaint.103

Consistent with Town of Newton104 and Lipson,105 courts assessing
the enforceability of FCA waivers have sought to balance the “public in-
terest in having information brought forward that the government
could not otherwise obtain” with the public interest in “encouraging
parties to settle disputes.”106 Significantly, courts have recognized

98. This rationale would also prevent an employer from suing a whistleblower
under a more general release of claims against the employer. Because the SEC award
is not based on any whistleblower claim against the employer, it should not be included
in a general release.

99. 31 U.S.C. §§ 3729–3733 (2012).
100. See id. § 3730(d).
101. See id. §§ 3729–3733. See also Geoffrey Christopher Rapp, Mutiny on the

Bounties? The Attempt to Reform Wall Street by the New Whistleblower Provisions of
the Dodd-Frank Act, 2012 BYU L. REV. 73, 76–77 (2012) (“Dodd-Frank drew some of
its inspiration from the False Claims Act,” but Dodd-Frank is inferior because it does
not adopt the qui tam aspect of the FCA that allows “whistleblowers to litigate cases in-
dependently from federal action”) (emphasis added); id. at 132–43 (differences between
the reward programs of the False Claims Act and Dodd-Frank).

102. 31 U.S.C. § 3730(b) (2012).
103. See, e.g., United States ex rel. Radcliffe v. Purdue Pharma L.P., 600 F.3d 319,

329 (4th Cir. 2010); United States ex rel. Ritchie v. Lockheed Martin Corp., 558 F.3d
1161, 1168–69 (10th Cir. 2009); United States ex rel. Gebert v. Transp. Admin. Servs.,
260 F.3d 909, 916 (8th Cir. 2001); United States ex rel. Hall v. Teledyne Wah Chang Al-
bany, 104 F.3d 230, 231–33 (9th Cir. 1997); United States ex rel. Green v. Northrop Corp.,
59 F.3d 953, 966 (9th Cir. 1995); United States ex rel. Nowak v. Medtronic, Inc., 806
F. Supp. 2d 310, 336–37 (D. Mass. 2011).

104. 480 U.S. 386 (1987).
105. No. 97 C 2661, 1997 WL 801712 (N.D. Ill. Oct. 28, 1997).
106. Hall, 104 F.3d at 233.
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that the dispositive question here is not whether an employee could still
have the right to blow the whistle if the damage waiver or release were
enforced, but whether enforcement of the waiver would substantially
reduce the efficacy of the statute’s incentive structure.107 As the
Ninth Circuit noted in United States ex rel. Green v. Northrop Corp.:

[A]lthough, as Appellees maintain, enforcing the Release at issue in
this case would not prohibit a relator from coming forward with in-
formation concerning Appellees’ alleged misconduct, our analysis of
the structure and purposes of the Act demonstrates that this consid-
eration is not dispositive. If the qui tam provisions never had been
enacted, presumably whistleblowers still could come forward. The
Act reflects Congress’s judgment that incentives to file suit were nec-
essary for the government to learn of the fraud or to spur govern-
ment authorities into action; permitting a prefiling release when
the government has neither been informed of, nor consented to,
the release would undermine this incentive, and therefore, frustrate
one of the central objectives of the Act.108

Under Green and its progeny, a waiver of an incentive award would be
invalid if it frustrated a statute’s central objectives.

As Green reflects, courts applying this reasoning in FCA waiver
cases have typically refused to enforce prefiling releases when the gov-
ernment was unaware of the alleged misconduct until the relator filed
the claim, on the theory that enforcing such releases would limit the gov-
ernment’s ability to detect wrongdoing. On the other hand, some courts
have agreed to enforce FCA waivers when the government was already
aware of the alleged misconduct before the filing of the complaint be-
cause “the public interest in having information brought forward that
the government could not otherwise obtain [was] not implicated.”109

Applying this rationale to the Dodd-Frank context suggests that a
similar, but not identical, outcome should prevail. First, given the cen-
trality of monetary awards to the SEC Whistleblower Program, it
seems clear that the “central objectives” of Dodd-Frank’s whistle-
blower provisions would be substantially frustrated if courts enforced
award waivers executed when the SEC did not already know the un-
derlying information. As in the FCA context, enforcement of such
waivers would decrease willingness to report misconduct and decrease
the flow of potentially valuable information to the SEC. Indeed, one of
the key concerns behind the statute was that the SEC was not receiv-
ing or generating sufficient information about possible securities viola-

107. See United States ex rel. Head v. Kane Co., 668 F. Supp. 2d 146, 152 (D.D.C.
2009); United States ex rel. Grandeau v. Cancer Treatment Ctrs. of Am., 350 F. Supp. 2d
765, 773 (N.D. Ill. 2004); X Corp. v. Doe, 805 F. Supp. 1298, 1310 n.24 (E.D. Va. 1992).

108. Green, 59 F.3d at 965.
109. United States ex rel. Radcliffe v. Purdue Pharma, L.P., 600 F.3d 319, 332 (4th

Cir. 2010) (citing Hall, 104 F.3d at 233).
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tions prior to Dodd-Frank.110 Significantly, allowing the waiver of
Dodd-Frank awards would not only dissuade employees subject to
the waiver from coming forward, but also decrease the SEC’s ability
to use awards to build program awareness, encourage others to come
forward,111 and deter future securities violations,112 all of which are
crucial programmatic interests of Dodd-Frank and the SEC whistle-
blower rules.

Unlike the prevailing FCA rule, however, applying this rationale
to the SEC Whistleblower Program suggests that Dodd-Frank waivers
should not be enforced even if they are executed after the SEC has
learned of the potential misconduct. First, there is a basic distinction
between the mechanics of Dodd-Frank and the FCA. In an FCA case,
the whistleblower brings a claim against the company in court and has
an opportunity to receive a share of any resulting settlement or judg-
ment. Thus, it makes more sense to allow for the private resolution of
claims between the relator and the company, provided that it does not
result in violations of law being concealed from the government. The
SEC whistleblower, on the other hand, has no direct claim against
the company and is not a party to enforcement actions. Likewise,
the SEC whistleblower award is not paid by the company in any
way, but instead is paid from a separate fund established by Con-
gress.113 Therefore, there is no actual dispute or claim between the
employee and the employer with respect to the award, and the public
interest in promoting settlement of disputes is simply not implicated.
It makes little public policy sense to allow employers to insert them-
selves into this award scheme, regardless of whether the SEC is
aware of the misconduct.

Moreover, a rule allowing the enforcement of waivers when the
SEC has independently learned of the misconduct rests on the incor-
rect assumption that subsequent whistleblower assistance will not
have significant investigative value to the SEC. In practice the SEC

110. See SEC. & EXCH. COMM’N, PROPOSED RULES FOR IMPLEMENTING THE WHISTLE-

BLOWER PROVISIONS OF SECTION 21F OF THE SECURITIES EXCHANGE ACT OF 1934, RELEASE

NO. 34-63237 (Nov. 17, 2010) (“More frequent reporting of high-quality information pro-
motes greater deterrence by enhancing the efficiency and effectiveness of the Commis-
sion’s enforcement program.”).

111. See 17 C.F.R. § 240.21F-6(a)(3)(ii) (2013) (a factor in any award amount deter-
mination is “[t]he degree to which an award encourages the submission of high quality
information from whistleblowers by appropriately rewarding whistleblowers’ submission
of significant information and assistance”).

112. See 15 U.S.C. § 78u-6(c)(1)(B)(III) (2012) (a factor in any award amount deter-
mination is “the programmatic interest of the Commission in deterring violations of the
securities laws by making awards to whistleblowers who provide information that lead[s]
to the successful enforcement of such laws”); 17 C.F.R. § 240.21F-6(a)(3) (“The Commis-
sion will assess its programmatic interest in deterring violations of the securities laws
by making awards to whistleblowers who provide information that leads to the successful
enforcement of such laws.”).

113. See U.S. SEC. & EXCH. COMM’N, 2013 ANNUAL REPORT, supra note 21, at 16.

De Facto Gag Clauses 107

ABA Journal of Labor & Employment Law, Volume 30, Number 1, Fall 2014. © 2014 by the American Bar Association.



WHISTLEBLOWER LAW SYMPOSIUM: QUI TAM, SEC, CFTC AND IRS WHISTLEBLOWER CLAIMS UPDATE

145 of 358

often obtains valuable information and assistance from whistleblowers
even after it has begun to investigate an alleged violation and the SEC
actively solicits follow-up complaints from whistleblowers who have al-
ready filed complaints.114 In fact, an important factor that may
increase the amount of a whistleblower’s award is the level of “[a]ssis-
tance provided by the whistleblower.”115 Enforcing waivers when the
SEC has already learned of the general misconduct would limit this
flow of potentially useful information and assistance, impeding a fed-
eral interest. Accordingly, a balancing of public policy interests dic-
tates that waivers of a Dodd-Frank whistleblower award should not
be enforced, regardless of when and how the SEC learns of the under-
lying securities violation.

C. USING CONFIDENTIALITY AGREEMENTS TO IMPEDE DODD-FRANK

WHISTLEBLOWING

In addition to contractual provisions that directly limit or condi-
tion an individual’s ability to report misconduct to government agen-
cies, or to receive personal benefits for doing so, many whistleblowers
also face more general confidentiality agreements, which could argu-
ably prohibit some communication with the SEC.116 Employment,
compliance, and separation agreements frequently include terms pro-
viding, for example, that “Employee shall not disclose, and represents
that Employee has not disclosed, any confidential company information
to any third party.” These agreements often define confidential infor-
mation broadly to encompass any information that employees learned
during the course of their employment at the company. These provi-
sions are particularly significant because they can be used by an em-
ployer to bring, or threaten to bring, a breach of contract claim against
a whistleblower seeking damages beyond the compensation that the
employee received in connection with the contract, a tactic now being
used against FCA whistleblowers with increasing frequency.117

114. As chief of the SEC’s Office of the Whistleblower, McKessy noted in an SEC
video for prospective whistleblowers, “People often call us to ask if they should submit
something, or submit an update, and we will almost always suggest that you submit
it. As I often tell people, you never know what information may be the last piece of a puz-
zle for an investigation.” SEC Office of the Whistleblower, What Happens to Tips (Tran-
script), available at http://www.sec.gov/about/offices/owb/owb-what-happens-to-tips.
shtml (last visited Sept. 28, 2014).

115. See 15 U.S.C. § 78u-6(c)(1)(B)(i)(II) (2012); 17 C.F.R. § 240-21F-6(a)(2) (2013).
116. Another similar and troubling practice, beyond the scope of this Article, is the

use of a broad confidentiality agreement that prevents employees from consulting inde-
pendent legal counsel, effectively eliminating their ability to file whistleblower com-
plaints anonymously in accordance with SEC rules.

117. See, e.g., Walsh v. Amerisource Bergen Corp., Civ. No. 11-7548, slip op. at 13
(E.D. Pa. June 16, 2014); see also Marissel Descalzo, Employers Fight Back Against
Whistleblowers, INSIDE COUNSEL (June 24, 2014), http://www.insidecounsel.com/2014/06/
24/employers-fight-back-against-whistleblowers; Ben James, 5 Questions to Ask Before
Suing over Whistleblower Theft, LAW360 (May 21, 2014), https://www.law360.com/articles/
533633/5-questions-to-ask-before-suing-over-whistleblower-theft; Jean F. Kuei & Michael
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These commonplace confidentiality provisions implicate impor-
tant interests on both sides. Employers have a strong interest in ob-
taining such agreements for legitimate employer concerns, such as
promoting research and innovation, protecting trade secrets and cor-
porate reputation, and facilitating communication between a principal
and its agents.118 For this reason, confidentiality agreements tailored
to protect legitimate interests are enforceable when they are not con-
trary to public policy.119

It is equally clear that strictly enforcing such confidentiality
agreements to prevent whistleblowers from reporting misconduct to
the SEC would abridge important law enforcement interests. This
would contravene Rule 21F-17, which expressly states that confidenti-
ality agreements may not be used to impede individuals from commu-
nicating with SEC staff.120 It would also be inconsistent with a long
line of cases prohibiting secrecy agreements purporting to restrict in-
dividuals from reporting violations of law.121 Courts have also held
that information about wrongdoing cannot be a trade secret warrant-
ing confidentiality protection.122

A more difficult question arises when an employer accepts the
whistleblower’s right to report misconduct but argues that the whistle-

R. Kleinmann, Health Care Employers Take Note: New Weapons Are Available When De-
fending False Claims Act Suits, FORBES (June 20, 2014), available at http://www.forbes.
com/sites/theemploymentbeat/2014/06/20/health-care-employers-take-note-new-weapons-
are-available-when-defending-false-claims-act-suits/.

118. See O’Day v. McDonnell Douglas Helicopter Co., 79 F.3d 756, 763 (9th Cir.
1996) (employer had “strong interest” in preventing employees from improperly taking
and disclosing to other co-workers confidential documents); Dworkin & Callahan,
supra note 33, at 174.

119. See, e.g., McGrane v. Reader’s Digest Ass’n, Inc., 822 F. Supp. 1044, 1046
(S.D.N.Y. 1993) (confidentiality agreements involving “matters of substantial concern
to the public” are distinct from “trade secrets or other legitimately confidential
information”).

120. Similarly, the Commission has stated “we wish to clarify that confidentiality
agreements or protective orders entered into in [Self-Regulatory Organization] arbitra-
tion or adjudicatory proceedings may not be used to prevent a party from reporting a pos-
sible securities law violation.” ADOPTING RELEASE, supra note 6, at 201 n.407.

121. See Chambers v. Capital Cities/ABC, 159 F.R.D. 441, 444 (S.D.N.Y. 1995) (“Ab-
sent possible extraordinary circumstances . . . , it is against public policy for parties to
agree not to reveal, at least in the limited contexts of depositions or pre-deposition inter-
views concerning litigation arising under federal law, facts relating to alleged or poten-
tial violations of . . . law.”); EEOC v. U.S. Steel Corp., 671 F. Supp. 351, 357 (E.D. Pa.
1987) (agreements restricting former employees revealing violations of law to EEOC
will “hinder[]” implementation of the “Congressionally mandated duty to enforce the pro-
visions” of federal statutes), overturned on other grounds, 921 F.2d 489 (3d Cir. 1990).

122. McGrane, 822 F. Supp. at 1051–52; id. at 1046 (“Courts are increasingly re-
luctant to enforce secrecy arrangements where matters of substantial concern to the
public—as distinct from trade secrets or other legitimately confidential information—
may be involved.”); id. at 1052 (“Disclosures of wrongdoing do not constitute revela-
tions of trade secrets which can be prohibited by agreements binding on former
employees.”).
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blower cannot take or use company documents that might support the
claim. In this situation, does the employee’s right to communicate with
the government justify the taking and sharing of these confidential
documents, or does the employer have a superior interest in maintain-
ing the confidentiality of its proprietary information? Courts have long
grappled with these questions in the FCA context,123 and are now be-
ginning to face them in the SEC whistleblower context.

Employers are likely to argue that the federal interest in SEC
whistleblowing cannot outweigh traditionally recognized property
and intellectual property rights, and are likely to characterize employ-
ees’ taking of documents for whistleblowing purposes as theft or con-
version.124 Employers may also note that, once the SEC is alerted to
wrongdoing, it can request or subpoena documents, reducing the
need for employees to take confidential documents.125 This argument
finds at least some support in existing case law, as some courts have
taken an anti-whistleblower stance even when employees took docu-
ments to support a disclosure of illegality to the government. A prom-
inent example is JDS Uniphase Corp. v. Jennings,126 in which an
employee defended his former employer’s claim for a breach of a con-
fidentiality agreement by claiming that the agreement was unenforce-
able in violation of the public policy in favor of whistleblowing.127

123. See Zahodnick v. Int’l Bus. Mach. Corp., 135 F.3d 911, 914–15 (4th Cir. 1997);
Siebert v. Gene Sec. Network, No. 11-cv-01987-JST, slip op. at 11–13 (N.D. Cal. Oct. 16,
2013); United States ex rel. Wildhirt v. AARS Forever, Inc., No. 1:09-cv-01215, slip op. at
9 (N.D. Ill. Sept. 19, 2013); United States ex rel. Ruhe v. Masimo Corp., 929 F. Supp. 2d
1033, 1039 (C.D. Cal. 2012); Glynn v. Impact Sci. & Tech., Inc., 807 F. Supp. 2d 391, 423–
24 (D. Md. 2011), aff ’d, 710 F.3d 209, 214–18 (4th Cir. 2013); United States ex rel. Head v.
Kane Co., 668 F. Supp. 2d 146, 152 (D.D.C. 2009); United States ex rel. Grandeau v. Can-
cer Treatment Ctrs. of Am., 350 F. Supp. 2d 765, 773 (N.D. Ill. 2004); X Corp. v. Doe, 805
F. Supp. 1298 n.24 (E.D. Va. 1992). For a good discussion of FCA case law examining the
enforceability of confidentiality agreements, see Joel D. Hesch, The False Claims Act
Creates a “Zone of Protection” That Bars Suits Against Employees Who Report Fraud
Against the Government, 62 DRAKE L. REV. 361, 395–404 (2014).

124. See, e.g., Ruhe, 929 F. Supp. 2d at 1038 (company claimed that the relator cop-
ied confidential documents and transmitted them to the government in violation of rela-
tor’s nondisclosure agreement); Head, 668 F. Supp. 2d at 150 (D.D.C. 2009) (suit by for-
mer employer against a False Claims Act relator for fraud, libel, tortious interference
with contract, and other associated claims arising from relator’s disclosure of confiden-
tial employer documents to the government, in violation of the relator’s nondisclosure
agreement).

125. See, e.g., Securities and Exchange Act of 1934, § 17(b), 15 U.S.C. § 78q-1(b)
(2012).

126. 473 F. Supp. 2d 697 (E.D. Va. 2007).
127. See id. at 701–02. Pursuant to the agreement’s choice of law provision, the

court analyzed this claim under California law, which has a provision that asserts a “gen-
eralized declaration of public policy in favor of whistle-blowing.” Id. at 701. However, the
court also noted that “Sarbanes-Oxley is itself an embodiment of a federal policy encour-
aging whistleblowers to come forward, and the effect of the California declaration, if any,
is to encourage liberal construction of whistleblower statutes by California courts or
other courts applying California law.” Id. at 701 n.5.
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Specifically, the employee argued that he needed to take proprietary
documents “to function as an effective Sarbanes-Oxley whistle-
blower.”128 In rejecting this argument, the court concluded that a
pro-whistleblower public policy cannot “authorize disgruntled employ-
ees to pilfer a wheelbarrow full of an employer’s proprietary docu-
ments in violation of their contract merely because it might help
them blow the whistle on an employer’s violations of law, real or imag-
ined.”129 The court pointedly concluded that “Sarbanes-Oxley is not a
license to steal documents and break contracts.”130

Many other courts, however, take a more nuanced approach, fo-
cusing on the nexus between the confidential documents in question
and the misconduct alleged by the whistleblower. These courts have
often found that an employer can bring a breach-of-contract claim
against the employee, or successfully repel a retaliation claim by the
employee, based on a confidentiality agreement if the purportedly con-
fidential documents or materials taken by the employee bear little re-
lationship to the reported violation. For example, in Cafasso, U.S. ex
rel. v. General Dynamics C4 Sys., Inc.,131 an FCA relator argued that
the court should adopt a public policy exception to enforcement of
her confidentiality agreement.132 The court determined that, even if
it adopted such an exception, the exception would not protect the rela-
tor because of her “vast and indiscriminate appropriation” of the
employer’s files.133 The relator had copied approximately “eleven giga-
bytes of data—tens of thousands of pages,” with little understanding
or limitation on her choice of documents to take:

She decided which [employer] documents to copy by browsing
through folders related to technology and technology development,
and, she testified, “if I saw something that I thought actually could
apply and should be investigated, I just grabbed the whole folder”
(emphasis added). Further, she scanned only file names and “did
not look at any individual documents at all.” Swept up in this unse-
lective taking of documents were attorney-client privileged commu-
nications, trade secrets belonging to [her employer] and other
contractors, internal research and development information, sensi-
tive government information, and at least one patent application
that the Patent Office had placed under a secrecy order.134

The Ninth Circuit concluded that any employee asserting a public pol-
icy exception to a breach of confidentiality agreement claim must

128. Id. at 702.
129. Id.
130. Id. at 703.
131. 637 F.3d 1047 (9th Cir. 2011).
132. See id. at 1061–62.
133. See id. at 1062.
134. Id.
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make a “particularized showing” that the “removal of the documents
was reasonably necessary to pursue an FCA claim.”135

When the relationship between the documents in dispute and the
reported wrongdoing is close, courts typically will refuse to enforce the
confidentiality provisions on public policy grounds.136 For example,
courts have repeatedly found that an FCA relator’s taking of docu-
ments is not actionable if those documents could be used as evidence
at trial or are “relevant to the alleged fraud” because the FCA reflects
a “strong public policy in favor of protecting whistleblowers who report
fraud against the government.”137 Otherwise, “[e]nforcing a private

135. Id. The Ninth Circuit did not rule out such an exception, but clearly limited
its use:

The need to facilitate valid claims does not justify the wholesale stripping of a
company’s confidential documents. Although courts perhaps should consider
in particular instances for particular documents whether confidentiality pol-
icies must give way to the needs of FCA litigation for the public’s interest, Ca-
fasso’s grabbing of tens of thousands of documents here is overbroad and un-
reasonable, and cannot be sustained by reference to a public policy exception.

Id.; see also Walsh v. Amerisource Bergen Corp., Civ. No. 11-7548, slip op. at 13 (E.D. Pa.
June 16, 2014) (refusing to dismiss a counterclaim for breach of confidentiality agree-
ment because it was too early to tell whether “the entirety” of the documents taken by
the whistleblower were necessary for his FCA claim); Siebert v. Gene Sec. Network,
Inc., 11-CV-01987-JST, slip op. at 13 (N.D. Cal. Oct. 16, 2013) (“The Court agrees that
any alleged obligation by Siebert not to retain or disclose the confidential documents
that form the basis of this action is unenforceable as a matter of public policy because
it would frustrate Congress’ purpose in enacting the False Claims Act. . . . But the
Court cannot now conclude that the counterclaim in its entirety should be dismissed, be-
cause it is possible that Siebert also took confidential documents that bore no relation to
his False Claims Act claim.”); United States ex rel. Wildhirt v. AARS Forever, Inc., No.
1:09-cv-01215, slip op. at 6 (N.D. Ill. Sept. 19, 2013) (refusing to dismiss a counterclaim
based on a confidentiality agreement when it was alleged that the relator took docu-
ments “with no intention of using” them in the qui tam suit and when the relator’s dis-
closure went beyond what was necessary for the suit).

136. See, e.g., Siebert, 2013 WL 5645309, slip op. at 13 (“[A]ny alleged obligation by
Siebert not to retain or disclose the confidential documents that form the basis of this
action is unenforceable as a matter of public policy because it would frustrate Congress’
purpose in enacting the False Claims Act—namely, the public policy in favor of providing
incentives for whistleblowers to come forward, file FCA suits, and aid the government in
its investigation efforts,” but holding that a breach of contract claim may still be appro-
priate if the relator took confidential documents that “bore no relation” to his FCA
claim); United States ex rel. Ruhe v. Masimo Corp., 929 F. Supp. 2d 1033, 1039 (C.D.
Cal. 2012) (“Relators sought to expose a fraud against the government and limited
their taking to documents relevant to the alleged fraud. Thus, this taking and publica-
tion was not wrongful, even in light of nondisclosure agreements, given ‘the strong public
policy in favor of protecting whistleblowers who report fraud against the government.’ ”)
(quotingUnited States ex rel. Grandeau v. Cancer Treatment Ctrs. of Am., 350 F. Supp. 2d
765, 773 (N.D. Ill. 2004) (relator exempt from liability for breach of confidentiality agree-
ment for disclosure to government of documents showing employer engaged in fraudu-
lent healthcare billing)); United States ex rel. Head v. Kane Co., 668 F. Supp. 2d 146,
152 (D.D.C. 2009); X Corp. v. Doe, 805 F. Supp. 1298, 1310 n.24 (E.D. Va. 1992) (a confi-
dentiality agreement would be void as against public policy if, when enforced, it would
prevent “disclosure of evidence of a fraud on the government”).

137. Siebert, 11-CV-01987-JST, slip op. at 12; see also Ruhe, 929 F. Supp. 2d at
1039; Grandeau, 350 F. Supp. 2d at 773.
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agreement that requires a qui tam plaintiff to turn over his or her copy
of a document, which is likely to be needed as evidence at trial, to the
defendant who is under investigation would unduly frustrate the pur-
pose” of the FCA.138

A similar rule prevails in the Sarbanes-Oxley context, in which
courts also recognize that the federal interest in whistleblowing can
trump employers’ otherwise legitimate desire to protect confidential doc-
uments when there is a reasonable connection between the documents
and the alleged securities violation.139 For example, one court stated:
“[T]he statute demonstrates the public policy in favor of allowing even
current employees to assist in securities fraud investigations. It certainly
does not establish a public policy in favor of allowing employers to muz-
zle their employees with overbroad confidentiality agreements.”140

Even more specifically, the DOL’s ARB, which hears appeals of
Sarbanes-Oxley whistleblower retaliation claims, has indicated that
employees should be able to take and share documents related to po-
tential misconduct, despite the existence of a confidentiality agree-
ment, if those documents represent “the kind of ‘original information’
that Congress intended be protected under either the Internal Reve-
nue Service [(IRS)] or SEC whistleblower programs.”141 In Vannoy v.
Celanese Corp., an employee complained internally about his employ-
er’s financial practices, and then reported the practices to the IRS
under the Agency’s whistleblower reward program.142 As part of the
IRS complaint, the employee attached numerous proprietary and con-
fidential company documents in violation of the company’s general
confidentiality agreement.143 The employee filed a Sarbanes-Oxley re-
taliation claim after the employer terminated his employment.144

Initially, a DOL administrative law judge (ALJ) rejected the em-
ployee’s claim, finding that the company properly discharged the
employee for, among other things, copying confidential documents in
violation of his confidentiality agreement.145 The ALJ also rejected
the employee’s argument that he had an “informer’s privilege” to use
the company’s confidential documents when reporting wrongdoing, as-
serting that “SOX allows for the reporting of violations but not for ille-
gally obtaining documents.”146 On appeal, however, the ARB concluded

138. Head, 668 F. Supp. 2d at 152.
139. In re JDS Uniphase Corp. Secs. Litig., 238 F. Supp. 2d 1127, 1136 (N.D. Cal.

2002).
140. Id.
141. Vannoy v. Celanese Corp., ARB No. 09-118, slip op. at 17 (Sept. 28, 2011).
142. See id. at 4, 6.
143. Id. at 6.
144. Id. at 2.
145. Id. at 20–21.
146. Id. at 22 (citing JDS Uniphase Corp. v. Jennings, 473 F. Supp. 2d 697 (D. Va.

2007)).
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that the confidentiality agreement did not necessarily prohibit the em-
ployee from providing documents to the government, even though they
contained sensitive data such as social security numbers.147

The ARB noted the difficulty of resolving the “clear tension be-
tween a company’s legitimate business policies protecting confidential
information and the whistleblower bounty programs” and looked to the
public policy supporting the bounty programs to resolve the tension.148

The ARB asserted that Congress created the IRS and Dodd-Frank
programs:

to encourage whistleblowers to disclose confidential company infor-
mation in furtherance of enforcement of tax and securities laws. Pas-
sage of these bounty provisions demonstrate that Congress intended
to encourage federal agencies to seek out and investigate indepen-
dently procured, non-public information from whistleblowers such
as Vannoy to eliminate abuses in the tax realm under the IRS
Whistleblower program and now in the securities realm with the
SEC Whistleblower program . . . . [T]he Dodd-Frank Act established
the SEC Investor Protection Fund, which is to be used to pay whistle-
blower claims and is funded with monetary sanctions that the SEC
collects in a judicial or administrative action, or through certain dis-
gorgements under the Sarbanes-Oxley Act of 2002. Similar to the
IRS Whistleblower bounty program that Vannoy pursued, Section
21F(b) of the Dodd-Frank Act provides that the SEC “shall pay” a
whistleblower who voluntarily provides original information to the
SEC that leads to the successful enforcement of a covered judicial
or administrative action and results in certain monetary sanctions.

. . .

. . . Under the terms of the SEC whistleblower bounty program, Con-
gress anticipated that the whistleblower would provide indepen-
dently garnered, insider information that would be valuable to the
SEC in its investigation.149

Ultimately, the ARB remanded the case to the ALJ, noting that, in
light of these public policy interests, “the crucial question for the ALJ
to resolve . . . is whether the information [the employee] procured from
the company is the kind of ‘original information’ that Congress in-
tended be protected under either the IRS or SEC whistleblower pro-
grams, and whether . . . the transfer of information was protected
activity.”150

Vannoy offers a guiding principle that documents may be lawfully
taken by an employee, notwithstanding a confidentiality agreement, if
those documents reasonably support or relate to a whistleblower com-
plaint that is required, protected, or encouraged by federal or state law
because the government has a compelling interest in receiving the doc-

147. See id. at 8.
148. Id. at 16.
149. Id.
150. Id. at 17.
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uments. Conversely, documents with no reasonably ascertainable
relevance to a possible securities violation would be subject to the ap-
plicable confidentiality agreement.

As the ARB’s discussion of Dodd-Frank in Vannoy suggests, there
is good reason to extend this guiding principle to the SEC Whistle-
blower Program because it comports fully with the public policy
aims of the statute. Relevant documents taken from an employer not
only can provide potentially valuable evidence of a possible securities
violation, but also can help the SEC confirm the veracity of the
whistleblower’s information and better distinguish between tips that
warrant significant attention and those that do not. This is a critical
function because the SEC received over 3,200 tips through the SEC
Whistleblower Program in fiscal year 2013 alone,151 and receives
tens of thousands of other tips and referrals through other means,
such as investor complaints.152 Similarly, background documents
such as organizational charts, compliance policies, and descriptions
of relevant internal systems can save investigative time and resources
by helping the SEC understand the facts of a case more quickly.153 In-
deed, the SEC expects whistleblowers to provide documentary sup-
port. The SEC’s “Tips, Complaints and Referrals” form (Form TCR)
specifically asks the whistleblower to “[d]escribe all supporting mate-
rials in the complainant’s possession . . .” and to “[i]dentify with partic-
ularity any documents or other information in your submission that
you believe could reasonably be expected to reveal your identity.”154

These questions would make little sense if the SEC did not expect
whistleblowers to include relevant documents in their submissions.

Finally, while employers would obviously like to avoid SEC scru-
tiny, the disclosure of documents to the SEC poses relatively little
risk of harm to employers who have not engaged in wrongdoing.
SEC policy mandates that all investigations—and all documents pro-
duced therein—must be kept confidential and nonpublic until the fil-
ing of a complaint or administrative order, giving employers a high
level of assurance that any confidential documents will not be leaked

151. U.S. SEC. & EXCH. COMM’N., 2013 ANNUAL REPORT, supra note 21.
152. As the SEC’s Enforcement Manual indicates, the SEC cannot allocate the

same level of resources to each tip and investigation, and instead must rank investiga-
tions based on a number of factors, including the scope of the misconduct and investor
harm. U.S. SEC. & EXCH. COMM’N., ENFORCEMENT MANUAL § 2.1.1 (2013) (“Devoting appro-
priate resources to investigations that are more significant will help ensure high quality
investigations and maximize desired program outcomes.”).

153. The ability to gain early access to documents is particularly significant be-
cause the SEC cannot subpoena documents without a formal order of investigation,
which itself typically requires investigating attorneys to have some evidence that a se-
curities violation is occurring or has occurred. See id. § 2.3.4.

154. U.S. SEC. & EXCH. COMM’N, FORM TCR, available at http://www.sec.gov/about/
forms/formtcr.pdf.
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to the public or third parties.155 In this way, SEC investigations offer
greater confidentiality protections to employers than an FCA suit, in
which relators may choose to attach supporting documents to public
filings.156

A rule that allows whistleblowers to provide the SEC with docu-
ments relevant to understanding and investigating a possible securi-
ties violation strikes an appropriate balance between employers’
legitimate interests in confidentiality and data security, while ensuring
that the SEC retains access to potentially valuable sources of evidence
and supporting background information. While employers and employ-
ees may disagree about whether certain documents are relevant to a
possible securities violation, this rule also has the benefit of being rel-
atively easy to understand and intuitive, reducing the risk that
whistleblowers will inadvertently expose themselves to personal liabil-
ity while making a good-faith effort to report possible misconduct.

IV. Practical Steps to Reduce the Risks Posed by
Agreements Restricting Whistleblowing

This analysis of the three types of de facto gag clauses indicates
that courts will, and should, refuse to enforce agreements that would
significantly threaten the flow of potentially actionable information
and documents about possible securities violations from whistleblowers
to the SEC. If our prediction is correct, and courts do strike down such
contractual clauses, they will become less common over time. In the
meantime, even if courts refuse to enforce de facto gag clauses, the in-
clusion of such provisions in agreements continues to pose a danger to
the SEC Whistleblower Program. Many individuals, particularly those
who are unrepresented, may not understand that such provisions could
be challenged, and may decide to forgo reporting as a result. Other po-
tential whistleblowers may recognize that such provisions are likely
unenforceable but decide that staying silent is preferable to acting as
a “test case” and risking personal liability by blowing the whistle. Em-
ployees may also reasonably fear that challenging such provisions will
flag them as a potential whistleblower, leading to retaliation. The wide-
spread use of such agreements poses risks for employers, too, who may
reflexively seek the broadest confidentiality and release provisions pos-
sible without recognizing the law’s substantial limitations.

155. ADOPTING RELEASE, supra note 6, at 126. Additionally, employers producing
documents to the SEC can request confidentiality for those documents under the
SEC’s Freedom of Information Act procedures. See 17 C.F.R. § 200.83 (2014).

156. The FCA provides that relators must first file their complaints under seal to
give the government an opportunity to investigate. See 31 U.S.C. § 3730(b)(2) (2012). Un-
less the government seeks an extension, however, the complaint may be unsealed after
sixty days. Id.

116 30 ABA JOURNAL OF LABOR & EMPLOYMENT LAW 87 (2014)
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Accordingly, our analysis suggests that the key stakeholders—
employers, employees, and the SEC—should each take steps now to re-
duce the risks associated with these agreements. First, employers and
their counsel should be aware that agreements that impede employees
from reporting misconduct to the SEC or other government authorities
may backfire. Although such agreements may dissuade some employ-
ees from reporting misconduct, other employees may challenge these
provisions, resulting in uncertainty and added employer litigation
costs. In such cases, employers may find that bargained-for contrac-
tual provisions are unenforceable, upsetting settled expectations.157

In addition to losing the benefit of their bargain, employers and
their counsel may face substantial liability or sanctions for drafting
agreements that purport to limit or condition communications with
the SEC. Such agreements may put employers and their counsel in
the SEC’s crosshairs for violating Rule 21F-17 or federal and state
statutes prohibiting compounding and obstruction of justice.158 Such
agreements also may subject employers’ counsel to professional sanc-
tions under Rule 3.4(f ) of the Model Rules of Professional Conduct,
which, with limited exceptions, states that attorneys shall not “request
a person other than a client to refrain from voluntarily giving relevant
information to another party.”159

Even if the SEC does not act, employees may be able to bring
Sarbanes-Oxley or Dodd-Frank retaliation claims against employers
based upon an employment-related agreement that purports to limit
or condition their ability to communicate with the SEC, on the theory
that they have suffered an adverse employment action as a result of try-
ing to exercise or preserve statutory rights.160 Courts have previously
allowed similar retaliation claims under other statutes where (1) the
employee engaged in protected whistleblowing conduct prior to receiv-
ing the problematic agreement161 or (2) the employee did not engage in
prior protected conduct, but the employer either “(i) attempt[ed] to

157. Employers should also be aware that anonymity provisions discussed above
make it possible that employers may never learn when and if an employee has breached
an agreement by, for example, accepting a whistleblower award.

158. As Professor Bauer points out in an article exploring the ethical implications
of evidence-suppressing settlements, it is unlikely that a settlement prohibiting volun-
tary disclosures would be deemed criminal conduct, especially if it includes a carve-
out for disclosures pursuant to subpoena or court order. See Jon Bauer, Buying Witness
Silence: Evidence-Suppressing Settlements and Lawyers’ Ethics, 87 OR. L. REV. 481, 506
(2008). Nevertheless, there is a risk that the SEC or a federal prosecutor might draw in-
ferences from an agreement that aims to deter whistleblowing to the SEC. See id.

159. MODEL RULES OF PROF’L CONDUCT R. 3.4(f ) (1983). For a detailed discussion of
Model Rule 3.4(f ), see Bauer, supra note 158, at 506.

160. See 18 U.S.C. § 1514A (2012) (Sarbanes-Oxley); 15 U.S.C. § 78u-6(h) (2012)
(Dodd-Frank).

161. Conn. Light & Power Co. v. Sec’y of U.S. Dep’t of Labor, 85 F.3d 89 (2d Cir.
1996).
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enforce the agreement against an employee who signed the agreement
but nevertheless files or participates in an EEOC charge, or (ii) with[e]ld
benefits already promised or owed from an employee who refuses to
sign the agreement.”162 An agreement that the employer intended to
use as a shield from liability may become a sword in the hands of a so-
phisticated employee-side attorney. Thus, employers and their counsel
should take proactive steps to ensure that their agreements do not di-
rectly or indirectly impede their employees’ ability to report misconduct
to the government.

For their part, employees and their counsel should educate them-
selves about the legal ramifications of these provisions and take a firm
stand against their enforceability and legality. In particular, employee-
side counsel should understand both the relevant law, including SEC
rules, ethical rules, and case law, and the available legal tools at
their disposal, including public policy arguments to defend a breach-
of-contract claim or bring a retaliation claim against the employer.
Counsel can then argue against the inclusion of such provisions during
negotiations or, if necessary, challenge their enforceability later. Like-
wise, employees and their counsel should seriously consider advising
the SEC if a company is using agreements to block individuals from
reporting possible securities violations, especially if the company is
under investigation by the SEC for other possible misconduct. The
SEC has expressed interest in receiving such information,163 and
reports can be made anonymously. Employees’ attorneys also should
inform clients about the potential risks of taking and disclosing
documents—including the risk of a claim against the employee—to en-
sure that employees do not expose themselves to personal liability by
indiscriminately taking documents that bear no reasonable relation-
ship to a possible securities violation.

Finally, and perhaps most importantly, we believe that govern-
ment agencies should take meaningful action to counter the chilling
effect of de facto gag clauses on whistleblowing. First, the SEC should
use its enforcement authority to sanction companies that run afoul of
Rule 21F-17, as Sean McKessy has already warned.164 In addition, the

162. EEOC v. Nucletron Corp., 563 F. Supp. 2d 592, 594 (D. Md. 2008).
163. Mahoney, supra note 25 (quoting McKessy as stating that “we are actively

looking for examples of confidentiality agreements, separat[ion] agreements, employee
agreements that . . . in substance say ‘as a prerequisite to get this benefit you agree
you’re not going to come to the Commission . . . .’ ”).

164. John A. Goldmark, SEC Warns In-House Counsel Against Using Incentives to
Deter External Whistleblowing, DAVIS WRIGHT TREMAINE LLP (Apr. 14, 2014), available at
http://www.dwt.com/SEC-Warns-In-House-Counsel-Against-Using-Incentives-to-Deter-
External-Whistleblowing-04-14-2014 (quoting McKessy as stating that companies
should “[b]e aware that this is something we are very concerned about. If you’re spend-
ing a lot of your time trying to come up with creative ways to get people out of our pro-
grams, I think you’re spending a lot of wasted time and you run the risk of running afoul
of our regulations.”).
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SEC could bring administrative actions against attorneys who require
employees to enter into impermissibly restrictive agreements and
could potentially suspend such attorneys from practicing before the
SEC.165

Moreover, we believe the SEC should amend Rule 21F-17 to pro-
vide additional guidance on the type of contractual provisions that
impede an individual from communicating with the SEC. Such guid-
ance should clarify that an attempt to condition payment of sever-
ance or any other benefit on any limitation to an employee participat-
ing in the SEC’s whistleblower reward program (such as losing the
ability to make an anonymous report or receive an award) violates
Rule 21F-17.166 In addition, an amended Rule 21F-17 could provide
examples of prohibited provisions, while also clarifying that the ex-
amples are not exclusive.167 Likewise, OSHA, which already reviews
certain settlement agreements in Sarbanes-Oxley cases to ensure
that they do not contain explicit gag clauses,168 should also modify
its existing settlement review policies to clarify that any provision
that bars or impedes participation in the SEC Whistleblower Pro-
gram is invalid.169

165. Under Rule 102(e)(1)(iii) of the SEC’s Rules of Practice, the SEC “may censure
a person or deny, temporarily or permanently, the privilege of appearing or practicing
before it in any way to any person who is found . . . to have willfully violated, or willfully
aided and abetted the violation of any provision of the Federal securities laws or the
rules and regulations thereunder.” SEC Rules of Practice, Rule 102(e)(1)(iii), 17 C.F.R.
§ 201.102(e)(1)(iii) (2013).

166. While this Article is focused on contractual provisions that deter SEC whistle-
blowing, such provisions also undermine the effectiveness of similar whistleblower re-
ward programs. Accordingly, the CFTC and IRS should consider issuing guidance bar-
ring these types of provisions. Furthermore, the General Services Administration
should consider amending the Federal Acquisition Regulations to bar these types of pro-
visions in any agreement between a government contractor and an employee of the
contractor.

167. For this reason, one of the authors of this Article, Jordan Thomas, along with
the nonprofit whistleblower advocacy organization Government Accountability Project,
has submitted a rule-making petition to the SEC seeking such an amendment to Rule
21F-17(a). See SEC File No. 4-676; SEC File No. 4-677 (July 18, 2014).

168. See OCCUPATIONAL SAFETY & HEALTH ADMIN., WHISTLEBLOWER INVESTIGATIONS

MANUAL 6–11 (2011) (“OSHA will not approve a ‘gag’ provision that restricts the com-
plainant’s ability to participate in investigations or testify in proceedings relating to
matters that arose during his or her employment. When such a provision is encountered,
the parties should be asked to remove it or to replace it with the following: ‘Nothing in
this Agreement is intended to or must prevent, impede or interfere with Complainant’s
providing truthful testimony and information in the course of an investigation or pro-
ceeding authorized by law and conducted by a government agency.’ ”).

169. For this reason, one of the authors of this Article, Jason Zuckerman, along
with the Government Accountability Project, has submitted a rule-making petition to
OSHA seeking such an amendment.

De Facto Gag Clauses 119

ABA Journal of Labor & Employment Law, Volume 30, Number 1, Fall 2014. © 2014 by the American Bar Association.



WHISTLEBLOWER LAW SYMPOSIUM: QUI TAM, SEC, CFTC AND IRS WHISTLEBLOWER CLAIMS UPDATE

157 of 358

Such guidance from the SEC and OSHA would provide additional
clarity for both employers and employees, and help protect the efficacy
of the SEC Whistleblower Program. If the SEC Whistleblower Pro-
gram is to fulfill its goal of better protecting investors, it must be al-
lowed to function as Congress intended, without being constrained
by private agreements. The public policy behind Dodd-Frank is too sig-
nificant to allow for any other result.
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W H I S T L E B L O W E R S

The protections and incentives for whistleblowers provided by the Dodd-Frank Wall

Street Reform and Consumer Protection Act will result in a significant increase in whistle-

blower activity and, by extension, will have a huge impact on the workplace environment,

attorneys Tammy Marzigliano of Outten & Golden and Jordan A. Thomas of Labaton Su-

charow say in this BNA Insights article.

The authors examine the protections provided by the statute and offer practical guidance

for plaintiffs’ employment lawyers in identifying and counseling potential SEC whistleblow-

ers.

Advocacy & Counsel for the SEC Whistleblower: A Primer for Employment Lawyers

BY TAMMY MARZIGLIANO AND JORDAN A. THOMAS

I n the wake of multiple far-reaching corporate scan-
dals and pervasive misconduct that have eroded
public faith in the markets, Congress enacted the

whistleblower provisions in the Dodd-Frank Wall Street
Reform and Consumer Protection Act.1 The provisions
require the SEC to pay financial awards to whistleblow-
ers who voluntarily provide original information lead-
ing to a judicial or administrative action in which the
SEC obtains monetary sanctions over $1 million, sub-

ject to certain limitations. Whistleblowers who provide
such information are eligible for an award of 10 percent
to 30 percent of the monetary sanctions.2

Since the enactment of the whistleblower provisions,
there has been undue emphasis on the financial incen-
tives available to qualified SEC whistleblowers. How-
ever, the new robust anti-retaliation provisions con-
tained in the guidelines are equally important. Employ-
ers are prohibited from retaliating against individuals
who provide the SEC with information about possible
federal securities law violations, and victims of retalia-
tion are granted an independent cause of action with
significant potential remedies. Providing additional pro-
tection, whistleblowers are also permitted to report se-
curities violations anonymously if they are represented
by counsel.

These protections and incentives will result in a sig-
nificant increase in whistleblower activity and, by ex-
tension, will have a huge impact on the workplace envi-
ronment. This article examines the protections pro-
vided by the statute and offers practical guidance for

1 17 C.F.R. § 240.21F-1, et seq.

2 This article focuses on how best to represent whistleblow-
ers who have information about possible violations of the se-
curities laws. However, Dodd-Frank also amended the Com-
modity Exchange Act to protect and encourage whistleblowers
to report CFTC violations. Accordingly, since the CFTC
whistleblower provisions and implementing rules closely mir-
ror the SEC’s, the guidance in this article also applies to the
CFTC whistleblower program.

Tammy Marzigliano, a partner at Outten &
Golden LLP, represents employees in liti-
gation and negotiation in all areas of employ-
ment law. She is co-chair of the firm’s Finan-
cial Services Practice Group and its
Whistleblower and Retaliation Practice Group.
Jordan A. Thomas is a partner at Labaton
Sucharow LLP and serves as chair of its
Whistleblower Representation Practice. A
former assistant director and assistant chief
litigation counsel at the Securities and
Exchange Commission, Jordan played a lead-
ership role in the development of the agen-
cy’s Whistleblower Program.
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the plaintiff’s employment lawyer in identifying and
counseling potential SEC whistleblowers.

Identifying the SEC Whistleblower Client: What
Violations Meet the Standard?

Any violation of the federal securities laws qualifies
for protection under Dodd-Frank. The reported viola-
tion may have occurred anywhere in the world, involv-
ing public or private organizations and domestic or in-
ternational violators. In most cases, securities fraud oc-
curs when manipulative and deceptive practices are
employed in connection with the purchase and sale of a
security. Beyond stocks and bonds, the federal securi-
ties laws have interpreted ‘‘security’’ broadly to include
investment contracts, notes, and other nontraditional
investments.3 Common securities violations that may
lead to SEC investigations and whistleblower awards
include misrepresentation or omission of important in-
formation about securities, manipulating the market
prices of securities, stealing customers’ funds or securi-
ties, violating broker-dealers’ responsibility to treat cus-
tomers fairly, insider trading, selling unregistered secu-
rities, and bribing foreign officials.

Employment lawyers should consider a new intake

protocol to identify potential SEC whistleblowers

and provide appropriate counsel.

This broad scope of eligibility has a direct impact on
case evaluation. Traditionally, in evaluating cases, em-
ployment lawyers have focused on the conduct of the
employer toward a specific employee, or towards a
group of similarly situated employees. Although this ap-
proach may be effective in analyzing potential state and
federal employment violations, it is inadequate for iden-
tifying possible securities violations and related eligibil-
ity as a whistleblower under Dodd-Frank. To this end,
employment lawyers should consider a new intake pro-
tocol to identify potential SEC whistleblowers and pro-
vide appropriate counsel. Some easy to implement
steps include:

s Ask whether the client or potential client knows,
suspects, or has heard that their employer or any other
individual or organization has or is engaged in miscon-
duct. This inquiry should not be limited to securities
violations insofar as many employees will not know
what constitutes a securities violation. Moreover, many
securities violations do not initially appear to involve se-
curities. For instance, if a company systematically dis-
posed of hazardous waste in violation of state and local
laws, most clients would not associate the misconduct
with a securities violation. However, this conduct could
in fact constitute a federal securities law violation de-
pending upon the seriousness of the violation, whether
the company’s stock traded on a U.S. exchange and
how the violation impacted the company’s financials,
among other factors.

s If the client or potential client reports a possible
violation, flesh out the details with open-ended ques-
tions and seek documents and potential witnesses to
corroborate the report. In fraud actions, a plaintiff must
plead scienter, which refers to ‘‘a mental state embrac-
ing intent to deceive, manipulate or defraud.’’ Accord-
ingly, it is important to attempt to elicit facts about
whether the violators knew or were reckless in their
conduct.

s Where possible violations have been reported, de-
termine whether investor funds are or were involved, if
the violator is regulated by the SEC, and if stock traded
or currently trades on any U.S. securities exchanges.
Although these factors are not required to establish a
securities violation, one or more of them are often
present in SEC enforcement actions.

Who Is a Whistleblower? Qualifying for
Retaliation Protections Under Dodd-Frank

Under Dodd-Frank, a whistleblower is any individual
or group of individuals that possess a reasonable belief
that the information reported to the SEC, pursuant to its
procedures, involves a possible violation of the federal
securities laws that has occurred, is ongoing, or is about
to occur. Similar to the interpretation of other whistle-
blower statutes, ‘‘reasonable belief’’ requires the
whistleblower to genuinely believe, as any similarly
situated employee would, that the reported conduct
constitutes a possible securities violation. In addition,
the source of the whistleblower’s information can come
from independent knowledge or analysis. The SEC
implementing rules authorize submissions of informa-
tion that would otherwise constitute hearsay evidence.

Qualifying as a whistleblower under Dodd-Frank can
be complicated—especially when seeking a whistle-
blower award. However, the anti-retaliation provisions
under Dodd-Frank apply to a whistleblower regardless
of whether the whistleblower is ultimately entitled to a
financial award. To qualify for the anti-retaliation pro-
tections of Dodd-Frank, whistleblowers are only re-
quired to report possible securities violations online or
by submitting a Form TCR in accordance with SEC
rules.4 It is critically important that employee advocates
understand that despite the financial incentives offered
by the SEC, internal reporting does not entitle an indi-
vidual to the anti-retaliation protections of Dodd-Frank.
Accordingly, based upon the unique facts and circum-
stances of each client’s case, counsel should carefully
consider whether and when a whistleblower submis-
sion would be advantageous for their client.

Does Dodd-Frank Provide the Best Protection?
Dodd-Frank not only provides robust whistleblower

protection, but it has revived pre-existing whistleblower
claims. The False Claims Act (FCA), once limited to in-
dividuals who were ‘‘original sources’’ with ‘‘direct and
independent knowledge,’’ has been expanded to cover
individuals with either information or analysis.

Section 1079(b) of Dodd-Frank amends the FCA by
expanding the concept of protected activity to include
‘‘lawful acts done by the employee, contractor, or agent
or associated others in furtherance of an action under
this section or other efforts to stop 1 or more violations

3 See, e.g., 17 C.F.R. § 240.3a-10. 4 See 17 C.F.R. § 240.21F-9(a).
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of [the False Claims Act].’’ As a result, the FCA now en-
compasses a more expansive range of activities that
could further a potential qui tam action, including pro-
tections against associational discrimination.

Similarly, the Sarbanes-Oxley Act (SOX) now ap-
pears to have the teeth it was intended to have. Dodd-
Frank expanded SOX by extending coverage beyond
just public companies to employees of affiliates and
subsidiaries of publicly traded companies ‘‘whose fi-
nancial information is included in the consolidated fi-
nancial statements of such publicly traded company.’’5

Included in this measure are foreign subsidiaries and
affiliates of U.S. public companies;6 Dodd-Frank pro-
vides extraterritorial reach in actions brought by the
SEC and the Justice Department.7 Furthermore, Dodd-
Frank took a short 90-day statute of limitation and ex-
panded it to 180 days (and though while still short,
doubles the allotted time). It also provides for indepen-
dent jurisdiction of a jury trial for claims brought under
SOX whistleblower protections.

Dodd-Frank grants a private right of action in federal
court and, in contrast to SOX’s previous requirements,
the employee need not exhaust administrative remedies
before filing in federal court.8 To protect whistleblow-
ing employees, the employee may remain anonymous
until an award is made if she/he is represented by coun-
sel. Under Dodd-Frank, an employer may not take re-
taliatory action against an employee who provides in-
formation to the SEC, initiates, testifies in, or assists in
an investigation or judicial or administrative action, and
makes disclosures that are required or protected under
the law.9 Retaliatory acts by employers include dis-
charge, demotion, harassment, suspension, threats, and
other discrimination as a result of any lawful act by the
whistleblower.10 Dodd-Frank expanded the statute of
limitations to six years from the retaliatory conduct or
three years upon discovery of the conduct.11 Remedies
were also expanded to include double back pay and liti-
gation costs (including expert witness fees).12

Without the Dodd-Frank Act, these statutes would
have remained lifeless. Dodd-Frank not only revived
these familiar federal statutes, but it created additional
whistleblower protections.

Dodd-Frank granted new protections for employees
who report possible violations of the Securities Ex-
change Act and Commodity Exchange Act. Whistle-
blowers that bring violations to the SEC or the CFTC
are granted a private right of action in federal court as
long as they bring their claim within two years from the
date of the retaliation.13

The Function and Scope of Bureau of Consumer
Financial Protection

Congress also expanded coverage to financial service
employees by creating a Bureau of Consumer Financial
Protection to protect whistleblowing employees from
retaliation. Employers covered as ‘‘financial products or

services’’ include: any company that extends credit or
service or broker loans; provides real estate settlement
services or performs property appraisals; provides fi-
nancial advisory services to consumers relating to pro-
prietary financial products (including credit counsel-
ing); and collects, analyzes, maintains, or provides con-
sumer report information or other account information
in connection with any decision regarding the offering
or provision of consumer financial product or service.14

The prohibited retaliatory conduct provided for by
Dodd-Frank is broadly defined. Employees who work
for such companies cannot be retaliated against for tes-
tifying or being willing to testify in a proceeding for ad-
ministration or enforcement of Dodd-Frank; filing, in-
stituting or causing to be filed or instituted, any pro-
ceeding under any federal consumer financial law; and
objecting to, or refusing to participate in any activity,
practice, or assigned task that the employee reasonably
believes to be a violation of any law, rule, standard, or
prohibition subject to the jurisdiction of the bureau.15

Filing a retaliation claim with the bureau only re-
quires an employee to show (by a preponderance of the
evidence) that the protected conduct was a ‘‘contribut-
ing factor’’ to the retaliation.16 If shown, the burden
shifts to the employer to show (by clear and convincing
evidence) that it would have taken the same action in
the absence of the employee’s protected activity.17 The
process for filing claims follows the framework for re-
taliation claims brought under the Consumer Product
Safety Improvement Act of 2008.18

Negotiating Settlements: Key Considerations
To effectively negotiate a claim covered by Dodd-

Frank, employee advocates must be aware of the nu-
merous changes made to existing whistleblowing laws
in order to competently evaluate any offer and imple-
ment an effective strategy. Some important consider-
ations:

s No Rush to Settle: The urgency that once plagued
advocates to either settle or file has been mitigated by
Dodd-Frank’s longer statute of limitations (three
months under SOX but six years from the retaliatory
conduct or three years upon discovery of the conduct
under Dodd-Frank).

s Don’t Sell Yourself Short: These claims are now
worth substantially more due to the expanded back pay
awards of double damages. Make sure when you nego-
tiate you understand the true value of the claims.

s Release of Rights: Be aware that Dodd-Frank in-
validates any ‘‘agreement, policy form, or condition of
employment, including a pre-dispute arbitration agree-
ment’’ that has the effect of waiving rights and rem-
edies available to whistleblowers.19 Make sure there is
a carve-out in the settlement agreement for these
claims.

s Confidentiality Provisions: The SEC implementing
rules expressly state that ‘‘[n]o person may take any ac-

5 Id. at Section 929(a).
6 Id. at Section 929P(b).
7 Id. at Section 929P(c).
8 Id. at Section 922 (h)(1)(A)(i)-(iii).
9 Id.
10 Id. at Section 922 (h)(1)(A).
11 Id. at Section 929(a); Section 922(h)(1)(B)(iii).
12 Id. at Section 922(h)(1)(C)(i)-(iii).
13 Id. at Section 748(h)(1)(C).

14 Id. at Section 1002(15)(A).
15 Id. at Section 1057(a)(1)-(4).
16 Id. at Section 1057(c)(3)(c).
17 Id.
18 15 U.S.C. § 2087 (claims filed with the Labor Depart-

ment’s Occupational safety and Health Administration within
180 days).

19 Id. at Section 922(c).
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tion to impede an individual from communicating di-
rectly with the Commission staff about a possible secu-
rities law violation, including enforcing, or threatening
to enforce, a confidentiality agreement.’’20 This is an-
other potential carve-out in a settlement agreement.

s Nondisparagement Provision: This provision be-
comes tricky in light of the Dodd-Frank provisions
stated above, as an employer may believe it is ‘‘dispar-
aging’’ for an ex-employee to allege that the company
committed fraud, for example. It is important to insert
carve-out language in this section too.

s Cooperation Provisions: These are rather typical in
settlement agreements, but it is important to make sure
that embedded in this section is a ‘‘reasonable’’ factor.

s Indemnification: This needs to be examined on a
case-by-case basis, but if the employee had a hand in
the wrongdoing, you should seek an indemnification
provision.

Accordingly, any settlement agreement must be
drafted and reviewed with Dodd-Frank in mind, includ-
ing confidentiality agreements and nondisparagement
clauses that expressly exclude the rights and remedies
provided for by the act. Because Dodd-Frank provides
additional retaliation causes of action, express lan-
guage carving out the act is necessary to best protect
employee interests.

When to Seek Help
Without question, the SEC whistleblower guidelines

are complex, encompassing a broad scope of conduct
undertaken by a broad range of violators. Understand-

ing who is a whistleblower, where there are exceptions,
and how best to advocate for their interests, is ex-
tremely nuanced. Further complicating the calculus, in
establishing the Bureau of Consumer Financial Protec-
tion, Dodd-Frank added a new player to the whistle-
blower arena, requiring that advocates broaden their
engagement to effectively represent clients. An addi-
tional minefield, though not addressed here, involves
how to handle cases in which the client or potential cli-
ent may have criminal or civil liability for the reported
misconduct.

Given the complexity and variety of statutory whistle-
blower protections and incentives, employee advocates
may wish to secure counsel or partner with experienced
securities and employment attorneys who routinely liti-
gate in this area. By tapping into the knowledge base of
these legal specialists who are familiar with the claims
processes, rewards, damages, statute of limitations, and
defenses under the whistleblower program, employee
advocates will position themselves—and their clients—
for success.

A New Regulatory Framework, A New Workplace
Environment

The Dodd-Frank Act harkened a new era in the gov-
ernment’s fight against corporate malfeasance by
greatly expanding whistleblower protections to include
mandatory rewards, greater coverage for financial ser-
vices workers and commodities violations, and expand-
ing FCA protections. It is safe to assume that these new
provisions will have a monumental impact on the global
workplace. By understanding the remedies and protec-
tions available under the new SEC whistleblower pro-
gram, attorney advocates will be better positioned to
successfully guide their clients through this new, com-
plex, and revolutionary terrain.20 17 C.F.R. § 240.21F-17.
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M E S S AG E  F R O M  T H E  C H I E F  O F  T H E  

O F F I C E  O F  T H E  W H I S T L E B LO W E R 

Fiscal Year (FY) 2018 was a record-breaking year for the U.S. Securities and Exchange 
Commission’s (SEC or Commission) whistleblower program. The whistleblower 
program continued to grow and make substantial contributions to the Commission’s 
enforcement and investor protection efforts. The Commission ordered its largest 
whistleblower awards to date this past fiscal year. In fact, the Commission awarded 
more dollars in FY 2018 to meritorious whistleblowers who provided new and critical 
information than in all prior years combined. The Commission also received more 
whistleblower tips in FY 2018 than in any other previous year. 

While the dollars awarded and volume of tips received are reflections of the program’s 
success, we are most proud of the program’s added value in the protection of the Main 
Street investor. Since the program’s inception, the SEC has ordered wrongdoers in 
enforcement matters brought with information from meritorious whistleblowers to 
pay over $1.7 billion in total monetary sanctions, including more than $901 million in 
disgorgement of ill-gotten gains and interest, of which approximately $452 million has 
been, or is scheduled to be, returned to harmed investors. 

Finally, FY 2018 also saw proposed changes to the program’s implementing regulations 
(Whistleblower Rules), following the Supreme Court’s ruling in Digital Realty Trust, 
Inc. v. Somers1 (Digital Realty), as well as other changes proposed by the Commission. 

Substantial Dollars Awarded in Fiscal Year 2018
The Commission has awarded over $326 million to 59 individuals since the beginning 
of the whistleblower program. In FY 2018 alone, the SEC awarded more than $168 
million in whistleblower awards to 13 individuals whose information and cooperation 
assisted the Commission in bringing successful enforcement actions. This amount 
exceeds the total amount awarded in all prior years combined and reflects the 
significance of the information that whistleblowers are reporting to the Commission.

In addition, the SEC made two of its largest-ever whistleblower awards this past fiscal 
year—a total combined $83 million award shared by three individuals, and an award 
of almost $54 million shared by two individuals. The recipients of these large awards 
provided significant information regarding serious violations that otherwise may have 
gone unnoticed and resulted in substantial enforcement actions. 

Prioritizing Meritorious Claims 
The main goal of the whistleblower program is to incentivize the reporting of specific, 
timely, and credible information to the Commission. Therefore, one of the top priorities 
of the Office of the Whistleblower (OWB) has been, and will continue to be, processing 
meritorious award claims. As such, OWB prioritizes those claims that, based on our 
initial triaging and communications with investigative staff, appear to be award-eligible. 
 
 
 

“. . . the Commission 

awarded more dollars  

in FY 2018 to meritorious 

whistleblowers who 

provided new and 

critical information  

than in all prior  

years combined.”

1 138 S. Ct. 767 (2018).
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“Anti-retaliation 

protections continue  

to be a critical 

component in the success 

of the Commission’s 

whistleblower program.”

As demonstrated by the awards made this fiscal year, meritorious whistleblowers have, 
among other things, helped the Commission by alerting the agency to widespread, 
multi-year securities violations, and supplying information and documentation of 
violations that impacted retail customers. Meritorious whistleblowers in FY 2018 were 
diverse and included, among others, a company outsider and whistleblowers residing 
or working overseas. We hope that by rewarding whistleblowers who provide valuable 
information to the Commission staff, more individuals will come forward and report 
information of securities violations, which in turn, helps the Commission better protect 
investors and the marketplace. 

Increase in Whistleblower Tips Received in Fiscal Year 2018
The Commission received over 5,200 whistleblower tips in FY 2018. This represents 
the highest increase in tips since the beginning of the program—a nearly seventy-six 
percent increase since FY 2012. Additionally, there was an increase in tips received in 
the months following the Supreme Court ruling in the Digital Realty case, which may 
have been attributable, in part, to the ruling. 

Whistleblower Protections in Fiscal Year 2018
In Digital Realty, the Supreme Court held that the whistleblower provisions of 
the Securities Exchange Act of 1934 (Exchange Act) require that a person report 
a possible securities law violation to the Commission in order to qualify as a 
whistleblower protected against employment retaliation under Section 21F(h) of 
the Dodd-Frank Wall Street Reform and Consumer Protection Act (Dodd-Frank), 
thus invalidating the Commission’s rule interpreting that provision’s anti-retaliation 
protections to apply regardless of whether a report of possible securities law violations 
was made to the Commission, to a different government agency, or internally to an 
employer. The ruling resolved a Circuit Court split regarding whether individuals 
who had reported only to their employers, rather than to the Commission, were 
protected under Dodd-Frank’s anti-retaliation protections. This is a significant change 
in whistleblower protections, and potential whistleblowers should be mindful of this 
ruling when deciding when to report their concerns to the Commission. Following the 
ruling, the Commission proposed amendments to bring the Whistleblower Rules in 
line with the holding of the Court. 

Anti-retaliation protections continue to be a critical component in the success of 
the Commission’s whistleblower program. Individuals who fear reprisal from their 
companies for reporting will be less likely to bring their information to the Commission. 
Supporting enforcement actions against companies and individuals who retaliate against 
whistleblowers or take actions to impede whistleblowers’ communications with the 
Commission will remain a focus of OWB’s mission in the upcoming fiscal year. We will 
continue to work to ensure that whistleblowers can freely report information to the 
Commission without fear of reprisal. 
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Proposed Amendments to Whistleblower Rules
Capitalizing on its nearly seven years of experience administering the whistleblower 
program, the Commission proposed amendments to the Whistleblower Rules 
during FY 2018 to build upon the success of the program. In addition to clarifying 
the requirements for anti-retaliation protection under the whistleblower statute, the 
proposed amendments would provide the Commission with additional discretion 
in making whistleblower awards to ensure that meritorious whistleblowers are  
appropriately rewarded for their efforts and increase efficiencies in the whistleblower  
claims review process. 

The proposing release was published in the Federal Register on July 20, 2018, and the 
comment period ended on September 18, 2018.2 Pages 26–28 of this report provide a 
fuller discussion of the proposed rule amendments. 

Conclusion
The impact of the whistleblower program on the Commission’s enforcement efforts  
and its contributions to the protection of Main Street investors continue to be strong. 
We are proud of the accomplishments of the whistleblower program in FY 2018.  
We look forward to the enduring success of the program in the years ahead. 

We encourage those who believe they have credible information concerning a potential 
federal securities law violation to expeditiously submit a tip via the Commission’s  
online portal (www.sec.gov/whistleblower). 

If individuals or their counsel have any questions about the program, including 
questions about how to submit a tip to the Commission, we encourage them to call 
OWB’s whistleblower hotline at (202) 551-4790. 

 

JANE NORBERG 
Chief, Office of the Whistleblower
November 15, 2018

2 Amendments to the Commission’s Whistleblower Program Rules, 83 Fed. Reg. 34,702  
(proposed July 20, 2018).
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H I S T O R Y  A N D  P U R P O S E

“It is OWB’s mission  

to administer a  

vigorous whistleblower 

program that will help 

the Commission identify 

and halt securities  

frauds early and  

quickly to minimize 

investor losses.”

Dodd-Frank3 amended the Exchange Act4 by, among other things, adopting Section 
21F,5 entitled “Securities Whistleblower Incentives and Protection.” Section 21F directs 
the Commission to make monetary awards to eligible individuals who voluntarily 
provide original information that leads to successful Commission enforcement actions 
resulting in monetary sanctions over $1 million and successful related actions.6 

Awards must be made in an amount equal to 10 to 30 percent of the monetary 
sanctions collected.7 To ensure that whistleblower payments would not diminish 
the amount of recovery for victims of securities law violations, Congress established 
a separate fund, called the Investor Protection Fund (Fund), from which eligible 
whistleblowers are paid. 

The Commission established OWB, an office within the SEC’s Division of Enforcement 
(Enforcement), to administer and effectuate the whistleblower program. It is OWB’s 
mission to administer a vigorous whistleblower program that will help the Commission 
identify and halt securities frauds early and quickly to minimize investor losses. 

In addition to establishing an awards program to encourage the submission of high-
quality information, Dodd-Frank and the Commission’s Whistleblower Rules8 also 
establish confidentiality protections for whistleblower submissions,9 including the ability 
to file a whistleblower tip anonymously with the assistance of an attorney. Employers 
are prohibited from retaliating against whistleblowers for providing information  
to the Commission.10 The Commission’s proposed rule amendments would modify  
the Whistleblower Rules to comport with the ruling in the Digital Realty case that  
an employee must report possible securities law violations to the Commission to  
qualify for protection against retaliation.11 

Dodd-Frank’s Section 924(d) requires OWB to report annually to Congress on  
OWB’s activities, whistleblower complaints received, and the response of the 
Commission to such complaints.12 In addition, Section 21F(g)(5) of the Exchange  
Act requires the Commission to submit an annual report to Congress that  
addresses the following subjects:

• The whistleblower award program, including a description of the number of 
awards granted and the types of cases in which awards were granted during the 
preceding fiscal year;

• The balance of the Fund at the beginning of the preceding fiscal year; 

3 Pub. L. No. 111-203, § 922(a), 124 Stat. 1841 (2010).
4 15 U.S.C. § 78a, et seq.
5 Id. § 78u-6.
6 “Related actions” is defined at 15 U.S.C. § 78u-6(a)(5) and 17 C.F.R. § 240.21F-3.
7 15 U.S.C. § 78u-6(b)(1).
8 17 C.F.R. §§ 240.21F-1 through 21F-17.
9 Id. § 240.21F-7.
10 15 U.S.C. § 78u-6(h)(1).
11 See Amendments to the Commission’s Whistleblower Program Rules, 83 Fed. Reg. 34,702  

(proposed July 20, 2018).
12 15 U.S.C. § 78u-7(d).
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• The amounts deposited into or credited to the Fund during the preceding  
fiscal year;

• The amount of earnings on investments made under Section 21F(g)(4) during  
the preceding fiscal year;

• The amount paid from the Fund during the preceding fiscal year to 
whistleblowers pursuant to Section 21F(b);

• The balance of the Fund at the end of the preceding fiscal year; and

• A complete set of audited financial statements, including a balance sheet,  
income statement, and cash flow analysis.13 

OWB, in consultation with other offices within the Commission, has prepared this 
report, which covers the period October 1, 2017 through September 30, 2018, to 
satisfy the reporting requirements of Section 924(d) of Dodd-Frank and Section 
21F(g)(5) of the Exchange Act. The sections in this report addressing the activities 
of OWB, the whistleblower tips received during FY 2018, and the processing of 
whistleblower tips primarily address the requirements of Dodd-Frank’s Section 
924(d). The sections addressing the Fund and whistleblower incentive awards  
made during FY 2018 primarily address the requirements of Section 21F(g)(5) of  
the Exchange Act. 

13  15 U.S.C. § 78u-6(g)(5).
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AC T I V I T I E S  O F  T H E  O F F I C E  O F  T H E 

W H I S T L E B LOW E R

Section 924(d) of Dodd-Frank directed the Commission to establish a separate office 
within the Commission to administer and enforce the provisions of Section 21F of 
the Exchange Act. Jane Norberg heads the Office as Chief of OWB. There are two 
Assistant Directors and twelve attorneys who are dedicated to the work of the Office, 
including, among other things, processing award claims, as well as an attorney devoted 
to communications with the public. OWB is also staffed by four paralegals and an 
administrative assistant. Following is an overview of OWB’s primary responsibilities 
and activities over the past fiscal year. 

Assessment of Award Applications 
The whistleblower program was designed, in part, to provide monetary incentives to 
individuals with relevant information concerning potential securities violations to report 
their information to the Commission. As such, much of OWB’s work relates to the 
assessment of claims for whistleblower awards. 

OWB posts a Notice of Covered Action (NoCA) on its webpage (www.sec.gov/
whistleblower/claim-award) for every Commission enforcement action that results 
in monetary sanctions of over $1 million. Those individuals who have submitted 
whistleblower tips pursuant to the program’s requirements and whose information 
significantly advanced the particular investigation that led to the Covered Action may 
submit an application in response to a posted NoCA. 

Although it is ultimately a whistleblower’s responsibility to make a timely application 
for an award, OWB may contact whistleblowers who have been actively working with 
investigative staff—or who have previously contacted OWB about the posting of a 
particular Covered Action—to confirm they are aware of the posting and applicable 
deadline for submitting claims for award. 

Based on an initial review, as well as communications with the relevant investigative 
staff, OWB prioritizes those claims that appear to be award-eligible. OWB attorneys 
assess the application and the eligibility of the claimant and confer with relevant 
investigative or other Commission staff to understand the contribution of the claimant, 
if any, to the success of the Covered Action. OWB then makes recommendations to 
the Claims Review Staff, currently comprised of five senior officers in Enforcement, 
as to award eligibility. Pages 9–15 of this report provide a fuller explanation of how 
applications for awards are processed at the Commission, as well as what awards were 
made during this past fiscal year.
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Advancing Anti-Retaliation Protections and  
Combating Efforts to Impede Reporting
OWB identifies and monitors whistleblower complaints alleging retaliation by employers 
or former employers in response to an employee’s reporting of possible securities law 
violations. The Commission may bring an enforcement action against companies or 
individuals who violate the anti-retaliation provisions of Dodd-Frank. But, in a change 
from prior years, such enforcement actions can only be brought when a whistleblower 
reports to the Commission. This change reflects the Supreme Court’s ruling in Digital 
Realty regarding who qualifies as a whistleblower covered by Section 21F(h)’s anti-
retaliation protections, which is discussed more in depth at pages 18–19 of this report. 
OWB continues to view anti-retaliation protections as a high priority to ensure that 
whistleblowers can report to the Commission without fear of reprisal. OWB will 
continue to work with investigative staff to identify cases where companies take reprisals 
for whistleblowing efforts that may be appropriate for enforcement action.

In addition, OWB monitors the usage of confidentiality, severance, and other kinds 
of agreements, or engagement in other practices, to interfere with individuals’ ability 
to report potential wrongdoing to the SEC. Exchange Act Rule 21F-17(a) provides 
that “[n]o person may take any action to impede an individual from communicating 
directly with the Commission staff about a possible securities law violation, including 
enforcement, or threatening to enforce, a confidentiality agreement…with respect to such 
communications.”14 OWB continues to work closely with investigative staff to identify 
and investigate practices in the use of confidentiality and other kinds of agreements, or 
other actions, that may violate Rule 21F-17(a). 

Intake of Whistleblower Tips 
The Commission’s Tips, Complaints, and Referrals Intake and Resolution System 
(TCR System) serves as a central repository for all tips and complaints received by 
the Commission, as well as referrals from self-regulatory organizations and other 
government agencies. In January 2018, the Commission released an updated, more 
user-friendly version of the TCR System. OWB encourages all individuals to submit 
their whistleblower tips and any additional information electronically through the 
Commission’s online portal. There are several benefits of using the online portal, 
including the fact that individuals receive an immediate acknowledgement of their 
submission along with a confirmation number. The tip is also automatically populated 
in a queue for staff who triage tips and complaints. For greater efficiency and quicker 
review, OWB recommends electronic submission over hard-copy submission.

For more information on the number and types of tips received, please refer to pages 
20–23 of this report. 
 
 
 
 
 
 

“OWB continues to 

view anti-retaliation 

protections as a high 

priority to ensure  

that whistleblowers  

can report to the 

Commission without  

fear of reprisal.”

14 17 C.F.R. § 240.21F-17(a).
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Communications with Whistleblowers
OWB serves as the primary liaison between the Commission and individuals who 
have submitted information or are considering whether to submit information to 
the agency concerning a possible securities violation. OWB created a whistleblower 
hotline, in operation since May 2011, to respond to questions from the public about 
the whistleblower program. Individuals may leave messages on the hotline by calling 
(202) 551-4790. All calls to the hotline are returned by OWB attorneys within  
24 business hours. 

During FY 2018, the Office returned nearly 2,770 phone calls from members of the 
public. Since the hotline was established, OWB has returned over 21,380 calls from 
the public. 

Many of the calls OWB receives relate to how the caller should submit a tip to be 
eligible for an award, how the Commission will maintain the confidentiality of a 
whistleblower’s identity, requests for information on the investigative process or 
tracking an individual’s complaint status, and whether the SEC is the appropriate 
agency to handle the caller’s tip. OWB provides a menu of options with answers to 
frequently asked questions on the voicemail hotline. 

In addition to communicating with the public through the hotline, the Office 
communicates with whistleblowers who have submitted tips, claims for awards,  
and other correspondence to OWB. 

Public Outreach and Education 
One of OWB’s primary goals is to promote public awareness of the Commission’s 
whistleblower program. As part of that outreach effort, the Office aims to promote 
the program and educate the public about the program through OWB’s webpage 
(www.sec.gov/whistleblower). The webpage contains information about the 
program, copies of the forms required to submit a tip or claim an award, a listing 
of enforcement actions for which a claim for award may be made, links to helpful 
resources, including a section dedicated to retaliation-related issues, and answers to 
frequently asked questions. 

OWB also actively participates in numerous webinars, media interviews, presentations, 
press releases, and other public communications. In FY 2018, OWB participated in 
many public engagements aimed at promoting and educating the public about the 
Commission’s whistleblower program. The Office’s target audience generally includes 
potential whistleblowers, whistleblower counsel, and corporate compliance counsel 
and professionals. OWB’s Chief also participates in legal panels and other forums with 
other federal agencies with similar whistleblower programs. 

“During FY 2018,  

the Office returned 

nearly 2,770 phone  

calls from members  

of the public.” 
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C L A I M S  F O R  AWA R D S

Whistleblower Awards Made in Fiscal Year 2018
In FY 2018, the Commission ordered whistleblower awards of approximately  
$168 million to 13 individuals, each of whom voluntarily provided original  
information that either led to the opening of an investigation or significantly  
contributed to a successful enforcement action. 

Below are the top ten highest awards made under the SEC’s whistleblower program 
both by Covered Action (i.e., considering all awards made within a single Covered 
Action) and by award amount through FY 2018. The awards highlighted in red  
were made this past fiscal year.
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From program inception to end of Fiscal Year 2018, the SEC awarded over $326 million to 59 individuals.
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TOP 10 SEC WHISTLEBLOWER AWARDS

The Commission’s $83 million award in March 2018 included an almost $50 million 
joint award to two individuals, which is also the Commission’s highest award to date,  
as well as an award of $33 million to a third individual. The Commission also made a 
$54 million award in September 2018, with a $39 million award to one individual, and 
a $15 million award to a second individual.
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Below is an overview of the whistleblower awards made by the Commission during the 
past fiscal year.

Three Individuals Receive Largest-Ever Awards Totaling Almost $83 Million 
On March 19, 2018, the Commission announced two of its largest-ever whistleblower 
awards, with two individuals sharing a nearly $50 million joint award and another 
whistleblower receiving more than $33 million.15 The first two individuals jointly 
provided significant information that prompted the Commission to open the first of two 
investigations and ongoing assistance that saved the Commission a substantial amount 
of time and resources. The third individual supplied the Commission with additional 
information that initiated and acted as the cornerstone of the Commission’s second 
investigation resulting in the Covered Action. 

More Than $54 Million to Two Whistleblowers
On September 6, 2018, the Commission announced an award of more than  
$54 million to two whistleblowers, $39 million to one whistleblower and $15 million 
to another, whose critical information and continued assistance helped the agency 
bring an important enforcement action.16 The $39 million award is the second-largest 
individual award in the history of the program. 

More Than $16 Million Awarded to Two Whistleblowers
On November 30, 2017, the Commission announced an award of more than  
$16 million to two whistleblowers.17 The first whistleblower alerted the staff to 
the particular misconduct that was the focus of the staff’s investigation and the 
cornerstone of the subsequent action and provided continuing assistance, including 
the identification of potentially relevant documents and witnesses. The second 
whistleblower provided additional significant information and ongoing cooperation  
to the staff during the investigation that saved a substantial amount of time and 
agency resources. 

Former Company Insider and Foreign National Receives $4.1 Million Award
On December 5, 2017, the Commission announced an award of more than  
$4.1 million to a former company insider who both alerted the Commission to a 
widespread, multi-year securities law violation and continued to provide important 
information and assistance throughout the SEC’s investigation.18 The whistleblower  
was a foreign national working outside of the United States. 
 
 
 
 
 

15 See Order Determining Award Claim, Exchange Act Rel. No. 82897, File No. 2018-6 (Mar. 19, 2018); 
SEC Press Rel. No. 2018-44, “SEC Announces Its Largest-Ever Whistleblower Awards.”

16 See Order Determining Award Claim, Exchange Act Rel. No. 84046, File No. 2018-11 (Sept. 6, 2018); 
SEC Press Rel. No. 2018-179, “SEC Awards More Than $54 Million to Two Whistleblowers.”

17 See Order Determining Award Claim, Exchange Act Rel. No. 82181, File No. 2018-2 (Nov. 30, 2017); 
SEC Press Rel. No. 20187-216, “More Than $16 Million Awarded to Two Whistleblowers.”

18 See Order Determining Award Claim, Exchange Act Rel. No. 82214, File No. 2018-3 (Dec. 5, 2017);  
SEC Press Rel. No. 2017-222, “Former Company Insider Earns More Than $4.1 Million for 
Whistleblower Tip.”
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Nearly $4 Million to Overseas Whistleblower
On September 24, 2018, the Commission announced an award of nearly $4 million 
to an overseas whistleblower whose tip prompted the Commission to open an 
investigation.19 The whistleblower provided continuing and extensive assistance that 
helped the Commission bring a successful enforcement action.

$2.2 Million Award to Whistleblower Who First Reported to Another 
Federal Agency Before the SEC
On April 5, 2018, the Commission announced an award of more than $2.2 million to 
a former company insider who first reported the information to another federal agency 
but later provided the same information to the SEC, which helped the SEC bring the 
successful action.20 This was the first award paid under the “safe harbor” of Exchange 
Act Rule 21F-4(b)(7), which provides that if a whistleblower first submits information 
to another federal agency but submits the same information to the SEC within 120 days,  
the SEC will treat the information as though it had been submitted to the SEC at the 
same time that it was submitted to the other agency. 

Former Company Insider Receives $2.1 Million Award
On April 12, 2018, the Commission announced an award of more than $2.1 million 
to a former company insider who provided information that led to multiple successful 
enforcement actions and who provided ongoing assistance during the investigation.21 

Award of Approximately $1.5 Million
On September 14, 2018, the Commission announced an award of more than  
$1.5 million to a whistleblower who provided the SEC with vital information  
and ongoing assistance that proved important to the overall success of the  
enforcement action.22 

Award of More Than $1 Million
On October 12, 2017, the Commission announced an award of more than $1 million 
to a company outsider who provided new information and substantial corroborating 
documentation of a securities law violation by a registered entity that impacted  
retail customers.23

 

 
 
 

19 See Order Determining Award Claim, Exchange Act Rel. No. 84270, File No. 2018-13 (Sept. 24, 2018); 
SEC Press Rel. No. 2018-209, “SEC Awards Almost $4 Million to Overseas Whistleblower.”

20 See Order Determining Award Claim, Exchange Act Rel. No. 82996, File No. 2018-8 (Apr. 5, 2018);  
SEC Press Rel. No. 2018-58, “SEC Awards More Than $2.2 Million to Whistleblowers Who First 
Reported Information to Another Federal Agency Before SEC.”

21 See Order Determining Award Claim, Exchange Act Rel. No. 83037, File No. 2018-9 (Apr. 12, 2018);  
SEC Press Rel. No. 2018-64, “SEC Awards Whistleblower More Than $2.1 Million.”

22 See Order Determining Award Claim, Exchange Act Rel. No. 84125, File No. 2018-12 (Sept. 14, 2018); 
SEC Press Rel. No. 2018-194, “Whistleblower Receives Award of Approximately $1.5 Million.”

23 See Order Determining Award Claim, Exchange Act Rel. No. 81857, File No. 2018-1 (Oct. 12, 2017);  
SEC Press Rel. No. 2017-195, “SEC Announces Whistleblower Award of More Than a Million Dollars.”
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Overview of Award Process 
For a whistleblower to receive an award, there are a number of preconditions that must 
be met. The diagram below provides a snapshot of the overall process, from the filing of 
the whistleblower tip to payment of the whistleblower award. As reflected, the time 
between the submission of a whistleblower tip and when an individual may receive an 
award payment can be several years, particularly where the underlying investigation is 
especially complex, where there are multiple, competing award claims, or where there 
are claims for related actions. OWB undertakes extensive due diligence to ensure a 
careful and thorough evaluation of all award claims.
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HOW THE PROCESS WORKS

The discussion below focuses on the award claims process, from the posting of  
the NoCA (Step #4 above) to the issuance of a Final Order by the Commission  
(Step #10 above). 

NoCA Posted 
OWB posts on its webpage a NoCA for each Commission enforcement action where a 
final judgment or order, by itself or together with other judgments or orders in the same 
action issued after July 21, 2010, results in monetary sanctions exceeding $1 million.24 
During FY 2018, OWB posted 142 NoCAs.

OWB sends email alerts to GovDelivery when the NoCA listing is updated.25 
Whistleblowers and other members of the public may sign up to receive an update  
via email every time the list of NoCAs on OWB’s webpage is updated. OWB posts  
new NoCAs on its webpage on the last business day of each month. 

24 By posting a NoCA for a particular case, the Commission is not making a determination either that a 
whistleblower tip, complaint, or referral led to the Commission opening an investigation or filing an action 
with respect to the case or that an award to a whistleblower will be paid in connection with the case.

25 GovDelivery is a vendor that provides communications for public-sector clients.
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Whistleblowers File Claims
Once a NoCA is posted, claimants have 90 calendar days to apply for an award by 
submitting a completed award application on Form WB-APP to OWB.26 Only claimants 
who have a clear nexus between the information they submitted on their whistleblower 
tip to the Commission and the charges in the underlying action should apply for an 
award in any given matter. In making that determination, claimants are encouraged to 
(i) consider whether they had any communications with the relevant Enforcement staff 
who brought the action and (ii) review the relevant charging documents and consider 
the proximity between the Commission’s specific charges and the claimant’s tip. As 
discussed in more detail at pages 26–28 of this report, the proposed amendments to 
the Whistleblower Rules include tools that could deter frivolous claims, which drain 
resources and slow down the review process for meritorious claims. Frivolous claims 
can substantially complicate and delay the award process. 

While OWB endeavors to contact whistleblowers who have worked with investigative 
staff to inform them of the application deadline, it is the responsibility of the claimant 
to make a timely application for award. The Commission has denied late-filed award 
claims. The Court of Appeals for the Second Circuit upheld the Commission’s denial of 
two claimants whose award applications were submitted approximately two years after 
the required deadline.27 As such, OWB encourages whistleblowers and their counsel 
to regularly review the monthly NoCA postings or to sign up to receive emails to alert 
them as to when new NoCAs are posted. 

Review and Analysis of Award Claims
Based on an initial review of the award application and in consultation with investigative  
staff, OWB makes a preliminary assessment of the whistleblower claim. In keeping with 
OWB’s goal of processing meritorious claims, claims that appear to be eligible for an 
award are prioritized for processing. 

OWB attorneys evaluate each application for a whistleblower award. In addition 
to analyzing the information provided by the claimant on the Form WB-APP, OWB 
attorneys look at prior correspondence between the claimant and the Commission and 
consult intra-agency databases to understand the origin of the case and what tips or 
other correspondence the claimant may have submitted to the Commission. In addition, 
whenever possible, OWB attorneys work closely with investigative staff responsible 
for the relevant action, and/or other Commission staff who may have interacted with 
the claimant or have other relevant knowledge, to understand the contribution or 
involvement the claimant may have had in the matter. 

Utilizing the information and materials provided by the claimant in support of the 
application, as well as other relevant materials reviewed, OWB attorneys prepare a 
recommendation to the Claims Review Staff as to whether the claimant meets the 
criteria for receiving an award, and if so, the recommended percentage of the award. 
Depending on the complexity of the award claim and the number of claimants 
who applied, this due diligence process may take a significant amount of time for 
OWB attorneys to conduct. While a less diligent process could result in quicker 
determinations for claimants, OWB strives to reach the soundest, not the quickest, result. 

26 17 C.F.R. §§ 240. 21F-10(a), (b).
27 See Order Determining Whistleblower Award Claim, Exchange Act Release No. 77368 (Mar. 14, 2016),  

pet. for rev. denied sub nom. Cerny v. SEC, 707 F. App’x 29 (2d Cir. 2017), cert. denied, 138 S. Ct. 2005 (2018).
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Most award claim recommendations also generally go through a multi-tiered, robust 
review process, including review and comment by Enforcement’s Office of Chief 
Counsel and the Commission’s Office of General Counsel. 

Preliminary Determinations Issued
The Claims Review Staff, designated by the Co-Directors of Enforcement, considers 
OWB’s recommendation on the award application in accordance with the criteria 
set forth in Dodd-Frank and the Whistleblower Rules. The Claims Review Staff 
currently is composed of five senior officers in Enforcement, including the Co-Directors 
of Enforcement. The Claims Review Staff then issues a Preliminary Determination 
setting forth its assessment of whether the claim should be approved or denied and, if 
approved, setting forth the proposed award percentage amount.28 

The Whistleblower Rules outline a number of positive and negative factors that the 
Commission and Claims Review Staff may consider in assessing an individual’s award 
percentage.29 Award percentages are based on the particular facts and circumstances of 
each case, and are not based on any predetermined mathematical formula. 

Factors that may increase an award percentage include the significance of the 
information provided by the whistleblower, the level of assistance provided by the 
whistleblower, the law enforcement interests at stake, and whether the whistleblower 
reported the violation internally through his or her firm’s internal reporting channels 
or mechanisms.30 

Factors that may decrease an award percentage include whether the whistleblower was 
culpable or involved in the underlying misconduct, interfered with internal compliance 
systems, or unreasonably delayed in reporting the violation to the Commission. 

Possible Record and Reconsideration Requests
A claimant may submit a written request within 30 calendar days of the date of the 
Preliminary Determination asking for a copy of the record that formed the basis of the 
Claims Review Staff’s decision as to the claim for award. As a precondition to receiving 
a copy of the record, OWB requires claimants and their counsel, if the claimant is 
represented, to execute a confidentiality agreement limiting the use of such materials to 
the claims review process.31 In keeping with our statutory obligation of confidentiality, 
OWB carefully redacts each record to remove any information that could identify 
another whistleblower in the matter. A claimant also has 30 calendar days to request a 
meeting with OWB, which OWB may grant at its discretion. 

Claimants may seek reconsideration of the Preliminary Determination by submitting 
a written response to OWB within 60 calendar days of the later of (i) the date of the 
Preliminary Determination, or (ii) if the record was requested, the date when OWB 
made the record available for a claimant’s review.32 If a claim is denied and the claimant 
does not object within the time period prescribed under the Whistleblower Rules, then 
the Preliminary Determination of the Claims Review Staff becomes the Final Order of 
the Commission.

28 17 C.F.R. § 240.21F-10(d).
29 Id. § 240.21F-6.
30 But see the discussion of the Digital Realty decision on pages 18–19 of this report. 
31 Id. § 240.21F-12(b). Rule 21F-12(b) states, “The Office of the Whistleblower may also require you to 

sign a confidentiality agreement, as set forth in § 240.21F-(8)(b)(4) of this chapter, before providing 
[Preliminary Determination] materials.”

32 17 C.F.R. § 240.21F-10(e).
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Requests for reconsideration should include new information or argument and 
not simply restate what was included in the original award claim application. 
OWB attorneys may spend a considerable amount of time evaluating requests for 
reconsideration. OWB attorneys analyze claimants’ legal arguments and take other 
steps before recommending a Proposed Final Determination for the Claims Review 
Staff to submit to the Commission. Because of the amount of time it takes to process 
reconsideration requests, OWB encourages claimants and their counsel to consider 
the merits of their reconsideration request in a particular matter and not to ask for 
reconsideration as a matter of course. 

Final Order Issued and Resolution of Appeals
After considering any requests for reconsideration, the Claims Review Staff makes a 
Proposed Final Determination, and the matter is submitted to the Commission for  
its decision.33 

All Preliminary Determinations of the Claims Review Staff that involve granting an award 
are submitted to the Commission for consideration as Proposed Final Determinations 
irrespective of whether the claimant objected to the Preliminary Determination.34 

Within 30 days of receiving the Proposed Final Determination, any Commissioner may 
request that the Proposed Final Determination be reviewed by the Commission. If no 
Commissioner requests such a review within the 30-day period, then the Proposed Final 
Determination becomes the Final Order of the Commission. Claimants who are issued 
a denial have a right to appeal the Commission’s Final Order within 30 days of issuance 
to the United States Court of Appeals for the District of Columbia Circuit, or to the 
circuit where the claimant resides or has his or her principal place of business.35 

Final Orders of the Commission are publicly-available on the Commission’s website 
and OWB’s webpage. The public Final Orders are redacted to protect award 
claimants’ confidentiality. 

There are a number of factors that may affect the length of time it takes for OWB to 
review an award claim and for the Commission to issue a Final Order. For example, the 
number of claimants, both meritorious and non-meritorious, applying for an award in 
connection with a Covered Action affects the time it takes to process a claim. Similarly, 
the presence of novel issues, or the need to supplement the record with additional 
information from the claimant, may also lengthen the time it takes to process a claim. 
There may be a delay when there is a claim for an award in connection with a related 
action, requiring OWB to coordinate with or receive assistance from another regulator 
to understand what contribution the whistleblower may have made in the related 
action. Additionally, requests for the record and for reconsideration can substantially 
delay the issuance of a Final Order. We anticipate increased efficiencies in the claims 
review process if certain proposed rule amendments are adopted by the Commission.

For more information about the proposed rule amendments, please see pages 26–28  
of this report.

33 Id. §§ 240.21F-10(g)-(h).
34 Id. §§ 240.21F-10(f), (h).
35 Id. § 240.21F-10(h). A whistleblower’s rights of appeal from a Commission Final Order are set forth in 

Section 21F(f) of the Exchange Act, 15 U.S.C. § 78u-6(f), and Exchange Act Rule 21F-13(a), 17 C.F.R.  
§ 240.21F-13(a).
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P R O F I L E S  O F  AWA R D  R E C I P I E N T S 

Protecting whistleblower confidentiality is an integral component of the whistleblower 
program. Dodd-Frank prohibits the Commission and its staff from disclosing any 
information that reasonably could be expected to reveal the identity of a whistleblower, 
subject to certain exceptions. Consequently, information that may tend to reveal a 
whistleblower’s identity is redacted from Commission orders granting or denying 
awards before they are issued publicly. This may include redacting the name of the 
enforcement action upon which the award is based. 

Consistent with our statutory obligation to maintain whistleblower confidentiality but 
in an effort to provide more transparency, this section provides information about the 
profiles of past award recipients—from the whistleblower program’s inception to the 
end of FY 2018—while still protecting the identity of any particular individual. 

Since program inception, the Commission has issued awards of over $326 million to  
59 individuals in connection with 48 Covered Actions, as well as in connection with 
several related actions. Many of the tips or complaints that were submitted by these 
successful whistleblowers share similar characteristics. The information provided 
by each award recipient was specific. For example, the whistleblowers identified 
particular individuals involved in the misconduct, or provided specific documents that 
substantiated their allegations or explained where such documents could be located. 
In some instances, the whistleblowers identified specific financial transactions that 
evidenced fraud, or provided detailed assessment of the wrongdoing. The misconduct 
reported by award recipients is often relatively current or ongoing at the time it was 
reported to the Commission. Additionally, nearly all of the award recipients provided 
Commission staff with additional assistance and/or information (e.g., answered staff 
questions or provided testimony) after they submitted their initial tips.

An individual may be eligible to receive an award where her or his information leads to 
a successful enforcement action—meaning generally that the original information either 
caused the staff to open an examination or investigation, or the original information 
significantly contributed to a successful enforcement action where the matter was 
already under examination or investigation. Of the whistleblowers who have received 
awards under the program, approximately 67% provided original information that 
caused staff to open an investigation or examination, and approximately 33% received 
awards because their original information assisted with an already-existing investigation 
or examination. In assessing whether information assisted with an ongoing matter, the 
Commission considers factors such as whether the information allowed the Commission 
to bring an action in significantly less time or with fewer resources, and whether 
it supported additional successful charges, or successful claims against additional 
individuals or entities.36 When the Commission has found claimants to be ineligible for 
awards on non-procedural grounds, it is often because the claimants’ information did 
not result in the opening of an investigation or examination, opening of a new line of 
inquiry in an existing investigation or examination, nor significantly contribute to an 
ongoing investigation or examination.  
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36 Securities Whistleblower Incentives and Protections, 76 Fed. Reg. 34,300, 34,325 (June 13, 2011).
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There is no requirement under the Whistleblower Rules that an individual be an 
employee or company insider to be eligible for an award. However, approximately 
69% of the award recipients to date were current or former insiders of the entity about 
which they reported information of wrongdoing to the SEC. Of the award recipients 
who were current or former employees of a subject entity, approximately 83% raised 
their concerns internally to their supervisors, compliance personnel, or through internal 
reporting mechanisms, or understood that their supervisor or relevant compliance 
personnel knew of the violations, before reporting their information of wrongdoing  
to the Commission. 

Award recipients have also included investors who had been victims of the fraud, 
professionals working in the same or related industry, or other types of outsiders, such 
as individuals who had a personal relationship with the wrongdoer or individuals who 
have a special expertise in the market. 

Whistleblowers have helped the Commission bring cases against a variety of individuals 
and entities, many of which are involved in the financial services industry. Individuals 
comprised approximately 44% of the defendants and respondents in cases resulting 
in whistleblower awards. Approximately 34% of the defendants and respondents in 
cases in which a whistleblower received an award concerned entities registered with the 
Commission, including broker-dealers, investment advisers, or other registered market 
participants. Unregistered entities comprised approximately 22% of the defendants  
and respondents. 

In addition, whistleblowers have assisted the Commission in bringing enforcement cases 
involving an array of securities violations. A number of the award recipients reported 
information to the Commission concerning offering frauds, such as Ponzi, or Ponzi-
like, schemes. Other award recipients provided tips to the Commission relating to false 
or misleading statements in a company’s offering memoranda or marketing materials, 
false pricing information, accounting violations, internal controls violations, and FCPA 
violations, among other types of misconduct. 

Under the Whistleblower Rules, individuals are permitted to jointly submit a tip  
to the Commission. Seven of the matters for which whistleblower awards were  
ordered involved two or more whistleblowers jointly submitting information to  
the Commission. 

Individuals who provide information that leads to successful SEC actions resulting in 
monetary sanctions over $1 million also may be eligible to receive an award if the same 
information led to a related action, such as a parallel criminal prosecution. Six of the 
award recipients to date have received payments based, in part, on collections made in 
related criminal or other qualifying related actions. 

Past whistleblower award recipients hail from several different parts of the United 
States, and twelve recipients were foreign nationals or residents of foreign countries  
at the time they submitted their tips to the Commission. 

“. . . whistleblowers 

have assisted the 

Commission in bringing 
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P R E S E R V I N G  I N D I V I D U A L S ’  R I G H T S  T O 

R E P O R T  T O  T H E  C O M M I S S I O N  A N D  S H I E L D I N G 

E M P LOY E E S  F R O M  R E TA L I AT I O N

Section 21F(h)(1) of Dodd-Frank expanded protections for whistleblowers and 
broadened prohibitions against retaliation.37 Following the passage of Dodd-Frank, 
the Commission implemented rules that enabled the SEC to take legal action against 
employers who have retaliated against whistleblowers. To date, the Commission has 
brought three anti-retaliation enforcement actions.

Exchange Act Rule 21F-17(a) prohibits any person from taking any action to prevent an 
individual from contacting the SEC directly to report a possible securities law violation. 
The Rule states that “[n]o person may take any action to impede an individual from 
communicating directly with the Commission staff about a possible securities law 
violation, including enforcing, or threatening to enforce, a confidentiality agreement . . .  
with respect to such communications.”38 To date, the Commission has brought nine 
enforcement actions involving violations of Rule 21F-17.

FY 2018 saw a major shift with respect to the scope of the Dodd-Frank anti-retaliation 
protections. Under the Commission’s Whistleblower Rules, the anti-retaliation 
protections applied to employees who reported possible securities law violations, 
whether internally, to other law enforcement agencies, or to the SEC. Recognizing the 
important role that internal compliance programs play in helping the Commission 
prevent, detect, and stop securities law violations, there are multiple provisions in the 
Whistleblower Rules meant to support individuals who choose to report internally in 
the first instance, including a potential increase in award percentage.

The federal courts of appeals, however, were divided over whether the Dodd-Frank 
anti-retaliation protections applied to employees who report potential violations of the 
securities laws internally without also reporting to the Commission. The United States 
Supreme Court granted certiorari in Digital Realty to address the scope of the Dodd-
Frank anti-retaliation protections.

In February 2018, the Court in Digital Realty held that the whistleblower provisions 
of the Exchange Act require that an employee report a possible securities law 
violation to the Commission to qualify for protection against employment retaliation 
under Section 21F. The Court thus invalidated the Commission’s rule interpreting 
Section 21F’s anti-retaliation protections to apply in cases where an employee had 
reported only internally. In the months following the Digital Realty decision, there 
was an increase in the number of whistleblower tips received by the Commission, 
which may have been attributable, in part, to the decision.  
 
 
 
 

37 15 U.S.C. § 78u-6(h)(1).
38 17 C.F.R. § 240.21F-17(a).
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Following the Digital Realty decision, the Commission issued proposed rule 
amendments to Rule 21F-2. The proposed rule would modify Rule 21F-2 so that it 
comports with the Court’s holding by, among other things, establishing a uniform 
definition of “whistleblower” that would apply to all aspects of Exchange Act 
Section 21F. 

Retaliation protection remains a key tenet of the whistleblower program, and OWB 
will continue to support enforcement investigations where retaliation occurred after 
the whistleblower reported securities violations to the Commission. Furthermore, 
OWB will continue to support the enforcement of the whistleblower protections of 
Exchange Act Rule 21F-17(a), which prohibits any person from taking any action to 
prevent an individual from contacting the SEC directly to report a possible securities 
law violation. OWB will continue to work closely with investigative staff to identify 
and investigate practices in the use of confidentiality and other kinds of agreements, 
or engagement in other practices, to interfere with individuals’ ability to report 
potential wrongdoing to the SEC.

 

“OWB will continue to 
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W H I S T L E B LOW E R  T I P S  R E C E I V E D 

The Whistleblower Rules specify that individuals who would like to be part of the 
whistleblower program must submit their tip via the Commission’s online portal or 
by mailing or faxing their tip on Form TCR to OWB.39 Whistleblowers who use the 
online portal to submit a tip receive a computer-generated confirmation of receipt with 
a TCR submission number. For those who submit a hard-copy Form TCR by mail 
or fax, OWB sends an acknowledgement letter, which includes a TCR submission 
number, or a deficiency letter explaining that the information was not properly 
submitted under the Whistleblower Rules. All whistleblower tips referring to potential 
securities law violations received by the Commission are entered into the TCR System 
and are evaluated by the Commission’s Office of Market Intelligence (OMI) within 
Enforcement. The Commission’s TCR System was recently updated to include more 
user-friendly features, including the ability to upload much larger attachments. OWB 
encourages individuals and their counsel to submit tips using the Commission’s online 
portal, rather than through a hard-copy Form TCR. Furthermore, claimants and their 
counsel are encouraged to submit their tip via only one method. For example, the same 
tip should not be entered through the online portal and then mailed in hard copy to the 
office. This can create duplication of work for OWB intake staff. 

Increase in Whistleblower Tips
Throughout the history of the whistleblower program, the Commission’s receipt of 
whistleblower tips has reflected an upward trajectory, and the number of tips received 
this past fiscal year proves to be no exception to this trend. Since August 2011, the 
Commission has received over 28,000 whistleblower tips, and in FY 2018 alone, 
received more than 5,200 tips. The table below shows the number of whistleblower 
tips received by the Commission on a yearly basis since the inception of the 
whistleblower program.40 

FY2011 FY2012 FY2013 FY2014 FY2015 FY2016 FY2017 FY2018

334 3,001 3,238 3,620 3,923 4,218 4,484 5,282

As reflected in this table, from FY 2012, the first year for which we have full-year data,41 
to FY 2018, the number of whistleblower tips received by the Commission has grown 
by approximately seventy-six percent.42 

“From FY 2012 . . . to 

FY 2018, the number  

of whistleblower  

tips received by  

the Commission  

has grown  
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seventy-six percent.”

39 17 C.F.R. § 240.21F-9(a).
40 The Commission also receives tips from individuals who do not wish to be part of the whistleblower 

program. The data in this report is limited to whistleblower tips and does not reflect all tips or complaints 
received by the Commission during the fiscal year.

41 Because the Whistleblower Rules became effective on August 12, 2011, only seven weeks of whistleblower 
data is available for FY 2011.

42 In FY 2016 and FY 2017, the Commission received an unusually high number of whistleblower tips  
from two individuals, and received an unusually high number of whistleblower tips from one individual in 
FY 2018. The data for these fiscal years excludes tips received from these individuals—both in this section 
of the report and in the appendices to this report. 
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Whistleblower Allegation Type
Whether submitting tips on Form TCR or through the online portal, whistleblowers 
should identify the nature of their complaint allegations. In FY 2018, the most common 
complaint categories reported by whistleblowers were Offering Fraud (20%), Corporate 
Disclosures and Financials (19%), and Manipulation (12%).43 

The following graph reflects the number of whistleblower tips received in FY 2018 by 
allegation type.44 
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43 This breakdown reflects the categories selected by whistleblowers and, thus, the data represents the 
whistleblower’s own characterization of the violation type. 

44 The category of “Other” indicates that the submitter identified the whistleblower TCR as not fitting into 
any allegation category that is listed on the questionnaire.
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The types of securities violations reported by whistleblowers have remained generally 
consistent over the last seven years. Since the beginning of the program, Corporate 
Disclosures and Financials, Offering Fraud, and Manipulation have consistently ranked 
as the three highest allegation types reported by whistleblowers. Appendix A to this 
report provides a comparison among the number of whistleblower tips by allegation 
type that the Commission received during FY 2015 through FY 2018. In addition, in 
this past fiscal year, 39 tips were submitted as involving “Initial Coin Offerings and 
Cryptocurrencies,” an allegation category added to the TCR System in the fourth 
quarter of FY 2018. The addition of this allegation category reflects a desire to refine 
data capture to better understand misconduct in the developing digital asset arena. 

Geographic Origin of Whistleblower Tips
Through OWB’s extensive outreach efforts to publicize and promote the Commission’s 
whistleblower program, the Commission continues to receive whistleblower 
submissions from individuals throughout the United States, as well as internationally. 

During FY 2018, California, New York, Florida, Texas and New Jersey yielded the 
highest number of whistleblower tips.

FREQUENCY
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21–40
41–60
61–100
>101
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Since the beginning of the whistleblower program, the Commission has received 
whistleblower tips from individuals in 119 countries outside the United States. In  
FY 2018 alone, the Commission received whistleblower submissions from individuals 
in 72 foreign countries. After the United States, OWB received the highest number 
of whistleblower tips this past fiscal year from individuals in Canada, the United 
Kingdom, and Australia. The map below reflects the countries in which whistleblower 
tips originated during FY 2018.

 
Appendices B and C to this report provide detailed information concerning the sources 
of domestic and foreign whistleblower tips that the Commission received during  
FY 2018.  
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P R O C E S S I N G  O F  W H I S T L E B LOW E R  T I P S 

OMI evaluates incoming whistleblower TCRs and assigns specific, credible, and timely 
TCRs to members of the Commission staff for further analysis or investigation.

TCR Evaluation 
OMI reviews every TCR submitted by a whistleblower to the Commission that 
references a possible securities law violation. OMI examines each tip to identify those 
with high-quality information that warrant the additional allocation of Commission 
resources. Generally, when the evaluation of a tip could benefit from the specific 
expertise of another Division or Office within the SEC, the tip is forwarded to staff in 
that Division or Office for further analysis. When OMI determines that a tip should 
be considered for investigation, OMI assigns the tip to one of the Commission’s eleven 
regional offices, a specialty unit, or to an Enforcement group in the Home Office. Tips 
that relate to an existing investigation are forwarded to the staff working on the matter. 

The Commission may use information from whistleblower tips in several different 
ways. For example, the Commission may initiate an enforcement investigation based 
on the whistleblower’s tip. Even if the tip does not cause an investigation to be opened, 
it may still help lead to a successful enforcement action if the whistleblower provides 
additional information that significantly contributes to an ongoing or already-existing 
investigation. Tips may also prompt the Commission to commence an examination of 
a regulated entity, which may lead to an enforcement action or to the entity correcting 
the problem or clarifying an issue. 

OWB tracks whistleblower tips that are referred to Enforcement staff for investigation. 
OWB currently is tracking over 900 matters in which a whistleblower’s tip has 
caused a Matter Under Inquiry or investigation to open, or has been forwarded 
to Enforcement staff for review and consideration in connection with an ongoing 
investigation. Not all of these matters, however, will result in an enforcement action, 
or an enforcement action where the required threshold of over $1 million in monetary 
sanctions will be ordered. Whistleblower tips may also be used to open an examination 
or referred to examination staff in connection with a planned or ongoing exam.

In general, whistleblower tips that are specific, credible, and timely, and which 
are accompanied by corroborating documentary evidence, are more likely to be 
forwarded to investigative staff for further analysis or investigation. For instance, if 
the tip identifies individuals involved in the scheme, provides examples of particular 
fraudulent transactions, or points to non-public materials evidencing the fraud, the 
tip is more likely to be assigned to Enforcement staff for investigation. Tips that make 
blanket assertions or general inferences based on market events are less likely to be 
forwarded to or investigated by Enforcement staff.

“. . . whistleblower 

tips that are specific, 

credible, and 

timely, and which 

are accompanied 

by corroborating 

documentary 

evidence, are more 

likely to be forwarded 

to investigative staff 

for further analysis  

or investigation.”
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In certain instances, OMI or other Enforcement staff may determine it is more 
appropriate that a whistleblower’s tip be investigated by another regulatory or law 
enforcement agency. When this occurs, the tip is referred to the other agency in 
accordance with the Exchange Act’s whistleblower confidentiality requirements. 

Tips that relate to the financial affairs of an individual investor or a discrete investor 
group usually are forwarded to the Commission’s Office of Investor Education and 
Advocacy (OIEA) for resolution. Comments or questions about agency practice or the 
federal securities laws also are forwarded to OIEA. 

Assistance by OWB
OWB supports the tip allocation and investigative processes in several ways. When 
whistleblowers submit tips on a Form TCR in hard-copy by mail or fax, OWB enters 
the information into the TCR System so it can be evaluated by OMI. Tips submitted by 
whistleblowers through the Commission’s online portal are automatically forwarded to 
OMI for evaluation. During the evaluation process, OWB may assist by contacting the 
whistleblower to obtain additional information to help in the triage process. 

After submitting an initial tip, a whistleblower is free to, and often does, submit 
additional information or materials to buttress his or her earlier allegations. Additional 
information may be submitted through the online portal, with reference to the original 
TCR submission number (if known), or may be submitted directly to the investigative 
staff if the whistleblower is working with staff on the matter. To the extent additional 
information is sent to OWB in hard-copy by mail or fax, OWB then uploads the 
additional information to the TCR System. While OWB sends acknowledgement letters 
confirming receipt of Form TCRs or deficiency letters where appropriate, due to the 
increasing volume of additional information submitted in paper form to OWB, and the 
ready availability of electronic submissions, OWB does not provide acknowledgement 
letters in response to additional information.
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P R O P O S E D  W H I S T L E B LOW E R  R U L E 

A M E N D M E N T S 

The proposed amendments to the Whistleblower Rules were published in the Federal 
Register on July 20, 2018. The public comment period ended on September 18, 2018.45 
The Commission received approximately 100 unique letters and two form letters from 
commenters. Commission staff is currently reviewing the comments.46 The proposed 
amendments are intended to increase efficiencies in the whistleblower claims review 
process, provide the Commission with additional tools in making whistleblower 
awards to ensure that meritorious whistleblowers are appropriately rewarded for 
their efforts, and align the requirements for anti-retaliation protection under the 
Whistleblower Rules with the holding in Digital Realty. The proposed amendments 
would make certain modifications and clarifications to the existing rules, as well as 
several technical amendments.

Increased Efficiencies in Claims Review Process
The proposed rule amendments are intended to increase efficiencies in the claims 
review process by clarifying the Commission’s ability to bar individuals from 
submitting whistleblower applications where they are found to have submitted false 
information to the Commission or where they repeatedly make frivolous award 
claims in Commission actions. The proposed rules would codify the Commission’s 
current practice with respect to barring applicants who submit false, fictitious, 
or fraudulent statements in their dealings with the Commission and permit the 
Commission to permanently bar any applicant from seeking an award after the 
Commission determines that the applicant has abused the process by submitting three 
award applications that the Commission finds to be frivolous or lacking a colorable 
connection between the tip (or tips) and the Commission action. The proposed 
rule would expressly provide, however, that OWB shall advise any claimant of the 
Office’s assessment that the claimant’s award application for a Commission action is 
frivolous or lacking a colorable connection between the tip and the action for which 
the individual has sought an award. If the applicant withdraws the application at 
that time, it would not be considered by the Commission in determining whether 
to exercise its authority to impose a bar for three or more frivolous applications or 
applications lacking a colorable connection between the tip and the Commission action 
for which the award was sought. 

In addition, the proposed rule amendments would provide the Commission with a 
summary disposition procedure for certain types of likely denials, such as untimely 
award applications, applications that involve a tip that was not provided to the 
Commission in the form and manner that the rules require, and applications where 
the claimant’s information was never provided to or used by investigative staff. The 
proposed summary disposition procedure is intended to help facilitate a more timely 
resolution of such relatively straightforward denials, while freeing up staff resources to 
focus on processing potentially meritorious award claims.  

“The proposed 

amendments are 

intended to increase 

efficiencies in the 

whistleblower claims 

review process . . .”

45 See Amendments to the Commission’s Whistleblower Program Rules, 83 Fed. Reg. 34,702  
(proposed July 20, 2018).

46 Comments to the proposed rules are available at: https://www.sec.gov/comments/s7-16-18/s71618.htm
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Additional Tools in Award Determinations
The proposed rule amendments would provide the Commission with additional tools 
in making awards, including by: (i) allowing awards based on deferred prosecution 
agreements (DPAs) and non-prosecution agreements (NPAs) entered into by the U.S. 
Department of Justice or a state attorney general in a criminal case, or a settlement 
agreement entered into by the Commission outside of the context of a judicial or 
administrative proceeding to address violations of the securities laws; (ii) providing 
additional considerations for small and exceedingly large awards; and (iii) eliminating 
potential double recovery under the current definition of “related action.”

Allowing awards based on NPAs, DPAs, and settlement agreements outside of the 
context of a judicial or administrative proceeding would help ensure that whistleblowers 
are not disadvantaged because of the particular form of an action that was pursued.

In the context of potential awards that could yield a payout of less than $2 million to a 
whistleblower, the proposed rules would authorize the Commission in its discretion to 
adjust the award percentage upward under certain circumstances (subject to the 30% 
statutory maximum) to an amount up to $2 million. 

Under the proposed rules, if a potential award could yield total collected monetary 
sanctions of at least $100 million, the Commission could exercise its discretion to adjust 
the award percentage so that it would yield a payout (subject to the 10% statutory 
minimum) that does not exceed an amount that is reasonably necessary to reward the 
whistleblower and to incentivize other similarly situated whistleblowers. In no event, 
however, would the award be adjusted below $30 million (or below the 10% statutory 
minimum). This proposed rule would apply to award applications that are connected to 
a NoCA posted on or after the effective date of the rules. 

In addition, the proposed amendments would clarify that a law-enforcement or separate 
regulatory action would not qualify as a “related action” if the Commission determines 
that there is a separate whistleblower award scheme that more appropriately applies to 
the enforcement action. 

Uniform Definition of “Whistleblower”
As discussed elsewhere in this report, the proposed amendments would modify Rule 
21F-2 so that it comports with the Supreme Court’s holding in Digital Realty. The 
Court in Digital Realty held that the whistleblower provisions of the Exchange Act 
require that a person report a possible securities law violation to the Commission 
in order to qualify for protection against employment retaliation, thus invalidating 
the Commission’s rule interpreting Section 21F’s anti-retaliation protections to apply 
in cases of internal reports. The proposed amendments would, among other things, 
establish a uniform definition of “whistleblower” that would apply to all aspects of 
Exchange Act Section 21F—i.e., the award program, the heightened confidentiality 
requirements, and the employment anti-retaliation protections. To qualify for anti-
retaliation protection, the rule proposal notes that the individual must have submitted 
his or her information to the Commission “in writing.” 
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Interpretive Guidance
In addition to the proposed rule amendments, the Commission published proposed 
interpretive guidance to help clarify the meaning of “independent analysis” as that 
term is defined in Exchange Act Rule 21F-4(b)(3) and utilized in award applications. 
To be considered “analysis,” the Commission’s rule requires that a whistleblower’s 
examination and evaluation of publicly available information “reveal[] information 
that is not generally known or available to the public.”47 Under the proposed guidance, 
in order to qualify as “independent analysis,” a whistleblower’s submission must 
provide evaluation, assessment, or insight beyond what would be reasonably apparent 
to the Commission from publicly available information. 

The full text of the proposed rule amendments is available at: 
https://www.sec.gov/rules/proposed/2018/34-83557.pdf

47 17 CFR § 240.21F-4(b)(3). 



WHISTLEBLOWER LAW SYMPOSIUM: QUI TAM, SEC, CFTC AND IRS WHISTLEBLOWER CLAIMS UPDATE

194 of 358

WHISTLEBLOWER PROGRAM   |   29

S E C U R I T I E S  A N D  E XC H A N G E  C O M M I S S I O N 

I N V E S T O R  P R O T E C T I O N  F U N D

Section 922 of Dodd-Frank established the Investor Protection Fund to provide funding 
for the Commission’s whistleblower award program, including the payment of awards 
in related actions.48 As required by statute, all payments are made out of this Fund, 
which is financed entirely through monetary sanctions paid to the SEC by securities 
law violators. No money has been taken or withheld from harmed investors to pay 
whistleblower awards. The Fund also is used to finance the operations of the suggestion 
program of the SEC’s Office of Inspector General.49 The suggestion program is intended 
for the receipt of suggestions from SEC employees for improvements in work efficiency, 
effectiveness, productivity, and the use of resources at the Commission, as well as 
allegations by SEC employees of waste, abuse, misconduct, or mismanagement within 
the Commission, and is operated outside of OWB.50 

Section 21F(g)(5) of the Exchange Act requires certain Fund information to be 
reported to Congress on an annual basis. Below is a chart containing Fund-related 
information for FY 2018.

 FY 2018

Balance of Fund at beginning of fiscal year51 $ 297,387,453.49 

Unavailable amounts from FY 2017 available during fiscal year52 $ 310,478.00 

Amounts deposited into or credited to Fund during fiscal year $ 179,626,352.60 

Amount of interest receipts from investments during fiscal year $ 5,746,262.10 

Amount of receipts during fiscal year that are unavailable52 $ (12,234,592.57)

Amounts paid from Fund during fiscal year to whistleblowers $ (94,348,311.00)

Amounts estimated to be paid from Fund during fiscal year  
to whistleblowers

$ (77,127,230.29)

Amount disbursed to Office of the Inspector General during fiscal year $ (26,430.51)

Balance of Fund at end of fiscal year $ 299,333,981.82 

 
 
 

48 Section 21F(g)(2)(A) of the Exchange Act, 15 U.S.C. § 78u-6(g)(2)(A).
49 Section 21F(g)(2)(B) of the Exchange Act, 15 U.S.C. § 78u-6(g)(2)(B), provides that the Fund shall be 

available to the Commission for “funding the activities of the Inspector General of the Commission under 
section 4(i).” The Commission’s Office of General Counsel has interpreted this section to refer to Exchange 
Act Section 4D, which established the Inspector General’s suggestion program. That section provides 
that the “activities of the Inspector General under this subsection shall be funded by the Securities and 
Exchange Commission Investor Protection Fund established under Section 21F.” Id. § 78d-4(e).

50 Section 4D(a) of the Exchange Act, id. § 78d-4(a).
51 During FY 2018, the SEC changed how the balance of the Fund is defined for replenishment purposes. 

Prior to FY 2018, the balance was defined as total assets of the Fund. Beginning in FY 2018, the SEC 
changed to the available unobligated balance. As a result, the beginning balance differs from what was 
previously reported as the ending balance for FY 2017.

52 Amounts relate to available resources temporarily reduced during the fiscal year as a result of the Budget 
Control Act of 2011. These amounts become available at the beginning of the following fiscal year.
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Whenever the balance of the Fund falls below $300 million, a statutory replenishment 
mechanism is triggered. For a complete description of the mechanisms that Congress 
established to replenish the Fund, see Section 21F(g)(3) of the Exchange Act, 15 U.S.C. 
78-6(g)(3). 

Section 21F(g)(5) of the Exchange Act also requires a complete set of audited financial 
statements for the Fund, including a balance sheet, income sheet, income statement, 
and cash-flow analysis. That information will be included in the Commission’s Agency 
Financial Report, which will be separately submitted to Congress. 
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A P P E N D I X  A 

W H I S T L E B LOW E R  T I P S  B Y  A L L E G AT I O N  T Y P E  

C O M PA R I S O N  O F  F I S C A L  Y E A R S  2 0 1 5 – 2 0 1 8
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*The category of “Other” indicates that the submitter identified the whistleblower TCR as not fitting into any allegation category that is listed on the 
questionnaire. Also, in the interest of space, this chart does not reflect 39 tips submitted under “Initial Coin Offerings and Cryptocurrencies,” an allegation 
category introduced during the fourth quarter of FY 2018.
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A P P E N D I X  B 

W H I ST L E B LOW E R  T I P S  R E C E I V E D  BY  G E O G R A P H I C  LO C AT I O N  

U N I T E D  STAT E S  A N D  I TS  T E R R I TO R I E S ,  F I S C A L  Y E A R  2 0 1 8 *
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*Multiple individuals may jointly submit a TCR under the Commission’s whistleblower program. Appendix B reflects the number of individuals 
submitting WB TCRs to the Commission within the United States, or one of its territories, and not the total number of domestic WB TCRs 
received by the Commission during FY 2018. For example, a WB TCR that is jointly submitted by two individuals—one in New York and one in 
New Jersey—would be reflected in Appendix B as a submission from both New York and New Jersey. The total number of individuals submitting 
WB TCRs in the United States or a U.S. territory during FY 2018 exceeded 3,300 and constituted about 62% of the individuals participating in the 
Commission’s whistleblower program for this period. Additionally, over 1,350 individuals, constituting approximately 26% of the total number of 
persons participating in the Commission’s whistleblower program in FY 2018, submitted WB TCRs without any foreign or domestic geographical 
categorization or submitted them anonymously through counsel.
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A P P E N D I X  C 

W H I ST L E B LOW E R  T I P S  R E C E I V E D  BY  G E O G R A P H I C  LO C AT I O N 

I N T E R N AT I O N A L ,  F I S C A L  Y E A R  2 0 1 8 *

AFGHANISTAN

ARGENTINA

AUSTRALIA

AUSTRIA

BELGIUM

BOTSWANA

BRAZIL

BULGARIA

CAMEROON

CANADA

CHILE

CHINA, PEOPLE'S REPUBLIC OF

CROATIA

CYPRUS

ECUADOR

EGYPT

FINLAND

FRANCE

FRENCH POLYNESIA

GERMANY

GHANA

GREECE

HONG KONG

ICELAND

INDIA

INDONESIA

IRAN

IRELAND

ISRAEL

ITALY

JAMAICA

JAPAN

KAZAKHSTAN

KENYA

LITHUANIA

LUXEMBOURG

MALAYSIA

MEXICO

MONACO

MOROCCO

NEPAL

NETHERLANDS

NEW ZEALAND

NORWAY

PAKISTAN

PANAMA

PERU

PHILIPPINES

POLAND

PORTUGAL

ROMANIA

RUSSIA

SAUDI ARABIA

SINGAPORE

SLOVENIA

SOUTH AFRICA

SOUTH KOREA

SPAIN

SURINAME

SWEDEN

SWITZERLAND

TAIWAN

TANZANIA

THAILAND

TUNISIA

TURKEY

UKRAINE

UNITED ARAB EMIRATES

UNITED KINGDOM

URUGUAY

VENEZUELA

VIETNAM

1

7

45

10

2

1

2

17

1

15

1

26

2

4

4

1

4

1

1

1

7

10

5

2

3

6

2

6

10

4

1

1

2

4

1

19

2

1

89

3

40

1

29

2

2

2

2

2

7

25

8

1

4

2

1

1

8

5

6

18

12

14

1

9

18

8

3

1

8

1

1

85

0 20 40 60 80 100

*As with domestic WB TCRs, multiple individuals from abroad may jointly submit a TCR under the Commission’s whistleblower program. Appendix C 
reflects the number of individuals submitting WB TCRs to the Commission from abroad, and not the total number of foreign WB TCRs received during  
FY 2018. The number of individuals submitting WB TCRs from abroad during FY 2018 exceeded 650, and constituted approximately 12% of the individuals 
participating in the Commission’s whistleblower program.
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O F F I C E  O F  T H E  W H I S T L E B L O W E R

Washington, DC



12:15 LUNCH (Included in registration fee.)
 
  GEORGIA’S NEWEST FALSE CLAIMS ACT:    
  UPDATE ON CASES UNDER GEORGIA’S    
  “TAXPAYER PROTECTION FALSE CLAIMS ACT”
  David McLaughlin, Senior Assistant Attorney   
  General, Georgia Office of the Attorney    
  General, Atlanta

  BRIEF REMARKS BY GEORGIA’S TOP FEDERAL  
  OFFICIALS ON THEIR GOALS FOR FALSE    
  CLAIMS ACT ENFORCEMENT
  Hon. Bobby Christine, U.S. Attorney for the    
  Southern District of Georgia, Augusta
  Hon. Byung J. “BJay” Pak, U.S. Attorney for the   
  Northern District of Georgia, Atlanta
  Hon. Charles E. Peeler, U.S. Attorney for the    
  Middle District of Georgia, Macon



1:05 PROCEDURES AND PREFERENCES IN QUI TAM  
  CASES: WHAT TO EXPECT FROM 
  GOVERNMENT ATTORNEYS IN GEORGIA    
  WHEN YOU HAVE A QUI TAM CASE
  Moderator: Michael A. Sullivan
  Neeli Ben-David, United States Attorney’s Office,  
  Atlanta
  Thomas Clarkson, United States Attorney’s    
  Office, Savannah
  James Mooney, Assistant Attorney General, State  
  of Georgia, Medicaid Fraud Division, Atlanta
  Todd P. Swanson, United States Attorney’s Office,  
  Macon
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“There is no kind of dishonesty into which otherwise good people more easily and 
frequently fall than that of defrauding the government.” 

- Benjamin Franklin 

 
The Federal False Claims Act and   
Georgia’s Two False Claims Acts 

 

 
 

The Georgia Taxpayer Protection False Claims Act  
was signed on April 16, 2012.  Participating in the  
signing ceremony with Governor Nathan Deal are  

(from left) Rep. Matt Ramsey, Rep. Edward Lindsey,  
and Michael A. Sullivan of Finch McCranie, LLP. 

Update: As of February 27, 2019, the Georgia legislature 
 was considering a bill (SB 58) to amend this law by 

eliminating the requirement of advance approval by the 
Georgia Attorney General before a case may be filed. 

 
 
 

Michael A. Sullivan 
www.finchmccranie.com 

www.qui-tam-litigation.com 
 

Finch McCranie, LLP 
225 Peachtree Street, Suite 1700 

Atlanta, Georgia 30303 
(404) 658-9070 

msullivan@finchmccranie.com 
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The Federal False Claims Act and 
Georgia’s Two False Claims Acts 

 
Michael A. Sullivan1 

 
Continuing the trend of states enacting their own versions of the federal False Claims Act 

(“FCA”),2 in 2012 the Georgia General Assembly enacted the “Georgia Taxpayer Protection 

False Claims Act.”3  Both the federal and state FCA laws are civil statutes designed to combat 

                                                 
1  Michael A. Sullivan is a partner with Finch McCranie, LLP in Atlanta. He represents whistleblowers in 
qui tam litigation under the False Claims Act, in the SEC and CFTC Whistleblower Programs, and in the 
IRS Whistleblower Program.  Mr. Sullivan was co-counsel to Relators in two of the largest health care 
fraud qui tam recoveries in recent years: (1) the $465 million settlement by Mylan, Inc. in 2017 for 
erroneously classifying its patented, brand name drug EpiPen as a generic drug to avoid its obligation to 
pay higher Medicaid rebates; and (2) the groundbreaking case that authorized use of statistical sampling 
to prove elements of FCA liability and damages, United States ex rel. Glenda Martin v. Life Care Centers 
of America, Inc. (E.D. TN), which in 2016 produced the largest health care fraud settlement in history 
against a skilled nursing facility chain.   
 
Mr. Sullivan has worked with the False Claims Act since the late 1980s and has both defended and 
prosecuted cases under the False Claims Act.  Mr. Sullivan helped draft Georgia’s two qui tam statutes, 
the 2007 “State False Medicaid Claims Act,” and the 2012 “Georgia Taxpayer Protection False Claims 
Act.” Since the December 2006 beginning of the new IRS Whistleblower Program, Mr. Sullivan has also 
represented IRS whistleblowers in submissions totaling billions of dollars.  He has also worked with the 
IRS Whistleblower Office staff in presenting programs on best practices in pursuing IRS Whistleblower 
claims. 
 
In 2009 and again in 2010, Mr. Sullivan was consulted by staff members of the U.S. Senate Banking 
Committee to discuss how the new SEC and CFTC Whistleblower Programs should operate.  In 2011, he 
met with the SEC and CFTC Chairmen and senior staff to recommend changes to the proposed rules for 
SEC and CFTC Whistleblower claims. Mr. Sullivan is a graduate of the University of North Carolina and 
Vanderbilt Law School.  He clerked for U.S. District Judge Marvin H. Shoob in Atlanta from 1984-86.  
He chairs the bi-annual “Whistleblower Law Symposium” for ICLE-GA.   He also currently serves as 
counsel to Larry D. Thompson in Mr. Thompson’s role as the Independent Compliance Monitor and 
Auditor of Volkswagen AG. 
 
2  31 U.S.C. §§ 3729-33. 
 
3  O.C.G.A. §§ 23-3-120 to 23-3-127. 
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fraud directed at taxpayer dollars. 

Since its 1986 amendments created the modern Act, the federal FCA has been 

dramatically successful in recovering many billions of dollars in taxpayer funds from defendants 

who engaged in fraud or false claims.  Especially in this time of tight state budgets, Sen. Charles 

Grassley (R-Iowa) and others have championed the FCA as a model for states – both to deter 

fraud in government contracts and programs, and to recover meaningful damages and penalties 

designed to make the states “whole” when they are defrauded.  As Sen. Grassley argues, these 

laws work by providing incentives to private citizen “whistleblowers” (known as “relators”) to 

expose fraud against taxpayer funds by filing “qui tam”4 lawsuits on behalf of a government 

body.   

In 2007, like many other states that sought to qualify for financial incentives established 

by Congress, Georgia took the first step by passing a state FCA that applies only to Medicaid 

spending, the “State False Medicaid Claims Act.”5    

The 2012 Georgia Taxpayer Protection False Claims Act now extends Georgia’s 

protection of taxpayer dollars beyond Medicaid, to include protection of all other spending by 

the state, and all spending by local governments.  

Moreover, the 2012 Act can be used by a wide array of “local government” entities.  The 

Act defines “local government” broadly to include “any Georgia county, municipal corporation, 

                                                 
4  The term “qui tam” is derived from the Latin phrase, “qui tam pro domino rege quam pro se ipso in 
hac parte sequitur,” which means “who pursues this action on our Lord the King's behalf as well as his 
own.” Vermont Agency of Natural Resources v. United States ex rel. Stevens, 529 U.S. 765, 769 n.1 
(2000). 
 
5  O.C.G.A. §§ 49-4-168 to 49-4-168.6. 
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consolidated government, authority, board of education or other local public board, body, or 

commission, town, school district, board of cooperative educational services, local public benefit 

corporation, hospital authority, taxing authority, or other political subdivision of the state or of 

such local government, including MARTA.” 

This article begins with an “Executive Summary” of the Georgia Taxpayer Protection 

False Claims Act (section I).  Because this Georgia law is based on the federal FCA, this article 

then provides an overview of the federal FCA (sections II-VIII).  For attorneys who encounter 

this powerful anti-fraud law, this article may be useful in explaining the unique procedures of the 

FCA, as well as how it has been used by the federal and state governments.  

I. Executive Summary of “Georgia Taxpayer Protection False Claims Act” (HB 822) 
 

 The Georgia Taxpayer Protection False Claims Act (the “Act”) is a state version of the 

extremely successful federal False Claims Act.  The FCA is the federal government’s primary 

civil tool for combating fraud directed at taxpayer funds.  The majority of states already have 

such a law designed to stop and deter fraud against state government. 

 Background: The FCA originally was enacted during the Civil War.  In 1986, President 

Ronald Reagan signed into law an amended version of the FCA, which has since generated more 

than $56 billion in recoveries from those who have defrauded the government.  The FCA also 

helps deter fraud by those who do business with the government.   

 State False Claims Acts: As noted, based on the federal FCA’s great successes since 

1986, Sen. Charles Grassley has helped lead efforts to encourage states to pass their own 

versions of the FCA.  Congress established financial incentives for states that enact their own 
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versions of the FCA that closely follow the FCA’s terms, through the Deficit Reduction Act of 

2005.6  (Those states receive an extra 10% of Medicaid fraud recoveries.)  Congress amended the 

federal FCA in 2009-2010 to increase the FCA’s effectiveness.   

 At least twenty-nine other states now have enacted their own False Claims Acts, which 

are also based on the federal FCA.7  The majority of these states’ laws protect all state spending 

of any nature.   

 On May 24, 2007, Governor Perdue signed into law Georgia’s “State False Medicaid 

Claims Act,”8 which is based on the 2007 federal FCA, but protects only Medicaid spending.  

The new 2012 Georgia Taxpayer Protection False Claims Act now protects all state and local 

government spending. 

                                                 
6  Deficit Reduction Act of 2005, Pub. L. No. 109-171, 120 Stat. 4. 
 
7  As of February 27, 2019, state “False Claims” statutes are in effect in at least the following other states: 
California, Colorado, Connecticut, Delaware, Florida, Hawaii, Illinois, Indiana, Iowa, Louisiana, 
Maryland, Massachusetts, Michigan, Minnesota, Montana, Nevada, New Hampshire, New Jersey, New 
Mexico, New York, North Carolina, Oklahoma, Rhode Island, Tennessee, Texas, Vermont, Virginia, 
Washington, and the District of Columbia.  See CAL. GOV’T CODE §§ 12650-12656; COL. REV. STAT. 
§§ 25.5-4-303.5 to 25.5-4-310; CONN. GEN. STAT. ANN. §§ 17B-301 to 17A-301P; DEL. CODE ANN. tit. 6, 
§§ 1201-1209; FLA. STAT. §§ 68.081-68.09; HAW. REV. STAT. §§ 661-21 to 661-29; 740 ILL. COMP. 
STAT. §§ 175/1 to 175/8; IND. CODE §§ 5-11-5.5-1 to 5-11-5.5-18; IOWA CODE ANN. §§ 685.1 to 685.7; 
LA. REV. STAT. ANN. §§ 46:437.1-440.3; MD. HEALTH GEN . §§ 2-601 to 2-611; MASS. GEN. LAWS 12 
§§ 5A; MICH. COMP. LAWS §§ 400.601-400.613; M.S.A. §§ 15C.01 to 15C.16; MONT. CODE ANN. §§ 
17-8-401 to 17-8-412; NEV. REV. STAT. §§ 357.010 to 357.250; N.H. REV. STAT. ANN. §§ 167:61 to 
167:61-e; N.J. STAT. ANN §§ 2A:32C-1 to 2A:32C-17; N.M. STAT. §§ 27-14-1 to 27-14-15; N.Y. STATE 
FIN. LAW §§ 187-194 (McKinney); N.C.G.S.A. §§ 1-605 to 1-618; OKLA. STAT. tit. 63, §§ 5053-5053.7;  
R.I. GEN. LAWS §§ 9-1.1-1 to 9-1.1-8; TENN. CODE ANN. §§ 71-5-181 to 71-5-185; TEX. HUM. RES. 
CODE ANN. §§ 36.001 to 36.132; VT. STAT. ANN., tit. 32, §§ 630 to 642; VA. CODE ANN. §§ 8.01-216.1 to 
8.01-216.19; WASH. REV. CODE ANN. §§ 74.66.10 to 74.66.130 (WEST); and D.C. CODE §§ 2-308.13-
2.308.21. 

 
8 O.C.G.A. §§ 49-4-168 to 49-4-168.6. 
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 In sum, the 2012 Georgia Taxpayer Protection False Claims Act (1) protects all state and 

local government spending from fraud, and not simply Medicaid spending; and (2) amends the 

State False Medicaid Claims Act to conform to the 2009-2010 federal FCA amendments.  All 

states are required to conform to those amendments by 2013, or lose the federal incentive of an 

additional 10% of Medicaid fraud recoveries.   

 Role of Attorney General: The Georgia Attorney General’s Office has surveyed other 

states to identify the “best practices” used in other state False Claims Acts.  The Georgia 

Taxpayer Protection False Claims Act incorporates many of these “best practices.” 

 In addition, under the 2012 law as enacted, the Attorney General retained authority to 

approve all such cases under the Act before filing, and to move to dismiss any filed case that is 

deemed not meritorious. Since the Act was passed, the Attorney General has published 

procedures for reviewing and approving cases.9  As of February 27, 2019, the Georgia legislature 

was considering a bill (SB 58) to amend this law by eliminating the requirement of advance 

approval by the Georgia Attorney General before a case may be filed.   

 
 The Act authorizes the state to recover from those who defraud it “treble” damages (three 

times the state’s economic losses) and civil penalties of $5,500 - $11,000 per false or fraudulent 

claim, just as the federal FCA provides.      

 Cases may be instituted in the following ways:  

1. The Attorney General’s Office may bring an action against any person or entity 

alleged to have engaged in fraud or false claims directed at state funds.   

                                                 
9 See https://law.ga.gov/qui-tam-case-review-and-approval-procedures-non-medicaid.  



WHISTLEBLOWER LAW SYMPOSIUM: QUI TAM, SEC, CFTC AND IRS WHISTLEBLOWER CLAIMS UPDATE

210 of 358

7 
 

Reprinted with permission of the Georgia Bar Journal.  
Copyright © 2019 by Finch McCranie, LLP 

 

2. The Attorney General is authorized to delegate authority to District Attorneys or local 

government attorneys to pursue cases filed concerning fraud directed at county or 

local government funds.   

3. Private citizens (“relators”) with knowledge of fraud may bring an action under the 

Act.  These are known as qui tam cases, which have made the federal FCA so 

successful.  More than 80% of federal FCA recoveries now are in cases of fraud 

brought by private citizen “relators” (or “whistleblowers”).   

 Control by Attorney General: As noted, subject to amendments being considered by the 

Georgia legislature as of February 27, 2019, the Attorney General retains control over whether 

any such cases may be filed.  Moreover, after a case is filed, the Attorney General can move to 

dismiss any case brought by a private citizen that is not deemed meritorious, and can withdraw 

any authority used to delegate a case.   

 Like the federal FCA, the Attorney General’s Office (or his designee) investigates the 

allegations, while the case remains under seal.  Cases are under seal for at least 60 days, but that 

period is typically extended for more than a year to allow for an investigation to be completed.  

 How Cases Proceed: The Attorney General or other local government attorney to whom 

authority has been delegated may elect to “intervene” in any case brought by a private citizen, 

and thus will control the litigation as it moves forward.  The relator’s counsel also participates in 

the litigation.  

 If the Attorney General or his designee elects not to intervene in the case, the relator is 

authorized to pursue the case.  It is not unusual for the government initially to decline 
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intervention, only to intervene later after the relator has advanced the case and developed further 

evidence that leads to a recovery by the state.  

 If the action is successful and produces a recovery for the state or local government 

involved, like the federal FCA, the Act authorizes the relator to receive 15-25% of the recovery 

in cases in which the state or local government has intervened; and 25-30% of any recovery if 

the state or local government has not intervened.  The Act also provides for attorney’s fees and 

expenses in the event of a successful recovery.  Fees and expenses are not paid by the state or 

local government, but by the defendants.   

 The Act mirrors other provisions of the federal FCA as well, provisions that are also 

found in other state False Claims Acts. The Act provides procedures for the state or local 

government to investigate claims, similar to the federal FCA.  It also incorporates the federal 

law’s anti-retaliation provisions.  

State and Local Governments May Recover Their Attorney’s Fees, Costs,  and 

Expenses:  Significantly, the state and any local government can recover from the defendant “all 

costs, reasonable expenses, and reasonable attorney's fees incurred by the state or local 

government in prosecuting a civil action brought to recover the damages and penalties provided 

under this article.”10 

 Other States’ Experiences: Other states have found their false claims laws to be very 

effective in addressing fraud directed at taxpayer funds.  For example, in 2011 Texas obtained a 

$170 million judgment in a single case involving fraud against the Medicaid program.  As 

                                                 
10  O.C.G.A. § 23-3-121(c). 
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another example, Toshiba had to repay California $30 million for knowingly selling defective 

computer equipment in 2000.  Of the states nearest to Georgia, Florida, North Carolina and 

Virginia also have enacted similar laws and are using them to seek recovery of substantial 

damages caused by fraud.   

 Return on Investment:  The FCA is very efficient: it usually results in recovery of 

multiples of the money invested in it.  For example, studies have reported that, under the FCA, 

for every dollar spent to investigate and prosecute health care fraud in civil cases, the federal 

government receives $15 back in return.  Realizing the high return on investment, Texas added 

significantly to its resources devoted to pursuing health care fraud several years ago.  

 Corresponding Amendments to State False Medicaid Claims Act:  Finally, the Act 

updates the State False Medicare Claims Act, to make it consistent with the 2009-2010 

amendments to the federal FCA, so that the state continues to be eligible for the financial 

incentives established by Congress.   

Cases involving Medicaid fraud will continue to be brought under the State False 

Medicaid Claims Act.  Cases involving other Georgia or local government spending will be 

pursued under the new Georgia Taxpayer Protection False Claims Act. 

II. Introduction to the False Claims Acts, Federal and State 

All lawyers will benefit from understanding potential claims and liabilities under the 

federal and state False Claims Acts, especially those attorneys whose practices involve health 

care, procurement, financial services, and other industries that involve government spending.  

Health care increasingly has become the major focus of the federal government’s enforcement 

efforts, although fraud by financial institutions has produced significant recoveries as well. 
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Adding to the lawyer’s challenges, since 2009 Congress has amended the False Claims 

Act three times, primarily to overturn judicial decisions that once created obstacles to FCA 

actions.11  Those amendments also have created an important new basis of FCA liability – 

retention of overpayments – which has great significance especially to health care providers.  

These 2009-2010 amendments make the FCA a far more effective enforcement tool for the 

government, and thus a much greater problem for defendants accused of health care fraud.   

Further, a wave of new “whistleblower” statutes continues, inspired by the successes of 

the False Claims Act.  These new laws include (1) an increasing number of state versions of the 

federal False Claims Act;12 (2) the 2006 enactment of new IRS Whistleblower Rewards 

Program;13 and (3) new “SEC Whistleblower” and “CFTC Whistleblower” programs, authorized 

in July 2010 as part of the Dodd-Frank Wall Street Reform and Consumer Protection Act 

(“Dodd-Frank”).14  By encouraging employees, contractors, and others to report allegations of 

                                                 
11  Fraud Enforcement and Recovery Act of 2009, Pub. L. No. 111-21, 123 Stat. 1617 (“FERA”); Patient 
Protection and Affordable Care Act, Pub. L. 111-148, 124 Stat. 119 (“PPACA”); Dodd-Frank Wall Street 
Reform and Consumer Protection Act, Pub. L. No. 111-203, 124 Stat. 1376. 
    
12  See infra section IV.   
 
13  The False Claims Act expressly “does not apply to claims, records, or statements made under the 
Internal Revenue Code of 1986.”  31 U.S.C. § 3729(e).  In December 2006, however, Congress used the 
False Claims Act as a model in establishing the new IRS Whistleblower Rewards Program, which 
provides incentives to “whistleblowers” to report violations of the Internal Revenue laws in excess of $2 
million.  IRS Whistleblowers may receive 15-30% of the recovery.  See 26 U.S.C. § 7623(b)(1) 
(providing for “an award at least 15 percent but not more than 30 percent of the collected proceeds 
(including penalties, interest, additions to tax, and additional amounts)).”  Regularly updated information 
about the IRS Whistleblower program may be found at 
http://www.whistleblowerlawyerblog.com/irs_rewards_program_tax/.  
 
14  Section 922 of the Dodd-Frank Financial Reform Act provides for the first potentially meaningful 
rewards to whistleblowers by the Securities and Exchange Commission.  
(http://www.whistleblowerlawyerblog.com/2010/07/new_sec_whistleblower_program_1.html). Section 
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fraud, these new whistleblower provisions create substantial concerns for health care 

organizations and other defendants alleged to be liable.   

This article provides an overview of what lawyers should know about the federal False 

Claims Act and the new state False Claims Acts.  These state False Claims Acts, like the federal 

Act, have unique procedural requirements that are foreign to most lawyers.   

This article explains how both the federal and state False Claims Acts work.  It 

summarizes the background of the federal False Claims Act, outlines how it operates, and 

discusses the Act’s increasing use to combat fraud directed at public funds.  This article also 

highlights some important differences between state False Claims Acts and the federal False 

Claims Act.   

III. Why A “False Claims Act”? 

Fraud is perhaps so pervasive and, therefore, costly to the Government due to a 
lack of deterrence. GAO concluded in its 1981 study that most fraud goes 
undetected due to the failure of Governmental agencies to effectively ensure 
accountability on the part of program recipients and Government contractors. 
The study states:  
 

For those who are caught committing fraud, the chances of being 
prosecuted and eventually going to jail are slim. . . . The sad truth is that 
crime against the Government often does pay.15 

 
Fraud – and allegations of fraud – plague government spending at every level.  Today, as 

the federal government struggles to fund the hundreds of billions of dollars spent annually on 

                                                 
748 provides for similar rewards to whistleblowers by the Commodity Futures Trading Commission. 
(http://www.whistleblowerlawyerblog.com/2010/07/whistleblowers_reporting_deriv.html#more). 
15 S. REP. No. 99-345, at 3 (1986), as reprinted in 1986 U.S.C.C.A.N. 5266, 5268 [hereinafter 
“Legislative History”] (quoting 1981 GAO Report to Congress, “Fraud in Government Programs: How 
Extensive Is It? How Can It Be Controlled?”). 
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health care through Medicare, Medicaid, and other programs; the Iraq and Afghanistan wars; the 

financial “bailout” measures enacted after the 2008 financial collapse; disaster relief efforts; and 

government grants and programs of every description, there is no shortage of opportunities for 

fraud against the public fisc.  

The False Claims Act has been the federal government’s “primary” weapon to recover 

losses from those who defraud it.16  The Act not only authorizes the government to pursue 

actions for treble damages and penalties, but also empowers and provides incentives to private 

citizens to file suit on the government’s behalf as “qui tam relators.”  Over the past three 

decades. recoveries for the federal government have grown steadily since Congress amended the 

Act in 1986 to encourage greater use of the qui tam provisions, as part of a “coordinated effort of 

both the [g]overnment and the citizenry [to] decrease this wave of defrauding public funds.”17 

The federal False Claims Act since 1986 has been successful in recovering more than 

 $56 billion,18increasingly through qui tam lawsuits brought by private citizens.   In light of the 

federal Act’s successes, Congress in the Deficit Reduction Act of 200519 created a large financial 

“carrot” for states that adopt state versions of the False Claims Act.  Any state that passes its own 

“False Claims” statute with qui tam or whistleblower provisions that are at least as effective as 

                                                 
16  Id. at 2. 
 
17  Id. 
 
18  See https://www.justice.gov/opa/pr/justice-department-recovers-over-37-billion-false-claims-act-
cases-fiscal-year-2017. 
 
19  See Deficit Reduction Act of 2005, Pub. L. No. 109-171, 120 Stat. 4. 
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those of the federal Act becomes eligible for a 10% increase in its share of Medicaid fraud 

recoveries.20 

Thus, the impetus for states to enact a False Claims Act is this incentive of more dollars.  

Since 2006, the number of states with a state version of the False Claims Act covering at least 

Medicaid has grown to at least twenty-nine.21  Other states22 have considered enacting similar 

statutes of their own. 

IV. Background of the Federal False Claims Act 

Although the False Claims Act may be the best known qui tam statute, it is far from being 

the first.  Qui tam actions date back to English law in the 13th and 14th Centuries.  This tradition 

took root in the American colonies and, by 1789, states and the new federal government had 

authorized qui tam actions in various contexts.23   

                                                 
20  Id. § 6031.  In the legislative hearings that led to passage of the Georgia State False Medicaid Claims 
Act (at which this writer also testified), former Inspector General Doug Colburn of the Georgia 
Department of Community Health testified that Georgia currently pays approximately 38 cents of every 
dollar spent in the Georgia Medicaid program, and thus Georgia currently receives 38% of Medicaid 
fraud recoveries.  This ten point increase to 48% in Georgia’s share of Medicaid fraud recoveries would 
thus effectively increase Georgia’s share of these recoveries by more than 26% in actual dollars  (i.e., by 
the fraction 10/38). 
 
21  See footnote 7 for a list of state “False Claims” statutes currently in effect.  A regularly updated list of 
state False Claims Acts appears at www.taf.org/statefca.htm. For an excellent 2005 article on state False 
Claims Acts, see James F. Barger, Jr., Pamela H. Bucy, Melinda M. Eubanks, and Marc S. Raspanti, 
States, Statutes, and Fraud: An Empirical Study of Emerging State False Claims Acts, 80 TUL. L. REV. 
465 (2005) [hereinafter State False Claims Act Study]. 
 
22  State False Claims Acts also have been proposed in at least Arkansas, Kansas, Mississippi, Missouri, 
North Dakota, Pennsylvania, and South Carolina. See John T. Boese, FraudMail Alert, 
http://www.friedfrank.com/wcc/pdf/fm070314.pdf.  
 
23  See, e.g., Marvin v. Trout, 199 U.S. 212, 225 (1905) (“Statutes providing for actions by a common 
informer, who himself had no interest whatever in the controversy other than that given by statute, have 
been in existence for hundreds of years in England, and in this country ever since the foundation of our 
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According to one writer: 

In the early years of the Nation, the qui tam mechanism served a need at a time 
when federal and state governments were fairly small and unable to devote 
significant resources to law enforcement.  As the role of the Government 
expanded, the utility of private assistance in law enforcement did not diminish. If 
anything, changes in the role and size of Government created a greater role for 
this method of law enforcement.24 

 
A. Birth of the False Claims Act:  The Civil War prompted Congress to enact the 

original False Claims Act in 1863.  As government spending on war materials increased, 

dishonest government contractors took advantage of opportunities to defraud the United States 

government.  “Through haste, carelessness, or criminal collusion, the state and federal officers 

accepted almost every offer and paid almost any price for the commodities, regardless of 

character, quality, or quantity.”25 

One senator explained how the qui tam provisions of the Act were intended to work: 

The effect of the [qui tam provisions] is simply to hold out to a confederate a 
strong temptation to betray his co-conspirator, and bring him to justice.  The bill 
offers, in short, a reward to the informer who comes into court and betrays his co-
conspirator, if he be such; but it is not confined to that class. . . . In short, sir, I 
have based the [qui tam provision] upon the old fashioned idea of holding out a 
temptation and setting a rogue to catch a rogue, which is the safest and most 
expeditious way I have ever discovered of bringing rogues to justice. 26 

 

                                                 
government.”)  See generally CLAIRE M. SYLVIA, THE FALSE CLAIMS ACT: FRAUD AGAINST THE 
GOVERNMENT § 2.3, at 34-36 (West 2004). 
 
24  SYLVIA, supra note 18 § 2:6, at 41. 
 
25  Id. § 2:6, at 42 (quoting 1 FRED ALBERT SHANNON, THE ORIGINATION AND ADMINISTRATION OF THE 
UNION ARMY, 1861-65, at 55-56, 58 (1965) (other sources quoted omitted)). 
 
26  Id. § 2:6, at 43 (quoting Cong. Globe, 37th Cong., 3d Sess., 955-56 (1863)). 
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The original Act provided for double damages, plus a $2,000 forfeiture for each claim 

submitted.27  If a private citizen or “relator” used the qui tam provision to file suit, the 

government had no right to intervene or control the litigation.  A successful “relator” was entitled 

to one-half of the government’s recovery.28 

The Act survived in substantially its original form until World War II.29  In a classic and 

oft-quoted 1885 passage, one court rejected the argument that courts should limit the statute’s 

reach on the grounds that qui tam actions were poor public policy: 

The statute is a remedial one.  It is intended to protect the treasury against the 
hungry and unscrupulous host that encompasses it on every side, and should be 
construed accordingly.  It was passed upon the theory, based on experience as old 
as modern civilization that one of the least expensive and most effective means of 
preventing frauds on the treasury is to make the perpetrators of them liable to 
actions by private persons acting, if you please, under the strong stimulus of 
personal ill will or the hope of gain.  Prosecutions conducted by such means 
compare with the ordinary methods as the enterprising privateer does to the slow-
going public vessel.30 
 

 B. “Over-Correction” of the False Claims Act:  Until World War II, perhaps because of 

the relatively small amount of government spending compared to the modern era, the Act did not 

                                                 
27  Legislative History, supra note 10. 
 
28  Act of March 2, 1863, ch. 67, § 6, 12 Stat. 698 (discussed in SYLVIA, supra note 18, § 2:6, at 44 & 
n.18). 
 
29  Certain amendments to the Act did occur in the early 1900s.  SYLVIA, supra note 18, § 2.6, at 44 & 
n.18.  In addition, the United States Supreme Court declined to limit the Act’s application in 1937 in 
United States v. Kapp, 302 U.S. 214 (1937).  In Kapp, the Supreme Court rejected the defendant’s 
argument that the government must show a monetary loss and that the representations in question were 
not material.  Id. at 217-18. 
 
30  United States v. Griswold, 24 F. 361, 365-66 (D. Or. 1885). 
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attract much attention.31  World War II then spawned various qui tam actions over defense 

procurement fraud.  Some relators sought to exploit what was effectively an unintended 

“loophole” in the Act that permitted them to file “parasitic” lawsuits.  These relators simply 

copied the information contained in criminal indictments, when the relator had no information to 

bring to the government’s attention independently.32   

 In 1943 the Supreme Court in United States ex rel. Marcus v. Hess33 held that it was up to 

Congress to make any desired changes in the Act to eliminate “parasitic” lawsuits.34  Congress 

amended the Act that same year to do so.  The 1943 Amendments eliminated jurisdiction over 

qui tam actions that were based on evidence or information in the government’s possession, even 

if the relator had provided the information to the government.35   

In addition, Congress in 1943 also gave the government the right to intervene and litigate 

cases filed by qui tam relators.  The 1943 amendments also dramatically reduced incentives for 

qui tam suits to be filed, by reducing to 10% the maximum amount of the recovery that a relator 

could receive if the government intervened, with a 25% maximum award if the government did 

not intervene and the private citizen alone obtained a judgment or settlement.36  

                                                 
31  See generally JOHN T. BOESE, CIVIL FALSE CLAIMS AND QUI TAM ACTIONS §§ 1-9, 1-10 (1993). 
 
32  Legislative History, supra note 10, at 11. 
 
33  317 U.S. 537 (1943). 
 
34  Id. at 546-47. 
 
35  Act of December 23, 1943, ch. 377, 57 Stat. 608. 
 
36  SYLVIA, supra note 18, § 2:8, at 51. 
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C. The 1986 Amendments Establish the Modern False Claims Act: By the 1980s, both 

the Justice Department and congressional leaders realized that the 1943 amendments and 

“several restrictive court interpretations”37 had made the False Claims Act ineffective.  

Congress acted decisively in 1986 with major amendments that breathed life into the False 

Claims Act.38 

A representative of a business association testified that the 1986 Amendments were: 

supportive of improved integrity in military contracting.  The bill adds no new 
layers of bureaucracy, new regulations, or new Federal police powers.  Instead, 
the bill takes the sensible approach of increasing penalties for wrongdoing, and 
rewarding those private individuals who take significant personal risks to bring 
such wrongdoing to light.39 

 
The 1986 Amendments increased financial and other incentives for qui tam relators to 

bring suits on behalf of the government.  Congress increased the damages recoverable by the 

government from double damages to treble damages, and increased the monetary penalties to a 

minimum of $5,000 and a maximum of $10,000 per false claim.  The 1986 Amendments also 

increased the qui tam relator’s share of recovery to a range of 15% to 25% in cases in which the 

government intervenes, and 25% to 30% in cases in which the government does not intervene, 

plus attorney’s fees and costs.   

The 1986 Amendments also clarified the standard of proof required and made defendants 

                                                 
37  Legislative History, supra note 10. 
 
38  S. 1562, 99th Cong., 2d Sess. (1986) (False Claims Reform Act) (discussed in Legislative History, 
supra note 10). 
 
39  Legislative History, supra note 10, at 14. 
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liable for acting with “deliberate ignorance” or “reckless disregard” of the truth.  Congress also 

lengthened the statute of limitations to as much as ten years, modernized jurisdiction and venue 

provisions, and made other changes as well.40 

D. The 2009 and 2010 Amendments Remove Judicially Created Obstacles to the False 

Claims Act:  Responding to a variety of court decisions since 1986 that had limited the FCA’s 

effectiveness, Congress again acted decisively in 2009 and 2010 with amendments, in three 

stages: 

First, the 2009 Fraud Enforcement and Recovery Act ("FERA") legislatively overruled 

judicial decisions that had limited the FCA’s reach, including Allison Engine Co. v. United States 

ex rel. Sanders, 553 U.S. 662 (2008); United States ex rel. Totten v. Bombardier Corp., 380 F.3d 

488 (D.C. Cir. 2004), cert. denied, 544 U.S. 1032 (2005); and United States ex rel. DRC, Inc. v. 

Custer Battles, LLC, 376 F. Supp. 2d 617 (E.D. Va. 2005), rev'd, 562 F.3d 295 (4th Cir. 2009). 

The major effects of the 2009 FERA amendments included the following: 

1. The amendments expanded the definition of "claim," and fraud directed against 
government contractors, grantees and other recipients is now plainly covered by 
the FCA. 

 
2. Funds administered by the United States government (such as in Iraq) are now 

included within the FCA’s protections. 
 

3. Retaining overpayments of money is now an explicit basis of liability, which is an 
important broadening of the Act from the perspective of health care providers, 
among others. 

 
4. Liability for "conspiracy" to violate the FCA is far broader, and now includes 

conspiring to commit a violation of any substantive FCA theory of liability. 
 

                                                 
40  See section IV, infra. 
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5. Protection of whistleblowers and others against "retaliation" now extends not 
only to "employees," but also to "contractors" and "agents"; and persons other     
than "employers" potentially may be held liable for retaliation.  

 
6. In investigating, the government now has authority to use "civil investigative 

demands" more broadly to gather evidence and take testimony, and to share 
information more with state and local authorities and with 
whistleblowers/relators. 
 

7. A standard definition of what is "material" now applies in False Claims Act 
cases.41 

 
8. The statute of limitations has been clarified in qui tam cases to facilitate the 

government’s asserting its own claims. 
 

 Second, in 2010, Congress made other important changes to the FCA.  From a relator’s 

perspective, perhaps most significant was eliminating language in the “public disclosure” 

provision (section 3730(e)(4)(a)) that sometimes deprived the court of subject matter jurisdiction.  

Congress rewrote that provision so that the court no longer loses subject matter jurisdiction even 

if a “public disclosure” has occurred.  Another change to this section was to empower the 

government to prevent dismissals based on “public disclosure” through the following language: 

“the court shall dismiss an action or claim under this section, unless opposed by the Government 

. . . .” 42 

 From a health care entity’s perspective, the most important FCA changes may be that it 

(1) clarified and extended liability for overpayments identified but retained by providers in 

                                                 
41   See also Universal Health Servs., Inc. v. United States ex rel. Escobar, 136 S. Ct. 1989, 2002, 195 L. Ed. 2d 348 
(2016)(addressing materiality under FCA). 
 
42  31 U.S.C. § 3730 (e)(4)(A). 
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Medicare and Medicaid claims;43 and (2) made explicit that claims which include items or 

services resulting from an Anti-Kickback Act violation constitute false claims under the FCA.44 

 Third, also in 2010, Congress created a uniform three year statute of limitations for 

claims of “retaliation” pursuant to section 3730(h).  It also corrected an apparent drafting error in 

FERA’s 2009 changes to the same section by restoring its intended breadth.  The anti-retaliation 

provision now encompasses (a) not only the pre-FERA definition of “protected conduct” as 

“lawful acts done . . . in furtherance of [an FCA action]” (which FERA had mistakenly dropped 

from the statute), but also (b) FERA’s expansion of the definition of “protected conduct” to 

include “other efforts to stop 1 or more violations [of the FCA] . . . .”45   

V. Overview of How the Modern False Claims Act Works (with Comparisons to Some 
State False Claims Acts) 

 
A. Conduct Prohibited 

The federal False Claims Act imposes civil liability under several different theories, 

only four of which were generally used before FERA.  FERA has added an additional theory of 

liability for retention of overpayments, which now will likely be used quite often, especially in 

health care cases: 

First, the Act makes liable any person who knowingly presents, or causes to be 

presented, a “false or fraudulent claim for payment or approval.”46   

                                                 
43  Pub. L. No. 111-148, § 6402.  
 
44  Pub. L. No. 111-148, § 6402(f).  
 
45  31 U.S.C. § 3730(h).   
 
46  31 U.S.C. § 3729(a)(1)(A). 
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Second, the Act creates liability for using a “false record or statement.”   It imposes 

liability on any person who “knowingly makes, uses, or causes to be made or used, a false 

record or statement material to a false or fraudulent claim.”47  

“Claim” is broadly defined, and is not limited to submissions made directly to the federal 

government: 

(2) the term "claim"-- 

(A) means any request or demand, whether under a contract or otherwise, for 
money or property and whether or not the United States has title to the money or 
property, that-- 

 (i) is presented to an officer, employee, or agent of the United States; or 

(ii) is made to a contractor, grantee, or other recipient, if the money or 
property is to be spent or used on the Government's behalf or to advance a 
Government program or interest, and if the United States Government-- 

(I) provides or has provided any portion of the money or property 
requested or demanded; or 

(II) will reimburse such contractor, grantee, or other recipient for 
any portion of the money or property which is requested or 
demanded; and 

(B) does not include requests or demands for money or property that the 
Government has paid to an individual as compensation for Federal employment or 
as an income subsidy with no restrictions on that individual's use of the money or 
property.48 

Third, since the government also can be defrauded when a private entity underpays or 

                                                 
 
47  Id. § 3729(a)(1)(B). 
 
48  Id. § 3729(b)(2). 
 



WHISTLEBLOWER LAW SYMPOSIUM: QUI TAM, SEC, CFTC AND IRS WHISTLEBLOWER CLAIMS UPDATE

225 of 358

22 
 

Reprinted with permission of the Georgia Bar Journal.  
Copyright © 2019 by Finch McCranie, LLP 

 

avoids paying an obligation to the government, the Act contains what is known as a “reverse 

false claim” provision.  FERA has added language to this provision to establish liability for 

retention of overpayments.  This provision of the FCA creates liability for any person who 

“knowingly makes, uses, or causes to be made or used, a false record or statement material to an 

obligation to pay or transmit money or property to the Government, or knowingly conceals or 

knowingly and improperly avoids or decreases an obligation to pay or transmit money or 

property to the Government.”49  For example, a company that is obligated to pay royalties to the 

government under an oil lease can be held liable if it uses false records or statements to pay less 

than what it owes.  Health care providers can now also be liable for retaining identified 

overpayments from federal health care programs such as Medicare and Medicaid.  

FERA has introduced the following definition of “obligation”: 

(3) the term "obligation" means an established duty, whether or not fixed, arising from an 
express or implied contractual, grantor-grantee, or licensor-licensee relationship, from a 
fee-based or similar relationship, from statute or regulation, or from the retention of any 
overpayment; . . . . 

 
Fifth, the False Claims Act imposes liability under a “conspiracy” provision, which 

FERA has broadened to cover conspiracy to violate any substantive provision of the FCA.  Any 

person who “conspires to commit a violation of subparagraph (A), (B), (D), (E), (F), or (G)” is 

liable under this provision.50 

State False Claims Acts compared:  Before FERA  included retention of overpayments  

                                                 
49  Id. § 3729(a)(1)(G).  The Act also lists three little-used bases of liability in subsections (a)(1)(D), (E), 
and (F), which are omitted from this discussion. 
 
50  Id. § 3729(a)(1)(C). 
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as a basis of FCA liability, several states—including Hawaii, Massachusetts, Nevada, Tennessee, 

and Wisconsin—had expanded  the federal Act’s other four commonly-used theories of liability 

listed above.  These state laws recognized a legal theory for holding liable a person or entity 

who is the “beneficiary” of the “inadvertent submission” of a false or fraudulent claim, if that 

person or entity fails to disclose (and presumably correct) the false claim after discovering it.51  

Now, since the 2012 Act took effect, Georgia’s two FCAs both provide for liability for “retention 

of overpayments.” 

Moreover, Tennessee’s False Claims Act reaches beyond false or fraudulent “claims” 

and imposes liability for false or fraudulent “conduct” that apparently does not necessarily 

involve “claims” submitted to the state.  This state law adds a new category of liability for “any 

false or fraudulent conduct, representation, or practice in order to procure anything of value 

directly or indirectly from the state or any political subdivision.”52 

 B. Retaliation Protection for Employees, Contractors, and Agents 

As noted, the federal False Claims Act also creates a cause of action for damages for 

retaliation against employees, contractors, and agents who assist in the investigation and 

prosecution of False Claims Act cases.53  This cause of action belongs to the employee alone, and 

                                                 
51  See, e.g., TENN. CODE ANN. § 4-18-103 (imposing liability on a “beneficiary of an inadvertent 
submission of a false claim to the state or a political subdivision, [who] subsequently discovers the falsity 
of the claim, and fails to disclose the false claim to the state or the political subdivision within a 
reasonable time after discovery of the false claim”).  See also HAW. REV. STAT. § 661-21 (similar 
provision for failing to disclose inadvertent submission of false claim after discovery of submission); 
MASS. GEN. LAWS 12 § 5B (similar provision); NEV. REV. STAT. § 357.040 (similar provision); WIS. 
STAT. ANN. § 20.931(2)(h) (similar provision). 
 
52  TENN. CODE ANN. § 4-18-103. 
 
53  31 U.S.C. § 3730(h). 
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the government does not share in any recovery for retaliation.   

As summarized above, FERA and Dodd-Frank have modified the federal FCA retaliation 

provision in section 3730(h) so that it now provides as follows:  

(h) Relief from retaliatory actions. 

(1) In general. Any employee, contractor, or agent shall be entitled to all relief necessary 
to make that employee, contractor, or agent whole, if that employee, contractor, or agent 
is discharged, demoted, suspended, threatened, harassed, or in any other manner 
discriminated against in the terms and conditions of employment because of lawful acts 
done by the employee, contractor, agent or associated others in furtherance of an action 
under this section or other efforts to stop 1 or more violations of this subchapter. 
  
(2) Relief. Relief under paragraph (1) shall include reinstatement with the same seniority 
status that employee, contractor, or agent would have had but for the discrimination, 2 
times the amount of back pay, interest on the back pay, and compensation for any special 
damages sustained as a result of the discrimination, including litigation costs and 
reasonable attorneys' fees. An action under this subsection may be brought in the 
appropriate district court of the United States for the relief provided in this subsection.  
(3) Limitation on Bringing Civil Action.  A civil action under this subsection may not be 
brought more than 3 years after the date when the retaliation occurred. 
 

31 U.S.C. § 3730(h). 
 

 State False Claims Acts compared:  The New Jersey False Claims Act goes further than 

the federal Act’s retaliation provision.  It authorizes, “where appropriate, punitive damages,” 

and affirmatively prohibits employers from attempting to restrict employees’ abilities to report 

evidence of fraud to the government. 54  

                                                 
 
54  The “employee protections” of the New Jersey False Claims Act are set forth below: 

 
§ 2A:32C-10. Employer policies restricting employees from disclosing information or 
reporting violations prohibited; employee protections; remedies for violations 

 
a. No employer shall make, adopt, or enforce any rule, regulation, or policy preventing an 
employee from disclosing information to a State or law enforcement agency or from 
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C. Broad Definition of “Knowing” and “Knowingly” 

The federal Act’s “scienter” requirement of “knowingly” presenting false claims, or 

“knowingly” using false records or statements, is broadly defined as well.  A person is liable not 

only when acting with “actual knowledge,” but also when acting in “deliberate ignorance” or 

                                                 
acting to further a false claims action, including investigating, initiating, testifying, or 
assisting in an action filed or to be filed under this act. 
 
b. No employer shall discharge, demote, suspend, threaten, harass, deny promotion to, or 
in any other manner discriminate against an employee in the terms and conditions of 
employment because of lawful acts done by the employee on behalf of the employee or 
others in disclosing information to a State or law enforcement agency or in furthering a 
false claims action, including investigation for, initiation of, testimony for, or assistance 
in an action filed or to be filed under this act. 
 
c. An employer who violates subsection b. of this section shall be liable for all relief 
necessary to make the employee whole, including reinstatement with the same seniority 
status such employee would have had but for the discrimination, two times the amount of 
back pay, interest on the back pay, compensation for any special damage sustained as a 
result of the discrimination, and, where appropriate, punitive damages. In addition, the 
defendant shall be required to pay litigation costs and reasonable attorneys' fees 
associated with an action brought under this section. An employee may bring an action in 
the Superior Court for the relief provided in this subsection. 
 
d. An employee who is discharged, demoted, suspended, harassed, denied promotion, or 
in any other manner discriminated against in the terms and conditions of employment by 
his employer because of participation in conduct which directly or indirectly resulted in a 
false claim being submitted to the State shall be entitled to the remedies under subsection 
c. of this section if, and only if, both of the following occurred: 
 
 (1) The employee voluntarily disclosed information to a State or law enforcement 
 agency or acts in furtherance of a false claims action, including investigation for, 
 initiation of, testimony for, or assistance in an action filed or to be filed. 
 
 (2) The employee had been harassed, threatened with termination or demotion, or 
 otherwise coerced by the employer or its management into engaging in the 
 fraudulent activity in the first place. 
 
N.J. STAT. ANN. § 2A:32C-10.  
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“reckless disregard” of the truth or falsity of the information in question.55  The Act also makes 

explicit that no “specific intent to defraud” need be shown to impose liability, and thus rejects 

this traditional “fraud” standard.  

State False Claims Acts compared:  The state False Claims Acts typically incorporate 

the same broad definitions of “knowing” and “knowingly,” and likewise makes clear that “[n]o 

proof of specific intent to defraud is required.”   States have no leeway in this regard if they wish 

to qualify for the additional funds under the Deficit Reduction Act.  In fact, when the Georgia bill 

was under consideration in 2007, Indiana’s statute had already been determined not to qualify 

that state for additional funds under the Deficit Reduction Act, precisely because the Indiana 

statute did not define “knowing” and “knowingly” as broadly as does the federal Act.56 

D. Damages and Penalties Under the False Claims Act 

Exposure of defendants in False Claims Act cases can be enormous.  First, the Act 

provides for treble damages—“3 times the amount of damages which the Government sustains 

because of the act of that person.”57 

Second, the Act provides for a civil penalty of $5,000 to $10,000 for each false claim 

submitted, an amount that has been adjusted upward for inflation periodically. 58  For civil 

                                                 
55  Id. § 3729(b). 
 
56  See http://www.oig.hhs.gov/fraud/docs/falseclaimsact/Indiana.pdf. 
 
57  31 U.S.C. § 3729(a)(1).  In specified circumstances in which the defendant reports the fraud to the 
government promptly and cooperates fully, the Act provides for double damages. 31 U.S.C. § 3729(a)(2).   
 
58  31 U.S.C. § 3729(a)(1).  See 28 U.S.C. § 2461; 28 C.F.R. § 85.3(9) (2006). 
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penalties assessed after August 1, 2016, for violations that occurred after November 2, 2015, the 

minimum penalty increased from $5,500 to $10,781, and the maximum penalty increased from 

$11,000 to $21,563. 59  Thereafter, penalties have been adjusted for inflation to a range of 

$10,957-$21,916 per violation starting February 3, 2017, and then to $11,181-$22,363 per 

violation for penalties assessed after January 29, 2018. 60  

 State False Claims Acts:  The state Acts likewise provide for treble damages and 

penalties that are typically $5,500 to $11,000 for each false claim submitted, although states are 

free to impose larger penalties. For instance, under the New York FCA enacted in 2007 and 

substantially amended in 2010 in light of FERA, penalties range from $6,000 to $12,000 for each 

false or fraudulent claim.61 

E.  Some of the Peculiar Jurisdictional and Procedural Requirements  
In Qui Tam Cases 
 

The False Claims Act establishes a wholly different process for qui tam actions from the 

usual one encountered in civil litigation.  The Act has unique jurisdictional and procedural 

requirements. 

The qui tam relator brings the lawsuit for the relator and for the United States, in the 

name of the United States.62  The action can also be brought in the name of one or more states, if 

                                                 
59  28 C.F.R. § 85.5. 

60   See https://www.gpo.gov/fdsys/pkg/FR-2018-01-29/pdf/2018-01464.pdf. 
 
61  N.Y. STATE FIN. LAW § 189 (McKinney).  
 
62  31 U.S.C. § 3730(b)(1). 
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applicable.  The Complaint must be filed “in camera” and “under seal,” and must remain under 

seal for at least 60 days.63  The relator must serve the government under Rule 4 of the Federal 

Rules of Civil Procedure with a “copy of the complaint and written disclosure of substantially all 

material evidence and information the person possesses.”64  

In reality, courts regularly have extended the seal for many months (or even years) at the 

government’s request, although some courts are becoming more restrictive.  The purpose of the 

seal extensions is to permit the government to evaluate and investigate the case and make its 

decision as to whether to intervene.  Thus, it is not uncommon for the defendant to receive no 

notice for more than a year that it has been sued in a qui tam action, even as the government 

meets with the relator and relator’s counsel to develop the case against the defendant.  

Nonetheless, defense counsel may infer the existence of a qui tam action when the client or its 

employees are contacted by government agents. 

If the government elects to intervene, it assumes primary responsibility for prosecuting the 

case, although the relator remains a party with certain rights to participate.65  The defendant is 

served once the complaint is unsealed, and has 20 days after service to respond.66 

If the government intervenes, it is not “bound by an act of the person bringing the 

                                                 
63  31 U.S.C. § 3730(b)(2). 
 
64  Id. 
 
65  Id. § 3730(c)(1). 
 
66  Id. § 3730(b)(3). 
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action.”67  The government can file its own complaint and can expand or amend the allegations 

made.68  Once it has intervened, the government also has the right to dismiss the case 

notwithstanding the relator’s objections, but the relator has a right to be heard on the issue.69   

The government may petition the court before intervention for a partial lifting of the seal 

in order to disclose the complaint to the defendant and discuss resolution of the case, even before 

it decides whether to intervene. 

If the government elects not to intervene, the relator has the right to “conduct the 

action.”70  Although the relator must prosecute the case without the government, as stated the 

relator is entitled to a larger share of any recovery, 25-30%, in non-intervened cases.71 

After intervention, the government is authorized to settle the case even if the relator 

objects, but the relator has a right to a “fairness” hearing on any such settlement.  In actuality, a 

relator’s objections are highly unlikely to stop a settlement that the government, after 

intervention, seeks to make. 

Before 2010, the Act stated that, when there is an action “based upon the public 

                                                 
67  Id. § 3730(c)(1). 
 
68  See id. 
 
69  Id. § 3730(c)(2)(A). 
 
70  Id. § 3730(c)(3). 
 
71  Even “non-intervened” cases sometimes result in substantial liabilities to defendants.  For example, in 
United States ex rel. Franklin v. Parke Davis, No. 96-11651-PBS (D. Mass.), a relator pursued an action 
over the off-label marketing of Neurontin, and the government elected not to intervene.  Ultimately, the 
defendant entered into a global settlement of $430 million, of which $152 million was to settle False 
Claims Act liability, and $38 million was to settle civil liabilities to the fifty states. See 
http://www.usdoj.gov/civil/foia/elecread/2004/Warner-Lambert%202004.pdf. 
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disclosure of allegations or transactions” in one of three specified categories of places where 

disclosures can occur, the court shall lack jurisdiction over the action, unless “the person 

bringing the action is an original source of the information.”  The three specified places of 

“public disclosure” were “[1] in a criminal, civil, or administrative hearing, [2] in a 

congressional, administrative, or Government Accounting Office report, hearing, audit, or 

investigation, or [3] from the news media.”72   

                                                 
72  The “public disclosure” provision before PPACA provided as follows: 

 
No court shall have jurisdiction over an action under this section based upon the public 
disclosure of allegations or transactions in a criminal, civil, or administrative hearing, in a 
congressional, administrative, or Government Accounting Office Report, hearing, audit, 
or investigation, or from the news media, unless the action is brought by the Attorney 
General or the person bringing the action is an original source of the information. 
 

[Former] 31 U.S.C. § 3730(e)(4)(A).  Since 2010, this section of the Act provides as follows: 
 

(4) (A) The court shall dismiss an action or claim under this section, unless opposed by the 
Government, if substantially the same allegations or transactions as alleged in the action or claim 
were publicly disclosed- 
 
 (i) in a Federal criminal, civil, or administrative hearing in which the Government or its 
 agent is a party; 
 
 (ii) in a congressional, Government Accountability Office, or other Federal report, 
 hearing, audit, or investigation; or 
 
 (iii) from the news media, 
 
unless the action is brought by the Attorney General or the person bringing the action is an 
original source of the information. 
 
(B) For purposes of this paragraph, "original source" means an individual who either (i) prior to a 
public disclosure under subsection (e)(4)(a), has voluntarily disclosed to the Government the 
information on which allegations or transactions in a claim are based, or (2) who has knowledge 
that is independent of and materially adds to the publicly disclosed allegations or transactions, 
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Amendments in 2010 have removed this jurisdictional bar, have authorized the 

government to prevent dismissal on this basis if it chooses, and have relaxed the standard for 

relators to establish that they are an “original source” as a means of avoiding dismissal on that 

basis as well.  In addition, the amendments limited the type of public disclosures in question to 

federal sources, and thus pre-empted for future violations the Supreme Court’s ruling shortly 

thereafter in 2010 in Graham County Soil & Water Conservation District v. United States ex rel. 

Wilson, 130 S. Ct. 1396 (2010)(state report created public disclosure under prior version of 

FCA).    

State False Claims Acts compared:   The state False Claims Acts establish essentially 

the same procedures, although most have not yet been amended to conform to the 2009-2010 

FCA amendments discussed above.  For example, the Georgia Act directs that the complaint and 

“written disclosure of substantially all material evidence and information shall be served on the 

Attorney General.”  The complaint must be filed in camera and shall remain under seal for at 

least 60 days, and it is not served on the defendant while it remains under seal.  The Attorney 

General may move to extend the time under seal in order to investigate the allegations of the 

complaint, all pursuant to section 49-4-168.1(c). 

VI. The Trend of Recent Recoveries Under the False Claims Act 
 
Over the past twenty-five years since the modern False Claims Act was established 

                                                 
and who has voluntarily provided the information to the Government before filing an action under 
this section.'" (31 U.S.C. 53730 (e)(4)(A) (Emphasis supplied).  
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through the 1986 Amendments, the federal government’s recoveries of dollars have grown 

astronomically, especially in health care cases.  The Department of Justice (“DOJ”) statistics73 

tell the story: 

In 1987, the government’s recoveries in qui tam cases totaled zero, presumably because 

the 1986 Amendments had just taken effect; and total recoveries under the False Claims Act 

were just $86 million.  The following year, qui tam and other False Claims Act settlements and 

judgments began a steady climb upward, exceeding $200 million by 1989, and $300 million by 

1991.  By 1994, the government’s recoveries broke the $1 billion mark for the first time, with 

$380 million of that amount attributable to qui tam case recoveries alone.  

In 2000, the government recovered more than $1.5 billion, of which $1.2 billion was 

derived from qui tam actions.  In 2001, the government recovered more than $1.7 billion, with 

almost $1.2 billion of that amount from qui tam cases.  With the exception of 2004, in each year 

since 2000 the government has recovered more than a billion dollars per year under the False 

Claims Act, and qui tam actions were responsible for the lion’s share of those recoveries.  For 

example, in 2003, government recoveries exceeded $2.2 billion, of which $1.4 billion came from 

qui tam cases.  Similarly, in 2005, of the government’s total recovery of $1.4 billion, $1.1 billion 

of that amount came from qui tam cases.

 In 2014, DOJ set a record with $5.69 billion recovered from cases involving fraud and 

false claims, with $3.1 billion in recoveries from financial institutions, and $2.3 billion in health 

                                                 
73  See Department of Justice statistics reprinted at http://www.taf.org/statistics.htm. 
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care fraud recoveries.74  In 2015, DOJ recovered $3.5 billion, of which $1.9 billion came from 

companies and individuals in the health care industry.   The next largest category of recoveries 

was government contracts, which produced $1.1 billion in recoveries. 75 In 2016, DOJ recovered 

$4.7 billion recovered, of which $2.5 billion came from the health care industry.76 

 In 2017, DOJ recovered $3.7 billion, of which $2.4 billion involved the health care 

industry, including drug companies, hospitals, pharmacies, laboratories, and physicians.77   

 In 2018, DOJ recovered $2.8 billion in settlements and judgments from civil cases 

involving fraud and false claims against the government. $2.5 billion of that amount involved the 

health care industry, including drug and medical device manufacturers, managed care providers, 

hospitals, pharmacies, hospice organizations, laboratories, and physicians.  Qui tam cases 

produced more than $2.1 billion of the $2.8 billion recovered in 2018.78 

                                                 
74 http://www.justice.gov/opa/pr/justice-department-recovers-nearly-6-billion-false-claims-act-cases-fiscal-year-
2014. 
 
75 https://www.justice.gov/opa/pr/justice-department-recovers-over-35-billion-false-claims-act-cases-fiscal-year-
2015.  
 
76 https://www.justice.gov/opa/pr/justice-department-recovers-over-47-billion-false-claims-act-cases-fiscal-year-
2016. 
 
77 https://www.justice.gov/opa/pr/justice-department-recovers-over-37-billion-false-claims-act-cases-fiscal-year-
2017. 
 
78 https://www.justice.gov/opa/pr/justice-department-recovers-over-28-billion-false-claims-act-cases-fiscal-year-
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It is interesting that, while defense procurement fraud both inspired the Act and was the 

largest source of recoveries at the time of the 1986 Amendments, health care cases usually now 

lead in recoveries, as health care costs have grown as a percentage of the federal budget.  By 

industry, in 1987 the defense industry was the largest source of cases under the False Claims 

Act.79  The health care industry accounted for only 12% of cases under the False Claims Act in 

1987; that percentage grew to 54% by 1997.80  In 2008, health care produced more than 80% of 

the government’s recoveries,81 and that figure grew to 83% in 2010.82  As noted, financial 

industry fraud has now produced several billion in recoveries in recent years, although that trend 

may be attributable to cases resulting from the 2008 economic collapse and thus may or may not 

continue. 

 In short, the health care industry now typically accounts for the vast majority of 

settlements and judgments obtained by the federal government for fraud and false claims.   

 

                                                 
2018.  
 
79  SYLVIA, supra note 18, § 2:13, at 63. 
 
80  Id. § 2:14, at 64. 
 
81  See http://www.usdoj.gov/opa/pr/2008/November/08-civ-992.html. 
 
82  http://www.justice.gov/opa/pr/2010/November/10-civ-1335.html. 
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VII. Other States’ Experiences With Their Own False Claims Acts 
 
As noted, at least twenty-nine states now have a False Claims statute, and many other 

states are considering similar laws.83  The financial incentives of the Deficit Reduction Act of 

2005 have not only prompted states that lacked False Claims statutes to enact them, but also have 

caused many states wishing to qualify for the additional funds to amend their existing False 

Claims statutes.   

In essence, while states may enact “tougher” or more comprehensive laws than the 

federal False Claims Act, states with “weaker” or less effective laws—as judged by the standards 

of the Deficit Reduction Act—will not qualify for the additional funds.84 

                                                 
83  See supra notes 16 and 17 for lists of states. 
 
84  Under the Deficit Reduction Act, the Office of Inspector General of HHS, in consultation with the 
Justice Department, must determine that the state law meets the following criteria in order to qualify for 
the increased share of Medicaid funds recovered: 
  
 (1) The law establishes liability to the State for false or fraudulent claims described in  
 section 3729 of title 31, United States Code, with respect to any  expenditure described 
 in [31 U.S.C. § 1396b(d)]. 
  
 (2) The law contains provisions that are at least as effective in rewarding  and facilitating  
 qui tam actions for false or fraudulent claims as those described in sections 3730 through 
 3732 of Title 31, United States Code. 
  
 (3) The law contains a requirement for filing an action under seal for 60  days with
 review by the State Attorney General. 
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Seven of the first ten states whose statutes were scrutinized by the Office of Inspector 

General (OIG) quickly learned this lesson when OIG disapproved their state statutes.85  These 

included California (which lacked a minimum penalty), Florida (which omitted “fraudulent” 

from its definition of claims), Indiana (which did not make defendants liable for “deliberate 

ignorance” and “reckless disregard”), Louisiana (which did not permit the state to intervene in 

cases, set too low a percentage for whistleblowers to recover, and set no minimum penalty), 

Michigan (which omitted penalties and liability for decreasing or avoiding an obligation to pay 

the government, i.e., a “reverse false claim”), Nevada (which had a statute of limitations too 

short and a minimum penalty too low), and Texas (which did not permit the whistleblower to 

litigate the case if the state did not, and which provided for lower percentage shares to 

whistleblowers and lower penalties).  Most of these states have gone back to the drawing board 

to correct these deficiencies. 

In sum, the Deficit Reduction Act has set minimum standards for state False Claims Acts 

for states wishing to receive these additional funds.  In plain English, the state laws must protect 

                                                 
 (4) The law contains a civil penalty that is not less than the amount of the civil penalty 
 authorized under section 3729 of Title 31, United States Code. 
  

42 U.S.C. § 1396h(b). 
 
85 The Office of Inspector General’s reviews of these state laws may be found at 
http://oig.hhs.gov/fraud/falseclaimsact.asp.  
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at least Medicaid funds, and they must be at least as effective as the federal False Claims Act, 

especially in rewarding and facilitating qui tam actions for false or fraudulent claims, with 

damages and penalties no less than those under the federal Act.86 

         In addition, because of the 2009 and 2010 federal False Claims Act amendments, OIG gave  

all states until 2013 to amend their state Acts to be consistent with the current federal Act, or else 

lose the DRA benefit.87  Many state False Claims laws were already in transition after 2006.  

States whose laws have been “disapproved” by OIG began to amend their statutes to meet the 

requirements for obtaining the additional funds under the Deficit Reduction Act, as Florida and 

Texas accomplished in 2007.  While these laws are in flux, some significant differences from the 

“Medicaid-only” laws such as Georgia’s new State False Medicaid Claims Act are likely to 

remain. 

          First, the majority of state False Claims statutes protect the state’s funds generally, rather 

than protecting only state Medicaid funds, as Georgia’s 2007 State False Medicaid Claims Act 

was limited.  Just as the federal False Claims Act is not limited to health care fraud, but 

encompasses fraud against the government generally (except for Internal Revenue violations, 

which are now covered by the new IRS Whistleblower program), many states have used these 

                                                 
86  42 U.S.C. § 1396h(b)(4). 
 
87  http://oig.hhs.gov/fraud/state-false-claims-act-reviews/index.asp. 
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statutes to protect public funds in general from fraud.  Those states include California, Delaware, 

Florida, Georgia (under the 2012 Act), Hawaii, Illinois, Indiana, Massachusetts, Minnesota, 

Montana, Nevada, New Hampshire, New Jersey, New Mexico, New York, North Carolina, 

Oklahoma, Rhode Island, Virginia, and Tennessee.88  New York’s False Claims Act—perhaps 

the most comprehensive state FCA in the country--also includes non-payment and underpayment 

of taxes owed to the state. 

Because states have this leeway under the Deficit Reduction Act to pass laws that may be 

“tougher” or more “effective” than the federal Act, some states have set the statutory penalties 

higher than the federal level of $5,500 to $11,000 per claim.  For instance, under the New York 

FCA enacted in 2007 and amended in 2010, penalties range from $6,000 to $12,000 for each 

false or fraudulent claim.89 

Some other states authorize a higher percentage of the state’s recovery that a relator 

(whistleblower) may receive, instead of the percentages that the federal False Claims Act 

authorizes: 15-25% of the recovery in cases in which the government intervenes, and 25-30% in 

cases in which the government does not intervene.  For example, Nevada’s percentages are 15-

33% in intervened cases, and 25-50% in non-intervened cases; Tennessee’s are 25-33% in 

                                                 
88  See supra note 16.  
 
89  N.Y. STATE FIN. LAW § 189 (McKinney). 
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intervened cases and 35-50% in non-intervened cases; and Montana’s range from 15-50%.90 

 Most qui tam cases filed under the state False Claims statutes have related to health care.  

Many are “global” Medicaid cases that were first developed in federal courts as Medicare and 

Medicaid fraud cases and that concerned a nationwide fraud which had been investigated by 

multiple federal and state jurisdictions.91   

Most of the state settlements have come from “piggy backing” on federal law 

enforcement efforts and from joining in global settlements.92  Experience with some of the newer 

state statutes is too recent to evaluate, but many states have reported the desire for more 

resources to develop such cases.93 

VIII. Conclusion 
 
The False Claims Act and the state False Claims Acts are increasingly important tools in 

the effort to protect taxpayer funds.   

In Georgia, in an era in which fraud too often drains already scarce public funds, 

Georgia’s Taxpayer Protection False Claims Act can be an asset not only for the state, but also 

                                                 
90  See MONT. CODE ANN. § 17-8-410; NEV. REV. STAT. § 357.210; TENN. CODE. ANN. § 4-18-104. 
 
91  State False Claims Act Study, supra 16, at 483. 
 
92  See testimony of Patrick J. O’Connell, then of Texas Attorney General’s Office, at 
http://oversight.house.gov/documents/20070209123455-21529.pdf.  
 
93  State False Claims Act Study, supra note 16, at 483. 
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for city and county governments and citizens.  It allows not only the state, but also cities, 

counties, and other “local government” bodies, to deter and combat fraud and to recover treble 

damages and penalties from those who steal from the public fisc.  The new Georgia law positions 

the state to take its place among states that are replicating the FCA’s successes in protecting 

taxpayer dollars. 
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“THE BATTLE FOR (AND AGAINST) INTERVENTION, AND HANDLING DECLINED 

FCA CASES—FROM THE DEFENSE AND THE RELATOR’S PERSPECTIVES”. 
 

1. Securing government intervention, what to do and not to do.  

2. Defense parallel investigations and self-reports. 

3. The role of the states’ attorneys general.  

4. The agency’s role and potential impact on the intervention decision.  

5. Couching the Relator’s case in terms that will get (or lose) the government's interest; 
novel theories of fraud, “materiality” issues, loss to the government.  
 

6. Partial unsealing and opportunities for Defense to persuade the government to decline 
intervention; avoiding making things worse.   

 
7. The importance of the Relator/counsel team during the pre-intervention process; assisting 

in the government's investigation, staying in or out of the way. 
 

8. The government's intervention decision; all declinations are not equal. 

9. Partial interventions, whether and how much the Relator may proceed with on its own. 

10. Declinations, securing government support for proceeding alone. Government statements 
of interest; opposition to dismissals due to public disclosure. 
 

11. Declinations, government opposition and motions to dismiss Relator’s case. 

12. Securing information from the government to support a declined case. 

13. Securing information from the states to support a declined case. 

14. Securing testimony from government agents and employees/Touhy issues. United States 
ex rel. Touhy v. Ragen, 340 U.S. 462 (1951). 
 

15. The importance of the states in the declined case. 

16. The importance of other allies in the declined case; other government actions, private 
litigation, media, Congress.  
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17. Facing the economics and loading for bear, funding the declined case and adding co-

counsel. 
 

18. Defense strategy and tactics in a declined case. 

19. Discovery in the declined case, including the defense demands directed to the 
government agency. 
 

20. Fine-tuning the declined case, determining the best claims to try and maximizing 
damages while minimizing risk. 

 
21. Settling the declined case, the role and importance of the mediator/mediator selection. 

 
22. Government approval of settlements; dismissals versus releases, what is the scope? 

 
23. Added risk to relators and their counsel in declined cases; attorneys’ fees and costs, 

counterclaims. 
 

24. Relator shares and attorneys’ fees. 
 

25. The scope of the recovery, alternate remedies. 
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In the Supreme Court of the United States 
 

No. 17-936 
GILEAD SCIENCES, INC., PETITIONER 

v. 
UNITED STATES EX REL. JEFFREY CAMPIE, ET AL. 

 

ON PETITION FOR A WRIT OF CERTIORARI 
TO THE UNITED STATES COURT OF APPEALS 

FOR THE NINTH CIRCUIT 

 

BRIEF FOR THE UNITED STATES AS AMICUS CURIAE 

 

INTEREST OF THE UNITED STATES 

This brief is submitted in response to this Court’s or-
der inviting the Solicitor General to express the views 
of the United States.  In the view of the United States, 
the petition for a writ of certiorari should be denied. 

STATEMENT 

1. a. The False Claims Act (FCA), 31 U.S.C. 3729  
et seq., imposes civil liability for a variety of deceptive 
practices involving government funds or property.  
Among other things, it renders liable any person who 
“knowingly presents, or causes to be presented” to the 
federal government “a false or fraudulent claim for pay-
ment or approval.”  31 U.S.C. 3729(a)(1)(A).  A person 
who violates the FCA is liable to the United States for 
civil penalties plus three times the amount of the gov-
ernment’s damages.  31 U.S.C. 3729(a)(1). 

The Attorney General may bring a civil action under 
the FCA.  31 U.S.C. 3730(a).  The FCA also authorizes 
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private parties, known as relators, to file qui tam suits 
on behalf of the United States.  31 U.S.C. 3730(b)(1).  
When a relator brings a qui tam action, the government 
may intervene and proceed with the suit, 31 U.S.C. 
3730(b)(2) and (c)(1), or it may decline to intervene and 
allow the relator to conduct the suit alone, 31 U.S.C. 
3730(c)(3).  In either event, if the suit is ultimately suc-
cessful, the relator receives a portion of the recovery.  
31 U.S.C. 3730(d).  The FCA authorizes the Attorney 
General to move to dismiss suits filed under the Act.   
31 U.S.C. 3730(c)(2)(A). 

b. Under the Federal Food, Drug, and Cosmetic 
Act, 21 U.S.C. 301 et seq., a manufacturer may not mar-
ket a drug in the United States unless it first submits a 
new drug application to the Food and Drug Administra-
tion (FDA) and receives FDA approval.  21 U.S.C. 
355(a).  The FDA will approve an application only after 
determining, among other things, that the new drug is 
safe and effective for its intended use.  See 21 U.S.C. 
355 (2012 & Supp. V 2017).  A manufacturer seeking ap-
proval must provide the FDA with a variety of infor-
mation, including “a full list of the articles used as com-
ponents of such drug,” 21 U.S.C. 355(b)(1)(B), and “a 
full description of the methods used in, and the facilities 
and controls for, the manufacture, processing, and 
packing of such drug,” 21 U.S.C. 355(b)(1)(D). 

After a new drug has been approved, the manufac-
turer must submit a Prior Approval Supplement (PAS) 
in order to obtain FDA approval for any major manu-
facturing changes.  21 U.S.C. 356a(c)(1) and (2).  The 
manufacturer must obtain FDA approval before distrib-
uting products made using the changed manufacturing 
practices.  21 C.F.R. 314.70(b).  Foreign establishments 
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that manufacture drugs must register with the FDA be-
fore the drugs can be imported into the United States.  
21 U.S.C. 360(i); 21 C.F.R. 207.21(b).   

Adulterated or misbranded drugs may not be intro-
duced into interstate commerce.  21 U.S.C. 331(a).  A 
drug is adulterated if, among other things, “the meth-
ods used in, or the facilities or controls used for, its man-
ufacture  * * *  do not conform to or are not operated or 
administered in conformity with current good manufac-
turing practice to assure that” the drug meets its stated 
quality and purity characteristics.  21 U.S.C. 351(a)(2)(B).  
A drug is misbranded if, among other things, “it was 
manufactured  * * *  in an establishment not duly regis-
tered” with the FDA.  21 U.S.C. 352(o). 

The FDA is authorized or required to withdraw an 
existing drug approval under specified circumstances, 
which generally require findings that the benefits of the 
drug no longer exceed the risks.  See 21 U.S.C. 355(e).  
If the FDA proposes to withdraw approval, the drug’s 
sponsor has substantial procedural rights, including a 
right to judicial review.  See ibid.; 21 U.S.C. 355(h);  
21 C.F.R. 314.200(g).  Given the rigors of this process, 
and the FDA’s public-health obligation to avoid unnec-
essarily limiting patient access to safe and effective 
drugs, see generally 21 U.S.C. 355(d), 355-1, 393(b), the 
agency very rarely undertakes this process.  Rather, 
when the FDA becomes aware of a problem with an ap-
proved drug, it typically seeks to address the problem 
through less disruptive mechanisms.  See 21 U.S.C. 
355(e), 355(o)(3)-(4), 355-1; 21 C.F.R. 201.57, 314.80( j). 

c. FDA approval is relevant to payments made un-
der many government healthcare programs.  Some gov-
ernment agencies purchase pharmaceutical products  
directly.  In those circumstances, FDA approval may be 
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a prerequisite for the agencies’ purchases.  See  
48 C.F.R. 46.408. 

Other government programs operate under a reim-
bursement model, in which program beneficiaries receive 
goods or services directly from a private entity, which 
then seeks reimbursement from the federal government.  
FDA approval generally is a precondition for coverage 
and payment under Medicaid and under Medicare Part 
D’s prescription-drug benefit for self-administered drugs.  
See 42 U.S.C. 1396r-8(k)(2)(A); 42 U.S.C. 1395w-102(e)(1).  
FDA approval is also typically required for drug reim-
bursement under Medicare Part B.  See Ctrs. for Medi-
care & Medicaid Servs., U.S. Dep’t of Health & Human 
Servs., Medicare Benefit Policy Manual, Ch. 15, § 50.4 
(Rev. 241, Feb. 2018), https://www.cms.gov/Regulations-
and-Guidance/Guidance/Manuals/Downloads/bp102c15.pdf. 

2. Petitioner manufactures several drugs used in 
treating HIV.  Pet. App. 5a.  When petitioner obtained 
FDA approval for three of its drugs, it represented that 
it would source the drugs’ active ingredient, emtricita-
bine (known as FTC), from specified registered facili-
ties in the United States, Canada, Germany, and South 
Korea.  Id. at 6a-7a.  Respondents are former employ-
ees of petitioner who allege that, after obtaining FDA 
approval, petitioner covertly contracted to produce 
FTC with a Chinese manufacturer, Synthetics China, 
using an unregistered facility that was not approved for 
that purpose.  Id. at 7a.  Petitioner allegedly imported 
FTC from Synthetics China into the United States be-
ginning in December 2007, falsely telling the FDA that 
the FTC came from its approved manufacturer in South 
Korea.  Ibid. 

In October 2008, petitioner sought approval to use 
Synthetics China to manufacture FTC.  Pet. App. 7a.  
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Respondents allege that petitioner falsified or con-
cealed data in order to obtain that approval.  Id. at 7a-
8a.  The FDA approved petitioner’s amended PAS in 
May 2009, and the Synthetics China facility was regis-
tered in 2010.  Id. at 8a.  Petitioner stopped using Syn-
thetics China in 2011 because of contamination issues, 
which petitioner had allegedly concealed.  Id. at 8a. 

3. Respondents filed suit against petitioner under 
the FCA.  Respondents alleged that the FDA “would 
not have approved the use of the Synthetics China man-
ufacturing facility” if it had not been misled as to the 
relevant facts.  Pet. App. 8a.  Respondents further al-
leged that, “because the drugs paid for by the govern-
ment contained FTC sourced at unregistered facilities, 
they were not FDA approved and therefore not eligible 
for payment under the government programs.”  Id. at 
9a.  Respondents also alleged that the contaminated 
drugs were “adulterated” or “misbranded” and there-
fore could not lawfully be introduced into or received in 
interstate commerce.  Ibid. (quoting 21 U.S.C. 331(a) 
and (c)); see id. at 9a-10a. 

a. The district court dismissed respondents’ second 
amended complaint for failure to state a claim.  Pet. 
App. 38a-71a.  The court held that respondents could 
not establish that petitioner had submitted a false claim 
for payment because (in the court’s view) petitioner’s 
alleged misrepresentations were made only to the FDA, 
not directly to the agencies that had paid the relevant 
claims (such as the Centers for Medicare and Medicaid 
Services (CMS)).  Id. at 48a-57a.  The court also re-
jected what it characterized as respondents’ argument 
that petitioner had unlawfully sought reimbursement 
for “worthless” drugs, concluding that respondents had 
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failed to plead that the drugs had “no medical value at 
all.”  Id. at 58a; see id. at 58a-59a. 

b. The court of appeals reversed.  Pet. App. 1a-37a.  
The court held that a claimant who seeks payment for 
nonconforming goods may face FCA liability even if the 
goods are not totally worthless.  Id. at 15a-18a, 21a-22a. 

The court of appeals also rejected the district court’s 
conclusion that respondents’ FCA claims were deficient 
“because the alleged fraud was directed at the FDA, not 
the payor agency.”  Pet. App. 23a.  The court stated 
that, if a defendant’s false statements were an essential 
part of a causal chain leading to payments of federal 
funds, the fact that the misstatements were made to 
persons other than the payor agency would not preclude 
FCA liability.  See id. at 23a-24a.  The court also noted 
respondents’ allegation that, “in addition to making a 
number of false and fraudulent statements to the FDA, 
[petitioner’s] submission of alleged unapproved and 
noncompliant drugs to the payor agencies was itself an 
alleged false certification.”  Id. at 24a. 

The court of appeals further held that respondents 
had adequately alleged materiality.  Pet. App. 27a-33a.  
The court explained that, under this Court’s decision in 
Universal Health Services, Inc. v. United States ex rel. 
Escobar, 136 S. Ct. 1989 (2016) (Escobar), the material-
ity inquiry “turns on a number of factors” bearing on 
the likelihood that the misstatement affected the gov-
ernment’s payment decision.  Pet. App. 29a.  Emphasiz-
ing one such factor identified in Escobar, petitioner ar-
gued that any misstatements in this case could not have 
been material because “the government continued to 
pay for the medications after it knew of the FDA viola-
tions.”  Id. at 30a. 



7 

 

The court of appeals agreed that, given the govern-
ment’s continued payments, respondents “face[d] an 
uphill battle in alleging materiality.”  Pet. App. 28a.  
The court explained, however, that petitioner had “ulti-
mately stopped using FTC from Synthetics China,” and 
that “[o]nce the unapproved and contaminated drugs 
were no longer being used, the government’s decision to 
keep paying for compliant drugs does not have the same 
significance.”  Id. at 31a.  The court further explained 
that “the parties dispute exactly what the government 
knew and when, calling into question its actual 
knowledge.”  Id. at 32a (internal quotation marks omit-
ted).  The court remanded for further proceedings, ex-
plaining that, because the district court had not ad-
dressed whether respondents’ complaint satisfies the 
heightened-pleading standard of Federal Rule of Civil 
Procedure 9(b), the court of appeals would not decide 
that question in the first instance.  Id. at 33a, 37a. 

DISCUSSION 

The courts of appeals recognize that the govern-
ment’s continued payment for a product, after learning 
that the manufacturer has made misrepresentations to 
the government regarding that product, can be strong 
evidence that the misrepresentations were not material 
to the government’s payment decisions.  The court be-
low agreed with that proposition.  It nevertheless con-
cluded, under the circumstances of this case, that the 
fact of continued government payments did not by itself 
require dismissal of respondents’ claims at the pleading 
stage.  That conclusion was correct and was consistent 
with decisions issued by other circuits in comparable 
circumstances.  Further review is not warranted. 
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A. The Government’s Continued Payment For Petitioner’s 
Drugs, Despite Knowledge Of Allegations That Peti-
tioner Had Made Misstatements Concerning Those 
Drugs, Did Not Render The Alleged Misstatements Im-
material As A Matter Of Law 

1. Under the FCA, “a misrepresentation about com-
pliance with a statutory, regulatory, or contractual re-
quirement must be material to the Government’s pay-
ment decision in order to be actionable.”  Universal 
Health Servs., Inc. v. United States ex rel. Escobar,  
136 S. Ct. 1989, 2002 (2016).  The FCA defines the term 
“material” to mean “having a natural tendency to influ-
ence, or be capable of influencing, the payment or re-
ceipt of money or property.”  31 U.S.C. 3729(b)(4).  
Whether a misrepresentation is material turns on its 
“effect on the likely or actual behavior of the recipient 
of the alleged misrepresentation.”  Escobar, 136 S. Ct. 
at 2002 (quoting 26 R. Lord, Williston on Contracts  
§ 69:12, at 549 (4th ed. 2003)). 

The Court in Escobar stated that the FCA’s “material-
ity standard is demanding,” and that a variety of factors 
are “relevant” to the inquiry.  136 S. Ct. at 2003.  A party’s 
misstatement about its compliance with a legal or contrac-
tual requirement is more likely to be material when the 
requirement goes to the “essence of the bargain,” and 
when the party’s noncompliance has been significant ra-
ther than “minor or insubstantial.”  Id. at 2003 & n.5 (in-
ternal quotation marks omitted).  The Court explained 
that, when assessing materiality, no one factor is “auto-
matically dispositive.”  Id. at 2003. 

Of particular relevance here, the Court in Escobar 
discussed the significance to the materiality inquiry of 
the government’s actual payment decisions.  The Court 
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stated that it is not “sufficient for a finding of material-
ity that the Government would have the option to de-
cline to pay if it knew of the defendant’s noncompli-
ance.”  136 S. Ct. at 2003 (emphasis added).  Rather, the 
Court explained, the inquiry should focus on the likely 
effect of accurate information on the government’s pay-
ment decision: 

[P]roof of materiality can include, but is not neces-
sarily limited to, evidence that the defendant knows 
that the Government consistently refuses to pay 
claims in the mine run of cases based on noncompli-
ance with the particular statutory, regulatory, or 
contractual requirement.  Conversely, if the Govern-
ment pays a particular claim in full despite its actual 
knowledge that certain requirements were violated, 
that is very strong evidence that those requirements 
are not material.  Or, if the Government regularly 
pays a particular type of claim in full despite actual 
knowledge that certain requirements were violated, 
and has signaled no change in position, that is strong 
evidence that the requirements are not material. 

Id. at 2003-2004.   
2. In this case, the court of appeals correctly stated 

and applied the relevant principles for determining ma-
teriality under Escobar.  The court recognized that the 
determination whether a misstatement is material 
“turns on a number of factors,” including the govern-
ment’s payment decisions.  Pet. App. 29a.  The court ex-
plained that, because federal agencies had continued to 
pay for petitioner’s drugs after being made aware of 
some of the allegations of petitioner’s misconduct, re-
spondents “face[d] an uphill battle in alleging material-
ity sufficient to maintain their claims.”  Id. at 28a.  
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Based on a number of case-specific circumstances, how-
ever, the court concluded that the fact of continued gov-
ernment payments did not dictate dismissal of respond-
ents’ complaint at the pleading stage.  Id. at 31a-32a. 

Most significantly, the court of appeals recognized 
that, under Escobar, the relevance of a government pay-
ment decision turns on whether the government had 
“actual knowledge” of violations at the time of payment.  
Pet. App. 32a; see Escobar, 136 S. Ct. at 2003 (noting 
that, when “the Government pays a particular claim in 
full despite its actual knowledge that certain require-
ments were violated,” that payment decision is “very 
strong evidence” of immateriality).  The court empha-
sized that in this case, “the parties dispute exactly what 
the government knew and when, calling into question its 
‘actual knowledge’ ” with respect to petitioner’s miscon-
duct.  Pet. App. 32a.  Respondents’ complaint includes 
detailed allegations that petitioner falsified documents 
and engaged in other behavior designed to conceal its 
wrongdoing from the government.  See pp. 4-5, supra.  
The pleadings also provide no basis for concluding “that 
the government regularly pays this particular type of 
claim in full despite actual knowledge that certain re-
quirements were violated.”  Pet. App. 32a; see C.A. E.R. 
138, ¶ 142 (allegation in second amended complaint that 
the government has previously sought recovery under 
the FCA against defendants engaged in similar miscon-
duct). 

The court of appeals also correctly recognized that, 
even when the government has actual knowledge of past 
legal or contractual violations, continued payments do 
not always show that the violations were immaterial.  
Pet. App. 31a.  The government sometimes learns of 
prior violations only after a contractor’s noncompliance 
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has been rectified.  If the government continues to buy 
the relevant goods thereafter, its “decision to keep pay-
ing for compliant [goods] does not have the same signif-
icance as if the government continued to pay despite 
continued noncompliance.”  Ibid.   

3. Petitioner contends (Pet. 21) that any alleged mis-
statements it made about its compliance with FDA re-
quirements were immaterial as a matter of law because 
the government “has known about the purported infrac-
tions for years,” yet has not stopped paying for peti-
tioner’s drugs.  Petitioner argues (ibid.) that the gov-
ernment was on notice of any misconduct at least since 
2010, when respondents’ FCA complaint was filed.  Pe-
titioner also points (ibid.) to its 2009 amended PAS, 
which “incorporate[d] new test results regarding 
batches of FTC produced at a Synthetics China facil-
ity”; and to an FDA warning letter issued to petitioner 
in 2012, which was followed by inspections of peti-
tioner’s facilities in 2012 and 2013.  Petitioner argues 
(Pet. 21-22) that the government’s continued payment 
for petitioner’s drugs under those circumstances cre-
ates a strong presumption of immateriality that re-
spondents have failed to overcome. 

a. Most of the circumstances on which petitioner re-
lies do not necessarily show relevant government 
knowledge.  Petitioner does not claim, and the current 
record does not reflect, that its disclosures in the 2009 
amended PAS were accurate and complete; indeed, re-
spondents allege otherwise.  See Pet. App. 7a-8a (de-
scribing allegation that petitioner failed to disclose two 
contaminated drug batches in its amended PAS).  It is 
also not clear whether the 2012 warning letter con-
cerned precisely the same subject-matter as respond-
ents’ allegations, or what the government’s subsequent 
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inspections revealed.  The extent and timing of the gov-
ernment’s “actual knowledge” of wrongdoing is accord-
ingly unsettled at this stage of the litigation.  See id. at 
32a (factual disputes “call[] into question” what the gov-
ernment knew at the time of payments). 
 b. More fundamentally, petitioner’s argument con-
flates the government’s knowledge of allegations that 
contractual or legal requirements have been violated, 
which the government may potentially obtain through a 
qui tam complaint or other sources, with government 
knowledge that violations have actually occurred.  The 
Court in Escobar identified government payments 
made with “actual knowledge that certain requirements 
were violated” as a circumstance tending to disprove 
materiality, 136 S. Ct. at 2003, but it did not suggest that 
knowledge of allegations has the same significance.  As 
the First Circuit observed on remand from this Court’s 
decision in Escobar, “mere awareness of allegations 
concerning noncompliance with regulations is different 
from knowledge of actual noncompliance.”  United 
States ex rel. Escobar v. Universal Health Servs., Inc., 
842 F.3d 103, 112 (2016). 

When it has received allegations that a particular 
contracting partner has violated legal or contractual re-
quirements, the government may have a variety of rea-
sons for continuing to pay that entity for goods or ser-
vices.  At least initially, the government may pay claims 
in order to keep federal programs operating, and to en-
sure compliance with the government’s own legal and 
contractual obligations, while it investigates the allega-
tions.  At a later date, the government may have inves-
tigated the allegations but concluded (perhaps incor-
rectly) that no violation has occurred.  The government 
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may have investigated and found past violations but be-
lieve (perhaps incorrectly) that the defendant will com-
ply going forward.  Or the government may have deter-
mined that the alleged violation is not sufficiently seri-
ous to warrant a refusal to pay.  Of the possible motiva-
tions included in this non-exhaustive list, only the last 
implies that the requirements alleged to have been vio-
lated were not material to the government’s payment 
decision. 

c. Petitioner acknowledges (Reply Br. 4) that 
“[t]here may be circumstances” in which the govern-
ment continues payment despite violations that are ma-
terial.  Petitioner nevertheless argues (ibid.) that an 
FCA relator has the burden, at the pleading stage, to 
establish the government’s motivations for doing so.  
Petitioner contends that, unless the relator can satisfy 
that requirement, the government’s continued pay-
ments must be treated as “dispositive” of materiality, 
requiring dismissal of the complaint.  Id. at 3. 

Petitioner’s proposed rule is inconsistent both with 
Escobar and with background pleading rules.  Requir-
ing dismissal whenever a complaint fails to identify the 
government’s motivation for continued payments would 
render a single factor “automatically dispositive” in 
precisely the manner that Escobar rejected.  136 S. Ct. 
at 2003.  Petitioner’s approach would thus negate the 
relevance of other factors, such as whether the alleged 
violation goes to the essence of the government’s bar-
gain, and whether the defendant’s alleged infractions 
are minor or substantial.  See id. at 2003-2004.  Where 
several reasonable inferences from alleged facts are 
possible, drawing only the inference least favorable to 
the nonmoving party “improperly inver[t]s the pleading 
standard.”  United States ex rel. Prather v. Brookdale 
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Senior Living Cmtys., Inc., 892 F.3d 822, 834 (6th Cir. 
2018); see Ashcroft v. Iqbal, 556 U.S. 662, 678 (2009) 
(plaintiff must allege enough facts to allow the court to 
“draw the reasonable inference that the defendant is li-
able for the misconduct alleged”). 

Petitioner correctly emphasizes (Reply Br. 5) that, 
even at the pleading stage, an FCA relator cannot rest 
solely on “conjecture” or “speculation.”  A relator’s bur-
den is to plead with particularity facts from which a 
factfinder might plausibly infer that the relevant mis-
statements were material.  And given Escobar’s holding 
that not every violation of a federal payment condition 
is material, see 136 S. Ct. at 2003, a complaint may be 
inadequate as to materiality even though it adequately 
alleges a violation.  That distinction has particular sali-
ence in this case.  Because the FDA rarely withdraws 
an existing drug approval even when it finds a violation, 
see p. 3, supra, an FCA plaintiff must ordinarily allege 
substantially more than a violation simpliciter in order 
to raise a reasonable inference that the agency would 
have withdrawn a drug approval if it had known of the 
defendant’s breach. 

Nothing in the decision below, however, is incon-
sistent with those principles.  A number of facts may be 
“relevant to but not dispositive of ” the materiality in-
quiry.  Escobar, 136 S. Ct. at 2001.  In circumstances 
where the relator has pleaded facts other than the gov-
ernment’s payment decision that support an inference 
of materiality, a relator need not also plead facts estab-
lishing the government’s motivations for its payment 
decision. 

d. Petitioner argues (Pet. 23-24) that the Ninth Cir-
cuit’s decision would allow juries to second-guess the 
expert judgments of agencies like the FDA, and thus to 
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interfere with important regulatory objectives.  Under 
the FCA, however, the United States is authorized  
to dismiss qui tam suits over a relator’s objection.   
31 U.S.C. 3730(c)(2)(A).  The United States has exer-
cised that authority in many cases where continuation 
of the litigation would have interfered with the work of 
the affected federal agency.  See, e.g., United States ex 
rel. Mateski v. Mateski, 634 Fed. Appx. 192 (9th Cir. 
2015); Ridenour v. Kaiser-Hill Co., LLC, 397 F.3d 925 
(10th Cir.), cert. denied, 546 U.S. 816 (2005); Swift v. 
United States, 318 F.3d 250 (D.C. Cir.), cert. denied,  
539 U.S. 944 (2003).  The government’s authority to dis-
miss qui tam suits is not limited to circumstances where 
the defendant is entitled to dismissal on legal or factual 
grounds, but may be exercised whenever the govern-
ment concludes that continued prosecution of the suit is 
not in the public interest. 

Pursuant to that authority, the Department of Jus-
tice has determined that, if this case is remanded to the 
district court, the government will move to dismiss re-
spondents’ suit under Section 3730(c)(2)(A).  That de-
termination is based in part on the government’s thor-
ough investigation of respondents’ allegations and the 
merits thereof.  In addition, if this suit proceeded past 
the pleading stage, both parties might file burdensome 
discovery and Touhy requests for FDA documents and 
FDA employee discovery (and potentially trial testi-
mony), in order to establish “exactly what the govern-
ment knew and when,” which would distract from the 
agency’s public-health responsibilities.  Pet. App. 32a; 
see United States ex rel. Sequoia Orange Co. v. Baird-
Neece Packing Corp., 151 F.3d 1139, 1146 (9th Cir. 
1998) (holding that goal of minimizing expenses and 
burdens on government resources is a legitimate ground 
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for exercising the government’s dismissal authority un-
der Section 3730(c)(2)(A)), cert. denied, 525 U.S. 1067 
(1999).  Based on all those considerations, the govern-
ment has concluded that allowing this suit to proceed to 
discovery (and potentially a trial) would impinge on 
agency decisionmaking and discretion and would dis-
serve the interests of the United States.* 

4. In concluding that respondents had adequately 
alleged facts from which the materiality of petitioner’s 
misrepresentations could reasonably be inferred at the 
pleading stage, the court of appeals stated that re-
spondents “allege more than the mere possibility that 
the government would be entitled to refuse payment if 
it were aware of the violations.”  Pet. App. 32a (citing 
United States ex rel. Kelly v. Serco, Inc., 846 F.3d 325, 
334 (9th Cir. 2017).  Petitioner repeatedly asserts (Pet. 
2, 11, 19, 28) that the court thereby established “more 
than mere possibility” as the governing legal test.  That 
is incorrect. 

In Kelly, the Ninth Circuit noted this Court’s holding 
in Escobar that the government’s legal authority to re-

                                                      
*  The government also has means short of dismissal for making 

clear that the relevant agency does not view adherence to particular 
restrictions as material to its payment decisions.  See Br. in Opp. 26 
n.1 (“[N]o one suggests that a relator should prevail by arguing that 
the FDA would have withdrawn approval if the FDA states that it 
would not have done so.”); United States ex rel. Harman v. Trinity 
Indus. Inc., 872 F.3d 645, 650, 652, 663-664 (5th Cir. 2017) (holding 
that the evidence at trial did not permit a finding of materiality, and 
that the defendant therefore was entitled to judgment as a matter 
of law, based on a Federal Highway Administration memorandum 
stating the agency’s view that allegedly noncompliant guardrails re-
mained eligible for reimbursement at all times), petition for cert. 
pending, No. 17-1149 (filed Feb. 12, 2018). 
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fuse payment based on a particular breach is insuffi-
cient, standing alone, to establish that the breach is  
material.  See Kelly, 846 F.3d at 334 (citing Escobar,  
136 S. Ct. at 2004).  The Kelly court then stated:  “Like-
wise, here, the possibility that the government would be 
entitled to refuse payment if it were aware of Serco’s 
alleged violations is insufficient by itself to support a 
finding of materiality.”  Ibid.  The language in the opin-
ion below that petitioner highlights did not articulate a 
legal test, but simply distinguished this case from Kelly.  
See Br. in Opp. 24.  That language is best understood to 
mean that respondents have alleged more than a mere 
legal entitlement for the government to withhold pay-
ment; they have alleged facts from which one reasona-
ble inference is that the government would have taken 
that course if it had known all the relevant facts when 
the payment decisions were made. 

B. The Decision Below Does Not Conflict With Decisions 
Of Other Courts Of Appeals 

The courts of appeals that have considered the ques-
tion broadly agree that materiality is a holistic inquiry and 
that continued payment by the government, despite ac-
tual knowledge of violations, can constitute important but 
not necessarily dispositive evidence that the violations 
were not material. 

1. Several of the decisions on which petitioner relies 
are distinguishable because they arose at summary 
judgment or after trial, rather than at the pleading 
stage.  See Harman, supra (after trial); Abbott v. BP 
Exploration & Prod., Inc., 851 F.3d 384 (5th Cir. 2017) 
(summary judgment); United States ex rel. McBride v. 
Halliburton Co., 848 F.3d 1027 (D.C. Cir. 2017) (sum-
mary judgment); United States v. Sanford-Brown, Ltd., 
840 F.3d 445 (7th Cir. 2016) (summary judgment); see 
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also United States ex rel. Thomas v. Black & Veatch 
Special Projects Corp., 820 F.3d 1162 (10th Cir. 2016) 
(summary judgment; prior to Escobar); United States 
ex rel. Marshall v. Woodward, Inc., 812 F.3d 556 (7th 
Cir. 2015) (summary judgment; prior to Escobar), cert. 
denied, 136 S. Ct. 2510 (2016).  At those later stages of 
a case, the plaintiff cannot rest on the pleadings, but 
must identify record evidence that creates a genuine 
factual dispute. 

In Abbott, for example, the summary-judgment rec-
ord included a detailed report of the government’s  
“full investigation” of the defendant’s wrongdoing—
conducted after congressional hearings into the matter 
—which explained at length the government’s decision 
not to take action.  851 F.3d at 386.  Given such evidence 
of the government’s “substantial investigation into [the] 
Plaintiffs’ allegations,” the government’s explanation of 
its reasons for not acting, and the plaintiffs’ failure to 
introduce contrary evidence, the court concluded that 
the plaintiffs had “failed to create a genuine dispute of 
material fact as to materiality.”  Id. at 388; see Sanford-
Brown, 840 F.3d at 447 (relying on evidence of “multi-
ple” investigations by several federal agencies) (citation 
omitted); Marshall, 812 F.3d at 563-564 (relying on re-
sults of government investigation, including deposition 
testimony from investigator).  The circumstances of this 
case, in which respondents’ complaint does not indicate 
that the government had actual knowledge of violations 
at the time of payment, are not comparable. 

2. The pleading-stage decisions that petitioner cites 
(Pet. 14-16) likewise do not conflict with the ruling be-
low.   
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On remand from this Court’s decision in Escobar, the 
defendant argued that, in light of the government’s con-
tinued payment of claims, the misrepresentations al-
leged in the relator’s complaint (regarding a mental 
health facility’s compliance with licensing and supervi-
sion requirements) should be deemed immaterial as a 
matter of law.  842 F.3d at 110-112.  In rejecting that 
argument, the court explained that Escobar requires a 
“holistic approach to determining materiality in connec-
tion with a payment decision, with no one factor being 
necessarily dispositive.”  Id. at 109.  The court further 
observed that “mere awareness of allegations concern-
ing noncompliance with regulations is different from 
knowledge of actual noncompliance.”  Id. at 112. 

Contrary to petitioner’s contention (Pet. 14-15), sub-
sequent First Circuit decisions have not retreated from 
this analysis.  D’Agostino v. ev3, Inc., 845 F.3d 1 (2016), 
did not involve a dispute about materiality.  Instead, the 
court concluded that the relator had not alleged a suffi-
cient “causal link between the representations made to 
the FDA and the payments made by CMS.”  Id. at 7.  
The court explained that, although the relator had 
“trie[d] to rebut th[at] conclusion by relying on the 
FCA’s materiality standard,” the relator had “miscon-
strue[d]” that standard.  Ibid.  The court then made the 
statement, on which petitioner relies (Pet. 14), that 
“[t]he fact that CMS has not denied reimbursement for 
[the defendant’s product] in the wake of [the relator’s] 
allegations casts serious doubt on the materiality of the 
fraudulent representations that [the relator] alleges.”  
845 F.3d at 7.  But the court did not rule that the mis-
statements were immaterial as a matter of law.  Rather, 
it held only that the relator would be unable to prove 
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causation “even if the alleged fraudulent representa-
tions were material.”  Ibid. 

Petitioner’s reliance on United States ex rel. Nargol 
v. DePuy Orthopaedics, Inc., 865 F.3d 29 (1st Cir. 2017), 
cert. denied, 138 S. Ct. 1551 (2018), is similarly mis-
placed.  Materiality was at issue in Nargol, but the cir-
cumstances of that case differed significantly from 
those involved here.  In Nargol, the First Circuit found, 
based on the relators’ own allegations, that the “Rela-
tors told the FDA about every aspect of the design” that 
was alleged to be defective.  Id. at 35; see id. at 36 (re-
lators “fully informed [the] FDA” about the defects).  In 
this case, by contrast, the court of appeals noted the ex-
istence of a “dispute” about “exactly what the govern-
ment knew and when.”  Pet. App. 32a.  Although por-
tions of the First Circuit’s opinion in Nargol elide the 
distinction between the government’s knowledge of al-
legations and its knowledge of actual violations, there 
is no reason to believe that the decision represents an 
abandonment of the principles articulated on remand in 
Escobar. 

In Coyne v. Amgen, Inc., 717 Fed. Appx. 26 (2017), 
the Second Circuit found the defendant’s alleged mis-
representations about its drug to be immaterial based 
on multiple factors, including the complaint’s failure to 
“present concrete allegations from which the court may 
draw the reasonable inference that the misrepresenta-
tions on [the defendant’s] packaging and marketing ma-
terials caused the Government to make the reimburse-
ment decision.”  Id. at 29; see ibid. (“The amended com-
plaint relies on a conclusory assertion.”).  After conclud-
ing that the alleged misrepresentations were “unlikely 
to impact CMS reimbursement,” the court explained 
that the government’s inaction upon discovering the 
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truth “confirms the lack of materiality.”  Ibid.  The 
court thus treated the government’s continued payment 
as one of several factors bearing on materiality. 

The Third Circuit in United States ex rel. Petratos v. 
Genentech Inc., 855 F.3d 481 (2017), similarly relied on 
multiple factors, including the “minor or insubstantial 
noncompliance” alleged by the relator.  Id. at 490 (cita-
tion and internal quotation marks omitted).  In discuss-
ing the government’s continued payment for the de-
fendant’s drug, moreover, the court noted that the rela-
tor had “essentially concede[d] that CMS would consist-
ently reimburse these claims with full knowledge of the 
purported noncompliance.”  Ibid.  And the relator in 
that case failed even to “plead that knowledge of the vi-
olation could influence the Government’s decision to 
pay.”  Ibid. 

Finally, the decision below is consistent with the 
Sixth Circuit’s decision in Prather, supra.  There, the 
court applied a “holistic” materiality analysis to con-
clude that the relator’s complaint should not have been 
dismissed.  892 F.3d at 831 (citation omitted).  Among 
other things, the court rejected the defendants’ reliance 
on the government’s continued payment for the defend-
ants’ services because the relator alleged “that the gov-
ernment did not know that the claims the defendants 
submitted were false.”  Id. at 834; see ibid. (“Without 
actual knowledge of the alleged non-compliance, the 
government’s response to the claims submitted by the 
defendants  * * *  has no bearing on the materiality 
analysis.”).  The court also rejected, as “illogical” and 
inconsistent with the normal “pleading standard,” the 
defendant’s assertion that “a relator (or the United 
States) [must] plead allegations about past government 
action in order to survive a motion to dismiss.”  Ibid. 
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C. This Case Would Be A Poor Vehicle For Considering 
The Question Presented 

The pleadings in this case do not contain many of the 
facts that would be relevant to the materiality inquiry, 
such as the contents of the FDA’s 2010 warning letter 
or the results of the FDA’s 2012 and 2013 facility inspec-
tions.  See Pet. App. 30a-31a.  As this case comes to the 
Court, it therefore is unclear “exactly what the govern-
ment knew and when.”  Id. at 32a.  And because this 
Court decided Escobar after briefing had concluded in 
the Ninth Circuit, the facts and arguments relevant to 
the materiality analysis were less developed than they 
would be in a case pleaded and litigated after that deci-
sion. 

The materiality inquiry in this case, moreover, re-
quires analysis of the likely effect of accurate infor-
mation on the behavior of multiple federal agencies.  
FDA approval of petitioner’s drugs was a prerequisite 
to payment by other government agencies, and re-
spondents have alleged in part that petitioner misled 
the FDA into granting and maintaining that approval.  
See Pet. App. 15a.  The materiality inquiry therefore 
turns in part on what regulatory actions the FDA would 
have taken if it had known of particular violations at 
particular points in time.  See id. at 31a; Pet. 24. 

Respondents have also alleged, however, that peti-
tioner failed to disclose alleged contamination problems 
that (if known) might have affected the payment deci-
sions of federal payor agencies.  See, e.g., Pet. App. 14a, 
24a.  With respect to those allegations, the materiality 
inquiry turns on whether the payor agencies would have 
refused payment for particular deliveries if they had 
been aware of all relevant facts.  The need to consider 
the likely effect of alleged violations on both the FDA 
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and federal payor agencies adds a layer of complexity 
to the materiality inquiry here. 

Finally, the court of appeals specifically declined to 
decide whether respondents’ allegations satisfy the 
heightened-pleading requirements of Federal Rule of 
Civil Procedure 9(b), since the district court had not re-
solved that question.  Pet. App. 33a, 37a.  Thus, neither 
of the courts below has definitively ruled on whether re-
spondents’ allegations of materiality are sufficient to 
survive a motion to dismiss.  This case therefore would 
be an unsuitable vehicle for deciding whether respond-
ents’ complaint alleged with adequate specificity that 
the FDA would have withdrawn its drug approval, or 
that federal payor agencies would have withheld pay-
ment, if either had known the true circumstances at an 
earlier date.  Rather, the only question squarely pre-
sented here is whether the fact of continued govern-
ment payments is an independent ground for dismissal, 
even assuming that respondents’ allegations of materi-
ality were otherwise sufficient.  For the reasons stated 
above, that question does not warrant this Court’s re-
view.  
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CONCLUSION 

The petition for a writ of certiorari should be denied. 

Respectfully submitted. 
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Corp. d/b/a Coin Drop Markets, Defendants.
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|

Signed 03/06/2018

Synopsis
Background: Commodity Futures Trading Commission
(CFTC) brought action against trader of virtual currency
and his company, alleging that defendants operated a
deceptive and fraudulent virtual currency scheme for
purported virtual currency trading advice, purchases, and
trading, and that they misappropriated investor funds,
in violation of the Commodity Exchange Act (CEA).
Individual defendant, proceeding pro se, filed motion to
dismiss for lack of jurisdiction.

Holdings: The District Court, Jack B. Weinstein, Senior
District Judge, held that:

[1] virtual currencies are “commodities” subject to the
CFTC’s regulatory protections;

[2] the amendments to the CEA under the Dodd-Frank
Act permit the CFTC to exercise its jurisdiction over
fraud that does not directly involve the sale of futures
or derivative contracts, including fraud related to virtual
currencies sold in interstate commerce;

[3] the CFTC made a prima facie showing of fraud
committed by defendants; and

[4] the CFTC was entitled to a preliminary injunction.

Motion denied; preliminary injunctive relief ordered.

West Headnotes (24)

[1] Currency Regulation
Currency Regulation

While virtual currency, an important
nationally and internationally traded
commodity, may be tendered for payment
for debts, unlike United States currency it is
not legal tender that must be accepted. 31
U.S.C.A. § 5103.

Cases that cite this headnote

[2] Federal Courts
Controversies to which United States is a

party

District courts have jurisdiction over any
action in which the United States is a plaintiff.
U.S. Const. art. 3, § 2; 28 U.S.C.A. § 1345.

Cases that cite this headnote

[3] Commodity Futures Trading Regulation
Injunction in general

Commodity Futures Trading Commission
(CFTC) may seek injunctive or other relief
when it believes that a person or entity is in
violation of the Commodity Exchange Act
(CEA). Commodity Exchange Act § 6C, 7
U.S.C.A. § 13a-1(a).

Cases that cite this headnote

[4] Commodity Futures Trading Regulation
Trading

Any commodity traded as a future must be
traded on a commodity exchange approved by
the Commodity Futures Trading Commission
(CFTC). Commodity Exchange Act § 4, 7
U.S.C.A. § 6.

Cases that cite this headnote

[5] Commodity Futures Trading Regulation
Constitutional and statutory provisions
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Commodity Exchange Act (CEA) and its
remedial statutes are to be construed liberally
to allow for broad market protection.
Commodity Exchange Act, § 1 et seq., 7
U.S.C.A. § 1 et seq.

Cases that cite this headnote

[6] Administrative Law and Procedure
Deference to agency in general

Court generally defers to an agency’s
interpretation of a statute that the agency is
responsible for administering.

Cases that cite this headnote

[7] Administrative Law and Procedure
Deference to agency in general

Full deference to an agency’s interpretation
of a statute that the agency is responsible
for administering is dependent on whether
the agency’s interpretation followed a formal
rulemaking process.

Cases that cite this headnote

[8] Commodity Futures Trading Regulation
Subjects of Regulation

Although the original grant of power to
the Commodity Exchange Act (CEA) was
designed to control trading in agricultural
commodities, other goods, as well as services,
rights, and interests, are now covered by the
statute. Commodity Exchange Act, § 1 et seq.,
7 U.S.C.A. § 1 et seq.

Cases that cite this headnote

[9] Commodity Futures Trading Regulation
Commodities

Commodity Exchange Act (CEA)
covers intangible commodities. Commodity
Exchange Act, § 1 et seq., 7 U.S.C.A. § 1 et seq.

Cases that cite this headnote

[10] Commodity Futures Trading Regulation

Administrative Agencies, Proceedings,
and Orders

Regulatory authority over commodities
traded as futures and derivatives has been
granted to the Commodity Futures Trading
Commission (CFTC). Commodity Exchange
Act, § 1 et seq., 7 U.S.C.A. § 1 et seq.

1 Cases that cite this headnote

[11] Commodity Futures Trading Regulation
Fraud or manipulation

Under the Commodity Exchange Act (CEA),
liability for commodity fraud is shown
by: (1) the making of a misrepresentation,
misleading statement, or a deceptive omission,
(2) scienter, and (3) materiality. Commodity
Exchange Act, § 1 et seq., 7 U.S.C.A. § 1 et seq.

Cases that cite this headnote

[12] Commodity Futures Trading Regulation
Enforcement in general;  sanctions

Portion of the Commodity Exchange Act
(CEA) delegating oversight authority over
“contract of sale of any commodity in
interstate commerce” allows the Commodity
Futures Trading Commission (CFTC)
to enforce its mandate in cases not
directly involving future trades. Commodity
Exchange Act § 6(C), 7 U.S.C.A. § 9(1); 17
C.F.R. § 180.1.

1 Cases that cite this headnote

[13] Commodity Futures Trading Regulation
Commodities

Where a futures market exists for a
good, service, right, or interest, it may be
regulated by the Commodity Futures Trading
Commission's (CFTC), as a commodity,
without regard to whether the dispute involves
futures contracts. Commodity Exchange Act,
§ 1 et seq., 7 U.S.C.A. § 1 et seq.

1 Cases that cite this headnote

[14] Commodity Futures Trading Regulation
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Subjects of Regulation

Commodity Futures Trading Commission
(CFTC) does not have regulatory authority
over simple quick cash or spot transactions
that do not involve fraud or manipulation.
Commodity Exchange Act § 2, 7 U.S.C.A. §
2(c)(2)(C)(i)(II)(bb)(AA).

Cases that cite this headnote

[15] Administrative Law and Procedure
Concurrent and conflicting powers

Federal agencies may have concurrent or
overlapping jurisdiction over a particular
issue or area.

Cases that cite this headnote

[16] Commodity Futures Trading Regulation
Preliminary Injunction;  Freeze Orders

Commodity Futures Trading Commission
(CFTC) is entitled to a preliminary injunction
upon a prima facie showing that defendants
have violated the Commodity Exchange
Act (CEA) and that there is a reasonable
likelihood that the wrong will be repeated.
Commodity Exchange Act § 6C, 7 U.S.C.A. §
13a-1(a).

Cases that cite this headnote

[17] Commodity Futures Trading Regulation
Injunction in general

When enforcing a statutorily prescribed
injunction, the Commodity Futures Trading
Commission (CFTC) need not prove
irreparable injury or the inadequacy of other
remedies as required in private injunctive
suits. Commodity Exchange Act § 6C, 7
U.S.C.A. § 13a-1(a).

Cases that cite this headnote

[18] Commodity Futures Trading Regulation
Injunction in general

When the Commodity Futures Trading
Commission (CFTC) seeks injunctive relief,

the likelihood of future violations may be
inferred from a defendant’s past conduct.
Commodity Exchange Act § 6C, 7 U.S.C.A. §
13a-1(a).

Cases that cite this headnote

[19] Commodity Futures Trading Regulation
Commodities

Virtual currencies are “commodities” subject
to regulation by the Commodity Futures
Trading Commission (CFTC); as “goods”
exchanged in a market for a uniform quality
and value, virtual currencies fall well within
the common definition of “commodity” as
well as the definition found in the Commodity
Exchange Act (CEA). Commodity Exchange
Act §§ 1, 6C, 7 U.S.C.A. §§ 1(a)(9), 13a-1(a);
17 C.F.R. § 180.1.

1 Cases that cite this headnote

[20] Commodity Futures Trading Regulation
Primary or exclusive jurisdiction; 

 exhaustion of remedies

Jurisdictional authority of the Commodity
Futures Trading Commission (CFTC) to
regulate virtual currencies as commodities
does not preclude other agencies from
exercising their regulatory power when virtual
currencies function differently than derivative
commodities. Commodity Exchange Act §§ 1,
6C, 7 U.S.C.A. §§ 1(a)(9), 13a-1(a); 17 C.F.R.
§ 180.1.

Cases that cite this headnote

[21] Commodity Futures Trading Regulation
Right or cause of action

Commodity Futures Trading Commission
(CFTC) has jurisdictional authority to bring
suit against defendants utilizing a scheme
to defraud investors that does not directly
involve the sale of futures or derivative
contracts, including fraud related to virtual
currencies sold in interstate commerce.
Commodity Exchange Act § 6(C), 7 U.S.C.A.
§ 9(1); 17 C.F.R. § 180.1.



WHISTLEBLOWER LAW SYMPOSIUM: QUI TAM, SEC, CFTC AND IRS WHISTLEBLOWER CLAIMS UPDATE

281 of 358

Commodity Futures Trading Commission v. McDonnell, 287 F.Supp.3d 213 (2018)

Comm. Fut. L. Rep. P 34,222

 © 2019 Thomson Reuters. No claim to original U.S. Government Works. 4

Cases that cite this headnote

[22] Commodity Futures Trading Regulation
Fraud or manipulation

Commodity Futures Trading Commission
(CFTC) made a prima facie showing of fraud
in violation of the Commodity Exchange
Act (CEA) by alleging that defendants,
a trader of virtual currency and his
company, misappropriated investors' funds,
that defendants misrepresented trading advice
and future profits promised to customers,
and that defendants' conduct was intentional.
Commodity Exchange Act § 6(C), 7 U.S.C.A.
§ 9(1); 17 C.F.R. § 180.1.

Cases that cite this headnote

[23] Commodity Futures Trading Regulation
Preliminary Injunction;  Freeze Orders

Commodity Futures Trading Commission
(CFTC) was entitled to a preliminary
injunction in its action against defendants, a
trader of virtual currency and his company,
for their alleged violations of the Commodity
Exchange Act (CEA); CFTC made a prima
facie showing that defendants engaged in
fraud in violation of the CEA, and without
an injunction, there was reasonable likelihood
that defendants would continue to violate
the CEA. Commodity Exchange Act § 6C, 7
U.S.C.A. § 13a-1(a).

1 Cases that cite this headnote

[24] Courts
Nature of judicial determination

It is appropriate and necessary for federal
judge to do research required by a case in
order to understand context and background
of issues involved so long as judge indicates
to the parties the research and conclusions, by
opinions and otherwise, so they may contest
and clarify.

1 Cases that cite this headnote

Attorneys and Law Firms

*215  Commodity Futures Trading Commission:
David William Oakland, Commodity Futures Trading
Commission, 140 Broadway, 19th Floor, New York,
NY 10005, Email: doakland@cftc.gov, Kenneth B.
Tomer, Commodity Futures Trading Commission, 140
Broadway, 19th Floor, New York, NY 10005, Email:
ktomer@cftc.gov, Gates Salyers Hurand, Commodity
Futures Trading Commission, 140 Broadway, 19th Floor,
Ny, NY 10005, 646–746–9700, Fax: 646–746–3903, Email:
ghurand@cftc.gov.

Patrick McDonnell, CabbageTech Corp., d/b/a/ Coin
Drop Markets, Pro se.

MEMORANDUM & ORDER

Jack B. Weinstein, Senior United States District Judge:
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I. Introduction
The Commodity Futures Trading Commission (“CFTC”)
sues Patrick McDonnell and his company Coin Drop
Markets. CFTC alleges defendants “operated a deceptive
and fraudulent virtual currency scheme ... for purported
virtual currency trading advice” and “for virtual currency
purchases and trading ... and simply misappropriated

[investor] funds.” See CFTC Complaint, ECF No. 1, Jan.
18, 2018, at 1 (“CFTC Compl.”).

*217  CFTC seeks injunctive relief, monetary penalties,
and restitution of funds received in violation of the
Commodity Exchange Act (“CEA”). Id. at 11.

[1] Until Congress clarifies the matter, the CFTC has
concurrent authority, along with other state and federal
administrative agencies, and civil and criminal courts,
over dealings in virtual currency. An important nationally
and internationally traded commodity, virtual currency is
tendered for payment for debts, although, unlike United
States currency, it is not legal tender that must be
accepted. Title 31 U.S.C. § 5103 (“United States coins and
currency ... are legal tender for all debts ...”).

A. Commodity Futures Trading
Commission (“CFTC”) Standing

The primary issue raised at the outset of this litigation
is whether CFTC has standing to sue defendants on the
theory that they have violated the CEA. Title 7 U.S.C. § 1.
Presented are two questions that determine the plaintiff’s
standing: (1) whether virtual currency may be regulated
by the CFTC as a commodity; and (2) whether the
amendments to the CEA under the Dodd–Frank Act
permit the CFTC to exercise its jurisdiction over fraud that
does not directly involve the sale of futures or derivative
contracts.

Both questions are answered in the affirmative. A
“commodity” encompasses virtual currency both in
economic function and in the language of the statute.
Title 7 U.S.C. § 1(a)(9) (The CEA defines “commodity” as
agricultural products and “all other goods and articles ...
and all services, rights, and interests ... in which contracts
for future delivery are presently or in the future dealt in.”).

CFTC’s broad authority extends to fraud or manipulation
in derivatives markets and underlying spot markets. See
Title 7 U.S.C. § 9(1). CFTC may exercise its enforcement
power over fraud related to virtual currencies sold in
interstate commerce. See Title 17 C.F.R. § 180.1.

B. Injunctive Relief
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After hearing testimony from an investigator in the
Division of Enforcement for the CFTC, the court finds
the plaintiff has made a preliminary prima facie showing
that the defendants committed fraud by misappropriation
of investors' funds and misrepresentation through false
trading advice and promised future profits.

A preliminary injunction is granted in favor of the
CFTC. The court finds a reasonable likelihood that
without an injunction the defendants will continue to
violate the CEA. An order outlining the terms of
relief is issued and attached. See Appendix A, Order
of Preliminary Injunction and Other Relief (“App. A,
Prelim. Injunction”).

II. Facts
Patrick McDonnell and his company CabbageTech,
Corp., doing business as Coin Drop Markets
(“defendants”), offered fraudulent trading and investment
services related to virtual currency, see Description of
“Virtual Currencies” infra Part III, in the spring and
summer of 2017. Christopher Giglio Declaration, ECF
No. 21, Feb. 26, 2018, Ex. 2 (“Giglio Decl.”) ¶¶ 13,14.

Customers from the United States and abroad paid
defendants for “membership” in virtual currency trading
groups purported to provide exit prices and profits
of up to “300%” per week. Id. ¶¶ 17–20. Defendants
advertised their services through “at least two websites,
www.coindropmarkets.com and www.coindrops.club,” as
well as on the social media platform Twitter. Id. ¶¶ 15–17.

“Investors” transferred virtual currency to the defendants
for “day” trading. Id. ¶ 21 (“McDonnell claimed that he
could *218  generate profits of 2 to 300% each day for [an]
Investor ... and that $1,000 in Litecoin [a type of virtual
currency] should be earning $200 to $250 per day through
trading.”).

After receiving membership payment or virtual currency
investments, defendants deleted their “social media
accounts” and “websites and ceased communicating
with ... customers around July, 2017.” Id. ¶ 26. Defendants
provided minimal, if any, virtual currency trading advice
and never achieved the promised return on investment.
Id. ¶ 27. When customers asked for a return of their
membership fee, or virtual currency investment, the
defendants refused and misappropriated the funds. Id. ¶¶
27–32.

III. Background of Bitcoin and Virtual Currencies

A. Description of Virtual Currencies

Virtual currencies are generally defined as “digital
assets used as a medium of exchange.” Skadden’s
Insights, Bitcoins and Blockchain: The CFTC Takes
Notice of Virtual Currencies, Jan., 2016. They are stored
electronically in “digital wallets,” and exchanged over the
internet through a direct peer-to-peer system. Id. They
are often described as “cryptocurrencies” because they
use “cryptographic protocols to secure transactions ...
recorded on publicly available decentralized ledgers,”
called “blockchains.” Brief of CFTC In Support of
Preliminary Injunction and Other Relief, ECF No. 21,
Feb. 26, 2018, at 4 (“CFTC Brief”).

The “blockchain” serves as a digital signature to verify
the exchange. See Appendix B, A CFTC Primer on
Virtual Currencies, Oct. 17, 2017, at 5 (“App. B, CFTC
Primer”). “The public nature of the decentralized ledger
allows people to recognize the transfer of virtual currency
from one user to another without requiring any central
intermediary in which both users need to trust.” CFTC
Brief, at 4. Some experts believe blockchain technology
underlying virtual currencies will serve to “enhance
[future] economic efficiency” and have a “broad and
lasting impact on global financial markets in payments,
banking, securities settlement, title recording, cyber
security and trade reporting and analysis.” Appendix
C, United States Senate Banking Committee, Hearing
on Virtual Currency, Feb. 6, 2018 (written testimony
of Christopher Giancarlo, Chairman, CFTC) (“App.
C, CFTC Chair, Congressional Testimony”). Virtual
currencies are not backed by any government, fiat
currency, or commodity. Robert J. Anello, New–Wave
Legal Challenges for Bitcoin and Other CryptoCurrencies,
Law Journal Newsletters, Nov. 2017.

They have some characteristics of government paper
currency, commodities, and securities. Allison Nathan,
Interview with Eric Posner, Goldman Sachs Global
Investment Research, Mar. 11, 2014 (“It is a lot like
gold, in fact. The difference [ ] is that it is digital rather
than a heavy, unwieldy object. That means that it could
serve the same purposes as gold in terms of a currency,
but much more efficiently because it does not have any
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mass and can be sent easily from place to place.”); cf.
Power of the Executive to Change the Gold Value of the
Dollar, Columbia Law Review, Vol. 48, No. 3 (Apr.
1948) (“[T]he United States is committed to a policy of
international cooperation, and in particular, to a program
of international stability of [currency] exchange rates ...”).

B. Expansion and Value

The price of Bitcoin, and other virtual currencies, has
risen, and then fallen, at extreme rates. Olga Kharif, All
you Need to Know About Bitcoin’s Rise, From $0.01 to
$15,000, Bloomberg Businessweek, Dec. 1, 2017 (“The
initial price of bitcoin, set in 2010, was less than 1 cent.
Now it’s *219  crossed $16,000. Once seen as the province
of nerds, libertarians and drug dealers, bitcoin today is
drawing millions of dollars from hedge funds.”).

As their value has increased, online exchanges have
become more accessible allowing more members of the
public to trade and invest in virtual currencies.

While there are many Bitcoin exchanges around the
world, Coinbase has been the dominant place that
ordinary Americans go to buy and sell virtual currency.
No company had made it simpler to sign up, link a bank
account or debit card, and begin buying Bitcoin.

The number of people with Coinbase accounts has gone
from 5.5 million in January [2017] to 13.3 million at the
end of November, according to data from the Altana
Digital Currency Fund. In late November, Coinbase
was sometimes getting 100,000 new customers a day—
leaving the company with more customers than Charles
Schwab and E–Trade.

Nathaniel Popper, Coinbase: The Heart of the Bitcoin
Frenzy, N.Y. Times, Dec. 6, 2017; Ian Parker, A Bitcoin
A.T.M. Comes To A New York Deli, New Yorker, Sept.
18, 2017 (“A Coinsource A.T.M. accepts dollars and in
return adds the bitcoin equivalent (less Coinsource’s seven
per cent) to a customer’s digital wallet.”).

According to coinmarketcap.com (viewed Feb. 6, 2018,
at approximately 9:10 a.m. EST), there were over
1500 virtual currencies. Bitcoin had the largest market
capitalization, valued at $121,264,863,386. Id. A single
Bitcoin was valued at $7,196.92. Id. The cheapest virtual
currency, Strong Hands, was valued at $0.000001. Id.

The combined market capitalization of all virtual
currencies as of January 6, 2018, was roughly $795 billion;
by Feb. 6, 2018, the total value had dropped to $329
billion. Coin Market Cap, https://coinmarketcap.com/
charts/ (last visited Feb. 6, 2018); Arjun Kharpal, Over
$60 Billion Wiped off Value of Cryptocurrencies as Bitcoin
Drops Below $8,000 again, CNBC, Feb. 5, 2018 (“It
was not only bitcoin that fell either. Other major virtual
currencies, including ethereum and ripple, fell sharply in
the last 24 hours.”).

C. Fraud and Crime

The rise in users and value of virtual currencies has been
accompanied by increased fraud and criminal activity.
Edgar G. Sánchez, Crypto–Currencies: The 21st Century’s
Money Laundering and Tax Havens, 28 U. Fla. J.L. & Pub.
Pol'y 167, 169 (2017) (“[T]he newest growing concern with
Bitcoin, and crypto-currencies in general, are their ability
to wash money and conceal taxable income.”).

Silk Road, an online drug market that allowed for
purchase through Bitcoin, was one of the earliest and
most audacious examples of crime enabled by virtual
currencies.

The largest case involving Bitcoin
and illegal activity was the Silk
Road case, which included billions
of dollars in black market drug
sales, two federal agents caught (and
convicted for) stealing, and murder-
for-hire attempts. While the U.S.
government claimed a victory in
curbing illegal activity facilitated
with Bitcoin by shutting down the
Silk Road’s massive black market
for drugs, Bitcoin is still available,
and other online black markets have
tripled the industry since Silk Road’s
closure.

Christopher Burks, Bitcoin: Breaking Bad or Breaking
Barriers?, 18 N.C.J.L. & Tech. On. 244, 251–52 (2017)
(internal citations omitted); see also U.S. Attorney’s Office
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EDNY, Long Island Woman Indicted for Bank Fraud and
Money Laundering to Support Terrorists, Dec. 14, 2017
(The defendant allegedly “laundered and transferred the
funds [using virtual currencies] out of the country to
support the Islamic State ...”).

*220  Virtual currency exchanges have been victims of
hacking and theft. Reuters Staff, The Coincheck Hack and
the Issue With Crypto Assets on Centralized Exchanges,
Jan. 29, 2018 (“Hackers have stolen roughly 58 billion
yen ($532.6 million) from Tokyo-based cryptocurrency
exchange Coincheck Inc., raising questions about security
and regulatory protection in the emerging market of
digital assets.”); Alex Hern, A History of Bitcoin Hacks,
The Guardian, Mar. 18, 2014 (“25,000 bitcoins were stolen
from their wallet after hackers compromised the Windows
computer they were using. Even at the time, that sum was
worth more than $500,000; it would now be worth a little
less than £10m.”).

These and other criminal acts have led some to call
for increased governmental oversight and regulation of
virtual currency.

Having delved into the prevalence of
money laundering and tax evasion
both globally and in the United
States, and the rise of crypto-
currencies and their use in disguising
real money, the question remains
as to what steps can be taken to
legitimize crypto-currencies, or at
the very least, put an end to their use
for illegal purposes.

Sánchez, supra at 188.

D. Regulation and Oversight of Virtual Currency

Congress has yet to authorize a system to regulate virtual
currency. T. Gorman, Blockchain, Virtual Currencies and
the Regulators, Dorsey & Whitney LLP, Jan. 11, 2018
(“As the CFTC recently admitted, U.S. law does not
provide for ‘direct comprehensive U.S. regulation of
virtual currencies. To the contrary a multi-regulatory
approach is being used.’ ”).

The CFTC, and other agencies, claim concurrent
regulatory power over virtual currency in certain settings,
but concede their jurisdiction is incomplete. See App. C,
CFTC Chair, Congressional Testimony (“[C]urrent law
does not provide any U.S. Federal regulator with such
regulatory oversight authority over spot virtual currency
platforms [not involving fraud] operating in the United
States or abroad.”); cf. Doris Kearns Goodwin, The Bully
Pulpit, (2013) at 443 (“Roosevelt ... continued to regard
the judicial system as an ineffective arena for controlling
giant corporations ... Regulation, he believed, promised
a far better remedy. ‘The design should be to prevent the
abuses incident to the creation of unhealthy and improper
combinations [ ] instead of waiting until they are in
existence and then attempting to destroy them by civil or
criminal proceedings.’ ”); cf. Balleisen, Bennear, Kraweic,
and Weiner, Policy Shock, (2017) at 543–44 (“[T]ypes of
regulatory responses to a crisis may vary along many
dimensions. These responses may be robust or cosmetic.
They may be structural (reorganizing government or
instrumental (changing policy tools)).”).

1. Potential Virtual Currency Regulation

Until Congress acts to regulate virtual currency the
following alternatives appear to be available:

1. No regulation. See, e.g., Nikolei M. Kaplanov, Nerdy
Money: Bitcoin, the Private Digital Currency, and the
Case Against Its Regulation, 25 Loy. Consumer L.
Rev. 111, 113 (2012) (“This Comment will show that
the federal government has no legal basis to prohibit
bitcoin users from engaging in traditional consumer
purchases and transfers. This Comment further argues
that the federal government should refrain from passing
any laws or regulations limiting the use of bitcoins ...
applying any sort of regulation to bitcoin use, [ ] would
be ineffective and contrary to the interest of the United
States consumers.”).

2. Partial regulation through criminal law prosecutions
of Ponzi–like schemes *221  by the Department of
Justice, or state criminal agencies, or civil substantive
suits based on allegations of fraud. See, e.g., United
States v. Faiella, 39 F.Supp.3d 544, 545 (S.D.N.Y. 2014)
(“Defendants in this case are charged in connection
with their operation of an underground market in the
virtual currency ‘Bitcoin’ via the website ‘Silk Road.’
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”); United States v. Lord, No. CR 15-00240-01/02,
2017 WL 1424806, at *2 (W.D. La. Apr. 20, 2017)
(“Counts 2–14 charged Defendants with various other
crimes associated with operating their bitcoin exchange
business.”).

3. Regulation by the Commodity Futures Trading
Commission (“CFTC”). See infra Part III.D.2.

4. Regulation by the Securities and Exchange
Commission (“SEC”) as securities. See, e.g., SEC v.
Plexcorps, 17–CV–7007, 2017 WL 5988934 (E.D.N.Y.
Filed Dec. 1, 2017) SEC Compl., ECF No. 1 (“This is an
emergency action to stop Lacroix, a recidivist securities
law violator in Canada, and his partner Paradis–Royer,
from further misappropriating investor funds illegally
raised through the fraudulent and unregistered offer
and sale of securities called ‘PlexCoin’ or ‘PlexCoin
Tokens’ in a purported ‘Initial Coin Offering.’ ”); see
also Jon Hill, Accused Fraudster Says Cryptocurrencies
Aren't Securities, Feb. 27, 2018 (“According to the
government, those blockchain based tokens were
securities ...”).

5. Regulation by the Treasury Department’s Financial
Enforcement Network (“FinCEN”). See, e.g., FinCEN,
Treasury’s First Action Against a Foreign–Located
Money Services Business, U.S. Department of
the Treasury, Jul. 27, 2017 (“The Financial
Crimes Enforcement Network (FinCEN), working in
coordination with the U.S. Attorney’s Office for the
Northern District of California, assessed a $110,003,314
civil money penalty today against BTC–e [a virtual
currency exchange] for willfully violating U.S. anti-
money laundering laws.”).

6. Regulation by the Internal Revenue Service (“IRS”).
See, e.g., United States v. Coinbase, Inc., No. 17-
CV-01431-JSC, 2017 WL 3035164, at *1 (N.D. Cal.
July 18, 2017) (“In March 2014, the IRS issued Notice
2014–21, which describes how the IRS applies U.S. tax
principles to transactions involving virtual currency.
(Case No. 3:16–cv–06658–JSC, Dkt. No. 2–4 at 3 ¶
6.) In Notice 2014–21, the IRS stated its position:
virtual currencies that can be converted into traditional
currency are property for tax purposes, and a taxpayer
can have a gain or loss on the sale or exchange of a
virtual currency, depending on the taxpayer’s cost to
purchase the virtual currency.”).

7. Regulation by private exchanges. See, e.g.,
Asian Review, Japan Tries Light Touch in Bringing
Cryptocurrencies out of Regulatory Limbo, NIKKEI,
Sept. 30, 2017 (“[T]here is a growing need for exchange
operators to self-police to protect investors from taking
on too much risk and other dangers.”).

8. State regulations. See, e.g., Press Release, DFS
Grants Virtual Currency License to Coinbase, Inc., N.Y.
Department of Financial Services, Jan. 17, 2017 (“DFS
has approved six firms for virtual currency charters or
licenses, while denying those applications that did not
meet DFS’s standards. In addition to bitFlyer USA,
DFS has granted licenses to Coinbase Inc., XRP II and
Circle Internet Financial, and charters to Gemini Trust
Company and itBit Trust Company.”).

9. A combination of any of the above.

2. Oversight by CFTC

The CFTC is one of the federal administrative bodies
currently exercising partial *222  supervision of virtual
currencies. Christopher Giancarlo, Chairman Giancarlo
Statement on Virtual Currencies, CFTC, Jan. 4, 2018
(“One thing is certain: ignoring virtual currency trading
will not make it go away. Nor is it a responsible regulatory
strategy. The CFTC has an important role to play.”).

Administrative and civil action has been utilized by the
CFTC to expand its control:

On September 17, 2015, the
[CFTC] issued an [administrative]
order (the Coinflip Order) filing
and simultaneously settling charges
against Coinflip, Inc. (Coinflip) and
its chief executive officer. In the
Coinflip Order, the CFTC took
the view for the first time that
bitcoin and other virtual currencies
are commodities subject to the
Commodity Exchange Act (CEA)
and CFTC regulations.
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Conrad Bahlke, Recent Developments in the Regulatory
Treatment of Bitcoin, 28 No. 1 Intell. Prop. & Tech. L.J.
6 (2016) (internal citations omitted); see also Reuters,
U.S. CFTC Sues Three Virtual Currency Operators for
Fraud, N.Y. Times, Jan. 19, 2018 (“The U.S. derivatives
watchdog said on Friday that it has filed charges against
three separate virtual currency operators alleging the
defendants had defrauded customers and broken other
commodity trading rules, in a further sign regulators
globally are cracking down on the emerging asset class.”);
CFTC Charges Randall Crater, Mark Gillespie and My
Big Coin Pay Inc. with Fraud and Misappropriation in
Ongoing Virtual Currency Scam, Jan. 24, 2018 (“The
[CFTC] today announced the filing of a federal court
enforcement action under seal on January 16, 2018,
charging commodity fraud and misappropriation related
to the ongoing solicitation of customers for a virtual
currency known as My Big Coin ...”).

Legitimization and regulation of virtual currencies has
followed from the CFTC’s allowance of futures trading
on certified exchanges. Akin Oyedele, Bitcoin Futures
Trading gets Green Light from [U.S.] Regulators, Business
Insider, Dec. 1, 2017 (“In a statement, the CFTC said
the Chicago Mercantile Exchange and the CBOE Futures
Exchange self-certified new contracts for bitcoin futures
products. The Cantor Exchange self-certified a new
contract for bitcoin binary options. The futures contracts
will make it possible to bet on bitcoin prices without
buying the cryptocurrency.”). Two futures exchanges,
Chicago Mercantile Exchange and the CBOE Futures
Exchange, as of February 23, 2018, exceeded “$150
million in daily trading volume.” CFTC Brief, at 6.
The CFTC has “actively policed” futures exchanges for
“violating core principles” such as “failing to enforce
its prohibitions against unlawful wash trading and
prearranged trades.” Id.; see In Re TeraExchange LLC,
CFTC No.15–33, 2015 WL 5658082 (Sept. 24, 2015).

3. Concurrent Oversight from Other Agencies

The SEC, IRS, DOJ, Treasury Department, and state
agencies have increased their regulatory action in the
field of virtual currencies without displacing CFTC’s
concurrent authority. Most current regulatory action
takes the form of pursuing criminal and fraudulent
conduct after it occurs.

A new division of the Securities and Exchange
Commission dedicated to so-called “initial coin
offerings” (ICOs) filed its first charges on Friday,
targeting a scam that reportedly raised $15 million from
thousands of investors by promising a 13–fold profit in
less than a month.

In a criminal complaint filed in Brooklyn federal court,
the new SEC division, known as the Cyber Unit,
describes how Dominic Lacroix sold digital tokens
known as “PlexCoins” as part of a purported *223
plan “to increase access to cryptocurrency services”
across the world.

Jeff John Roberts, The SEC’s New Cyber Unit Just Filed
Its First Charges Over an ICO Scam, Dec. 4, 2017;
Robert J. Anello, New–Wave Legal Challenges for Bitcoin
and Other CryptoCurrencies, Law Journal Newsletters,
Nov. 2017 (“Over the last few months the SEC has
demonstrated that it intends to pursue enforcement of
securities law on certain cryptocurrency transactions,
especially increasingly popular [Initial Coin Offerings], in
response to concerns about fraud and manipulation.”);
Tara Siegel Bernard, When Trading in Bitcoin, Keep the
Tax Man in Mind, N.Y. Times, Jan. 18, 2018 (“In late
2016, the I.R.S. made it clear that it was searching for
cryptocurrency tax evaders: The agency sent a broad
request to Coinbase, the largest Bitcoin exchange in the
United States, requesting records for all customers who
bought digital currency from the company from 2013 to
2015.”).

IV. Law

A. Jurisdiction

[2] District courts have jurisdiction over any action in
which the United States is a plaintiff. U.S. Const. Art.
III § 2 (“The judicial Power shall extend to all Cases ...
[or] Controversies to which the United States shall be
a Party.”); 28 U.S.C. § 1345 (“Except as otherwise
provided by Act of Congress, the district courts shall
have original jurisdiction of all civil actions, suits or
proceedings commenced by the United States, or by any
agency or officer thereof expressly authorized to sue by
Act of Congress.”).
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Under 28 U.S.C. § 1331 district courts also “have
original jurisdiction of all civil actions arising under the
Constitution, laws, or treaties of the United States.” See
U.S. ex rel. Thistlethwaite v. Dowty Woodville Polymer,
Ltd., 110 F.3d 861, 864 (2d Cir. 1997) (“[T]he subject
matter jurisdiction provisions of Title 28 having broadest
application are those granting the district courts power to
entertain cases based on federal questions.”).

B. Standing

[3] Pursuant to Title 7 U.S.C. § 13a–1(a) the CFTC
may seek injunctive or other relief when it believes that
a person or entity is in violation of the CEA. (“[T]he
Commission may bring an action in the proper district
court of the United States ... to enjoin such act or practice,
or to enforce compliance with this chapter, or any rule,
regulation or order thereunder, and said courts shall have
jurisdiction to entertain such actions.”); see also U.S.
Commodity Futures Trading Comm'n v. Parnon Energy
Inc., 875 F.Supp.2d 233, 241 (S.D.N.Y. 2012) (“The
Commission may [ ] bring claims alleging violations of the
CEA.”). Relief may be sought in the “district wherein the
defendant is found or is an inhabitant or transacts business
or in the district where the act or practice occurred, is
occurring, or is about to occur.” Title 7 U.S.C. § 13a–1(e).

1. Enforcement Power of CFTC

[4] Exclusive jurisdiction over “accounts, agreements ...
and transactions involving swaps or contracts of sale of
a commodity for future delivery” has been granted to
the CFTC. Title 7 U.S.C. § 2 (emphasis added). Any
commodity traded as a future must be traded on a
commodity exchange approved by the CFTC. Title 7
U.S.C. § 6.

[5] The CEA and its “remedial statutes” are to
be “construed liberally” to allow for broad market
protection. R & W Tech. Servs. Ltd. v. Commodity
Futures Trading Comm'n, 205 F.3d 165, 173 (5th Cir.
2000) (“In 1974, Congress gave the Commission even
greater enforcement powers, in part because of the
fear that unscrupulous individuals were encouraging
amateurs to trade in the commodities markets *224
through fraudulent advertising. Remedial statutes are
to be construed liberally, and in an era of increasing

individual participation in commodities markets, the need
for such protection has not lessened.”).

[6] The court generally defers to an agency’s
interpretation of a statute “that the agency is responsible
for administering.” Sierra Club, Inc. v. Leavitt, 488 F.3d
904, 911–12 (11th Cir. 2007) (citing Chevron U.S.A. Inc.
v. NRDC, 467 U.S. 837, 104 S.Ct. 2778, 81 L.Ed.2d
694 (1984)); Commodity Futures Trading Comm'n v. Am.
Precious Metals, LLC, 845 F.Supp.2d 1279, 1282–83 (S.D.
Fla. 2011) (“Chevron applies to the instant case because
the CFTC is construing a jurisdictional provision of
the CEA—a statute it is responsible for administering.”)
(emphasis in original).

[7] Full deference is dependent on whether the agency’s
interpretation followed a formal rulemaking process.
Commodity Futures Trading Comm'n v. Sterling Trading
Grp., Inc., 605 F.Supp.2d 1245, 1265–66 (S.D. Fla. 2009)
(citing TVA v. Whitman, 336 F.3d 1236, 1250 (11th Cir.
2003)) (“Chevron deference is confined to those instances
in which the agency renders its interpretation in the course
of a rulemaking proceeding or adjudication. [E]ven if an
agency’s interpretation of its own statute is advanced in
the course of litigation rather than through a rulemaking
or agency adjudication, courts will still pay some deference
to the agency’s interpretation.”).

a. Virtual Currencies are Commodities

Black’s Law Dictionary defines a commodity as “an
article of trade or commerce.” Bryan Garner, Black’s
Law Dictionary, (10th ed. 2014). Merriam Webster
defines it as “[a]n economic good ... [or] an article of
commerce ...” Merriam Webster, https://www.merriam-
webster.com/ dictionary/commodity (last visited Feb. 5,
2018).

Commentators have argued that based on common usage,
virtual currency should be interpreted as a commodity.

It would make sense for regulators to treat Bitcoin as
a commodity. Commodities are generally defined as
“goods sold in the market with a quality and value
uniform throughout the world.” This categorization
would be appropriate because it realistically reflects the
economic behavior of Bitcoin users and squares with
traditional economic conceptions of exchange.
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Mitchell Prentis, Digital Metal: Regulating Bitcoin As A
Commodity, 66 Case W. Res. L. Rev. 609, 626 (2015).

Some propose that because virtual currencies provide a
“store of value” they function as commodities:

A commodity is any item that
“accommodates” our physical wants
and needs. And one of these physical
wants is the need for a store of
value. Throughout history humans
have used different commodities as
a store of value—even cocoa beans
—but, more persistently, gold. In
contrast, a security is any instrument
that is “secured” against something
else. As a currency is usually secured
by a commodity or a government’s
ability to tax and defend, it is
considered to be a security. By
these definitions, bitcoin with a
lower case “b,” is a commodity,
and not a currency, while Bitcoin
with a capital “B” is the technology,
or network, that bitcoin moves
across. The analogy would be Shale
technology versus shale oil.

Jeff Currie, Bullion Bests bitcoin, Not Bitcoin, Goldman
Sachs Global Investment Research, Mar. 11, 2014.

*225  Others argue virtual currencies are commodities
because they serve as a type of monetary exchange:

Bitcoin should primarily be considered a commodity
because it serves the function of money in its community
of users. Users exchange Bitcoins to obtain property
that they desire. In his seminal work, Man, Economy,
and State, Murray Rothbard argues that all monetary
exchanges are actually indirect commodity exchanges.
Rothbard supports his proposition by tracing the
development of money and exchange. Before the
widespread adoption of a common form of money,
people had to engage in bartering, or “direct exchange,”
in order to complete transactions...

Furthermore, while Bitcoin acts as a money commodity
in its community of users, from a pricing standpoint,
it is valued like other commodities. The price
of traditional commodities, like gold, silver, and
agricultural products, vary in accordance with their
demand and scarcity. When more people want a
commodity that has a fixed supply, the price rises.

Similarly, the price of Bitcoin fluctuates according
to the same fixed supply model. Bitcoins are scarce
because the algorithm controlling how many Bitcoins
are released into the market through mining [ ] is
designed to taper the supply of bitcoins, until no more
are created. Bitcoins are considered rare because there
is a fixed supply of them, leading users to be willing to
pay increasing prices to control them. The value of a
Bitcoin is ultimately driven by supply and demand—a
coin is worth whatever someone is willing to pay for it.

Prentis, at 628–29 (internal citations omitted).

b. Commodity Exchange Act’s
Definition of “Commodity”

CEA defines “commodities” as “wheat, cotton, rice,
corn, oats, barley, rye, flaxseed, grain sorghums, mill
feeds, butter, eggs, Solanum tuberosum (Irish potatoes),
wool, wool tops, fats and oils (including lard, tallow,
cottonseed oil, peanut oil, soybean oil, and all other
fats and oils), cottonseed meal, cottonseed, peanuts,
soybeans, soybean meal, livestock, livestock products, and
frozen concentrated orange juice, and all other goods and
articles ... and all services, rights, and interests ... in which
contracts for future delivery are presently or in the future
dealt in.” Title 7 U.S.C. § 1(a)(9) (emphasis added).

[8] The original grant of power to the CEA was designed
to control trading in agricultural commodities. Other
goods, as well as services, rights and interests, are now
covered by the statute. See, e.g., United States v. Brooks,
681 F.3d 678, 694 (5th Cir. 2012) (“Natural gas is plainly a
‘good’ or ‘article.’ The questions thus turns on whether it is
a good ‘in which contracts for future delivery are presently
or in the future dealt with.’ ”).

[9] The CEA covers intangible commodities. See, e.g.,
In re Barclays PLC, CFTC No. 15–25 (May 20,
2015) (regulating fixed interest rate benchmarks as
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commodities); cf. Andrews v. Blick Art Materials, LLC,
268 F.Supp.3d 381, 395–96 (E.D.N.Y. 2017) (quoting
Pennsylvania Dep't of Corr. v. Yeskey, 524 U.S. 206,
212, 118 S.Ct. 1952, 141 L.Ed.2d 215 (1998)) (“That the
meteoric rise of virtual reality through the Internet and
its impact on communal and commercial affairs could
not have been anticipated by Congress does not mean the
law’s application to the Internet and website is ambiguous;
‘the fact that a statute can be applied in situations
not expressly anticipated by Congress *226  does not
demonstrate ambiguity. It demonstrates breadth.’ ”).

c. CFTC’s Interpretation of “Commodity”

After an administrative proceeding in 2015, the CFTC
issued an order finding, for the first time, that virtual
currencies can be classified as commodities. In the Matter
of: Coinflip, Inc., CFTC Docket No. 15–29 (“Bitcoin and
other virtual currencies are encompassed in the definition
and properly defined as commodities.”).

Multiple statements defining virtual currency as a
commodity have been issued by the CFTC. See App. B,
CFTC Primer, at 11 (“The definition of ‘commodity’ in the
CEA is broad ... It can mean physical commodity, such as
an agricultural product ... It can mean currency or interest
rate.”); CFTC Launches Virtual Currency Resource Web
Page, Press Release, Dec. 15, 2017 (“Bitcoin and
other virtual currencies have been determined to be
commodities under the Commodity Exchange Act (CEA).
The [CFTC] primarily regulates commodity derivatives
contracts that are based on underlying commodities.
While its regulatory oversight authority over commodity
cash markets is limited, the CFTC maintains general
anti-fraud and manipulation enforcement authority over
virtual currency cash markets as a commodity in interstate
commerce.”).

d. Derivative Contracts and Futures

[10] Regulatory authority over commodities traded as
futures and derivatives has been granted to CFTC. Inv. Co.
Inst. v. Commodity Futures Trading Comm'n, 720 F.3d 370,
372 (D.C. Cir. 2013) (“The Commodity Exchange Act
(CEA), Title 7, United States Code, Chapter 1, establishes
and defines the jurisdiction of the Commodity Futures
Trading Commission. Under this Act, the Commission

has regulatory jurisdiction over a wide variety of markets
in futures and derivatives, that is, contracts deriving their
value from underlying assets.”).

Title 7 U.S.C. § 9(1) of the CEA makes it unlawful for any
person to:

use or employ, in connection with
any swap, or a contract of sale of any
commodity in interstate commerce,
or for future delivery on or subject
to the rules of any registered entity,
any manipulative or deceptive device
or contrivance, in contravention of
such rules and regulations as the
Commission shall promulgate by
not later than 1 year after July 21,
2010 ... (emphasis added).

17 C.F.R. § 180.1 further defines the regulatory power of
the CFTC:

(a) It shall be unlawful for any person, directly or
indirectly, in connection with any swap, or contract
of sale of any commodity in interstate commerce, or
contract for future delivery on or subject to the rules
of any registered entity, to intentionally or recklessly:

(1) Use or employ, or attempt to use or employ, any
manipulative device, scheme, or artifice to defraud;

(2) Make, or attempt to make, any untrue or
misleading statement of a material fact or to omit to
state a material fact necessary in order to make the
statements made not untrue or misleading;

(3) Engage, or attempt to engage, in any act, practice,
or course of business, which operates or would
operate as a fraud or deceit...

[11] Liability, under the CEA, for commodity fraud,
is shown by: “(1) the making of a misrepresentation,
misleading statement, or a deceptive omission; (2) scienter;
and (3) materiality.” Commodity Futures Trading Comm'n
v. Commodity Inv. Grp., Inc., No. 05 CIV 5741(HB),
2006 WL 353466, at *1 (S.D.N.Y. Feb. 11, 2006) *227
(quoting CFTC v. R.J. Fitzgerald & Co., Inc., 310 F.3d
1321, 1328 (11th Cir. 2002)).
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e. Regulation of Spot Market Fraud

The CFTC has recently expanded its enforcement to
fraud related to spot markets underlying the (already
regulated) derivative markets. See, e.g., App. B, CFTC
Primer (finding the CFTC has jurisdiction “if there is
fraud or manipulation involving a virtual currency traded
in interstate commerce”); CFTC v. Gelfman Blueprint,
Inc., Case No. 17–7181, 2017 WL 4228737 (S.D.N.Y.
Filed Sept. 21, 2017) (suit brought by the CFTC alleging
a Bitcoin Ponzi scheme, not involving future contracts).

In Gelfman, as in the instant case, the CFTC relied on the
broad statutory authority in Section 9(1) of the CEA, and
regulatory authority under 17 C.F.R. § 180.1. Specifically,
the language in § 180.1 prohibiting “any person, directly
or indirectly, in connection with any ... contract of sale
of any commodity in interstate commerce” from using a
“manipulative device, scheme, or artifice to defraud,” or
making “any untrue or misleading statement of a material
fact.”

[12] The portion of the statute delegating oversight
authority over “contract of sale of any commodity
in interstate commerce” allows CFTC to enforce its
mandate in cases not directly involving future trades.
17 C.F.R. § 180.1 (emphasis added); see Gary DeWaal,
CFTC Files Charges Alleging Bitcoin Ponzi Scheme Not
Involving Derivatives, Sept. 24, 2017 (“The CFTC brought
its current action [Gelfman ] under a relatively new
provision of law (enacted as part of the Dodd–Frank
Wall Street Reform and Consumer Protection Act) and
Commission regulation that prohibits any person from
using a manipulative or deceptive device or contrivance in
connection with any ‘contract for sale of any commodity
in interstate commerce’—not solely in connection with
swaps or a commodity for future delivery.”).

[13] Where a futures market exists for a good, service,
right, or interest, it may be regulated by CFTC, as
a commodity, without regard to whether the dispute
involves futures contracts. See, e.g., Brooks, 681 F.3d at
694–95 (“[F]utures contracts for natural gas are traded
on NYMEX, and those futures are derivative of natural
gas traded at Henry Hub. Nonetheless, the record shows
that natural gas may be moved from any location to
Henry Hub through the national pipeline system. Thus,

it would be peculiar that natural gas at another hub is
not a commodity, but suddenly becomes a commodity
solely on the basis that it passes through Henry Hub, and
ceases to be a commodity once it moves onto some other
locale. While the price of that commodity may fluctuate
with its location, and the forces of supply and demand
at that location, the actual nature of the ‘good’ does not
change.”).

[14] CFTC does not have regulatory authority over
simple quick cash or spot transactions that do not
involve fraud or manipulation. Title 7 U.S.C. § 2(c)(2)
(C)(i)(II)(bb)(AA) (The CFTC does not have jurisdiction
over “spot” transactions that “[result] in actual delivery
within 2 days.”). This boundary has been recognized
by the CFTC. It has not attempted to regulate
spot trades, unless there is evidence of manipulation
or fraud. See App. C, CFTC Chair, Congressional
Testimony (“[T]he CFTC does not have authority to
conduct regulatory oversight over spot virtual currency
platforms or other cash commodities, including imposing
registration requirements, surveillance and monitoring,
transaction reporting, compliance with personnel conduct
standards, customer education, capital adequacy, trading
system safeguards, cyber security examinations or other
requirements.”).

*228  2. Concurrent Jurisdiction

[15] Federal agencies may have concurrent or
overlapping jurisdiction over a particular issue or
area. See, e.g., Todd S. Aagaard, Regulatory Overlap,
Overlapping Legal Fields, and Statutory Discontinuities,
29 Va. Envtl. L.J. 237, 240 (2011) (“[T]he Environmental
Protection Agency (EPA) and the Occupational Safety
and Health Administration (OSHA) manage overlapping
statutory authorities. Both the EPA and OSHA regulate
certain risks in the workplace arising from exposures to
hazardous and toxic substances.”).

Agencies often cooperate to enforce their overlapping
powers.

[Agencies] have explored joint
rulemaking, such as the
Environmental Protection Agency
(EPA) and the Department
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of Transportation (DOT)
collaboration on fuel standards.
They have discussed coordination in
individual-level adjudication, such
as the Department of Justice (DOJ)
and the Department of Homeland
Security (DHS) partnering in cases
involving persons without proper
documentation. And they have
analyzed agency collaboration in
shaping policy in complex and novel
areas, such as work by DHS and the
National Security Agency (NSA) to
combat cyber threats.

Daniel A. Farber & Anne Joseph O'Connell, Agencies As
Adversaries, 105 Cal. L. Rev. 1375, 1384 (2017); but see
Hunter v. F.E.R.C., 711 F.3d 155, 157 (D.C. Cir. 2013)
(“Stated simply, Congress crafted CEA section 2(a)(1)(A)
to give the CFTC exclusive jurisdiction over transactions
conducted on futures markets.”).

C. Preliminary Injunction Standard

[16]  [17]  [18] Under Title 7 U.S.C. § 13a–1(a) the CFTC
may seek injunctive or other relief when it concludes
that a person or entity is in violation of the CEA. “The
CFTC is entitled to a preliminary injunction upon a
prima facie showing that defendants have violated the
Act and ‘that there is a reasonable likelihood that the
wrong will be repeated.’ ” Commodity Futures Trading
Comm'n, v. Commodity Inv. Grp., Inc., No. 05 CIV
5741(HB), 2006 WL 353466, at *1 (S.D.N.Y. Feb. 11,
2006) (quoting CFTC v. British Am. Commodity Options
Corp., 560 F.2d 135, 141 (2d Cir. 1977)). When enforcing
a statutorily prescribed injunction, the CFTC “need not
prove irreparable injury or the inadequacy of other
remedies as required in private injunctive suits.” British
Am., 560 F.2d at 141. Likelihood of future violations may
be inferred from a “defendant’s past conduct.” CFTC v.
Am. Bd. of Trade, Inc., 803 F.2d 1242, 1251 (2d Cir. 1986).

V. Application of Law

A. CFTC Standing

The CFTC has standing pursuant to Title 7 U.S.C.
§ 13a–1(a) to seek injunctive and other relief related
to misleading advice, and the fraudulent scheme and
misappropriation of virtual currencies by defendants.

1. Virtual Currencies as Commodities

[19] Virtual currencies can be regulated by CFTC as a
commodity. Virtual currencies are “goods” exchanged in
a market for a uniform quality and value. Mitchell Prentis,
Digital Metal: Regulating Bitcoin As A Commodity, 66
Case W. Res. L. Rev. 609, 626 (2015). They fall well-
within the common definition of “commodity” as well as
the CEA’s definition of “commodities” as “all other goods
and articles ... in which contracts for future delivery are
presently or in the future dealt in.” Title 7 U.S.C. § 1(a)(9).

[20] The jurisdictional authority of CFTC to regulate
virtual currencies as commodities does not preclude other
agencies from exercising their regulatory power when
virtual currencies function differently than derivative
commodities. See,  *229  e.g., Jay Clayton [SEC Chair]
and Christopher Giancarlo [CFTC Chair], Regulators
are Looking at Cryptocurrency, Wall Street Journal, Jan.
24, 2018 (“The SEC does not have direct oversight
of transactions in currencies or commodities. Yet
some products that are labeled cryptocurrencies have
characteristics that make them securities. The offer, sale
and trading of such products must be carried out in
compliance with securities law. The SEC will vigorously
pursue those who seek to evade the registration, disclosure
and antifraud requirements of our securities laws.”).

The Chicago Mercantile Exchange Inc. (“CME”) has filed
an amicus brief. See ECF No. 27, Mar. 6, 2018. It claims
to operate the “world’s leading derivatives marketplace.”
Id. at 1. It supports the view that virtual currencies
are commodities subject to the CFTC’s regulatory
protections. It writes:

CME offers for the Court’s
consideration an explanation of
the possible consequences of
a determination that a virtual
currency such as bitcoin is not a
commodity. Such a determination
would put in jeopardy CME’s
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and its market participants'
expectation to rely on ... the
CFTC’s regulatory protections for
commodity derivatives contracts
based on virtual currencies.
This legal uncertainty would
substantially disrupt the settled
expectations of CME and numerous
market participants who are trading
bitcoin futures for purposes of
hedging cash market exposures or
making a market in bitcoin futures
by offering liquidity, in addition
to market professionals that clear,
broker or manage virtual currency
futures trading activity.

Id. at 2.

2. CFTC Jurisdiction Over Virtual Currency Fraud

[21] CFTC has jurisdictional authority to bring suit
against defendants utilizing a scheme to defraud investors
through a “contract [for] sale of [a] commodity in
interstate commerce.” Title 7 U.S.C. § 9(1). Although the
CFTC has traditionally limited its jurisdiction primarily
to “future” contracts for commodities, its expansion into
spot trade commodity fraud is justified by statutory and
regulatory guidelines. See CFTC v. Gelfman Blueprint,
Inc., Case No. 17–7181, 2017 WL 4228737 (S.D.N.Y.
Filed Sept. 21, 2017); see also Gary DeWaal, CFTC
Files Charges Alleging Bitcoin Ponzi Scheme Not Involving
Derivatives, Sept. 24, 2017 (“This CFTC complaint [CFTC
v. Gelfman Blueprint, Inc.] has significant ramifications
beyond its four corners. It represents a powerful statement
by the Commission that it will exercise jurisdiction
over cryptocurrencies when there is potential fraud—
even if the fraud does not involve derivatives based on
cryptocurrencies.”).

Language in 7 U.S.C. § 9(1), and 17 C.F.R. § 180.1,
establish the CFTC’s regulatory authority over the
manipulative schemes, fraud, and misleading statements
alleged in the complaint. 17 C.F.R. § 180.1 (“It shall
be unlawful for any person, directly or indirectly, in
connection ... [with any] contract of sale of any commodity
in interstate commerce ... to [u]se or employ, or attempt

to use or employ, any manipulative device, scheme, or
artifice to defraud; [m]ake, or attempt to make, any untrue
or misleading statement of a material fact or to omit
to state a material fact necessary in order to make the
statements made not untrue or misleading; [e]ngage, or
attempt to engage, in any act, practice, or course of
business, which operates or would operate as a fraud or
deceit ...”).

B. Prima Facie Showing of
Fraud Committed by Defendants

[22] CFTC has made a prima facie showing that the
defendants committed *230  fraud by misappropriation
of investors' funds and misrepresentation of trading advice
and future profits promised to customers. CFTC Brief,
at 11 (citing Giglio Decl. ¶ 26) (“[O]nce Defendants had
solicited and obtained [ ] Customer funds for trading by
Defendants on behalf of customers, Defendants ceased
communicating with the customers and misappropriated
the customers' funds.”). The intentional nature of the
defendants' conduct, as required by 17 C.F.R. § 180.1,
is evidenced by the blatant disregard of customers'
complaints and their refusal to return investors' funds. See
Giglio Decl. ¶¶ 29–32; see also Hr'g Tr., Mar. 6, 2018.

C. Preliminary Injunction

[23] A preliminary injunction is granted in favor of the
CFTC. The court concludes that without an injunction
there is a reasonable likelihood that defendants will
continue to violate the CEA. A separate order outlining
the terms of the relief is issued. See App. A, Prelim.
Injunction.

D. Appropriate Research by Court

[24] In deciding jurisdictional, standing and other issues
fundamental to the present litigation, the court has
engaged in extensive background research, but not on the
specific frauds charged. This is appropriate.

The ABA has issued the following opinion related to
individual research by the court:
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Easy access to a vast amount
of information available on the
Internet exposes judges to potential
ethical problems. Judges risk
violating the Model Code of
Judicial Conduct by searching
the Internet for information
related to participants or facts
in a proceeding. Independent
investigation of adjudicative facts
generally is prohibited unless the
information is properly subject to
judicial notice. The restriction on
independent investigation includes
individuals subject to the judge’s
direction and control.

Committee on Ethics and Responsibility, Independent
Factual Research by Judges Via Internet, Formal Opinion
478, Dec. 8, 2017 (ABA) (emphasis added).

It is appropriate and necessary for the judge to do research
required by a case in order to understand the context and
background of the issues involved so long as the judge
indicates to the parties the research and conclusions, by
opinions and otherwise, so they may contest and clarify.
See Abrams, Brewer, Medwed, et al., Evidence Cases and
Materials (10th Ed. 2017) (Ch. 9 “Judicial Notice”). It
would be a misapprehension of the ABA rule to conclude
otherwise.

Adjudicative facts involving defendants' alleged activities
have not been the subject of investigation by the court,
except at an evidentiary hearing. See Hr'g Tr., Mar. 6,
2018.

VI. Conclusion
CFTC has standing to exercise its enforcement power
over fraud related to virtual currencies sold in interstate
commerce. A preliminary injunction is granted in favor of
the CFTC. See App. A, Prelim. Injunction.

The individual defendant’s pro se motion to “Dismiss for
Lack of Jurisdiction” is denied. ECF No. 18, Feb. 15,
2018. This court has subject matter jurisdiction pursuant

to 28 U.S.C. §§ 1331 and 1345. The CFTC has adequately
pled and for purpose of a preliminary injunction proved
its claim of fraud in violation of the CEA.

Any person claiming improper application of the
injunctive power of the court may seek relief by motion.

SO ORDERED.

*231  Appendix A

UNITED STATES DISTRICT COURT

EASTERN DISTRICT OF NEW YORK

COMMODITY FUTURES TRADING
COMMISSION, Plaintiff,

v.

PATRICK K. MCDONNELL, and CABBAGETECH,
CORP. d/b/a COIN DROP MARKETS, Defendants.

18–CV–0361

ORDER OF PRELIMINARY
INJUNCTION AND OTHER RELIEF

I. INTRODUCTION

On January 18, 2018, Plaintiff Commodity Futures
Trading Commission (“Plaintiff” or “Commission”)
filed a Complaint for Injunctive and Other Equitable
Relief and for Civil Monetary Penalties Under the
Commodity Exchange Act and Commission Regulations
(“Complaint”) against Defendants Patrick K. McDonnell
(“McDonnell”) and CabbageTech, Corp. d/b/a Coin Drop
Markets (“CDM”) (collectively, “Defendants”) pursuant
to Section 6c(a) of the Commodity Exchange Act (“Act”),
7 U.S.C. § 13a–1 (2012).

On January 30, 2018, the court directed the parties to
appear for an evidentiary hearing at which the court would
consider temporary relief and further administration of
the action. ECF No. 9. Subsequent Orders directed the
parties to address the Commission’s authority to bring this
action and notified the parties that the court would hear
the parties on jurisdictional, standing, and other issues at
the hearing, set for March 6, 2018. ECF No. 10, ECF No.
17.



WHISTLEBLOWER LAW SYMPOSIUM: QUI TAM, SEC, CFTC AND IRS WHISTLEBLOWER CLAIMS UPDATE

295 of 358

Commodity Futures Trading Commission v. McDonnell, 287 F.Supp.3d 213 (2018)

Comm. Fut. L. Rep. P 34,222

 © 2019 Thomson Reuters. No claim to original U.S. Government Works. 18

On February 26, 2018, the Commission filed its briefs
and supporting documents, including the Brief of
Commodity Futures Trading Commission in Support
of a Preliminary Injunction and Other Relief, the
Declaration of Christopher Giglio, that set forth its
arguments, including advocating for the issuance of an
order (1) prohibiting Defendants from further violating
Section 6(c)(1) of the Act, 7 U.S.C. § 9(1) (2012),
and Commission Regulation (“Regulation”) 180.1(a), 17
C.F.R. § 180.1(a) (2017); (2) preserving the books and
records of Defendants, and providing the Commission
with access thereto; and (3) ordering Defendants to submit
to an interim accounting on an expedited basis.

On March 6, 2018, the court, with advance notice, see ECF
No. 23, Feb. 27, 2018, held an evidentiary hearing on the
request for preliminary injunction.

The court has considered the Brief of Commodity
Futures Trading Commission in Support of a Preliminary
Injunction and Other Relief, the Complaint, the
Declaration of Christopher Giglio, all filings by
Defendant McDonnell to date, and testimony and
evidence introduced at the March 6, 2018 hearing. It
finds that there is good cause for the entry of this Order
and that there is no just reason for delay. The court
therefore directs the entry of the following findings of
fact, conclusions of law, and preliminary injunction and
other equitable relief pursuant to Section 6c of the Act, as
amended, 7 U.S.C. § 13a–1.

II. FINDINGS AND CONCLUSIONS THE COURT
FINDS AND CONCLUDES AS FOLLOWS:

A. FINDINGS OF FACT

The Parties
1. Plaintiff Commodity Futures Trading Commission
(“Commission” or “CFTC”) is an independent federal
regulatory agency that is charged by Congress with the
administration and enforcement of the Act, 7 U.S.C.
§§ 1–27(f) (2012), and the Regulations promulgated
thereunder, 17 C.F.R. pts. 1–190 (2017).

*232  2. Defendant CabbageTech, Corp. is a New
York corporation based on Staten Island, New York.
It was incorporated on May 6, 2016. CabbageTech,

Corp.’s last known address is 20 Rawson Place, Suite B,
Staten Island, New York, 10314. At times, CabbageTech,
Corp. did business as Coin Drop Markets (together with
CabbageTech, Corp, “CDM”). CDM has never registered
with the Commission.

3. Defendant Patrick K. McDonnell (“McDonnell”) is a
resident of Staten Island, New York. McDonnell formed,
owned, and controlled CabbageTech, Corp. McDonnell
has never registered with the Commission

Defendants' Fraud Involving Advice About Trading
Virtual Currencies
4. Defendants solicited customers in several of the United
States as well as foreign countries to become members of
groups supposedly to receive Defendants' virtual currency
consulting services and trading advice.

5. In April 2017, Defendants advertised membership
in trading groups such as RedliteGreenLite,
BTC (“RLGLBTC”), relating to Bitcoin, and
RedliteGreenLite, LTC (“RLGLLTC”), relating to
Litecoin. These groups purported to provide trading
advice and guidance, such as entry and exit prices
for day trading of virtual currencies. Defendants also
solicited membership or subscription to other groups
and services, such as a “Turn–Key Annual Membership”
providing access, for instance, to McDonnell’s and CDM’s
supposed virtual currency trading expertise, mentorship,
and guidance.

6. CDM’s promotional materials made claims that a
CDM membership in RLGLLTC would provide “real-
time ... reports [of] critical $LTC entry/exit points
via@RLGLLTC 24/7 including holidays/weekends.”
These promotional materials further made claims
that this continuous, ongoing monitoring and trading
signals “afford[ed] ‘minute-to-minute’ price arbitrage,
exploitation, and opportunities for swing trading profits.”
These promotional materials also made claims such as
a trading group was “a dedicated team of digital asset
trading specialists trend spotting.”

7. These materials promised to provide the membership
services on an annual basis in exchange for an up-front
subscription fee. Defendants further solicited “lifetime”
memberships, at a higher price, in a more exclusive trading
sector that would provide greater opportunities to profit
from virtual currency trading. One such opportunity
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purported to offer profits as much as a 300% return on an
investment in less than a week. In or around May 2017,
Defendants created one or more social media chatrooms,
purportedly to provide agreed-upon trading advice and
services.

8. After receiving subscription payments from multiple
CDM Customers, Defendants did not provide to
such customers continuous, real-time trading signals,
advice, or trading expertise through its social media
chatrooms, through online communications such as
via Twitter, or through its website. For example,
Defendants never provided “real-time ... reports [of]
critical $LTC entry/exit points via @RLGLLTC 24/7
including holidays/weekends.” Defendants' RLGLLTC
never provided signals that “afford[ed] ‘minute-to-minute’
price arbitrage, exploitation, and opportunities for swing
trading profits.”

9. Defendants misappropriated CDM Customers' funds.
By July 2017, Defendants shut down the website
and chatroom, deleted social media accounts, ceased
communicating with customers, and kept the customers'
funds.

*233  Defendant’s Fraud Involving Management of
Customer Investments in Virtual Currency
10. McDonnell described himself in solicitations as a
“professional trader,” and CDM’s website included a
purported example of a single virtual currency trade that
had generated more than an approximately 1,000% return.

11. Instead of achieving enormous gains on behalf
of CDM Customers, once Defendants had solicited
and obtained CDM Customer funds for trading by
Defendants on behalf of customers, Defendants ceased
communicating with the customers and misappropriated
the customers' funds.

12. In or around May 2017, after being solicited by
McDonnell, one CDM Customer provided Litecoin to
Defendants for trading by McDonnell on the customer’s
behalf. McDonnell told this customer that he would use
the customer’s funds to trade the “volatility” of Litecoin.
In fact, Defendants misappropriated this customer’s funds
and ultimately ceased communicating with the customer.

CDM’s Controlling Person

13. McDonnell founded and created CDM, and controlled
content on the CDM website and related social
media. McDonnell controlled bank and virtual currency
accounts to which he directed CDM Customers to
send money for the purchase of CDM services and for
Defendants-managed trading. McDonnell was responsible
for developing and disseminating the false and misleading
information about CDM to CDM Customers through
CDM’s solicitation materials.

B. CONCLUSIONS OF LAW

Jurisdiction and Venue
14. The Court has jurisdiction over the subject matter of
this action under 28 U.S.C. § 1331 (2012) and 28 U.S.C.
§ 1345 (2012). Section 6c(a) of the Act, 7 U.S.C. § 13a–1
(2012), authorizes the Commission to seek injunctive and
other relief against any person whenever it shall appear to
the Commission that such person has engaged, is engaging
in, or is about to engage in any act or practice constituting
a violation of any provision of the Act, or any rule,
regulation, or order thereunder.

15. Venue properly lies in this District, pursuant to Section
6c(e) of the Act, 7 U.S.C. § 13a–1(e) (2012), because
Defendants are found in, inhabit, or transact business in
this District, and because acts and practices in violation of
the Act occurred within this District, among other places.

Injunctive Relief is Appropriate
16. The Commission has presented a prima facie case for
the purpose of obtaining a preliminary injunction based
on the fact that Defendants have engaged or are engaging
in violations the Act and Commission Regulations as set
forth in the Complaint.

17. The Commission has demonstrated a reasonable
likelihood of future violations by the Defendants.

18. A preliminary injunction and other relief are
warranted in light of the allegations set forth in the
Complaint, evidence submitted at a hearing held by
the court, the Commission’s likelihood of success on
the merits of its claims against the Defendants, and
the reasonable likelihood of future violations by the
Defendants.
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III. RELIEF GRANTED

A. PRELIMINARY INJUNCTIVE RELIEF

IT IS HEREBY ORDERED that:
19. Defendants, their officers, agents, servants, employees,
successors, assigns, *234  and attorneys, and all persons
in active concert or participation with Defendants who
receive notice of this Order by personal service or
otherwise, are hereby restrained, enjoined, and prohibited
until further order of the court, from directly or indirectly,
in connection with any swap, or contract of sale of any
commodity in interstate commerce, or contract for future
delivery on or subject to the rules of any registered entity,
intentionally or recklessly:

A. using or employing, or attempting to use or employ,
any manipulative device, scheme, or artifice to defraud;

B. making, or attempting to make, any untrue or
misleading statement of a material fact or to omit
to state a material fact necessary in order to make
statements made not untrue or misleading; and

C. engaging, or attempting to engage, in any act,
practice, or course of business, which operates or would
operate as a fraud or deceit upon any person; in
violation of Section 6(c)(1) of the Act, 7 U.S.C. § 9(1)
(2012), or Commission Regulation 180.1(a), 17 C.F.R.
§ 180.1(a) (2017).

20. Defendants, their officers, agents, servants, employees,
successors, assigns, or attorneys, and all persons in active
concert or participation with Defendants who receive
notice of this Order by personal service or otherwise, are
hereby restrained, enjoined, and prohibited until further
order of the court, from directly or indirectly:

A. Trading on or subject to the rules of any registered
entity, as that term is defined in Section 1a(40) of the
Act, 7 U.S.C. § 1a(40) (2012);

B. Entering into any transactions involving
“commodity interests” (as that term is defined in
Regulation 1.3(yy), 17 C.F.R. § 1.3(yy) (2017)) for their
own personal account or for any account in which they
have a direct or indirect interest;

C. Having any commodity interests traded on their
behalf;

D. Controlling or directing the trading for or on
behalf of any other person or entity, whether by power
of attorney or otherwise, in any account involving
commodity interests;

E. Soliciting, receiving, or accepting any funds from
any person for the purpose of purchasing or selling any
commodity;

F. Applying for registration or claiming exemption
from registration with the Commission in any capacity,
and engaging in any activity requiring such registration
or exemption from registration with the Commission,
except as provided for in Regulation 4.14(a)(9), 17
C.F.R. § 4.14(a)(9) (2017); and

G. Acting as a principal (as that term is defined in
Regulation 3.1(a), 17 C.F.R. § 3.1(a) (2017)), agent, or
any other officer or employee of any person (as that
term is defined in Section 1a(38) of the Act, 7 U.S.C.
§ 1a(38) (2012)) registered, exempted from registration,
or required to be registered with the Commission except
as provided for in Regulation 4.14(a)(9), 17 C.F.R. §
4.14(a)(9) (2017).

B. MAINTENANCE OF AND ACCESS TO
BUSINESS RECORDS

IT IS FURTHER ORDERED that:
21. Defendants are restrained from directly or indirectly
destroying, mutilating, erasing, altering, concealing or
disposing of, in any manner, directly or indirectly, any
documents that relate to the business practices or business
or personal finances of any Defendant.

22. Any financial or brokerage institution, business entity,
or person that receives *235  notice of this Order by
personal service or otherwise, shall not:

A. directly or indirectly destroy, alter or dispose of,
in any manner, any records relating to the business
activities and business and personal finances of any
Defendant; and

B. deny a request by the Commission to inspect
any records pertaining to any account or asset
owned, controlled, managed or held by Defendants,
or managed or held on behalf of, or for the benefit
of, any Defendants, including, but not limited to,
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originals or copies of account applications, account
statements, signature cards, checks, drafts, deposit
tickets, transfers to and from the accounts, debit
and credit instruments or slips, currency transaction
reports, 1099 forms, and safe deposit box logs. As
an alternative to allowing inspection of records, a
financial or brokerage institution, business entity or
other person may provide full un-redacted copies of
records requested by the Commission.

C. ACCOUNTING AND PRODUCTION OF
DOCUMENTS

IT IS FURTHER ORDERED that:
23. Within five (5) business days following the service of
this Order, Defendants shall submit in writing and serve
upon the Commission an accounting identifying:

A. all transfers or payments of funds to them or any
other entity controlled by them from any individual
or entity in connection with the misconduct described
in the Complaint. The identification shall include the
amount of each such transfer or payment, the date of
the transfer or payment, and the name, address, account
number and financial institution of the party making
and the party receiving the transfer or payment;

B. in detail, the precise disposition of each such transfer
or payment and any assets derived therefrom;

C. by name and address, all persons, entities and
accounts currently holding funds or assets derived
from such transfers or payments and the reason each
received the funds or assets. The identification shall
include the amount each received, the date received,
the reason received, the institution and account number
or location in which the funds or other assets are held
and the name, address, account number and financial
institution of the person or entity who provided each
with the funds or other assets;

D. assets of every type and description presently owned
by or held for the direct or indirect benefit, or subject to
the direct or indirect control, of any Defendant, whether
in the United States or elsewhere; and

E. the identification number of each account or other
asset controlled, managed, or held by, on behalf of,
or for the benefit of a Defendant, either individually
or jointly; the balance of each such account, or a

description of the nature and value of such asset as of
the close of business on the day on which this Order is
served, and, if the account or other asset has been closed
or removed, the date closed or removed, the total funds
removed in order to close the account, and the name
of the person or entity to whom such account or other
asset was remitted; and the identification of any safe
deposit box that is owned controlled, managed, or held
by, on behalf of, or for the benefit of a Defendant, either
individually or jointly, or is otherwise subject to access
by Defendants.

24. Upon request by the Commission, each Defendant
shall promptly provide the *236  Commission with copies
of all records or other documentation pertaining to any
account or asset identified in response to Paragraph 23
above, including, but not limited to, originals or copies of
account applications, account statements, signature cards,
checks, drafts, deposit tickets, transfers to and from the
accounts, all other debit and credit instruments or slips,
currency transaction reports, Internal Revenue Service
Forms 1099, and safe deposit box logs.

IV. MISCELLANEOUS PROVISIONS

25. Definitions. For the purposes of this Order, the
following definitions apply:

A. “Assets” means any legal or equitable interest in,
right to, or claim to, any real or personal property,
whether individually or jointly, directly or indirectly
controlled, and wherever located, including, but not
limited to: chattels, goods, instruments, equipment,
fixtures, general intangibles, effects, leaseholds, mail
or other deliveries, inventory, checks, notes, accounts
(including, but not limited to, bank accounts and
accounts at other financial institutions), credits,
receivables, lines of credit, contracts (including spot,
futures, options, or swaps contracts), insurance policies,
and all cash, wherever located, within or outside the
United States.

B. The term “document” is synonymous in meaning and
equal in scope to the broad usage of the term in Federal
Rule of Civil Procedure 34(a).

26. Service of this Order. Copies of this Order may be
served by any means, including mail, electronic mail,
facsimile transmission, Fedex, and United Parcel Service,
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upon any financial institution or other entity or person
that may have possession, custody, or control of any
document or asset of Defendants, or that may be subject
to any provision of this Order.

27. Bond Not Required of Plaintiff. Plaintiff is an agency
of the United States, and therefore, pursuant to Section
6c(b) of the Act, 7 U.S.C. § 13a–1(b) (2012), no bond is
required prior to entry of this Order.

28. Continuing Jurisdiction of this Court. This Order shall
remain in effect until further order of the court. The
court shall retain jurisdiction over this action to ensure
compliance with this Order and for all other purposes
related to this action.

29. Any person claiming improper application of the
injunctive power of the court may seek relief by motion.

SO ORDERED.

Appendix B

*237

*238



WHISTLEBLOWER LAW SYMPOSIUM: QUI TAM, SEC, CFTC AND IRS WHISTLEBLOWER CLAIMS UPDATE

300 of 358

Commodity Futures Trading Commission v. McDonnell, 287 F.Supp.3d 213 (2018)

Comm. Fut. L. Rep. P 34,222

 © 2019 Thomson Reuters. No claim to original U.S. Government Works. 23

*239 *240



WHISTLEBLOWER LAW SYMPOSIUM: QUI TAM, SEC, CFTC AND IRS WHISTLEBLOWER CLAIMS UPDATE

301 of 358

Commodity Futures Trading Commission v. McDonnell, 287 F.Supp.3d 213 (2018)

Comm. Fut. L. Rep. P 34,222

 © 2019 Thomson Reuters. No claim to original U.S. Government Works. 24

*241 *242



WHISTLEBLOWER LAW SYMPOSIUM: QUI TAM, SEC, CFTC AND IRS WHISTLEBLOWER CLAIMS UPDATE

302 of 358

Commodity Futures Trading Commission v. McDonnell, 287 F.Supp.3d 213 (2018)

Comm. Fut. L. Rep. P 34,222

 © 2019 Thomson Reuters. No claim to original U.S. Government Works. 25

*243
*244



WHISTLEBLOWER LAW SYMPOSIUM: QUI TAM, SEC, CFTC AND IRS WHISTLEBLOWER CLAIMS UPDATE

303 of 358

Commodity Futures Trading Commission v. McDonnell, 287 F.Supp.3d 213 (2018)

Comm. Fut. L. Rep. P 34,222

 © 2019 Thomson Reuters. No claim to original U.S. Government Works. 26

*245 *246



WHISTLEBLOWER LAW SYMPOSIUM: QUI TAM, SEC, CFTC AND IRS WHISTLEBLOWER CLAIMS UPDATE

304 of 358

Commodity Futures Trading Commission v. McDonnell, 287 F.Supp.3d 213 (2018)

Comm. Fut. L. Rep. P 34,222

 © 2019 Thomson Reuters. No claim to original U.S. Government Works. 27

*247  Appendix C

*248



WHISTLEBLOWER LAW SYMPOSIUM: QUI TAM, SEC, CFTC AND IRS WHISTLEBLOWER CLAIMS UPDATE

305 of 358

Commodity Futures Trading Commission v. McDonnell, 287 F.Supp.3d 213 (2018)

Comm. Fut. L. Rep. P 34,222

 © 2019 Thomson Reuters. No claim to original U.S. Government Works. 28

*249 *250



WHISTLEBLOWER LAW SYMPOSIUM: QUI TAM, SEC, CFTC AND IRS WHISTLEBLOWER CLAIMS UPDATE

306 of 358

Commodity Futures Trading Commission v. McDonnell, 287 F.Supp.3d 213 (2018)

Comm. Fut. L. Rep. P 34,222

 © 2019 Thomson Reuters. No claim to original U.S. Government Works. 29

*251 *252



WHISTLEBLOWER LAW SYMPOSIUM: QUI TAM, SEC, CFTC AND IRS WHISTLEBLOWER CLAIMS UPDATE

307 of 358

Commodity Futures Trading Commission v. McDonnell, 287 F.Supp.3d 213 (2018)

Comm. Fut. L. Rep. P 34,222

 © 2019 Thomson Reuters. No claim to original U.S. Government Works. 30

*253 *254



WHISTLEBLOWER LAW SYMPOSIUM: QUI TAM, SEC, CFTC AND IRS WHISTLEBLOWER CLAIMS UPDATE

308 of 358

Commodity Futures Trading Commission v. McDonnell, 287 F.Supp.3d 213 (2018)

Comm. Fut. L. Rep. P 34,222

 © 2019 Thomson Reuters. No claim to original U.S. Government Works. 31

*255 *256



WHISTLEBLOWER LAW SYMPOSIUM: QUI TAM, SEC, CFTC AND IRS WHISTLEBLOWER CLAIMS UPDATE

309 of 358

Commodity Futures Trading Commission v. McDonnell, 287 F.Supp.3d 213 (2018)

Comm. Fut. L. Rep. P 34,222

 © 2019 Thomson Reuters. No claim to original U.S. Government Works. 32

*257 *258



WHISTLEBLOWER LAW SYMPOSIUM: QUI TAM, SEC, CFTC AND IRS WHISTLEBLOWER CLAIMS UPDATE

310 of 358

Commodity Futures Trading Commission v. McDonnell, 287 F.Supp.3d 213 (2018)

Comm. Fut. L. Rep. P 34,222

 © 2019 Thomson Reuters. No claim to original U.S. Government Works. 33

*259 *260



WHISTLEBLOWER LAW SYMPOSIUM: QUI TAM, SEC, CFTC AND IRS WHISTLEBLOWER CLAIMS UPDATE

311 of 358

Commodity Futures Trading Commission v. McDonnell, 287 F.Supp.3d 213 (2018)

Comm. Fut. L. Rep. P 34,222

 © 2019 Thomson Reuters. No claim to original U.S. Government Works. 34

*261

*262



WHISTLEBLOWER LAW SYMPOSIUM: QUI TAM, SEC, CFTC AND IRS WHISTLEBLOWER CLAIMS UPDATE

312 of 358

Commodity Futures Trading Commission v. McDonnell, 287 F.Supp.3d 213 (2018)

Comm. Fut. L. Rep. P 34,222

 © 2019 Thomson Reuters. No claim to original U.S. Government Works. 35

*263 *264



WHISTLEBLOWER LAW SYMPOSIUM: QUI TAM, SEC, CFTC AND IRS WHISTLEBLOWER CLAIMS UPDATE

313 of 358

Commodity Futures Trading Commission v. McDonnell, 287 F.Supp.3d 213 (2018)

Comm. Fut. L. Rep. P 34,222

 © 2019 Thomson Reuters. No claim to original U.S. Government Works. 36

*265

All Citations

287 F.Supp.3d 213, Comm. Fut. L. Rep. P 34,222

End of Document © 2019 Thomson Reuters. No claim to original U.S. Government Works.
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334 F.Supp.3d 492
United States District Court, D. Massachusetts.

COMMODITY FUTURES TRADING COMMISSION
v.

MY BIG COIN PAY, INC. et al.

CIVIL ACTION NO. 18-10077-RWZ
|

Signed 09/26/2018

Synopsis
Background: Commodity Future Trading Commission
(CFTC) filed suit against operator of a virtual currency
scheme, and its officers, alleging fraud in the sale of a
commodity, in violation of Commodity Exchange Act
(CEA) and CFTC implementing regulation. Operator and
officers moved to dismiss.

Holdings: The District Court, Rya W. Zobel, Senior
Judge, held that:

[1] court would take judicial notice of fact that other
virtual currency futures were traded on commodity
market;

[2] complaint sufficiently alleged that “My Big Coin” was
a commodity; and

[3] complaint sufficiently alleged that operator of
virtual currency scheme engaged in fraudulent market
manipulation.

Motion denied.

West Headnotes (4)

[1] Commodity Futures Trading Regulation
Options;  deferred delivery or futures

contracts

A “futures contract” as will fall under purview
of Commodity Exchange Act (CEA), is an
agreement to buy or sell a certain quantity
of a commodity at a certain price at a

certain time in the future; such contracts
are standardized so they may be traded on
exchanges. Commodity Exchange Act § 6(C),
7 U.S.C.A. § 9(1); 17 C.F.R. § 180.1(a).

Cases that cite this headnote

[2] Evidence
Nature and scope in general

Court would take judicial notice of
undisputed facts that “Bitcoin” virtual
currency futures were presently traded on
commodity market, and that no futures
contract existed for virtual currency “My
Big Coin,” for purposes of resolving motion
to dismiss Commodity Future Trading
Commission's (CFTC) claim against operator
of virtual currency scheme involving “My
Big Coin” for violation of CEA and CFTC
implementing regulation governing fraud
in the sale of a commodity. Commodity
Exchange Act § 6(C), 7 U.S.C.A. § 9(1); 17
C.F.R. § 180.1(a); Fed. R. Civ. P. 12(b)(b)(6).

Cases that cite this headnote

[3] Commodity Futures Trading Regulation
Commodities

Commodity Future Trading Commission
(CFTC) sufficiently alleged that virtual
currency “My Big Coin” was a commodity,
so as to fall under purview of Commodity
Exchange Act (CEA) provision prohibiting
fraud in the sale of a commodity, even
though the currency was not subject to futures
contracts; allegations included that there were
futures trading in other virtual currencies,
specifically “Bitcoin”, which was similar to
the currency at issue, and that these other
virtual currencies were all regulated by CFTC
as commodities. Commodity Exchange Act §
6(C), 7 U.S.C.A. § 9(1); 17 C.F.R. § 180.1(a).

Cases that cite this headnote

[4] Commodity Futures Trading Regulation
Fraud or manipulation
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Commodity Future Trading Commission
(CFTC) sufficiently alleged that operator
of virtual currency scheme involving “My
Big Coin” engaged in fraudulent market
manipulation, as required to support claim
for fraud in the sale of a commodity,
in violation of Commodity Exchange Act
(CEA) and corresponding CFTC regulation;
allegations included that operator enticed
customers to buy “My Big Coin” by making
various untrue and misleading statements
and omitting material facts, including that
the virtual currency was backed by gold, it
could be used anywhere credit cards were
accepted, and it was being actively traded
on several currency exchanges, and that as
part of the scheme, operator made up and
arbitrarily changed the price of its virtual
currency to mimic the fluctuations of another
legitimate, actively-traded virtual currency,
resulting in profits of more than six million
dollars. Commodity Exchange Act § 6(C), 7
U.S.C.A. § 9(1); 17 C.F.R. § 180.1(a).

Cases that cite this headnote

Attorneys and Law Firms

*493  Paul G. Hayeck, Traci L. Rodriguez, A. Daniel
Ullman, II, John C. Einstman, Jonah E. McCarthy,
Commodity Futures Trading Commission, Washington,
DC, for Plaintiff.

My Big Coin Pay, Inc., pro se, Ray E. Chandler, Pro
Hac Vice, Chandler & Jennings, North Charleston, SC,
Steven N. Fuller, Wellesley, MA, Laura Greenberg-Chao,
Boston, MA, Katherine Cooper, Pro Hac Vice, Murphy
& McGonigle, New York, NY, for Defendant.

MEMORANDUM OF DECISION

RYA W. ZOBEL, SENIOR UNITED STATES
DISTRICT JUDGE

*494  Defendant Randall Crater and all Relief

Defendants 1  move to dismiss this case brought
by plaintiff Commodity Future Trading Commission

(“CFTC”). The amended complaint alleges a fraudulent
“virtual currency scheme” in violation of the Commodity
Exchange Act (“CEA” or “the Act”) and a
CFTC implementing regulation banning fraud and/or
manipulation in connection with the sale of a commodity.
See 7 U.S.C. § 9(1); 17 C.F.R. § 180.1(a). Defendants'
principal argument is that CFTC fails to state a claim
because My Big Coin (“MBC” or “My Big Coin”),
the allegedly fraudulent virtual currency involved in the
scheme, is not a “commodity” within the meaning of
the Act. They also argue that the CEA provision and
CFTC regulation are restricted to cases involving market
manipulation and do not reach the fraud alleged here.
Finally, they assert that plaintiff's amended complaint
fails to support its allegations of misappropriation. The
motion is denied.

1 The Relief Defendants are Kimberly Renee
Benge; Kimberly Renee Benge d/b/a Greyshore
Advertisement a/k/a Greyshore Advertiset; Barbara
Crater Meeks; Erica Crater; Greyshore, LLC; and
Greyshore Technology, LLC.

I. Factual Background
For purposes of resolving this motion I accept as true
the following well-pleaded facts, recited as alleged in the
amended complaint. See Ocasio-Hernández v. Fortuño-
Burset, 640 F.3d 1, 5 (1st Cir. 2011).

Mr. Crater and the non-moving codefendants 2  “operated
a virtual currency scheme in which they fraudulently
offered the sale of a fully-functioning virtual currency”

called “My Big Coin”. 3  Docket # 63 (hereinafter “Am.
Compl.”) ¶ 1. In short, defendants enticed customers
to buy My Big Coin by making various untrue and/
or misleading statements and omitting material facts.
The falsities included that My Big Coin was “backed by
gold,” could be used anywhere Mastercard was accepted,
and was being “actively traded” on several currency
exchanges. See, e.g., id. ¶ 39. Defendants also made up
and arbitrarily changed the price of My Big Coin to mimic
the fluctuations of a legitimate, actively-traded virtual
currency. When victims of the fraud purchased My Big
Coin, they could view their accounts on a website but
“could not trade their MBC or withdraw funds ....” Id. ¶
37. Defendants obtained more than $6 million from the
scheme, some of which is currently held by the several
Relief Defendants.
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2 In addition to Mr. Crater, the amended complaint
names as defendants other individuals (Mark
Gillespie, John Roche, Michael Kruger) and now-
defunct corporate entities (My Big Coin Pay, Inc.; My
Big Coin, Inc.). All these defendants have defaulted,
see Docket ## 85-88, except for Mr. Kruger who was
served on September 3, 2018 in accordance with the
court's alternative service Order. See Docket ## 96,
102.

3 According to the amended complaint, a virtual
currency is “a digital representation of value that
functions as a medium of exchange, a unit of account,
and/or a store of value, but does not have legal tender
status in any jurisdiction.” Am. Compl. ¶ 25. Unlike
United States dollars or other “ ‘real’ currencies,”
virtual currencies “use decentralized networks to
track transactions between persons,” and transfers
are recorded in a “decentralized ledger” that functions
without any “central intermediary in which both users
need to trust.” Id.

Plaintiff brought suit on January 16, 2018, alleging
violations of Section 6(c)(1) of the Commodities Exchange
Act, 7 U.S.C. § 9(1), and CFTC Regulation *495
180.1(a), 17 C.F.R. § 180.1(a). It also moved for a
temporary restraining order and a preliminary injunction.
The court granted the temporary restraining order and
defendants subsequently consented to a preliminary
injunction. Thereafter, plaintiff amended its complaint
and defendants filed the pending motion to dismiss, which
both parties extensively briefed and argued.

II. Legal Principles
“To survive a motion to dismiss, a complaint must contain
sufficient factual matter, accepted as true, to ‘state a
claim to relief that is plausible on its face.’ ” Ashcroft v.
Iqbal, 556 U.S. 662, 678, 129 S.Ct. 1937, 173 L.Ed.2d 868
(2009) (quoting Bell Atl. Corp. v. Twombly, 550 U.S. 544,
570, 127 S.Ct. 1955, 167 L.Ed.2d 929 (2007) ). “A claim
has facial plausibility when the plaintiff pleads factual
content that allows the court to draw the reasonable
inference that the defendant is liable for the misconduct
alleged.” Id. For purposes of a motion to dismiss, the
court accepts all well-pleaded factual allegations as true
and draws all reasonable inferences in the plaintiff's favor.
See Rodríguez-Reyes v. Molina-Rodríguez, 711 F.3d 49,
52–53 (1st Cir. 2013).

III. Application

A. Jurisdiction
As an initial matter, although defendants suggest that this
court does not have subject matter jurisdiction for lack
of a federal question, their underlying argument that the
alleged conduct did not involve a “commodity” goes to
the merits of plaintiff's claim, not jurisdiction. This court
has subject matter jurisdiction because the case presents a
federal question, see 28 U.S.C. § 1331, and because federal
law expressly authorizes CFTC to sue and the court to
grant appropriate relief, see 7 U.S.C. § 13a-1(a); 28 U.S.C.
§ 1345. See, e.g., CFTC v. Hunter Wise Commodities,
LLC, 749 F.3d 967, 974 (11th Cir. 2014) (“[Defendant-
Appellants] argue the Commission's statutory authority,
its ‘jurisdiction,’ does not reach the transactions at issue,
but we note at the outset that this is not a matter of the
court's jurisdiction to hear this case.”).

B. Whether Plaintiff Has Adequately Alleged the Sale
of a “Commodity” Under the CEA

[1] “The Commodity Exchange Act (CEA) has been aptly
characterized as a ‘comprehensive regulatory structure
to oversee the volatile and esoteric futures trading
complex.’ ” Merrill Lynch, Pierce, Fenner & Smith,
Inc. v. Curran, 456 U.S. 353, 356, 102 S.Ct. 1825, 72
L.Ed.2d 182 (1982) (internal citation omitted) (quoting
H.R.Rep. No. 93–975, at 1 (1974) (hereinafter “House
Report”) ). Accordingly, the present Act generally grants
CFTC exclusive jurisdiction over futures contracts and
the exchanges where they are traded. See 7 U.S.C. § 2(a)

(1)(A). 4  CFTC has additional powers under the statute,
including the general anti-fraud and anti-manipulation
authority over “any ... contract of sale of any commodity
in interstate commerce” pursuant to which it brings the
claims in this case. See 7 U.S.C. § 9(1).

4 Simply put, a “futures contract” is an agreement to
buy or sell a certain quantity of a commodity at a
certain price at a certain time in the future. See CFTC
v. Erskine, 512 F.3d 309, 323 (6th Cir. 2008). Such
contracts are standardized so they may be traded on
exchanges. See id.

As noted above, plaintiff alleges violations of CEA
Section 6(c)(1) and CFTC regulation 180.1(a). Both
provisions apply to the fraud alleged in this case if
the conduct involved a “commodity” under the *496
CEA. See 7 U.S.C. § 9(1) (banning, inter alia, the use
of “any manipulative or deceptive device or contrivance”
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“in connection with any ... contract of sale of any
commodity in interstate commerce”); 17 C.F.R. § 180.1(a)
(banning, inter alia, the use of “any manipulative device,
scheme, or artifice to defraud” “in connection with
any ... contract of sale of any commodity in interstate
commerce”). Therefore, to state a viable claim, plaintiff
must adequately plead that My Big Coin is a commodity.

“Commodity” is a defined term in the CEA. See 7 U.S.C.
§ 1a(9). It includes a host of specifically enumerated
agricultural products as well as “all other goods and
articles ... and all services rights and interests ... in which
contracts for future delivery are presently or in the future
dealt in.” Id. The full definition reads:

The term “commodity” means
wheat, cotton, rice, corn, oats,
barley, rye, flaxseed, grain
sorghums, mill feeds, butter,
eggs, Solanum tuberosum (Irish
potatoes), wool, wool tops, fats
and oils (including lard, tallow,
cottonseed oil, peanut oil, soybean
oil, and all other fats and
oils), cottonseed meal, cottonseed,
peanuts, soybeans, soybean meal,
livestock, livestock products, and
frozen concentrated orange juice,
and all other goods and articles,
except onions (as provided by
section 13-1 of this title) and motion
picture box office receipts (or any
index, measure, value, or data
related to such receipts), and all
services, rights, and interests (except
motion picture box office receipts,
or any index, measure, value or
data related to such receipts) in
which contracts for future delivery
are presently or in the future dealt in.

[2] Defendants contend that because “contracts for future
delivery” are indisputably not “dealt in” My Big Coin, it
cannot be a commodity under the CEA. They take the
position that in order to satisfy the CEA's “commodity”
definition, the specific item in question must itself underlie
a futures contract. Plaintiff responds that “a ‘commodity’

for purposes of [the CEA definition] is broader than any
particular type or brand of that commodity.” Docket #

70 at 10. 5  Pointing to the existence of Bitcoin futures
contracts, it argues that contracts for future delivery of
virtual currencies are “dealt in” and that My Big Coin, as

a virtual currency, is *497  therefore a commodity. 6

5 Plaintiff also attempts to sidestep the issue of futures
contracts by arguing that My Big Coin is a “good”
or an “article” and that items in these categories
are commodities under the CEA even in the absence
of contracts for future delivery. That argument is
unavailing. The “dealt in” clause applies to both
“goods and articles” as well as “services, rights, and
interests.” See United States v. Brooks, 681 F.3d 678,
694 (5th Cir. 2012) (“Natural gas is plainly a ‘good’
or ‘article.’ The question thus turns on whether it
is a good ‘in which contracts for future delivery are
presently or in the future dealt with.’ ”); Bd. of Trade
of City of Chicago v. S.E.C., 677 F.2d 1137, 1142
(7th Cir. 1982) (“literally anything other than onions
[can] become a ‘commodity’ and thereby subject to
CFTC regulation simply by its futures being traded
on some exchange”), judgment vacated as moot SEC
v. Bd. of Trade of City of Chicago, 459 U.S. 1026,
103 S.Ct. 434, 74 L.Ed.2d 594 (1982); CFTC v.
McDonnell, 287 F.Supp.3d 213, 228 (E.D.N.Y. 2018)
(“Where a futures market exists for a good, service,
right, or interest, it may be regulated by CFTC, as a
commodity.”); CFTC v. Reed, 481 F.Supp.2d 1190,
1194 (D. Colo. 2007) (“In 1974 the CEA was amended
to expand its jurisdiction from a statutory list of
enumerated commodities to include all goods and
articles in which a futures contract is traded.”); see
also Dunn v. CFTC, 519 U.S. 465, 469, 117 S.Ct.
913, 137 L.Ed.2d 93 (1997) (“the 1974 amendments
that created the CFTC [ ] dramatically expanded the
coverage of the statute to include nonagricultural
commodities ‘in which contracts for future delivery
are presently or in the future dealt in’ ....”).

6 The court takes judicial notice of the undisputed
facts that (a) Bitcoin futures are presently traded;
and (b) no futures contracts exist for My Big
Coin. See In re Colonial Mortg. Bankers Corp.,
324 F.3d 12, 15 (1st Cir. 2003) (court should
consider matters susceptible to judicial notice in
ruling on a motion to dismiss, including matters
of public record); Bitcoin Futures Contract Specs,
CME GROUP, https://www.cmegroup.com/trading/
equity-index/us-index/
bitcoin_contract_specifications.html (last visited
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September 25, 2018); Summary Product
Specifications Chart for Cboe Bitcoin
(USD) Futures, CBOE FUTURES
EXCHANGE, http://cfe.cboe.com/cfe-products/
xbt-cboe-bitcoin-futures/contract-specifications (last
visited September 25, 2018).

[3] The text of the statute supports plaintiff's argument.
The Act defines “commodity” generally and categorically,
“not by type, grade, quality, brand, producer,
manufacturer, or form.” Docket # 70 at 11. For example,
the Act classifies “livestock” as a commodity without
enumerating which particular species are the subject
of futures trading. Thus, as plaintiff urges, Congress'
approach to defining “commodity” signals an intent that
courts focus on categories—not specific items—when
determining whether the “dealt in” requirement is met.

This broad approach also accords with Congress's goal of
“strengthening the federal regulation of the ... commodity
futures trading industry,” House Report at 1, since an
expansive definition of “commodity” reasonably assures
that the CEA's regulatory scheme and enforcement
provisions will comprehensively protect and police the
markets. That goal is particularly relevant here, given that
the court is construing the term “commodity” not in a
vacuum, but rather as it functions within the CEA's anti-
fraud enforcement provision of Section 6(c)(1). As the
Supreme Court has instructed in an analogous context,
such statutes are to be “construed ‘not technically and
restrictively, but flexibly to effectuate [their] remedial
purposes.” SEC v. Zandford, 535 U.S. 813, 819, 122 S.Ct.
1899, 153 L.Ed.2d 1 (2002) (analyzing Section 10(b) of the
Securities Exchange Act) (quoting SEC v. Capital Gains
Research Bureau, Inc., 375 U.S. 180, 195, 84 S.Ct. 275, 11
L.Ed.2d 237 (1963) ).

Finally, the scant caselaw on this issue also supports
plaintiff's approach. In a series of cases involving natural
gas, courts have repeatedly rejected arguments that a
particular type of natural gas was not a commodity
because that specific type was not the subject of a futures
contract. See United States v. Brooks, 681 F.3d 678 (5th
Cir. 2012); United States v. Futch, 278 F. App'x 387, 395
(5th Cir. 2008); United States v. Valencia, No. CR.A.
H-03-024, 2003 WL 23174749, at *8 (S.D. Tex. Aug.
25, 2003), order vacated in part on reconsideration, No.
CRIM.A. H-03-024, 2003 WL 23675402 (S.D. Tex. Nov.
13, 2003), rev'd and remanded on other grounds, 394 F.3d
352 (5th Cir. 2004). Rather, the courts held that because

futures contracts in natural gas underlaid by gas at Henry
Hub, Louisiana were dealt in, and because natural gas is
“fungible” and may move freely throughout a national
pipeline system, this was sufficient to show that natural
gas, including the types at issue in these cases, was a
commodity. See Brooks, 681 F.3d at 694-95 (observing
that “it would be peculiar that natural gas at another hub
is not a commodity, but suddenly becomes a commodity
solely on the basis that it passes through Henry Hub, and
ceases to be a commodity once it moves onto some other
locale”); Futch, 278 F. App'x at 395 (noting that “Henry
Hub is the nexus of several major natural gas pipelines”
and focusing on “the type of commodity in question,
natural gas”); Valencia, 2003 WL 23174749 at *8 (noting
that “natural gas is fungible” *498  and finding that
“natural gas for delivery on the West Coast or otherwise,

is a commodity.”). 7  Taken together, these decisions align
with plaintiff's argument that the CEA only requires the
existence of futures trading within a certain class (e.g.
“natural gas”) in order for all items within that class (e.g.
“West Coast” natural gas) to be considered commodities.

7 The Valencia court somewhat hedged this ruling,
stating that “the issue ... of whether ‘West Coast
gas’ is a commodity ‘in which contracts for future
delivery are presently or in the future dealt in’ is a fact
question.” Valencia, 2003 W L 23174749 at *8.

Here, the amended complaint alleges that My Big Coin
is a virtual currency and it is undisputed that there is
futures trading in virtual currencies (specifically involving
Bitcoin). That is sufficient, especially at the pleading stage,
for plaintiff to allege that My Big Coin is a “commodity”

under the Act. 8  See CFTC v. McDonnell, 287 F.Supp.3d
213, 228 (E.D.N.Y. 2018) (“Virtual currencies can be
regulated by CFTC as a commodity.”); In re BFXNA
Inc., CFTC Docket 16-19, at 5-6 (June 2, 2016) (“[V]irtual
currencies are encompassed in the [CEA] definition and
properly defined as commodities.”); In re Coinflip, Inc.,

CFTC Docket No. 15-29, at 3 (Sept. 17, 2015) (same). 9

Accordingly, defendants' first ground for dismissal fails.

8 Contrary to defendants' argument, the amended
complaint alleges that My Big Coin and Bitcoin are
sufficiently related so as to justify this categorical
treatment. Plaintiffs have alleged that My Big Coin
and Bitcoin are both virtual currencies, see Am.
Compl. ¶ 26, and have alleged various characteristics
common to virtual currencies, see Am. Compl. ¶ 25.
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That is enough under the court's reading of the statute
and the principles discussed herein.

9 While McDonnell, In re Coinflip, and In re BFXNA
can be distinguished on their facts since each case
involved the virtual currency Bitcoin, these orders
are nevertheless useful data points. Each supports the
court's view that the appropriate inquiry under the
CEA is whether contracts for future delivery of virtual
currencies are dealt in, not whether a particular type
of virtual currency underlies a futures contract.

C. Whether Section 6(c)(1) and Regulation 180.1(a)
Reach the Fraud Alleged

[4] Defendants argue, second, that even if My Big Coin
is a commodity, the complaint is still deficient because
the laws under which the claims are brought “were
meant to combat fraudulent market manipulation—not
the kind of garden variety sales puffery that the Amended
Complaint alleges.” Docket # 69 at 15. That argument
fails because both Section 6(c)(1) and Regulation 180.1
explicitly prohibit fraud even in the absence of market
manipulation. See 7 U.S.C. § 9 (banning the use of
any “manipulative or deceptive device or contrivance”
in connection with the sale of a commodity) (emphasis
added); 17 C.F.R. § 180.1(a) (banning the use of “any
manipulative device, scheme, or artifice to defraud,”
the making of “any untrue or misleading statement of
a material fact,” or the use of “any act, practice, or
course of business, which operates ... as a fraud or
deceit ....” in connection with the sale of a commodity).
Courts have accordingly recognized CFTC's power to
prosecute fraud under these provisions. See CFTC v. S.
Tr. Metals, Inc., 894 F.3d 1313, 1319, 1325, 1334 (11th Cir.
2018) (affirming judgment for CFTC in “commodities-
fraud case” alleging violations of Regulation 180.1
that “involve[d] no allegation ... that the Defendants
manipulated the price of a commodity”); McDonnell, 287
F.Supp.3d at 229 (“Language in 7 U.S.C. § 9(1), and 17
C.F.R. § 180.1, establish the CFTC's regulatory authority
over the manipulative schemes, fraud, and misleading

*499 statements alleged in the complaint.”), aff'd on
reconsideration, 321 F.Supp.3d 366, 2018 WL 3435047,
at *2 (E.D.N.Y. 2018) (“Title 7 U.S.C. § 9(1) gives
the CFTC standing to exercise its enforcement power
over the fraudulent schemes alleged in the complaint.”);
CFTC v. Hunter Wise Commodities, LLC, 21 F.Supp.3d
1317, 1348 (S.D. Fla. 2014) (finding defendants liable for
violating Section 6(c)(1) and Regulation 180.1 in fraud
case not involving allegations of market manipulation).
But see CFTC v. Monex Credit Co., 311 F.Supp.3d
1173, 1185–89 (C.D. Cal. 2018) (finding that Section
6(c)(1) prohibits only fraud-based market manipulation).
Though some isolated statements in the legislative
history surrounding Section 6(c)(1) suggest Congress
was, perhaps, principally concerned with combating
manipulation, see Docket # 69 at 15, these statements are
insufficient to overcome the broad language in the statute
as it was passed.

D. Whether the Amended Complaint Fails to Support
its Misappropriation Theory

Finally, though the amended complaint references
misappropriation, the relevant count is “fraud by
deceptive device or contrivance” in violation of Section
6(c)(1) and Regulation 180.1(a). The amended complaint
sets forth in detail the allegations supporting this charge.
As such, any failure to allege that defendants had an
obligation to use customer funds in a certain way has no
bearing on whether plaintiff has adequately pleaded this
claim.

IV. Conclusion
Defendants' motion to dismiss (Docket # 68) is denied.

All Citations

334 F.Supp.3d 492, Comm. Fut. L. Rep. P 34,345

End of Document © 2019 Thomson Reuters. No claim to original U.S. Government Works.
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MEMORANDUM & ORDER

Raymond J. Dearie, United States District Judge

*1  Defendant Maksim Zaslavskiy (“Zaslavskiy”) is
alleged to have made materially false and fraudulent
representations and omissions in connection with two
purported virtual currency investment schemes and their
related Initial Coin Offerings (“ICOs”): REcoin Group
Foundation, LLC (“REcoin”) and DRC World, Inc.,
a.k.a. Diamond Reserve Club (“DRC” or “Diamond”).
Zaslavskiy is charged in a three-count indictment, ECF
No. 7, (the “Indictment”) with Conspiracy to Commit
Securities Fraud (Count One), in violation of 18 U.S.C.
§ 371, and Securities Fraud, in connection with REcoin
(Count Two) and Diamond (Count Three), in violation

of 15 U.S.C. §§ 78j(b) and 78ff. 1  He now moves to
dismiss the Indictment, arguing that REcoin and Diamond
did not involve securities and are beyond the reach of
the federal securities laws. See Def. Mot. to Dismiss,
ECF No. 22; Def. Reply in Supp. of Def. Mot. to
Dismiss, ECF No. 26 (“Def. Reply”). He also argues
that the securities laws are unconstitutionality vague as
applied. See id. The Government, meanwhile, asserts that
the investments made in REcoin and Diamond were

“investment contracts,” see SEC v. W.J. Howey Co.,
328 U.S. 293 (1946), and thus “securities,” as defined
by both Section 3(a)(10) of the Securities Exchange Act
of 1933 (the “Exchange Act”) and Section 2(a)(1) of the
Securities Act of 1933 (the “Securities Act”), and that
these laws are not unconstitutionally vague. Gov't Mem.
in Opp'n to Mot. to Dismiss, ECF No. 24 (“Gov't Mem.
in Opp'n”). For the reasons set forth below, we find
that the Indictment is constitutionally sufficient and meets
the pleading requirements set forth in the Federal Rules
of Criminal Procedure. Furthermore, we conclude that
the Exchange Act and SEC Rule 10b-5, under which
Zaslavskiy is charged, are not unconstitutionally vague
as applied to this case. Zaslavskiy’s motion to dismiss is
denied.

1 On or about September 29, 2017, the SEC
filed a complaint against Zaslavskiy, REcoin, and
Diamond, containing similar allegations to those
contained in the Indictment. See SEC v. Maksim
Zaslavskiy et al., No. 17-CV-5725 (RDJ) (the “Civil
Case”). On January 31, 2018, this Court granted
the Government’s Motion to Intervene and Stay
Proceedings in the Civil Case, pending resolution
of this parallel criminal case, United States v.
Zaslavskiy, No. 17-CR-647 (RJD). With the Court’s
permission, the SEC and Zaslavskiy’s civil defense
counsel to file briefs in support of the briefs submitted
by the U.S. Attorney’s Office and Zaslavskiy’s
criminal defense counsel in this case. See SEC Mem. in
Opp'n to Mot. to Dismiss, ECF No. 25 (“SEC Mem.
in Opp'n”); Nagi Mem. in Supp. of Mot. to Dismiss,
ECF No. 27 (“Nagi Mem. in Supp.”).

BACKGROUND

The following factual background is reflected in the
Indictment, “the allegations of which we accept as true for
purposes of the present motion[ ].” See United States v.
Rajarantham, No. 13-CR-211 (NRB), 2014 WL 1554078,
at *1 (S.D.N.Y. Apr. 17, 2014) (citations omitted); see also
Indictment, ECF No. 7.

*2  In 2017, Zaslavskiy founded REcoin, a limited
liability company organized in Nevada and with a
purported place of business in Las Vegas, Nevada,
and Diamond, incorporated in and with its purported
principal place of business in Puerto Rico. Indictment
¶¶ 2-3. Zaslavskiy was the sole owner of both. Id.
¶ 1. REcoin was purportedly engaged in real estate



WHISTLEBLOWER LAW SYMPOSIUM: QUI TAM, SEC, CFTC AND IRS WHISTLEBLOWER CLAIMS UPDATE

321 of 358

United States v. Zaslavskiy, Slip Copy (2018)

 © 2019 Thomson Reuters. No claim to original U.S. Government Works. 2

investment and development of real estate-related “smart
contracts.” Id. ¶ 2. Diamond purportedly invested in
diamonds and obtained discounts from diamond retailers
for Diamond members. Id. ¶ 3. From approximately
January to October 2017, Zaslavskiy fraudulently induced
investors to purchase purported cryptocurrency “tokens”
or “coins” in connection with the REcoin and Diamond
ICOs. Id. ¶ 10. He did so by offering “investment
opportunities” based on material false statements. Id. ¶¶
10, 11, 16-21, 23-24.

Zaslavskiy and his co-conspirators advertised REcoin as a
new blockchain virtual currency. Id. ¶ 11. They promised
that (1) unlike most cryptocurrency, REcoin was uniquely
valuable: it was backed by domestic and international
real estate investments; (2) REcoin provided investors
an “easily accessible financial platform through which
people from all over the world [could] convert their savings
into real estate-backed currency for the potential of high
returns to protect their earnings from inflation”; and (3)
REcoin had “some of the highest potential returns.” Id.
They also launched a promotional website for REcoin,
where they posted an informational “white paper” (the
“REcoin White Paper”). Id. ¶¶ 12-14. According to the
REcoin White Paper, investors could change their money
into a “more stable and secure investment: real estate,”
which “grows in value.” Id. ¶ 14. It also touted that
REcoin was led by “an experienced team of brokers,
lawyers, and developers and [that it] invest[ed] its proceeds
into global real estate based on the soundest strategies.”
Id. ¶ 14. REcoin’s website provided investors with access
to a portal through which they could invest in REcoin
using credit cards, virtual currency, and online funds
transfers. Id. ¶¶ 11-12. According to the REcoin website,
REcoin was expected to launch its ICO in August 2017.
Id. ¶ 12.

Contrary to Zaslavksiy’s representations, REcoin never
purchased any real estate. Id. ¶ 16. REcoin never
hired a broker, lawyer, or developer to initiate the real
estate investments advertised in its marketing materials.
Id. Nor did it sell more than 2.8 million tokens, as
it falsely advertised on its website. Id. In the end,
REcoin investors received no “digital asset[s], token[s]
or coin[s]” and no REcoin token or coin was ever
developed. Id. ¶ 16. Still, based on materially false
and misleading representations, Zaslavskiy and his co-
conspirators induced approximately 1,000 investors to
purchase REcoin tokens. Id. ¶ 17.

On September 11, 2017, Zaslavskiy and his co-
conspirators declared the end of the REcoin ICO and

deemed it a success. 2  Id. ¶ 19. At the same time, they
announced the start of a purported Initial Membership

Offering (“IMO”) 3  for Diamond, id. ¶¶ 3, 19, and
offered REcoin investors the option to either obtain
a refund on their investments or convert their REcoin
tokens (at a discounted rate) into tokens in Diamond,
id. ¶ 19. They promoted Diamond as a virtual ecosystem
that offered “cryptocurrency” tokens hedged with “real
world assets”—this time, diamonds. Id. ¶¶ 18-21. Again,
investors could access a white paper (the “Diamond White
Paper”) and purchase Diamond tokens on Diamond’s
website. Id. ¶ 21. Both the Diamond White Paper and
the September 11, 2017 Reddit Release explained that
Diamond was “hedged by physical diamonds [ ] stored
in secure locations in the United States and [ ] fully
insured for their value.” Id. ¶¶ 19, 21. The Diamond
White Paper also advertised that Diamond intended to
“indefinitely prolong [its] lifespan and development [ ] to
increase [ ] liquidity, visibility, [and] enhance its credibility
worldwide.” Id. ¶ 21. Zaslavskiy offered that Diamond
forecast “a minimum growth of 10% to 15% per year.”
Id. ¶ 22. Contrary to Zaslavskiy’s promises, no Diamond
tokens or coins were developed. Id. Zaslavskiy purchased
no diamonds. Id. Diamond did not take out insurance
on diamonds or conduct an ICO. Id. And investors
who transferred funds from REcoin to Diamond never
received coins or tokens in exchange. Id. ¶ 23.

2 Zaslavskiy issued a press release on Reddit
(the “Reddit Release”) on September 11, 2017,
proclaiming “the supposed success of the REcoin
ICO by reiterating the false statement made in prior
releases that, after the REcoin ICO began on August
7, 2017, ‘over 1.5 million in direct REcoin token
purchases [were made].’ ” Indictment ¶ 19.

3 As defined in the Indictment, the Diamond “IMO”
was “functionally the same as an ICO.” Indictment ¶
3.

DISCUSSION

*3  Fed. R. Crim P. 7(c)(1) requires that an indictment
state a “ ‘plain, concise and definite written statement
of the essential facts constituting the offense charged.’
” See United States v. Pirro, 212 F.3d 86, 91-92 (2d



WHISTLEBLOWER LAW SYMPOSIUM: QUI TAM, SEC, CFTC AND IRS WHISTLEBLOWER CLAIMS UPDATE

322 of 358

United States v. Zaslavskiy, Slip Copy (2018)

 © 2019 Thomson Reuters. No claim to original U.S. Government Works. 3

Cir. 2000) (quoting Fed. R. Crim. P. 7(c) ). This ensures
that three “constitutionally required functions” are met:
“[i]t fulfills the Sixth Amendment right to be informed
of the nature and cause of the accusation; it prevents
a person from being subject to double jeopardy as
required by the Fifth Amendment; and it serves the Fifth
Amendment protection against prosecution for crimes
based on evidence not presented to the grand jury.”
United States v. Walsh, 194 F.3d 37, 44 (2d Cir. 1999)
(internal quotation marks and citations omitted); see
also Cochran v. United States, 157 U.S. 286, 290 (1985)
(an indictment must contain factual detail sufficient to
“apprise[ ] the defendant of what he must be prepared
to meet”). While an indictment must “contain some
amount of factual particularly,” the Second Circuit has
“consistently upheld indictments that do little more than
to track the language of the statute charged and state
the time and place (in approximate terms) of the alleged
crime.” Walsh, 194 F.3d at 44 (internal quotation marks
and citations omitted).

If it is valid on its face, “[a]n indictment returned by a
legally constituted and unbiased grand jury ... is enough
to call for trial of the charge on the merits.” See Costello
v. United States, 350 U.S. 359, 363 (1956). In evaluating
a pre-trial motion to dismiss, we must accept as true the
allegations contained in the indictment. See Bovce Motor
Lines v. United States, 342 U.S. 337, 343 n. 16 (1952).
This is because the validity of an indictment depends
on “ ‘its allegations, not [ ] whether the Government
can prove its case.’ ” United States v. Wey, No. 15-
CR-611 (AJN), 2017 WL 237651, at *5 (S.D.N.Y. Jan.
18, 2017) (quoting United States v. Coffey, 361 F.
Supp. 2d 102, 111 (E.D.N.Y. 2005) (Glasser, J.) ). An
indictment “is not meant to serve an evidentiary function.”
United States v. Juwa, 508 F.3d 694, 701 (2d Cir. 2007).
Unless the government has made a “ ‘full proffer of the
evidence it intends to present at trial,’ ” it is improper
to weigh the sufficiency of the evidence supporting an
indictment on a pretrial motion to dismiss. United States
v. Perez, 575 F.3d 164, 166-67 (2d Cir. 2009) (quoting
United States v. Alfonso, 143 F.3d 772, 776-77 (2d Cir.
1998) ). Ultimately, “ ‘dismissal of an indictment is an
‘extraordinary remedy’ reserved only for extremely limited
circumstances implicating fundamental rights.’ ” United
States v. De la Pava, 268 F.3d 157, 165 (2d Cir. 2001)
(citations omitted); United States v. Phillips, 120 F. Supp.
3d 263, 268 (E.D.N.Y. 2015) (Dearie, J.).

A. The Challenged Indictment Is Constitutionally Sound
and Satisfies Federal Rule of Criminal Procedure 7(c)

As an initial observation, there can be no serious debate
that the Indictment satisfies the demands of due process
and gives the defendant clear notice of the charges
against him. See Walsh, 194 F.3d at 44. The label
Zaslavskiy chooses to attach to the alleged scheme dobs
not control our analysis. See SEC v. Edwards, 540 U.S.
389, 393 (2004) (“ ‘Congress' purpose in enacting the
securities laws was to regulate investments, in whatever
form they are made and by whatever name they are
called.’ ”) (quoting Reves v. Ernst & Young, 494 U.S.
56, 61 (1990) ). Nor does it camouflage the core
nature of his alleged criminal endeavors. Stripped of
the 21st-century jargon, including the Defendant’s own
characterization of the offered investment opportunities,
the challenged Indictment charges a straightforward scam,
replete with the common characteristics of many financial
frauds. See Indictment ¶ 10. The grand jury alleges,
among other things, that the Defendant made repeated
false and materially false statements to induce potential
investors to part with their resources in the hopes of
significant financial gain through the efforts of the touted
“experienced team of brokers, lawyers, and developers.”
Id. ¶¶ 10-11, 13-14, 16-17, 19, 21, 23-24. It also alleges that
investments in the schemes were “investment contracts,
and therefore ‘securities’ as defined by Section 2(a)(1) of
the Securities Act and Section 3(a)(10) of the Exchange
Act.” Id. ¶ 9. Furthermore, the Indictment tracks the
language of the statutes and rules under which Zaslavskiy

is charged, 15 U.S.C. § 78j(b) 4  and § 78ff; Rule 10b-5
of the Rules and Regulations of the SEC, codified at 17

C.F.R. § 240.10b-5, 5  and 18 U.S.C. § 371, and it includes
the relevant timeframe and occurrence of each offense, at
least in part, within the Eastern District of New York.
Indictment ¶¶ 26-27, 29, 31. The Indictment goes further,
incorporating by reference into each count an eight-page
introduction, which outlines the framework and nuances
of the crimes charged and recites, in more specific terms,
Zaslavskiy’s promotional efforts. Indictment ¶¶ 25, 28, 30.

4 15 U.S.C. § 78j(b) makes it unlawful for any person,
“directly or indirectly, by the use of any means
or instrumentality of interstate commerce or of the
mails, or of any facility of any national securities
exchange ... [t]o use or employ, in connection with
the purchase or sale of any security registered on a
national securities exchange or any security not so
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registered, or any securities-based swap agreement
any manipulative or deceptive device or contrivance
in contravention of such rules and regulations as
the Commission may prescribe as necessary or
appropriate in the public interest or for the protection
of investors.”

5 Rule 10b-5 makes it “unlawful for any person,
directly or indirectly, by the use of any means or
instrumentality of interstate commerce, or of the
mails or of any facility of any national securities
exchange, (a) To employ any device, scheme, or
artifice to defraud, (b) To make any untrue statement
of a material fact or to omit to state a material fact
necessary in order to make the statements made, in
the light of the circumstances under which they were
made, not misleading, or (c) To engage in any act,
practice, or course of business which operates or
would operate as a fraud or deceit upon any person, in
connection with the purchase or sale of any security.”
17 C.F.R. § 240.10b-5.

*4  The subsidiary question of whether the conspirators
in fact offered a security, currency, or another financial
instrument altogether, is best left to the finder of fact
—unless the Court is able to answer it as a matter of
law after the close of evidence at trial. Nevertheless, the
parties engage in a spirited debate that is undoubtedly
premature. The Court has been treated to a volley of cases
decided in the civil arena, which may well be instructive at
the appropriate time but do not inform us as to whether
the Indictment itself is fatally flawed. The parties also
encourage the Court to evaluate documents and evidence
outside of the four corners of the Indictment, which we
decline to do. See Alfonso, 143 F.3d at 776-77. Despite
the parties' attempt to cast this issue as one related to
the Indictment’s facial sufficiency, they have instead asked
us to resolve what can only fairly be a question of proof
at trial, based on all of the evidence presented to a jury.
Zaslavskiy’s primary contention—that the investment
scheme at issue did not constitute a security, as that term
is defined under Howey, is undoubtedly a factual one.
Howey, 328 U.S. at 299-301; Cf. Marine Bank v. Weaver.
455 U.S. 551, 560 n.11 (1982) (“[e]ach transaction must
be analyzed and evaluated on the basis of the content of
the instruments in question, the purposes intended to be
served, and the factual setting as a whole”); see also United
States v. Gambino, 809 F. Supp. 1061, 1079 (S.D.N.Y.
1992), aff'd, 17 F.3d 572 (2d Cir. 1994) (defendant must
“await a Rule 29 proceeding or the jury’s verdict before
he may argue evidentiary sufficiency”) (citations omitted).
In any event, we briefly examine the parties' exchange and

confirm our conclusion that the Indictment calls for a trial
on the merits.

B. A Reasonable Jury Could Conclude That The Facts
Alleged in the Indictment Satisfy the Howey Test

Zaslavskiy argues that the virtual currencies promoted in
connection with REcoin and Diamond are not securities
(i.e. investment contracts), as alleged in the Indictment,
and therefore do not fall within the Government’s criminal
or civil enforcement power. Zaslavskiy’s reading of the
relevant law is overly narrow. See Howey, 328 U.S. at
299 (the definition of a security, and therefore of an
investment contract, “embodies a flexible rather than a
static principle, one that is capable of adaptation to meet
the countless and variable schemes devised by those who
seek the use of the money of others on the promise of
profits.”).

Section 10(b) of Exchange Act makes it unlawful to “use
or employ, in connection with the purchase or sale of
any security ... any manipulative or deceptive device or
contrivance in contravention of such rules and regulations
as the [SEC] may prescribe as necessary or appropriate
in the public interest or for the protection of investors.”
15 U.S.C. § 78j(b). First and foremost, to state a valid
claim of securities fraud under Section 10(b), the allegedly
fraudulent conduct must involve a “security.” It is beyond
dispute that both Section 3(a)(10) of the Exchange Act, 15
U.S.C. § 78c(a)(10), and Section 2(a)(1) of the Securities
Act, 15 U.S.C. § 77b(a)(1), include “investment contract”
within their definitions of security. Though “investment
contract” has not been defined by Congress, the test
for whether a “given financial instrument or transaction
constitutes an ‘investment contract’ under the federal
securities laws,” has long been settled. See United States
v. Leonard, 529 F.3d 83, 85 (2d Cir. 2008) (citing Howey,
328 U.S. 293). The test set forth in Howey, 328 U.S. 293
(the “Howey Test”), defines an investment contract as a
“contract, transaction, or scheme whereby a person [1]
invests his money [2] in a common enterprise and [3] is led
to expect profits solely from the efforts of the promoter or
third party.” See id. at 298-99; see also Edwards, 540 U.S.
at 393; Revak v. SEC Realty Corp., 18 F.3d 81, 87 (2d Cir.
1994); Indictment ¶ 9. All three elements of the Howey test
must be established for a scheme or transaction to qualify
as an investment contract. Revak, 18 F.3d at 87.

Whether a transaction or instrument qualifies as an
investment contract is a highly fact-specific inquiry. See,
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generally, Howey, 328 U.S. 293 (investment contract
existed where investors bought parcels of land in citrus
grove from a company for a relatively uniform purchase
price, company had discretion to cultivate and harvest
the crops, and investors were to receive allocations of net
profits); see also Marine, 455 U.S. at 560 n.11. This is
especially true in the context of “relatively new, hybrid
vehicle[s],” which require “case-by-case analysis into the
economic realities of the underlying transaction[s].” See
Leonard, 529 F.3d at 88-89 (quoting Reves, 494 U.S.
at 62) (internal quotation marks omitted); Tcherepnin v.
Knight, 389 U.S. 332, 336 (1967); see also Howey, 328
U.S. at 301 (noting the importance of the “statutory policy
of affording broad protection to investors”); United
Hous. Found., Inc. v. Forman, 421 U.S. 837, 847-48
(1975) (Congress “sought to define ‘the term security
in sufficiently broad and general terms so as to include
within that definition the many types of instruments
that ... fall within the ordinary concept of a security.’ ”)
(citations omitted). The question is whether the “elements
of a profit-seeking business venture” are sufficiently
alleged in the Indictment, such that, if proven at trial, a
reasonable jury could conclude that “investors provide[d]
the capital and share[d] in the earnings and profits; [and]
the promoters manage[d], control[ed] and operate[d] the
enterprise.” See Howey, 328 U.S. at 300.

*5  For present purposes, we conclude that they are.
However, the ultimate fact-finder will be required to
conduct an independent Howey analysis based on the
evidence presented at trial. See United States v. Barry,
09-CR-833 (E.D.N.Y. November 17, 2010) (Dearie, J.)
(instructing jury on application of Howey test); United
States v. Brooks, 62 F.3d 1425, 1995 WL 451090,
at *2 (9th Cir. July 28, 1995) (unpublished) (district
court did not err in refusing to dismiss securities fraud
counts or in instructing the jury on the definition of
“investment contract”); United States v. Carman, 577
F.2d 556, 562-64 (9th Cir. 1978) (upholding jury’s
verdict, finding that transaction at issue constituted a
security, where it was supported by sufficient evidence
and jury instructions included the “statutory definition
of a security [ ] supplemented with the definition of an
investment contract” under Howey). Still, the Indictment
alleges sufficient facts that, if proven at trial, could lead
a reasonable jury to find that REcoin and Diamond
constituted “investment contracts.”

(1) First, a reasonable jury could conclude that, if proven
at trial, the facts alleged in the Indictment demonstrate that
individuals invested money (and other forms of payment)
in order to participate in Zaslavskiy’s schemes. Id. ¶¶ 10,
12-13, 17-20, 24: see Howey, 328 U.S. at 299-300. They
did so in exchange for investments in what they were
told were investment-backed virtual tokens or coins. Id.
¶ 10-11, 18-19: see also SEC v. SG Ltd., 265 F.3d 42,
48 (1st Cir. 2001) (“[t]he determining factor [for the first
Howey prong] is whether an investor ‘chose to give up
specific consideration in return for a separable financial
interest with the characteristics of a security.’ ”) (quoting
Int'l Bhd. Of Teamsters, Chauffeurs, Warehousemen &
Helpers of Am. v. Daniel, 439 U.S. 551, 559 (1979) ); SEC
v. Brigadoon Scotch Distrib., Ltd., 388 F. Supp. 1288,
1291 (S.D.N.Y. 1975) (finding significant that advertising
brochure “consistently described the collection of rare
coins as an ‘investment’ ”). Investors in Zaslavskiy’s
schemes were “able to invest in REcoin [and Diamond]
through [their] websites using their credit cards, virtual

currency or [ ] online funds transfer services.” 6  Id. ¶¶
12, 20. Approximately 1,000 individuals invested in the
REcoin ICO. Id. ¶ 17. Others invested in the Diamond
IMO. Id. ¶ 24. And some REcoin investors “transferred”
their investments in REcoin to Diamond. Id. ¶¶ 19, 23.

6 As defined in the Indictment, “ ‘[o]nline funds transfer
services’ such as PayPal and Stripe permitted users
to purchase goods and services from websites and
mobile applications using the payment methods
stored in that user’s account, such as their credit cards
or direct debit bank accounts.” Indictment ¶ 8.

Zaslavskiy glibly submits that investments in REcoin
and Diamond did not involve an investment of money,
because they involved the exchange of “one medium
of currency for another.” Def. Mot. to Dismiss at 12.
However, the Indictment alleges that investors gave up
money—or other assets—in exchange for “membership”
in these two ventures. Indictment ¶¶ 8, 12, 17, 20, 24; see
also Howey, 328 U.S. at 299-300; Uselton v. Commercial
Lovelace Motor Freight, Inc., 940 F.2d 564, 574 (10th Cir.
1991), cert. denied sub nom. Alcox v. Uselton, 502 U.S.
893 (1991) (“cash is not the only form of contribution or
investment that will create an investment contract ... the
‘investment’ may take the form of ‘goods and services’ ...
or some other ‘exchange of value’ ”) (quoting Daniel, 439
U.S. at 560 n. 12; Hocking v. Dubois, 885 F.2d 1449, 1471
(9th Cir. 1989) ).
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(2) Second, the Indictment alleges facts that, if proven
at trial, would allow a reasonable jury to find that
both REcoin and Diamond constituted a “common
enterprise.” See Howey, 328 U.S. at 298-300; see also
Daniel, 439 U.S. at 561 (“the ‘touchstone’ of the Howey
test ‘is the presence of an investment in a common venture
premised on a reasonable expectation of profits to be
derived from the entrepreneurial or managerial efforts of
others.’ ”) (quoting Forman, 421 U.S. at 852). To allege
a common enterprise, the Indictment must establish that
“commonality” existed between the investors in REcoin,
and, separately, between the investors in Diamond. In
this Circuit, “horizontal commonality” is sufficient to

establish a common enterprise. 7  Revak, 18 F.3d at 87.

7 A different type of commonality, strict vertical
commonality, requires that investors' fortunes be “
‘tied to the fortunes of the promoter.’ ” Revak v.
SEC Realty Corp., 18 F.3d 81, 87-88 (2d Cir. 1994)
(citations omitted); see also In re J.P. Jeanneret
Assoc., Inc., 769 F. Supp. 2d 340, 359-60 (S.D.N.Y.
2011) (“Where strict vertical commonality exists, the
fortunes of the plaintiff and defendants are so linked
that they rise and fall together.”) (internal quotation
marks and citations omitted). Some Circuits have
held that “strict vertical commonality” can establish
a common enterprise. Revak, 18 F.3d at 87-88. The
Second Circuit has not opined. Id. at 88; see also
In re J.P. Jeanneret, 769 F. Supp. 2d at 359-60.
However, District Courts in this Circuit have found
“strict vertical commonality[ ] sufficient to establish
a common enterprise under Howey.” In re J.P.
Jeanneret, 769 F. Supp. 2d at 360 (citing cases); see
also Marini v. Adamo, 812 F. Supp. 2d 243, 256 n.9,
257-61 (E.D.N.Y. 2011) (Bianco, J), aff'd on other
grounds, 644 Fed. App'x 33 (2d Cir. 2016) (summary
order); In re Energy Sys. Equip. Leasing Sec. Litig.,
642 F. Supp. 718, 735 (E.D.N.Y. 1986) (Wexler, J.).
Separately, in Revak, the Second Circuit explicitly
“rejected the broad vertical commonality test, which
requires that ‘the fortunes of investors ... be linked
only to the efforts of the promoter.’ ” Marini, 812 F.
Supp. 2d at 259, n. 13 (quoting Revak, 18 F.3d at 88)

*6  Horizontal commonality “is characterized as the tying
of each individual investor’s fortunes to the fortunes
of [ ] other investors by the pooling of assets, usually
combined with the pro-rata distribution of profits.” In re
J.P. Jeanneret, 769 F. Supp. 2d at 359 (internal quotation
marks and citations omitted) (emphasis added); Marini
v. Adamo, 812 F. Supp. 2d 243, 255 (E.D.N.Y. 2011)

(Bianco, J), aff'd on other grounds, 644 Fed. App'x 33
(2d Cir. 2016) (summary order); Revak, 18 F.3d at 87.
When a common enterprise is “marked by horizontal
commonality, the fortunes of each investor depend upon
the profitability of the enterprise as a whole ... [with]
a sharing or pooling of funds.” Revak, 18 F.3d at
87 (internal quotation marks and citations omitted). If
proven at trial, the facts alleged in the Indictment would
lead a reasonable jury to conclude that the horizontal

commonality requirement is satisfied. 8  Though the
Indictment is not explicit, it can readily be inferred from
the facts alleged that the REcoin and Diamond investment
strategies depended upon the pooling of investor assets
to purchase real estate and diamonds. See Indictment ¶¶
11, 14 (the REcoin White Paper advertised that REcoin
“invests its proceeds into global real estate based on the
soundest strategies”), 18-19, 21 (Diamond was “hedged
by physical diamonds,” which “were [purportedly] stored
in secure locations in the United States and [were] fully
insured for their value.”). It can also be inferred that
investors' fortunes were necessarily tied together through
the pooling of their investments. Cf Revak, 18 F.3d at
87-88; see also Indictment ¶¶ 11, 14, 21.

8 As a result, we need not address whether strict vertical
commonality is also sufficiently alleged. In any event,
the parties' arguments about whether or not the
fortunes of REcoin and Diamond investors were tied
to the fortunes of Zaslavskiy and his co-conspirators
depend upon facts not contained in the Indictment,
and thus are not within the scope of our analysis at
this stage.

In this Court’s view, the Indictment makes clear that
REcoin and Diamond profits would be distributed to
investors pro-rata—given that investors were promised
“tokens” or “coins” in exchange for, and proportionate
to, their investment interests in the schemes. See
Indictment ¶¶ 11-12, 14, 18-19 (REcoin investors received
certificates memorializing their “individual ownership in
REcoin tokens.”); see also Howey, 328 U.S. at 301
(investors “respective shares in th[e] enterprise” served
as a “convenient method of determining [their] allocable
shares of the profits”); SG Ltd., 265 F.3d at 51 (horizontal
commonality established where investors received “capital
units ... directly proportional to the size of [their]
investment[s]” and “expected profits were a function of
the number of ‘capital units’ held”) (citing SEC v. Infinity
Grp. Co., 212 F.3d 180, 184-85, 188-89 (2d Cir. 2000) ).
That Zaslavskiy promised investors tokens in exchange
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for their investments does not undercut our conclusion
that the Indictment sufficiently alleges a pooling of assets
in a common enterprise. But see Def. Mot. to Dismiss at
13.

(3) Third, and finally, the facts alleged, if proven, would
enable a jury to conclude that investors were led to expect
profits in REcoin and Diamond to be derived solely
from the managerial efforts of Zaslavaskiy and his co-
conspirators, not any efforts of the investors themselves.
See Howey, 328 U.S. at 300 (“[a] common enterprise
managed by respondents or third parties with adequate
personnel and equipment is [ ] essential if [ ] investors
are to achieve their paramount aim of a return on their
investments.”); see also Edwards, 540 U.S. at 396 (a
“touchstone” of an investment contract is “the presence
of an investment in a common venture premised on a
reasonable expectation of profits to be derived from the
entrepreneurial or managerial efforts of others.”); see also
Leonard, 529 F.3d at 88 (the Second Circuit does not
interpret “solely” literally, “rather, we ‘consider whether,
under the all the circumstances, the scheme was being
promoted primarily as an investment or as a means
whereby participants could pool their own activities, their
money, and the promoter’s contribution in a meaningful
way.’ ”) (quoting SEC v. Aqua-Sonic Prods. Corp., 687
F.2d 577, 582 (2d Cir. 1982) ).

REcoin and Diamond investors undoubtedly expected
to receive profits on their investments. See Indictment
¶¶ 11, 14, 21-22; see also Howey, 328 U.S. at 298-300;
Edwards, 540 U.S. at 390, 396 (profits refer to “simpl[e]
financial returns on ... investments” and may “include,
for example, dividends, other periodic payments, or the
increased value of the investment.”) (internal quotation
marks and citations omitted); Forman, 421 U.S. at 852
(profits include “capital appreciation resulting from the
development of the initial investment” or “a participation
in earnings resulting from the use of the investors'
funds.”). The REcoin “token” was described to investors
as “an attractive investment opportunity” which “grows
in value,” Indictment ¶ 14, and as having “some of
the highest potential returns,” id. ¶ 11; see also SEC
Report of Investigation Pursuant to Section 21(a) of
the Securities Exchange Act of 1934: The DAO, SEC
Release No. 81207, 2017 WL 7184670, at *9 (July
25, 2017) (reasonable expectation of profits existed
where promotional materials “informed investors that
[enterprise] was a for-profit entity whose objective was to

fund projects in exchange for a return on investment ...
[and investors] stood to share in potential profits”). The
same was true for Diamond investors, who were told that
Diamond was expected to grow by 10 to 15 percent per
year. See Indictment ¶ 22.

*7  The Indictment also makes clear that the investors
could have reasonably expected their profits to be derived
primarily from the managerial efforts of Zaslavksiy and
his team. See Howey, 328 U.S. at 299-301; Leonard,
529 F.3d at 88. Zaslvskiy’s marketing materials and
communications advertised that he (and other skilled
professionals) would use their expertise to develop the
ventures, invest proceeds in real estate and diamonds,
and generate profits. Indictment ¶¶ 14, 19, 22: see
also Glen-Arden Commodities, Inc. v. Costantino, 493
F.2d 1027, 1035 (2d Cir. 1974) (investors depended on
promoters' “expertise in selecting the type of [product]
to be purchased ... to make the tangible investment
pay off.”). Though Zaslavskiy suggested that Diamond
investors could “trade Diamond coins on an external
exchange and make more profit,” id. ¶ 22, there is no
indication that investors were to have any control over the
management of REcoin or Diamond, see Leonard, 529
F.3d at 88 (citations omitted); see also SEC v. Glenn W.
Turner Enter., Inc., 474 F.2d 476, 482 (9th Cir. 1973), cert.
denied, 414 U.S. 821 (1973) (focusing on whether efforts of
promoter or third parties are “undeniably significant ones,
those essential managerial efforts which affect the failure
or success of the enterprise.”). Nor is there any indication
that investors would have been capable of participating
in or directing their investments. See Howey, 328 U.S. at
299-300; see also In re Energy Sys. Equip. Leasing Sec.
Litig., 642 F. Supp. 718, 738 (E.D.N.Y. 1986) (Wexler, J.);
In re J.P. Jeanneret, 769 F. Supp. 2d at 361. Finally, that
market forces might contribute to the value of the schemes'
underlying assets does not change the fact that, according
to the Indictment, Zaslavskiy and his co-conspirators
induced investors to participate based on promises of “the
soundest” investment strategies. Indictment ¶ 14; but see
Def. Mot. to Dismiss at 17.

For these reasons, we find that the allegations in the
Indictment, if proven, would permit a reasonable jury to
conclude that Zaslavskiy promoted investment contracts
(i.e. securities), through the REcoin and Diamond
schemes. See Glen-Arden, 493 F.2d at 1035 (“There have
been many other schemes ... where the public was led
into buying what purported to be tangible items when in
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fact what was being sold was an investment entrusting
the promoters with both the work and the expertise to
make the tangible investment pay off.”). This is enough to
warrant a trial on the merits.

Zaslavsiy separately argues that the virtual currencies
promoted in the REcoin and Diamond ICOs are

“currencies,” and therefore, by definition, not securities. 9

See 15 U.S.C § 78c(a)(10) (security does not include
“currency or any note, draft, bill of exchange, or banker’s
acceptance, which has a maturity at the time of issuance
of not exceeding nine months, exclusive of days of grace,
or any renewal thereof the maturity of which is likewise
limited”). In doing so, he ignores the fact that, per the
Indictment, no diamonds or real estate, or any coins,
tokens, or currency of any imaginable sort, ever existed
—despite promises made to investors to the contrary.
Indictment ¶¶ 16, 23. He also overlooks the fact that simply
labeling an investment opportunity as “virtual currency”
or “cryptocurrency” does not transform an investment
contract—a security—into a currency. See Edwards, 540
U.S. at 393; Forman, 421 U.S. at 848 (“[I]n searching
for the meaning and scope of the word ‘security’ in the
Act(s), form should be disregarded for substance and
the emphasis should be on economic reality.”) (internal
quotation marks and citations omitted). As explained,
supra, the allegations contained in the Indictment could
allow a reasonable jury to find that the investment
opportunities described satisfy the Howey test, and
therefore meet the definition of “security.” See Howey,
328 U.S. 293; see also 15 U.S.C § 78c(a)(10). In any event,
because the Indictment is facially sufficient, and because
the ultimate characterization of the investment scheme at
issue depends on facts that must be developed at trial, we
need not resolve this issue at this time.

9 The Exchange Act (and the Securities Act) exclude
“currency” from the list of instruments included in
their definitions of “security.” See 15 U.S.C § 78c(a)
(10); 15 U.S.C. § 77b(a)(1); see also Landreth Timber
Co. v. Landreth, 471 U.S. 681, 686 n.1 (1985) (despite
their minor differences, these statutes are construed
identically in “decisions dealing with the scope of the
term” security) (citing cases).

C. The Exchange Act and Rule 10b-5 Are Not
Unconstitutionally Vague As Applied

*8  As a separate basis for dismissal of the Indictment,
Zaslavskiy contends that the United States securities laws

are unconstitutionally vague (“void for vagueness”) as
applied to cryptocurrencies. See Def. Mot. to Dismiss
at 18-19. He later suggests that these laws are void for
vagueness as applied to REcoin and Diamond, although
he continues to focus his analysis on cryptocurrency more
generally. See Def. Reply at 14-15. Whether or not the
investments promoted in the REcoin and Diamond are
cryptocurrencies is beside the point at this stage. The
question is whether the law under which Zaslavskiy is
charged is unconstitutionally vague as applied to his
conduct, as it is described in the Indictment. It is not. See
United States v. Coonan, 938 F.2d 1553, 1562 (2d Cir.
1991) (“In the absence of first amendment considerations,
vagueness challenges must be evaluated based on the
particular application of the statute and not ‘on the
ground that [the statute] may conceivably be applied
unconstitutionally to others in situations not before the
Court.’ ”) (quoting New York v. Ferber, 458 U.S. 747, 767
(1982) ); see also Mannix v. Phillips, 619 F.3d 187, 197 (2d
Cir. 2010); United States v. Motz, 652 F. Supp. 2d 284,
294 (E.D.N.Y. 2009) (Spatt, J.).

“The Government violates the Due Process Clause when
it takes away someone’s life, liberty, or property under a
criminal law so vague that it fails to give ordinary people
fair notice of the conduct it punishes, or so standardless
that it invites arbitrary enforcement.” Johnson v. United
States, 135 S. Ct. 2551, 2556 (2015) (citing Kolender v.
Lawson, 461 U.S. 352, 357-58 (1983) ); see also Copeland
v. Vance, 893 F.3d 101, 110, 114 (2d Cir. 2018). When
evaluating an “as-applied” challenge to a statute for
vagueness, we employ a “two-part test: [we] must first
determine whether the statute gives the person of ordinary
intelligence a reasonable opportunity to know what is
prohibited and then consider whether the law provides
explicit standards for those who apply it.” Farrell v.
Burke, 449 F.3d 470, 486, 495 (2d Cir. 2006) (internal
quotation marks and citations omitted) (Sotomayor, J.)
(adding that, with respect to the second prong, a court
may determine “either (1) that a statute as a general matter
provides sufficiently clear standards to eliminate the risk
of arbitrary enforcement or (2) that, even in the absence of
such standards, the conduct at issue falls within the core
of the statute’s prohibition, so that the enforcement before
the court was not the result of the unfettered latitude that
law enforcement officers and factfinders might have in
other, hypothetical applications of the statute”); United
States v. Farhane, 634 F.3d 127, 139-40 (2d Cir. 2011)
(internal quotation marks omitted); see also Kolender,
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461 U.S. at 358 (“[T]he more important aspect of the
vagueness doctrine is ... the requirement that a legislature
establish minimal guidelines to govern law enforcement.”)
(internal quotation marks and citations omitted). The
challenged Indictment satisfies both prongs.

First, Zaslavskiy fails to demonstrate that a person of
ordinary intelligence would not have sufficient notice
that the charged conduct was proscribed. Cf Johnson,
135 S. Ct. at 2556-57; Farrell, 449 F.3d at 486-92; see
also Coneland, 893 F.3d at 114 (“[w]hether a statute
is unconstitutionally vague is an ‘objective’ inquiry”);
Dickerson, 604 F.3d at 745-46 (the question is not
“whether [Zaslavskiy] actually received a warning that
alerted him [ ] to the danger of being held to account for
the behavior in question”). Combined, the Exchange Act,
15 U.S.C. §§ 78c(a)(10) (which identifies an “investment
contract” as a type of security), Rule 10b-5, and the
definition of “investment contract” set forth in Howey,
“ ‘made it reasonably clear at the relevant time that [the
charged] conduct was criminal.’ ” See Mannix, 619 F.3d
at 194 (quoting United States v. Lanier, 520 U.S. 259,
267 (1997) ). Furthermore, “it is not only the language
of a statute that can provide the requisite fair notice;
judicial decisions interpreting that statute can do so as
well.” See United States v. Smith, 985 F. Supp. 2d 547,
588 (S.D.N.Y. 2014), aff'd sub nom United States v.
Halloran, 664 Fed. App'x 23 (2d Cir. 2016), cert. denied,
138 S. Ct. 56 (2017) (citations omitted). This is the case
even when “the facts at issue in [prior] decisions [are] not
‘fundamentally similar’ or ‘materially similar’ to the facts
of the defendant’s case ... so long as the prior decisions
gave reasonable warning.” Id. at 589 (citations omitted).

*9  First, courts are clear that the securities laws are
meant to be interpreted “flexibly to effectuate [their]
remedial purpose.” See SEC v. Zandford, 535 U.S.
813, 819 (2002) (internal quotation marks and citations
omitted) (explaining that “[a]mong Congress' objectives in
passing the [Exchange] Act was to insure honest securities
markets and thereby promote investor confidence after
the market crash of 1929”) (internal quotation marks and
citations omitted). Furthermore, the test expounded in
Howey has—for over 70 years—provided clear guidance
to courts and litigants as to the definition of “investment
contract” under the securities laws. See SG Ltd.,
265 F.3d at 47 (“[o]ver time, courts have classified
as investment contracts a kaleidoscopic assortment of
pecuniary arrangements that defy categorization in

conventional financial terms”). Moreover, the abundance
of caselaw interpreting and applying Howey at all levels
of the judiciary, as well as related guidance issued by
the SEC as to the scope of its regulatory authority
and enforcement power, provide all the notice that is
constitutionally required. See SEC v. Brigadoon Scotch
Distrib. Co., 480 F.2d 1047, 1052 n. 6 (2d Cir. 1973), cert
denied, 415 U.S. 914 (1974) (argument that “investment
contract” in the Securities Act was void for vagueness
was “untenable,” “in light of the many Supreme Court
decisions defining and applying the term”); see also,
e.g., SEC Report of Investigation Pursuant to Section
21(a) of the Securities Exchange Act of 1934: The
DAO, SEC Release No. 81207, 2017 WL 7184670, at
*9 (“automation of certain functions through [distributed
ledger, blockchain, smart contracts, or computer code]
technology ... does not remove conduct from the purview
of the U.S. federal securities laws”); Jay Clayton and
J. Christopher Giancarlo, Regulators are Looking at
Cryptocurrency, Wall St. J., Jan. 24, 2018. available
at https://www.wsi.com/articles/regulators-are-looking-
at-cryptocurrency-1516836363 (“some products that are
labeled virtual currencies have characteristics that make
them securities”); Public Statement of SEC Chairman Jay
Clayton on Cryptocurrencies and Initial Coin Offerings,
Dec. 11. 2017, available at http://www.sec.gov/news/
public-statement/statement-clayton-2017-12-11 (“simply
calling something a ‘currency’ or a currency-based
product does not mean that it is not a security.”).

Zaslavskiy’s suggestion that the Exchange Act and Rule
10b-5 lack such clear standards that they authorize
or encourage arbitrary enforcement fails for the same
reasons as his notice argument. Cf Johnson, 135 S.
Ct. at 2556-57; see also Farrell, 449 F.3d at 486-92.
The Exchange Act and Rule 10b-5 set forth the types
of behavior that constitute securities fraud, and Howey
and its progeny set forth the standards needed to
cabin their enforcement relative to investment contracts.
Furthermore, the conduct charged “falls within the core
of the statute’s prohibition,” and its enforcement in this
case is “not the result of the unfettered latitude that law
enforcement officers and factfinders might have in other,
hypothetical applications of the statute.” See Farrell, 449
F.3d at 492-95. The Indictment describes REcoin and
Diamond as schemes devised by Zaslavskiy and his co-
conspirators to “use [ ] the money of others on the
promise of profits.” See Howey, 328 U.S. at 299. The
Exchange Act (and Rule l0b-5) are intended to prevent
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just that: their aim is to “protect the American public
from speculative or fraudulent schemes of promoters”
like Zaslavskiy and ensure “full and fair disclosure”
with respect to securities. See Glenn W. Turner, 474
F.2d at 481 (citations omitted). The relevant statutes
and rule, and judicial interpretations thereof, as well as
regulatory guidance, provide “sufficiently clear standards
to eliminate” any risk of “arbitrary enforcement” of the
securities laws in this case. See Farhane, 634 F.3d at

139 (internal quotation marks and citations omitted). 10

The Indictment plainly alleges that REcoin and Diamond
were two of the “countless and variable schemes” that
in the ever-evolving commercial market, “fall within the
ordinary concept of a security.” See Howey, 328 U.S.
at 299 (internal quotation marks and citations omitted).
At this juncture, Zaslavskiy’s contrary characterizations
are plainly insufficient to by-pass regulatory and criminal
enforcement of the securities laws.

10 Whether and when the SEC chooses to engage
in formal rulemaking regarding the regulation of

digital assets is of no moment here. But see Nagi
Mem. in Supp. at 5 (citing Petition for Rulemaking
Regarding Digital Assets and Blockchain Technology
by Ouisa Capital (March 13, 2017), available at http://
www.sec.gov/rules/petitions/2017/petn4-710.pdf).

CONCLUSION

Because the Indictment is sufficient under the Constitution
and the Federal Rules of Criminal Procedure, and
because the law under which Zaslavskiy is charged is not
unconstitutionally vague as applied, Zasvlavskiy’s motion
is denied. The case will proceed to trial.

*10  SO ORDERED.

All Citations

Slip Copy, 2018 WL 4346339

End of Document © 2019 Thomson Reuters. No claim to original U.S. Government Works.
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United States District Court, S.D. California.

SECURITIES AND EXCHANGE
COMMISSION, Plaintiff,

v.
BLOCKVEST, LLC and REGINALD

BUDDY RINGGOLD, III a/k/a RASOOL
ABDUL RAHIM EL, Defendants.

Case No.: 18CV2287-GPB(BLM)
|

Filed 02/14/2019

ORDER GRANTING PLAINTIFF'S MOTION
FOR PARTIAL RECONSIDERATION

Hon. Gonzalo P. Curiel United States District Judge

*1  Before the Court is Plaintiff's motion for partial
reconsideration of the Court's order denying preliminary
injunction. (Dkt. No. 44.) Defendants filed an opposition,
(Dkt. No. 53), and Plaintiff replied. (Dkt. No. 55.) A
hearing was held on February 8, 2019. (Dkt. No. 58.) Amy
Longo, Esq. and Brent Wilner, Esq. appeared on behalf
of Plaintiff Securities Exchange Commission and Stanley
Morris, Esq. and Brian Corrigan, Esq. appeared on behalf
of Defendants. (Dkt. No. 58.) Based on the reasoning
below, and the arguments at the hearing, the Court
GRANTS Plaintiff's motion for partial reconsideration.

Procedural Background

On October 3, 2018, Plaintiff Securities and Exchange
Commission (“SEC” or “Plaintiff”) filed a Complaint
against Defendants Blockvest, LLC and Reginald Buddy
Ringgold, III a/k/a Rasool Abdul Rahim El alleging
violations of Section 10(b) of the Securities Exchange
Act of 1934 (“Exchange Act') and Rule 10b-5(b);
violations under Section 10(b) of the Exchange Act and
Rule 10b-5(a) and Rule 10b-5(c); fraud in violation
of Section 17(a)(2) of the Securities Act of 1933
(“Securities Act”), fraud in violation of Sections 17(a)
(1) and 17(a)(3) of the Securities Act; and violations
of Sections 5(a) and 5(c) of the Securities Act for

the offer and sale of unregistered securities. (Dkt.
No. 1, Compl.) Plaintiff also concurrently filed an ex
parte motion for temporary restraining order seeking
to halt Defendants' fraudulent conduct and freezing
their assets, prohibiting the destruction of documents,
seeking expedited discovery and an accounting of
Defendants' assets. (Dkt. No. 3.) On October 5, 2018, the
Court granted Plaintiff's ex parte motion for temporary
restraining order. (Dkt. Nos. 5, 6.) In compliance
with the temporary restraining order, Defendants filed
Ringgold's Declaration of Accounting on October 26,
2018, and a First Supplemental Declaration of Ringgold
on November 2, 2018. (Dkt. Nos. 18, 21.) Defendants also
filed a response to the order to show cause on November
2, 2018. (Dkt. Nos. 23, 24, 25.) On November 7, 2018,
Plaintiff filed a reply. (Dkt. Nos. 27, 28.) A hearing on the
order to show cause was held on November 16, 2018, (Dkt.
No. 37), and on November 27, 2018, the Court denied a
preliminary injunction. (Dkt. No. 41.)

In this fully briefed motion, Plaintiff moves for partial
reconsideration pursuant to Federal Rule of Civil
Procedure 59(e) of the Court's denial of a preliminary
injunction against Defendants for future violations of
Section 17(a) of the Securities Act and seeks an order
preliminarily enjoining Defendants from violating Section
17(a). (Dkt. Nos. 44, 53, 55.)

Factual Background 1

1 The facts are taken from the Court's order on
preliminary injunction. (Dkt. No. 41.)

Defendant Reginald Buddy Ringgold, III (“Ringgold”), is
the chairman and founder of Defendant Blockvest, LLC
(“Blockvest”) (collectively “Defendants”), a Wyoming
limited liability company that was set up to exchange
cryptocurrencies but has never become operational. (Dkt.
No. 24, Ringgold Decl. ¶ 4.) Blockvest Investment Group,
LLC owns 100% of Blockvest LLC. (Id.) Ringgold owns
51% of the membership interests of Blockvest Investment
Group, LLC, 9% are unissued, 20% is owned by Michael
Shepperd, and the remaining 20% is owned by Ringgold's
mother. (Id.)

*2  The complaint alleges that Defendants have been
offering and selling unregistered securities in the form
of digital assets called BLV's. It involves an initial coin
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offering (“ICO”), which is a fundraising event where
an entity offers participants a unique digital “coin” or
“token” or “digital asset” in exchange for consideration,
often in the form of virtual currency—most commonly
Bitcoin and Ether—or fiat currency. (Dkt. No. 1, Compl.
¶ 18.) The tokens are issued on a “blockchain” or
cryptographically secured ledger. (Id. ¶ 19.) The token
may entitle its holders to certain rights related to a venture
underlying the ICO, such as rights to profits, shares
of assets, rights to use certain services provided by the
issuer, and/or voting rights. (Id. ¶ 21.) These tokens may
also be listed on online trading platforms, often called
virtual currency exchanges, and tradable for virtual or
fiat currencies. (Id.) ICOs are typically announced and
promoted through online channels and issuers usually
release a “Whitepaper” describing the project and the
terms of the ICO. (Id. ¶ 22.) To participate, investors
are generally required to transfer funds (often virtual
currency) to the issuer's address, online wallet, or other
account. (Id.) After the completion of the ICO, the issuer
will distribute its unique “tokens” to the participants'
unique address on the blockchain. (Id.)

Relying on Blockvest's website and Whitepaper posted
online, the SEC claims that Blockvest conducted pre-sales
of BLVs in March 2018. According to the Whitepaper,
the BLVs are being sold in several stages: 1) a private
sale (with a 50% bonus) that ran through April 30, 2018;
2), a “pre-sale” (with a 20% bonus) from July 1, 2018
through October 6, 2018; and 3) the $100 million ICO
launch on December 1, 2018. (Dkt. No. 1, Compl. ¶ 30;
Dkt. No. 3-12, Wilner Decl., Ex. 10 at p. 93; Dkt. No. 3-13,
Wilner Decl., Ex. 11 at p. 127.) On its Twitter account,
on May 8, 2018, Blockvest claimed it raised $2.5 million
in 7 days, (Dkt. No. 3-19, Ex. 44 at p. 479), and by
September 17, 2018, the Blockvest website stated that 18%
of the tokens being offered or around 9 million token
were sold. (Dkt. No. 3-12, Wilner Decl., Ex. 10 at p.
96.) Blockvest purports to be the “First Licensed and
Regulated Tokenized Crypto Currency Exchange & Index
Fund based in the US”. (Dkt. No. 3-23, Suppl. Wilner
Decl., Ex. 1 at p. 3.)

According to the SEC, Blockvest and Ringgold falsely
claim their ICO has been “registered” and “approved”
by the SEC and uses the SEC's seal on the website.
(Dkt. No. 3-18, Wilner Decl., Ex. 41 at p. 416; Dkt. No.
3-23, Suppl. Wilner Decl., Ex. 1 at p. 2.) But the SEC
has not approved, authorized or endorsed Defendants,

their entities or their ICO. They also falsely claim their
ICO has been approved or endorsed by the Commodity
Futures Trading Commission (“CFTC”) and the National
Futures Association (“NFA”) by utilizing their logos
and seals and stating “Under the helpful eye of the
CFTC and the NFA ... the Fund will be managed by
Blockvest Investment Group, LLP, a commodity pool
operator registered with the Commodity Futures Trading
Commission and a member of the National Futures
Association....” (Dkt. No. 3-23, Suppl. Wilner Decl., Ex.
1 at p.1; id. at p. 2.) But the CFTC and NFA have not
approved the ICO. Defendants further falsely assert they
are “partnered” with and “audited by” Deloitte Touche
Tohmatsu Limited (“Deloitte) but that is also not true.
(Dkt. No. 3-3, Barnes Decl. ¶ 7.) In order to create
legitimacy and an impression that their investment is safe,
Defendants also created a fictitious regulatory agency, the
Blockchain Exchange Commission (“BEC”), creating its
own fake government seal, logo, and mission statement
that are nearly identical to the SEC's seal, logo and mission
statement. (Dkt. No. 3-13, Wilner Decl., Exs. 13-19 at p.
149-67.) Moreover, it falsely lists BEC's “office” as the
same address as the SEC's headquarters. (Dkt. No. 3-13,
Wilner Decl., Ex. 14.)

In response, Ringgold asserts that Blockvest has never
sold any tokens to the public and has only one investor,
Rosegold Investments LLP, (“Rosegold”) which is run
by him and in which he has invested more than $175,000
of his own money. (Dkt. No. 24, Ringgold Decl. ¶ 5.)
Blockvest utilized BLV tokens during the testing and
development phase and a total of 32 partner testers were
involved. (Id.)

*3  During this testing, 32 testers put a total of less
than $10,000 of Bitcoin and Ethereum onto the Blockvest
Exchange where half of it remains today. (Id. ¶ 6.) The
other half was used to pay transactional fees to unknown
and unrelated third parties. (Id. ¶ 7.) No BLV tokens
were ever released from the Blockvest platform to the
32 testing participants. (Id. ¶ 6.) The BLV tokens were
only designed for testing the platform and the testers
would not and could not keep or remove BLV tokens
from the Blockvest Exchange. (Id.) Their plan was to
eventually issue a “new utility Token BLVX on the
NEM Blockchain for exclusive use on the BlockVest
Exchange.” (Id.) Ringgold never received any money from
the sale of BLV tokens. (Id. ¶ 7.) The deposits are from
digital wallet addresses and individuals that are not easily
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identifiable, but Ringgold believes that only affiliated
persons would have deposited Bitcoin or Ethereum on
the exchange and received nothing without complaining.
(Id.) The Blockvest Exchange platform was never open for
business. (Id.)

At his deposition, Ringgold testified he knows the identity
of the 32 investors. (Dkt. No. 27-18, Brown Decl., Ex. 17,
Ringgold Depo. at 132:15-20.) He indicated it was clear
to the 32 testers that they were testing the platform so
Defendants did not obtain any earnings statements from
them. (Id. at 132:21-133:4.) Ringgold explains that the
32 investor were vetted and chosen based on Defendants'
prior relationship with them. (Id. at 133:11-18; 135:1-23.)
During the vetting process, Defendants collected their
name, email, address and their level of sophistication. (Id.
at 135:1-6.) They held several conferences and a webinar
where Ringgold explained his requirements for the group
of test investors. (Id. at 136:3-18.)

Ringgold is also a principal in Master Investment Group
and a trustee of Rosegold Investment Trust, partners of
Rosegold Investment, LLP, a Delaware limited liability
partnership formed in April 2017. (Dkt. No. 24, Ringgold
Decl. ¶ 10.) Rosegold manages Blockvest and finances
Blockvest's activities, as Blockvest, itself, has no bank
accounts or assets, other than the work-in-progress
development of a cryptocurrency exchange of unknown
value. (Id.) The Rosegold bank account was opened in
September 2017. (Id.)

Ringgold personally invested over $175,000 in Rosegold
and Michael Sheppard, Blockvest's Chief Financial
Officer, invested about $20,000. (Id. ¶ 11.) Other investors
in Rosegold are Ringgold's and Sheppard's friends and
family. (Id.) At times, these investors loaned Ringgold
or Sheppard money personally and they in turn, invested
the money into Rosegold as their personal investment.
(Id.) Seventeen individuals have loaned or invested money
in Rosegold Investments. (Id. ¶ 12; id., Ex. 2.) Nine of
these individuals confirm they did not buy BLV tokens
or rely on any of the representations the SEC has alleged

were false. 2  (Id.) His friends and family, as well as
Mike Sheppard's friends and family who invested in
Rosegold did not care what they were investing in because
they trusted them based on their long-time familial and
friend relationship. (Dkt. No. 27-18, Brown Decl., Ex. 17,
Ringgold Depo. at 86:3-6; 87:4-9; 89:1-3.) Ringgold claims
he never received anything of value from the offer or sale

of BLV tokens to anyone. (Dkt. No. 24, Ringgold Decl.
¶ 13.)

2 Of the 17 individuals, nine individuals signed
declarations asserting that they did not buy BLV
tokens or rely on any representations by Defendants
that the SEC asserts were false. (Dkt. No. 24,
Ringgold Decl., Ex. 2.) The SEC points out that the
remaining eight individuals wrote “Blockvest” and/or
“coins” on their checks.

Ringgold recognizes that mistakes were made but no
representations or omissions were made in connection
with the sale and purchase of securities. (Id. ¶ 14.)
They were in the early stages of development as the
Chief Compliance Officer had not yet reviewed all the
materials. (Id. ¶ 16.) Ringgold states it was his intention
to comply with “every possible regulation and regulatory
agency.” (Id.) Currently, he has ceased all efforts to
proceed with the ICO and agrees not to proceed with an
ICO until he gives SEC's counsel 30 days' notice. (Id. ¶ 17.)

Discussion

A. Legal Standard on Motion for Reconsideration
*4  Federal Rule of Civil Procedure 59(e) provides for

the filing of a motion to alter or amend a judgment. Fed.
R. Civ. P. 59(e). A motion for reconsideration, under
Federal Rule of Civil Procedure 59(e), is “appropriate if
the district court (1) is presented with newly discovered
evidence; (2) committed clear error or the initial decision
was manifestly unjust, or (3) if there is an intervening
change in controlling law.” Sch.Dist. No. 1J, Multnomah
County, Or., v. ACandS, Inc., 5 F.3d 1255, 1263 (9th Cir.
1993); see also Ybarra v. McDaniel, 656 F.3d 984, 998
(9th Cir. 2011). “Clear error occurs when ‘the reviewing
court on the entire record is left with the definite and firm
conviction that a mistake has been committed.’ ” Smith v.
Clark Cnty. Sch. Dist., 727 F.3d 950, 955 (9th Cir. 2013)
(quoting United States v. U.S. Gypsum Co., 333 U.S. 364,
395 (1948)).

B. Preliminary Injunction
The party moving for a preliminary injunction bears
the burden to demonstrate the factors justifying relief.
Granny Goose Foods, Inc. v. Brotherhood of Teamsters
& Auto Truck Drivers, 415 U.S. 423, 441 (1974). Because
the SEC is a governmental agency acting as a “statutory
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guardian charged with safeguarding the public interest in
enforcing the securities laws”, SEC v. Mgmt. Dynamics,
Inc., 515 F.2d 801, 808 (2d Cir. 1975), courts have adopted
a two part factor test requiring the SEC to show “(1) a
prima facie case of previous violations of federal securities
laws, and (2) a reasonable likelihood that the wrong will
be repeated.” SEC v. Unique Fin. Concepts, Inc., 196 F.3d
1195, 1199 n. 2 (11th Cir. 1999) (citing Mgmt. Dynamics,
Inc., 515 F.2d at 806–07; SEC v. Manor Nursing Ctrs,
Inc., 458 F.2d 1082, 1100 (2d Cir. 1972)); see also SEC
v. Schooler, 902 F. Supp. 2d 1341, 1345 (S.D. Cal. 2012)
(using the two-part standard when determining whether to
issue a preliminary injunction requested by the SEC); SEC
v. Capital Cove Bancorp LLC, SACV 15-980-JLS(JCx),
2015 WL 9704076, at *5 (C.D. Cal. Sept. 1, 2015) (same).

“The grant of a preliminary injunction is the exercise
of a very far reaching power never to be indulged in
except in a case clearly warranting it.... [O]n application
for preliminary injunction the court is not bound to
decide doubtful and difficult questions of law or disputed
questions of fact.” Dymo Indus., Inc. v. TapePrinter, Inc.,
326 F.2d 141, 143 (9th Cir. 1964) (citation omitted); see
also Mayview Corp. v. Rodstein, 480 F.2d 714, 719 (9th
Cir. 1973) (reversing grant of preliminary injunction based
on existence of disputed factual issues).

Plaintiff moves for partial reconsideration arguing that
the Court committed clear error on both prongs to
support a preliminary injunction on the Section 17(a)
violations. First it argues that it was error for the Court to
require the SEC to prove that an investment is a security
based solely on the beliefs of some individual investors,
rather than the objective nature of the investment being
offered to the public. Second, the Court also erred on
the second factor based on Defendants' promise not to
commit any future securities fraud. Defendants disagree
with Plaintiff's arguments. For the reasons that follow,
the Court finds reconsideration is warranted based upon
a prima facie showing of Defendants' past securities
violation and newly developed evidence which supports
the conclusion that there is a reasonable likelihood of
future violations.

C. Prima Facie Case of Past Securities Violations
Plaintiff alleges Defendants violated Sections 17(a)(1), (2),

and (3) of the Securities Act. 3  (Dkt. No. 1, Compl.)
Section 2(a)(1) of the Securities Act defines “security”

as inter alia, a “note, stock, treasury stock, bond, [or]
investment contract.” 15 U.S.C. § 77b(a)(1). Congress
defined “security” to be “sufficiently broad to encompass
virtually any instrument that might be sold as an
investment” but did not “intend to provide a broad federal
remedy for all fraud.” Reves v. Ernst & Young, 494 U.S.
45, 61 (1990) (internal quotations omitted). Courts should
look not to the form but to the “economic realities of the
transaction.” United Hous. Fdn. v. Forman, 421 U.S. 837,
838 (1975).

3 Section 17(a) provides,
It shall be unlawful for any person in the offer or
sale of any securities ... by the use of any means or
instruments of transportation or communication in
interstate commerce or by use of the mails, directly
or indirectly
(1) to employ any device, scheme, or artifice to
defraud, or
(2) to obtain money or property by means of any
untrue statement of a material fact or any omission
to state a material fact necessary in order to make
the statements made, in light of the circumstances
under which they were made, not misleading; or
(3) to engage in any transaction, practice, or course
of business which operates or would operate as a
fraud or deceit upon the purchaser.

15 U.S.C. § 77q.

*5  In Howey, the Court defined whether an investment
contract is a security under the Securities Act and held
that an investment contract is “a contract, transaction or
scheme whereby a person invests his money in a common
enterprise and is led to expect profits solely from the
efforts of the promoter or a third party.” SEC v. W.J.
Howey Co., 328 U.S. 293, 298-99 (1946). The Court noted
that the Securities Act prohibits not only the sale but also
the offer of an unregistered, non-exempt security so the
fact that purchasers choose not to accept the full offer
is not relevant. Id. at 300-01. Although Howey's holding
was limited to “investment contracts,” the Supreme Court
later found that this test “embodies the essential attributes
that run through all of the Court's decisions defining a
security.” Forman, 421 U.S. at 852; but see Reves, 494
U.S. at 64 (establishing approach to determine whether a
“note” is a “security” and rejecting circuit court's analysis
of note under Howey test as the instrument in Howey
being an “entirely different variety of instrument”).

Howey's three-part test requires “(1) an investment of
money (2) in a common enterprise (3) with an expectation
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of profits produced by the efforts of others.” SEC v.
Rubera, 350 F.3d 1084, 1090 (9th Cir. 2003) (internal
quotation marks omitted); SEC v. Shavers, Case No.
13cv416, 2014 WL 12622292, at *6 (E.D. Texas Aug. 26,
2014) (district court found investment in Bitcoin Savings
and Trust to be an investment contract under Howey). The
Howey test is an “objective inquiry into the character of
the instrument or transaction offered based on what the
purchasers were ‘led to expect.’ ” Warfield v. Alaniz, 569
F.3d 1015, 1021 (9th Cir. 2009).

The Court agrees with the SEC that the Howey test is
unquestionably an objective one. However, the Court
disputes the SEC's assertion that the Court applied a
subjective test so as to require the SEC to demonstrate
a security “solely on the beliefs of some individual
investors, rather than on the objective nature of the
investment being offered to the public ....” and for it
to show what specific investors relied on before they
purchased the test BLV tokens. (Dkt. No. 44-1 at 6, 15.)
Instead, the Court, relying on Ninth Circuit authority,
recognized it was required to objectively inquire into the
“terms of promotional materials, information, economic
inducements or oral representations at the seminars”,
(Dkt. No. 41 at 13), or in other words, an inquiry into the
“character of the instrument or transaction offered” to the
“purchasers.” See Warfield, 569 F.3d at 1021. However,
because there were disputed factual issues as to the nature
of the investment being offered to the alleged investors,
the Court denied the preliminary injunction as to these
purchasers. See Mayview Corp., 480 F.2d at 719 (reversing
preliminary injunction based on existence of disputed
factual issues).

At the beginning of this litigation, the SEC requested
a TRO premised upon Defendants' alleged offer and
sale of unregistered securities. In granting Plaintiff's ex
parte TRO application without notice to Defendants,
the Court determined that the SEC had presented a
prima facie showing based on Defendants' marketing and
advertising through their websites and social media posts
that BLV tokens were “securities.” (Dkt. No. 5 at 8-9.)
Relying on Defendants' postings on the internet, the SEC
asserted that Blockvest raised more than $2.5 million
from investors, there was a “common enterprise” because
Blockvest claimed that the funds raised will be pooled and
there would be a profit sharing formula. (Id.) Finally, as
described on their website and Whitepaper, the investors

in Blockvest would be passive as they would depend
entirely on Defendants' efforts. (Id.)

After the TRO was granted, Defendants, in their
opposition to the order to show cause, presented evidence
which contradicted the SEC claim that Defendants'
raised more than $2.5 million from investors. Defendants
explained that they did not raise $2.5 million from the
public but instead the $2.5 million was based on a
transaction with David Drake which collapsed. (Dkt.
No. 24, Ringgold Decl. ¶ 15.) Ringgold asserted he
had not sold any BLV tokens to the public but instead
used the BLV tokens for purposes of testing during the
development phase. (Id. ¶ 5.) During this testing phase,
32 testers put a total of less than $10,000 of Bitcoin and
Ethereum onto the Blockvest Exchange and no tokens
were released to the 32 testing participants. (Id. ¶ 6.) At
his deposition, Ringgold testified he knows the identity of
the 32 investors. (Dkt. No. 27-18, Brown Decl., Ex. 17,
Ringgold Depo. at 132:15-20.) He indicated it was clear
to the 32 testers that they were testing the platform so
Defendants did not obtain any earnings statements from
them. (Id. at 132:21-133:4.) Ringgold explained that the
32 investor were vetted and chosen based on Defendants'
prior relationship with them. (Id. at 133:11-18; 135:1-23.)
During the vetting process, Defendants collected their
name, email, address and their level of sophistication. (Id.
at 135:1-6.) They held several conferences and a webinar
where Ringgold explained his requirements for the group
of test investors. (Id. at 136:3-18.)

*6  As to the 17 individual investors in Rosegold,
Ringgold stated they were his and Sheppard's friends and
family. (Dkt. No. 24, Ringgold Decl. ¶ 11.) They loaned
money to Ringgold and Sheppard personally and they
in turn, invested the money into Rosegold as Ringgold
and Sheppard's personal investment. (Id.) Their friends
and family who invested in Rosegold did not care what
they were investing in because they trusted them based
on their long-time familial and friend relationship. (Dkt.
No. 27-18, Brown Decl., Ex. 17, Ringgold Depo. at 86:3-6;
87:4-9; 89:1-3.) Most of these individuals confirm that they
did not buy BLV tokens or rely on any representations
that SEC has alleged were false. (Dkt. No. 24, Ringgold
Decl. ¶ 12, Ex. 2.) Therefore, Defendants argued the BLV
tokens “purchased” by the 32 test investors were not
“securities” and 17 individuals who invested in Rosegold
did not purchase “securities.”
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Despite Defendants having raised disputed facts as to
what was offered to the 32 test investors and 17 individual
investors in Rosegold, in reply, the SEC repeated its
argument that Defendants sold “securities” to them. The
SEC argued that “defendants' own evidence confirms
that investors provided funds to Blockvest in exchange
for anticipated BLV tokens.” (Dkt. No. 27 at 3.)
The SEC's argument was premised on the offer and/
or sale of the BLV tokens to the 32 test investors as
well as the 17 individuals who invested in Rosegold.
Because Defendants' facts challenged the SEC's prima
facie showing on its TRO on whether a “security” was
offered to the alleged “investors,” the Court denied the
preliminary injunction. (Dkt. No. 41 at 9-15.)

The cases cited by the Court as well as the SEC
support the Court's ruling as it relates to the offer
to the alleged “investors.” In determining whether a
transaction constituted a “security” based on an offer
and/or sale to investors, the Ninth Circuit looks to
the specific promotional materials presented to the
“investors.” In Warfield, the court had to determine
whether a Foundation's charitable gift annuities were
investment contracts under federal securities law. The
Foundation had raised $55 million dollars from the sale
of more than 400 charitable gift annuities. Warfield,
569 F.3d at 1018. The defendants argued that there
was no investment of money because they lacked the
intent to realize a financial gain and were motivated
solely to make charitable contributions. The court noted
that the subjective intent of the purchasers may have
some bearing but Howey is an objective inquiry into the
character of the instrument or transaction based on what
the purchasers were “led to expect.” Id. at 1021. This
requires an inquiry into what the purchasers were offered
or promised. Id. (courts frequently examine promotional
material associated with the transaction); see SEC v. C.M.
Joiner Leasing Corp., 320 U.S. 344, 352–53 (1943) (“The
test [for determining whether an instrument is a security] ...
is what character the instrument is given in commerce by
the terms of the offer, the plan of distribution, and the
economic inducements held out to the prospect.”).

As explained in Hocking, before applying the Howey test,
“we must determine what exactly [the defendant] offered
to [the plaintiff].” Hocking v. Dubois, 885 F.2d 1449,
1457 (9th Cir. 1989) (concerning sale of real estate). The
Ninth Circuit in Hocking explained, “[c]haracterization
of the inducement cannot be accomplished without a

thorough examination of the representations made by
the defendants as the basis of the sale. Promotional
materials, merchandising approaches, oral assurances
and contractual agreements were considered in testing
the nature of the product in virtually every relevant
investment contract case.” Id. (quoting Aldrich v.
McCulloch Props., Inc., 627 F.2d 1036, 1039-40 (10th Cir.
1980)).

Similarly, in this case, based on the SEC's primary
argument, the Court was required to look at all that
was offered or promised to the 32 test investors and
17 individual investors in Rosegold related to the BLV
tokens. As to the 32 test investors, Ringgold testified
that he knew them all and made oral presentations to
them at seminars to explain the test tokens and provided
declarations from nine of the test investors indicating
they did not intend to make an investment when it tested
the Blockvest exchange platform. (Dkt. No. 32, Ringgold
Decl. ¶ 28; Dkt. No. 32-8.) As to the 17 individual
investors, Ringgold stated that they made personal loans
to him and Sheppard, which they, in turn, invested into
Rosegold as their personal investment. (Dkt. No. 24,
Ringgold Decl. ¶ 12.) Contrary to the SEC's argument, the
Court did not require that the SEC prove the subjective
beliefs of the alleged investors. Instead, disputed issues of
fact precluded the issuance of a preliminary injunction.
The Court denies Plaintiff's motion for reconsideration as
to the offers or promises made to the 32 test investors and
17 individual investors.

*7  The SEC provided a separate theory to support its
request for a preliminary injunction. The SEC alleged, in
the alternative, that the promotional materials presented
on Defendants' website, the Whitepaper posted online
and social media accounts concerning the ICO of
the BLV token constitute an “offer” of unregistered
“securities,” that contain materially false statements
and thus, constitute violations of Section 17(a). (Dkt.
No. 3-1 at 25, No. 27 at 10.) Defendants oppose the
reconsideration motion arguing that the term “offer”
requires a manifestation of intent to be bound which
the SEC failed to demonstrate. (Dkt. No. 53 at 9.) The
Court did not directly address this alternative theory in its
original order and based upon the additional submitted
briefing concludes that Defendants made an “offer” of
unregistered securities which violated Section 17(a).
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Section 17(a) applies to the “offer” or “sale” of securities.
15 U.S.C. § 77q. A violation of Section 17(a) does
not require a completed sale of securities. See SEC v.
American Commodity Exch., 546 F.2d 1361, 1366 (10th
Cir. 1976) (“actual sales [are] not essential” for liability to
attach under § 17(a) and § 10(b)); S.E.C. v. Tambone, 550
F.3d 106, 122 (1st Cir. 2008) (noting that “because section
17(a) applies to both sales and offers to sell securities, the
SEC need not base its claim of liability on any completed
transaction at all”).

The Court first considers the Howey factors to consider
whether Defendants' promotion of the BLV token on
their website and the Whitepaper constitutes a “security.”
On the first “investment of money” prong, Defendants'
website and Whitepaper invited or enticed potential
investors to provide digital or other currency in exchange
for BLV tokens. (Dkt. No. 3-12, Wilner Decl., Ex. 10; Dkt.
No. 3-13, Wilner Decl., Ex. 11.) This includes having a
“Buy Now” button. (Dkt. No. 3-23, Suppl. Wilner Decl.,
Ex. 1 at p. 4.) An “investment of money” can take the
form of “goods and services”, Int'l Bhd. of Teamsters v.
Daniel, 439 U.S. 551, 560 n. 12 (1979) (“This is not to say
that a person's ‘investment,’ in order to meet the definition
of an investment contract, must take the form of cash
only, rather than of goods and services”); or “exchange of
value.” Hocking, 885 F.2d at 1471. Defendants' website
and their Whitepaper's invitation to potential investors to
provide digital currency in return for BLV tokens satisfies
the first “investment of money” prong.

Here, the website promoted a “common enterprise”
because Blockvest claimed that the funds raised will be
pooled and there would be a profit sharing formula.
See Hocking, 885 F.2d at 1459 (“The participants pool
their assets; they give up any claim to profits or losses
attributable to their particular investments in return for
a pro rata share of the profits of the enterprise; and
they make their collective fortunes dependent on the
success of a single common enterprise.”). Specifically, the
Whitepaper stated that “[a]s a Blockvest token holder,
your Blockvest will generate a pro-rated share of 50% of
the profit generated quarterly as well as fees for processing
transactions.” (Dkt. No. 3-13, Wilner Decl., Ex. 11, p.
126.) The second Howey factor has been met.

Finally, as described on the website and Whitepaper, the
investors in Blockvest would be “passive” investors and
the BLV tokens would generate “passive income.” (Dtk.

No. 3-13, Wilner Decl., Ex. 11 at p. 126, 127); see
Forman, 421 U.S. at 852 (third prong is “premised on
a reasonable expectation of profits to be derived from
the entrepreneurial or managerial efforts of others”).
In conclusion, the Court determines that the SEC has
demonstrated that the promotion of the ICO of the BLV
token was a “security” and satisfies the Howey test.

Next, the Court determines whether there was an “offer”
of the BLV tokens subject to Section 17(a). The Securities
Act defines “offer” to “include every attempt or offer to
dispose of, or solicitation of an offer to buy, a security
or interest in a security for value.” 15 U.S.C. § 77b(a)
(3). Section 17(a) is “intended to cover any fraudulent
scheme in an offer or sale of securities, whether in
the course of an initial distribution or in the course
of ordinary market trading.” United States v. Naftalin,
441 U.S. 768, 778 (1979). In Naftalin, the Court found
that the statutory phrase, “in the offer or sale of any
securities,” was intended to be “define[d] broadly” and is
“expansive enough to encompass the entire selling process,
including the seller/agent transaction.” Id. at 773; see
Rubin v. United States, 449 U.S. 424, 431 (1981) (noting
that section 17(a) was enacted “to protect against fraud
and promote the free flow of information in the public
dissemination of securities” and holding that pledge of
shares of stock constitutes an “offer” or “sale” of a
security).

*8  Further, the term “offer” in securities law has a
“different and far broader” meaning than contract law.
Hocking, 885 F.2d at 1457-58; SEC v. Cavanagh, 155 F.3d
129, 135 (2d Cir. 1998) (the definition of “offer” under
15 U.S.C. § 77b(a)(3) “extends beyond the common law
contract concept of an offer” and covers the negotiations);
SEC v. Comm. Inv. & Dev. Corp. of Fla., 373 F. Supp.
1153, 1164 (S.D. Fla. 1974) (“the import of the August 10,
1971 letter was to solicit CIDC shareholders to offer to
buy part of the proposed public offering, and to encourage
CIDC shareholders to solicit non-shareholders to buy
CIDC stock. The letter constituted an ‘offer to sell’ within
the meaning of the Securities Act.”).

In Hocking, an en banc panel of the Ninth Circuit held
there were genuine issues of material fact whether the
sale of a condominium and a rental pool arrangement
by a real estate broker constituted a “security” under the
federal securities laws. Hocking, 885 F.2d at 1455. The
plaintiff purchased a unit in a condominium complex in
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Hawaii from the defendant real estate broker who sold the
property. Id. at 1451. The offer of the condominium unit
also included the availability of a rental pool arrangement
(“RPA”) where the broker told the plaintiff that the
average rental of the unit was $100 a day. Id. at 1452.
While the broker did not require the plaintiff to participate
in the RPA, the plaintiff testified that he would not
have purchased the condominium if there was no RPA.
Id. 1453. The plaintiff entered into an agreement to
purchase a unit from a prior owner and entered into
several agreements with Hotel Corporation of the Pacific
(“HCP) regarding the condominium's rental. He signed a
rental management agreement (RMA”) appointing HCP
as the exclusive agent to manage the condominium;
an Individual Agency Rental Agreement for Pooled
Operation, the RPA, which placed the unit in HCP's rental
pool; and he also subsequently signed an addendum to the
RPA. Id. at 1453.

“In attempting to determine whether a scheme involves a
security, the inquiry is not limited to the contract or other
written instrument.” Id. at 1457. The panel looked at the
package that was offered to the plaintiff and held that
there was a fact issue where Hocking had “put forward
numerous facts concerning whether the condominium sale
and rental agreements were presented to him as parts of
one transaction.” Id. at 1458. In its defense, the defendant
argued that while the broker offered the plaintiff the
condominium, the broker could not “offer” the RPA or
other rental agreements to him. Id. The court recognized
that in terms of common law contract, the broker could
not “offer” the RPA because the broker could not legally
bind HCP to enter into the RPA with the plaintiff and
the prior owners had not transferred a legally enforceable
option to join the RPA to the plaintiff. Id. at 1457.
But the Ninth Circuit stated that the term “offer” under
securities law is broader than common law contract and
even if the defendant broker could not legally bind HCP
to enter into the rental arrangements with the plaintiff, it
was “not inappropriate that [the defendant's] offerings be
judged as being what they were represented to be.” Id. at
1458. “Taken together these facts are sufficient to raise an
issue of material fact for the trier to decide whether the
RPA and other agreements were part of one scheme or
transaction [the broker] offered [the plaintiff].” Id. at 1458.

As described by one district judge, “[i]mpossibility of
performance is not dispositive to the court's determination
of whether defendants' conduct constituted an ‘offer to

sell.’ What is dispositive to the court's determination
is whether defendants' conduct conditioned the public
mind.” SEC v. Thomas D. Kienlen Corp., 755 F. Supp.
936, 940 (D. Or. 1991) (addressing “offer” under Section

5 4  of the Securities Act). In Kienlen Corp., the district
court found that a notice mailed to clients and a brochure
handed out at a meeting constituted “offers to sell”
where the defendants promoted the “[g]reater safety,”,
“improved performance,” and “[l]ower costs,” of their
offering. Id. at 940-41.

4 Sections 5(a) and 5(c) of the Securities Act prohibit
the interstate sale of unregistered securities. 15 U.S.C.
§§ 773(a) & (c). “In order to establish a Section
5 violation, [plaintiff] must point to evidence that:
(1) no registration statement was in effect as to the
securities; (2) [defendant] sold or offered to sell the
securities; and (3) the sale or offer was made through
interstate commerce.” SEC v. Phan, 500 F.3d 895, 908
(9th Cir. 2007) (quoting Berckeley Inv. Group, Ltd.
v. Colkitt, 455 F.3d 195, 212 (3d Cir. 2006)).

*9  In SEC v. Arvida Corp., 169 F. Supp. 211 (S.D.N.Y.
1958), the court found that there was an “offer to sell”
under Section 2(3) of the Securities Act, 15 U.S.C. § 77b(a)
(3), where the defendant conducted a press conference
where a spokesperson for the issuer answered reporters'
questions, including questions regarding the proposed
offering price per share. Id. at 215. The court found “the
furnishing to the press by representatives of the issuer
and the underwriters of written and oral communications
concerning the forthcoming public offering of the issuer's
securities, thereby causing the public distribution of such
information through news media, constituted an ‘offer to
sell.’ ” Id.

Defendants, in their briefs and at the hearing, argued
that an offer requires a “manifestation of intent to be
bound” but only cite to California state contract law in
support. Based on caselaw defining an “offer” under the
securities laws, Defendants' argument seeks to improperly
narrow the definition of “offer”. Under securities law and
caselaw, the definition of “offer” is broad and there is no
requirement that performance must be possible or that
the issuer must be able to legally bind a purchaser. See
Hocking, 885 F.2d at 1457; Kienlen Corp., 755 F. Supp.
at 940-41. Thus, the Court concludes that the contents
of Defendants' website, the Whitepaper and social media
posts concerning the ICO of the BLV tokens to the public
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at large constitute an “offer” of “securities” under the
Securities Act.

In responding to the TRO, Defendants only challenged
whether the BLV tokens were “securities” and did
not dispute the remaining elements of a Section 17(a)
violation. (Dkt. No. 41 at 9.) In its opposition to the
motion for reconsideration, Defendants now challenge
the other elements required to demonstrate a violation
under Section 17(a) by contending that Plaintiff failed to

demonstrate scienter 5  under Section 17(a); failed to point
to a defrauded “purchaser” under Section 17(a)(3) and did
not receive value for the sale of the security under Section
17(a)(2). The Court declines to consider new arguments
raised in an opposition to a motion for reconsideration
and not raised on preliminary injunction. See Dodds v.
BAC Home Loans Serv., LP, CV. No. 10-00371 DAE,
KSC, 2011 WL 1483971, at *9 (D. Haw. Apr. 19, 2011)
(“Plaintiff may not raise new arguments in his Opposition
for the first time.”) Consequently, on reconsideration, the
Court concludes that Plaintiff has presented a prima facie
showing of previous violations of Section 17(a).

5 Scienter is a required element of a Section 17(a)(1)
violation but not an element of a violation of Sections
17(a)(2) or (3). Aaron v. SEC, 446 U.S. 680, 697
(1980).

D. Reasonable Likelihood that the Wrong will be
Repeated
Second, the SEC argues that the Court erred by relying
on promises made by Defendant Ringgold that he would
stop the initial coin offering and provide the SEC 30
days' notice before resuming the offering because an
unenforceable promise is not a sufficient ground for
denying the injunction in light of the fact Ringgold
repeatedly made false statements in multiple venues.
Defendants argue that Plaintiff has not presented any
evidence that the wrong will likely be repeated and, in
fact, no wrongdoing has occurred since the preliminary
injunction order.

On the second factor for injunctive relief, in determining
a reasonable likelihood of future violations, the Court
must look at the totality of the circumstances concerning
Defendants and their violations. See SEC v. Murphy,
626 F.2d 633, 655 (9th Cir. 1980). “[T]he fact that illegal
conduct has ceased does not foreclose injunctive relief.”
SEC v. Koracorp Industries, Inc., 575 F.2d 692, 698

(9th Cir. 1978). “Promises of reformation and acts of
contrition are relevant in deciding whether an injunction
shall issue, but neither is conclusive or even necessarily
persuasive, especially if no evidence of remorse surfaces
until the violator is caught.” Id. In considering the totality
of the circumstances, courts should consider factors such
as “degree of scienter involved; the isolated or recurrent
nature of the infraction; the defendant's recognition
of the wrongful nature of his conduct; the likelihood,
because of defendant's professional occupation, that
future violations might occur; and the sincerity of his
assurances against future violations.” Murphy, 626 F.2d
at 655. Past violations “may give rise to an inference
that there will be future violations.” Id.; SEC v. Mgmt.
Dynamics, Inc., 515 F.2d 801, 807 (2d Cir. 1975) (“[t]he
commission of past illegal conduct is highly suggestive of
the likelihood of future violations.”).

*10  In Koracorp, the Ninth Circuit reversed the
summary judgment ruling in favor of the defendants
on the issue of whether there will be future violations.
The court noted that on the issue of the “extent of
the culpability of the several defendants” in relation to
likelihood of recurrent securities laws violations, the court
is required “to prove the defendants' states of mind”
which requires an inquiry into the “the character of past
violations” and the “bona fides of the expressed intent
to comply.” 575 F.2d at 698-99 (“Neither the character
of a defendant's past violations nor the bona fides of an
expressed intent to comply can be ascertained without
determination of the acts and conduct of each of these
defendants in connection with the securities violations.”).
Similarly, in Murphy, the Ninth Circuit affirmed the
district court grant of permanent injunction on a summary
judgment motion noting that the evidence supported an
injunction where the evidence shows that defendant had
“acted recklessly” and had repeated violations but insisted
he had done nothing wrong. Murphy, 626 F.2d at 655.
Moreover, the defendant's new venture provided him with
ample opportunity for continued violations. Id.

In its prior order, the Court considered the totality of the
circumstances, without the benefit of full discovery, and
concluded that the wrong would not be likely repeated
because Ringgold recognized that mistakes were made
and he intended to comply with the securities law and
stated in a declaration that he had ceased all efforts
to proceed with the ICO. Moreover, the Court noted
that after Defendants had retained counsel, they stopped
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making false statements about the ICO of the BLV
tokens. The Court also concluded that the SEC had not
demonstrated a prima facie case of past violations of
securities laws.

In the instant motion, the Court grants a partial
reconsideration and concludes that Plaintiff has presented
a prima facie case of violations of Section 17(a), which
creates an inference that Defendants will likely violate the
securities law in the future if not enjoined. See Mgmt.
Dynamics, Inc., 515 F.2d at 807. The misrepresentations
on Defendants' website postings include falsely claiming
their ICO has been “registered” and “approved” by the
SEC, falsely claiming their ICO has been approved or
endorsed by the CFTC and the NFA by utilizing their
logos and seals, falsely asserting they are “partnered”
with and “audited by” Deloitte, and falsely creating
a fictitious regulatory agency, the BEC, with a fake
government seal, logo, and mission statement that are
nearly identical to the SEC's seal, logo and mission
statement. Ringgold does not dispute that these false
representations were on the website; instead, he claims
that mistakes were made. (Dkt. No. 24, Ringgold Decl.
¶ 14.) The Court recognizes that Defendants could have
reasonably made a mistake as to their SEC filings as
they had hired a compliance attorney; however, the Court
questions Defendants' mistake concerning the creation of
fictitious agency, BEC, utilizing a nearly identical seal,
logo and mission statement as the SEC to provide a false
appearance that the ICO had regulatory approval and was
safe.

Moreover, in the motion to withdraw as counsel, defense
counsel explained that the firm found it necessary to
terminate representation due to, inter alia, Defendants
instructing defense counsel to file certain documents that
counsel could not certify under Federal Rule of Civil

Procedure 11. 6  (Dkt. No. 47-1, Morris Decl. ¶¶ 8, 9.) In
fact, when defense counsel declined to file the documents,
Defendants attempted to file such documents with the
Court without counsel's permission or signature and the
documents were rejected by the Court Clerk. (Id. ¶ 9.)
While Defendants have been notified of defense counsel's
intention to withdraw as well as the pending motion to
withdraw as counsel, they have yet to find substitute
counsel. In light of the Court's order granting defense
counsel's motion to withdraw as counsel, the Court has
concerns whether Defendants will resume their prior
alleged fraudulent conduct.

6 Rule 11 provides,
By presenting to the court a pleading, written
motion, or other paper--whether by signing, filing,
submitting, or later advocating it--an attorney or
unrepresented party certifies that to the best of
the person's knowledge, information, and belief,
formed after an inquiry reasonable under the
circumstances:
(1) it is not being presented for any improper
purpose, such as to harass, cause unnecessary
delay, or needlessly increase the cost of litigation;
(2) the claims, defenses, and other legal contentions
are warranted by existing law or by a nonfrivolous
argument for extending, modifying, or reversing
existing law or for establishing new law;
(3) the factual contentions have evidentiary support
or, if specifically so identified, will likely have
evidentiary support after a reasonable opportunity
for further investigation or discovery; and
(4) the denials of factual contentions are warranted
on the evidence or, if specifically so identified, are
reasonably based on belief or a lack of information.

Fed. R. Civ. P. 11

*11  Thus, in consideration the totality of the
circumstances concerning Defendants and their alleged
Section 17(a) violations, and because Ringgold sought to
file documents that were not in compliance with Rule
11, the Court reconsiders its ruling and concludes that
there is a reasonable likelihood of future violations of
Section 17(a) based on newly developed facts under Rule
59. Moreover, because Ringgold, in his opposition, agreed
to stop pursuing the ICO and to stop violating securities
laws, (Dkt. No. 24, Ringgold Decl. ¶¶ 16, 17), a narrow
injunction limited to Section 17(a) violations until a trial
is held will not be burdensome on Defendants.

Conclusion

Based on the above, the Court GRANTS Plaintiff's
motion for partial reconsideration on Section 17(a) of
the Securities Act of 1933 and GRANTS Plaintiff's
motion for preliminary injunction. Accordingly, IT IS
HEREBY FURTHER ORDERED that Defendants
Blockvest and Ringgold are preliminarily enjoined from
violating Section 17(a) of the Securities Act [15 U.S.C.
§ 77q(a)] in the offer or sale of any security by the
use of any means or instruments of transportation or
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communication in interstate commerce or by use of the
mails, directly or indirectly:

(a) to employ any device, scheme, or artifice to defraud;

(b) to obtain money or property by means of any
untrue statement of a material fact or any omission of a
material fact necessary in order to make the statements
made, in light of the circumstances under which they
were made, not misleading; or

(c) to engage in any transaction, practice, or course of
business which operates or would operate as a fraud or
deceit upon the purchaser.

IT IS SO ORDERED.

All Citations

Slip Copy, 2019 WL 625163

End of Document © 2019 Thomson Reuters. No claim to original U.S. Government Works.
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UNITED STATES OF AMERICA 
Before the 

SECURITIES AND EXCHANGE COMMISSION 
 
SECURITIES EXCHANGE ACT OF 1934 
Release No. 84553 / November 8, 2018 
 
ADMINISTRATIVE PROCEEDING 
File No. 3-18888 
 
 
In the Matter of 
 

ZACHARY COBURN,   
 
Respondent. 

ORDER INSTITUTING CEASE-AND-
DESIST PROCEEDINGS PURSUANT TO 
SECTION 21C OF THE SECURITIES 
EXCHANGE ACT OF 1934, MAKING 
FINDINGS, AND IMPOSING A CEASE-
AND-DESIST ORDER  

  
I. 

 The Securities and Exchange Commission (“Commission”) deems it appropriate that 
cease-and-desist proceedings be, and hereby are, instituted pursuant to Section 21C of the 
Securities Exchange Act of 1934 (“Exchange Act”) against Zachary Coburn (“Coburn” or 
“Respondent”).   

II. 

 In anticipation of the institution of these proceedings, Respondent has submitted an Offer 
of Settlement (the “Offer”), which the Commission has determined to accept.  Solely for the 
purpose of these proceedings and any other proceedings brought by or on behalf of the 
Commission, or to which the Commission is a party, and without admitting or denying the 
findings herein, except as to the Commission’s jurisdiction over them and the subject matter of 
these proceedings, which are admitted, and except as provided herein in Section V, Respondent 
consents to the entry of this Order Instituting Cease-and-Desist Proceedings Pursuant to Section 
21C of the Securities Exchange Act of 1934, Making Findings, and Imposing a Cease-and-Desist 
Order (“Order”), as set forth below.   

III. 

 On the basis of this Order and Respondent’s Offer, the Commission finds1 that: 

Summary 

1. As described more fully below, EtherDelta is an online platform that allows buyers and 
sellers to trade certain digital assets – Ether and “ERC20 tokens” – in secondary market trading.  
ERC20 tokens refer to digital assets issued and distributed on the Ethereum Blockchain using the 
                                                           
1  The findings herein are made pursuant to Respondent's Offer of Settlement and are not binding on any other 
person or entity in this or any other proceeding. 



WHISTLEBLOWER LAW SYMPOSIUM: QUI TAM, SEC, CFTC AND IRS WHISTLEBLOWER CLAIMS UPDATE

342 of 358

 

2 
 

ERC20 protocol, which is the standard coding protocol currently used by a significant majority 
of issuers in Initial Coin Offerings (“ICOs”).2   

2.  EtherDelta’s website, launched by Coburn on July 12, 2016, provides a user-friendly 
interface to EtherDelta and resembles online securities trading platforms.  For example, the 
website makes token “pairs”3 available for trading, provides access to the EtherDelta order book, 
and displays the current, top 500 firm bids and offers by symbol, price, and size.  The website 
also displays account information for users of the EtherDelta platform (“Users”) (tracked by the 
User’s Ethereum address and maintained in an internal ledger) and provides fields for Users to 
input trading interest in any token pair.  Users may enter orders to buy or sell specified quantities 
of any ERC20 token at a specified price (in Ether) and with a specified time-in-force.  The 
website also displays to Users market depth4 charts and a list of confirmed trades. 

3.  On July 25, 2017, the Commission issued its Report of Investigation Pursuant To 
Section 21(a) Of The Securities Exchange Act of 1934: The DAO (Exchange Act Rel. No. 81207) 
(July 25, 2017) (the “DAO Report”).  In the DAO Report, the Commission advised that a 
platform that offers trading of digital assets that are securities and operates as an “exchange,” as 
defined by the federal securities laws, must register with the Commission as a national securities 
exchange or be exempt from registration.    

4.  From July 12, 2016 to December 15, 2017 (the “Relevant Period”), more than 3.6 
million buy and sell orders in ERC20 tokens that included securities as defined by Section 
3(a)(10) of the Exchange Act were traded on EtherDelta, of which approximately 92% (3.3 
million) were traded during the period following the DAO Report.     

                                                           
2  An ICO is a term that describes the offer and sale of digital assets issued and distributed on a blockchain.  A 
blockchain is a type of distributed ledger, or peer-to-peer database spread across a network, that records all 
transactions in the network in theoretically unchangeable, digitally-recorded data packages called blocks.  Each 
block contains a batch of records of transactions, including a timestamp and a reference to the previous block, 
linking the blocks together in a chain.  The system relies on cryptographic techniques for secure recording of 
transactions.  A blockchain can be shared and accessed by anyone with appropriate permissions.  The Ethereum 
Blockchain is an open, or permissionless, blockchain that is a record of events resulting from the execution of code 
(smart contracts) on the Ethereum Blockchain.  ERC20 refers to a specific Ethereum token issuing protocol, 
formally adopted by the Ethereum network in September 2017, and used on the Ethereum Blockchain.  (ERC stands 
for Ethereum Request for Comments and 20 is the unique identification used to distinguish this coding standard 
from other standards.)  The ERC20 token standard, created in November 2015, “allows any token on Ethereum to be 
re-used by other applications: from wallets to decentralized exchanges” and “provides basic functionality to transfer 
tokens, as well as allow tokens to be approved so they can be spent by another on-chain third party.”  See Fabian 
Vogelsteller and Vitalik Buterin, ERC-20 Token Standard, November 19, 2015, 
https://github.com/ethereum/EIPs/blob/master/EIPS/eip-20.md.  The widespread adoption of the ERC20 token 
standard has also led developers to design applications, such as EtherDelta, that are compatible with any ERC20 
token. 
3  Token pair refers to a trade between one digital asset and either another digital asset or fiat currency.  On 
EtherDelta, the only token pairs available for trading were those between a particular ERC20 token and Ether.   
 
4  The term “market depth” refers to the number of open buy and sell orders for a particular token at different prices, 
and provides an indication of a particular token’s liquidity.   
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5.  As discussed further below, EtherDelta meets the criteria of an “exchange” as defined 
by Section 3(a)(1) of the Exchange Act and Rule 3b-16 thereunder.  During the Relevant Period, 
EtherDelta was not registered with the Commission as a national securities exchange and it did 
not operate pursuant to any exemption from registration.  As a result, and as discussed further 
below, Coburn should have known that his actions would contribute to EtherDelta’s violations 
and thus, under Exchange Act Section 21C(a), caused EtherDelta to violate Section 5 of the 
Exchange Act. 

 

Respondent 

6.  Coburn, age 31, is a resident of Chicago, Illinois.  From September 2010 to June 2015, 
Coburn was a registered representative with a Chicago-based options trading firm that was a 
broker-dealer registered with the Commission.  In approximately June 2015, Coburn left that 
firm to pursue his own business interests.  In March 2016, he created EtherOpt, an online 
platform for trading options and, in July 2016, he created EtherDelta.5  In November 2017, 
Coburn entered into an agreement to sell EtherDelta to foreign buyers and, as of December 16, 
2017, Coburn ceased to collect any fees from Users of the platform.   Coburn does not currently 
operate EtherDelta.  

Facts 

The EtherDelta Website and Hours of Operations 

7.  As seen below, the EtherDelta website had features similar to online securities trading 
platforms.  For each Ether/ERC20 token pair available for trading on EtherDelta, the website 
provided access to the EtherDelta order book and displayed the top 500 orders to buy and orders 
to sell, sorted by price and color (buy orders are green and sell orders are red).  The website 
provided User account information and provided fields for Users to input deposit, withdrawal, 
and trading interest.  The website also provided Users’ daily transaction volumes per token, 
market depth charts, and a list of User’s confirmed trades.   

8.  During the Relevant Period, the EtherDelta platform was available to anyone, 
including U.S. persons, and had no specified hours of operation.  As long as EtherDelta’s 
website was operational, Users could interact directly with the EtherDelta smart contract or enter 
orders and trade tokens through the website 24 hours a day, seven days a week.   

                                                           
5  In late 2016, Coburn shut down EtherOpt’s operations.  
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The EtherDelta Smart Contract  

9.  EtherDelta’s business operations are defined and executed by EtherDelta’s “smart 
contract”6 that runs on the Ethereum Blockchain.  The EtherDelta smart contract consists of 
coded functions7 that allow for, among other things, the trading of any Ether/ ERC20 token pair.8  
On July 8, 2016, Coburn deployed the code for the first EtherDelta smart contract, written in the 
programming language Solidity, onto the Ethereum Blockchain.  When it was deployed, the 
EtherDelta smart contract created an Ethereum Blockchain address, where the smart contract 
“resides.”9  

                                                           
6  A “smart contract” has been defined as: 

a computerized transaction protocol that executes terms of a contract.  The general objectives of smart 
contract design are to satisfy common contractual conditions (such as payment terms, liens, confidentiality, 
and even enforcement), minimize exceptions both malicious and accidental, and minimize the need for 
trusted intermediaries.  Related economic goals include lowering fraud loss, arbitrations and enforcement 
costs, and other transaction costs.   

See Nick Szabo, Smart Contracts, 1994, http://www.virtualschool.edu/mon/Economics/SmartContracts.html. 
7 A function is the name given to pieces of code or a group of programming statements for easy reference or use.   
8  Users who are nodes (or connected to nodes) on the Ethereum Blockchain can interact directly with the EtherDelta 
smart contract, which is publicly-available on github.com.  Alternatively, during the Relevant Period, Users could 
interact with the EtherDelta smart contract through a user-friendly interface created by Coburn, called The 
EtherDelta Graphic User Interface (“EtherDelta GUI” or “website”) (accessible at the URL www.etherdelta.com).  
EtherDelta’s website, allowed Users to interact with the EtherDelta smart contract without having to be a node on 
the Ethereum Blockchain and without having to understand the details of blockchain technology.  
9 Only the person with access to the private key for the “administrator account” identified in the EtherDelta smart 
contract can alter the EtherDelta smart contract; this access was limited to changing the permissible fees or the 
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10.  Because the EtherDelta smart contract runs on the Ethereum Blockchain, every 
interaction with EtherDelta by a User requires the User to send a message to the Ethereum 
Blockchain mining network to be executed on the EtherDelta smart contract.10  When Ethereum 
Blockchain miners run the EtherDelta smart contract, the smart contract applies a preexisting set 
of rules (i.e., its code) to given inputs.  If the User’s message results in a change of state to the 
Ethereum Blockchain, such as through a User request to move or withdraw ERC20 tokens to and 
from the EtherDelta smart contract, or through a User request to trade on the EtherDelta 
platform, among other things, the Ethereum Blockchain miners then record that change of state, 
i.e., reflecting the transfer of Ether and/or ERC20 tokens to and from addresses, to the Ethereum 
Blockchain.  If the User’s message does not result in a change of state, such as through a User 
request to check the balance of the User’s Ethereum address on EtherDelta, there is no change of 
state recorded to the Ethereum Blockchain.   

EtherDelta User Eligibility  

11.  As a prerequisite for submitting an order to the platform, a User must first have an 
Ethereum wallet address that is capable of sending messages to the Ethereum Blockchain.  Users 
may create a new wallet address through EtherDelta’s website or by using other wallet software 
that is compatible with EtherDelta.  Users trade on EtherDelta pseudonymously by using one or 
more Ethereum addresses, each a unique string of numbers and letters.  Users must also 
demonstrate that they have available ERC20 tokens or Ether to trade on EtherDelta.   

Tokens Eligible for Trading and EtherDelta’s “Official Listings” 

12.  Users may enter orders to buy or sell any token that is ERC20 compliant.  Coburn 
purposely wrote the EtherDelta smart contract to include the ERC20 token coding standard and 
there are no rules set forth in the smart contract that limit a User from trading any particular 
ERC20 token on EtherDelta.   

13.  During the Relevant Period, EtherDelta maintained a list of “official [token] listings, 
a select list of ERC20 Tokens that were available for trading on EtherDelta.”  Prior to identifying 
a token as an official listing, Coburn requested certain information from a token issuer (e.g., the 
token’s name, associated website URL, and a paragraph describing the token) and performed his 
own due diligence on these tokens.  Official listings appeared on a drop down menu on a sidebar 

                                                                                                                                                                                           
address of the fee account.  At all times during the Relevant Period, Coburn was the only person with access to that 
private key and therefore, was the only person that had the ability to alter the EtherDelta smart contract.  
10  Anyone can interact with the Ethereum Blockchain by transmitting a cryptographically-secured message to the 
Blockchain.  That message can be “state-changing” in that it can request that a particular smart contract on the 
Ethereum Blockchain perform a certain function that results in a change of state of the Blockchain.  A state-
changing message is also referred to as a “Send.”  Alternatively, a message can simply request information already 
written to the Blockchain, and not result in a change to the state of the Blockchain.  That type of message is referred 
to as a “Call.”  Any Send must first be validated and the resulting change of state recorded to the Blockchain by the 
“mining” activities of a network of Ethereum “miners,” which are computing nodes on the Blockchain.  A Send 
generally requires the payment of “gas,” or a fee paid in Ether to the Ethereum miners.  Generally (but not always), 
the speed at which a transaction is mined on the Ethereum Blockchain is determined by the amount of gas paid by 
the sender of a transaction to the mining network; the higher the gas price paid for the transaction, the faster a 
transaction is likely to be mined.  The gas price is set by the sender at the time the message is sent to the network.  
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on EtherDelta’s website for easy User accessibility.  During the Relevant Period, EtherDelta had 
approximately 500 official token listings.   

The EtherDelta Order Book  

14.  With respect to a given order, an EtherDelta User is identified as either a “maker” or 
“taker” on the EtherDelta platform.  A maker is someone that posts an order to buy or sell a 
particular ERC20 token on the EtherDelta website, which signals to other Users their intention to 
trade a particular token at a specific price, size, and time.  A taker is someone seeking to become 
the counterparty to a maker’s order on the platform.  

Order Types and Order Entry 

15.  The only order type available on EtherDelta is a limit order to buy or sell a token at a 
specific price.  There are no market orders.11  Users indicate their interest to buy or sell a token 
by entering a buy or sell order.  At the time an order is entered, Users provide the following 
information onto the EtherDelta’s website: token symbol, size, price and time-in-force (measured 
in “blocks”).12   

16.  Unlike other operations on EtherDelta, entering an order on EtherDelta does not 
change the state of the Ethereum Blockchain and, as a result, there is no gas fee (paid in Ether to 
the Ethereum miners) associated with entering an order on EtherDelta.  Rather, all orders are 
stored in EtherDelta’s order book, which resides on a centralized server maintained by 
EtherDelta and not on the Ethereum Blockchain.13  As discussed above, for each token pair, 
EtherDelta’s website displays only the top 500 buy and sell orders, sorted by price and order type 
(buy or sell).  

Order Execution and the Order Book 

17.  All orders on EtherDelta must be acted upon by a taker for a trade to occur.  When a 
taker seeks to trade with a maker’s order, the taker, through the EtherDelta website interface, 
clicks on an order displayed on EtherDelta’s order book and enters the size of the order.  This 
pairs the maker’s cryptographically-signed intent to trade (i.e., the maker order) with the taker’s 
cryptographically-signed intent to trade (i.e., the taker’s order) and instructs the Ethereum 
Blockchain miners to run the EtherDelta smart contract, which automatically performs certain 
checks.     

18.  No further confirmation or action is required by the taker for the taker’s message to 
be executed by the smart contract and for a trade to occur.  The smart contract checks that the 
messages are valid (contain valid cryptographic signatures), confirms the conditions of the orders 
(i.e., orders have not expired or been canceled) and that both Users have sufficient funds and/or 

                                                           
11  A market order is an order to buy or sell a stock at the best available price.   
 
12  As blocks are written to the Ethereum Blockchain, they are sequentially numbered.  A User can specify that an 
order expire after a certain numbered block is written to the Ethereum Blockchain.  
13  To promote trade volume, EtherDelta did not charge fees to enter maker orders.      
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tokens to complete the trade.  If the messages are valid and there are sufficient funds and/or 
tokens, the trade is executed and the smart contract will update the smart contract’s internal 
ledger to reflect the trade.  The maker order will remain displayed on EtherDelta’s website until 
the miners write the trade and post it to the Ethereum Blockchain.  Thereafter, information 
displayed on the EtherDelta order book and website is updated.  

19.  When a taker clicks on a maker’s order, this action will automatically result in a 
trade unless:  (1) there are insufficient funds and/or tokens to complete the trade or pay the gas 
fee; (2) a competing taker’s order is confirmed on the Blockchain first; (3) the maker’s order has 
expired; or (4) the maker or taker’s order has been cancelled.14 

Notices to Users 

20.  During the Relevant Period, EtherDelta Users were kept apprised of key events and 
other announcements regarding the platform’s operations through an official EtherDelta Twitter 
handle and Coburn’s posts on Reddit.15  Coburn also responded to User questions through an 
official “Gitter channel,” a public internet forum for Users and EtherDelta representatives to post 
written questions and answers about EtherDelta’s operations.     

21.  In posts on Reddit, Coburn explained that:  “[a]t a high level, EtherDelta functions 
just like a normal exchange” and “[l]ike any other exchange, EtherDelta has an order book of 
resting orders.”16  However, unlike a traditional exchange, “[t]here is no ‘exchange owner’ 
holding your funds.  Hence, [EtherDelta is] decentralized.... Centralized exchanges won't be able 
to show you verified business logic [in a publicly verified smart contract].” 

Platform Fees 

22.  To promote trade volume, EtherDelta did not charge a fee to a maker for placing an 
order.  Takers, on the other hand, were charged 0.3% of a transaction’s trade volume.17   

 

 

                                                           
14 In order to test a trade’s availability, Users can send a “Call” message to the Ethereum Blockchain requesting the 
size available for a particular order or the amount of funds and/or tokens available in a particular User’s Ethereum 
address.   
  
15 See Coburn, EtherDelta Guides for First Time Users, Reddit, 
https://www.reddit.com/r/EtherDelta/comments/6hrxjw/etherdelta_guides_for_first_time_users/. 
 
16 See Coburn, Smart contract overview, Reddit, 
https://www.reddit.com/r/EtherDelta/comments/6kdiyl/smart_contract_overview/; Coburn, Announcing EtherDelta: 
a decentralized trading platform for Ethereum tokens, Reddit, 
https://www.reddit.com/r/ethtrader/comments/4sk25y/announcing_etherdelta_a_decentralized_trading/.   
 
17 Platform fees paid by Users were held in an Ethereum address identified as the “fee account” in the EtherDelta 
smart contract and were paid in the digital asset being given by the taker of a transaction.   
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Legal Analysis 

A. EtherDelta Violated Section 5 of the Exchange Act  

23.  Section 5 of the Exchange Act makes it unlawful for any broker, dealer, or exchange, 
directly or indirectly, to effect any transaction in a security, or to report any such transaction, in 
interstate commerce, unless the exchange is registered as a national securities exchange under 
Section 6 of the Exchange Act, or is exempted from such registration.  Section 3(a)(1) of the 
Exchange Act defines an “exchange” as “any organization, association, or group of persons, 
whether incorporated or unincorporated, which constitutes, maintains, or provides a market place 
or facilities for bringing together purchasers and sellers of securities or for otherwise performing 
with respect to securities the functions commonly performed by a stock exchange as that term is 
generally understood, and includes the market place and the market facilities maintained by such 
exchange.” 15 USC § 78c(a)(1).   
 

24.  Exchange Act Rule 3b-16(a) provides a functional test to assess whether a trading 
system meets the definition of exchange under Section 3(a)(1) of the Exchange Act.  Exchange 
Act Rule 3b-16(a) provides that an organization, association, or group of persons shall be 
considered to constitute, maintain, or provide “a market place or facilities for bringing together 
purchasers and sellers of securities or for otherwise performing with respect to securities the 
functions commonly performed by an exchange” as those terms are used in Section 3(a)(1) of the 
Exchange Act if such an organization, association, or group of persons:  (1) brings together the 
orders for securities of multiple buyers and sellers; and (2) uses established, non-discretionary 
methods (whether by providing a trading facility or by setting rules) under which such orders 
interact with each other, and the buyers and sellers entering such orders agree to the terms of the 
trade.18 

 
25.  A system that meets the criteria of Exchange Act Rule 3b-16(a), and is not excluded 

under Exchange Act Rule 3b-16(b), must register, pursuant to Section 5 of the Exchange Act, as 
a national securities exchange under Section 6 of the Exchange Act19 or operate pursuant to an 
appropriate exemption.  One of the available exemptions is for alternative trading systems 
(“ATSs”).20  Exchange Act Rule 3a1-1(a)(2) exempts from the definition of “exchange” under 

                                                           
18  See 17 CFR 240.3b-16(a).  The Commission adopted Exchange Act Rule 3b-16(b) to explicitly exclude certain 
systems that the Commission believed did not meet the exchange definition.  These systems include systems that 
merely route orders to other execution facilities and systems that allow persons to enter orders for execution against 
the bids and offers of a single dealer system.  See Securities Exchange Act Rel. No. 40760 (Dec. 8, 1998), 63 FR 
70844 (Dec. 22, 1998) (Regulation of Exchanges and Alternative Trading Systems, hereinafter “Regulation ATS 
Adopting Release”), at 70852.   
 
19 See 15 U.S.C. §§ 78e and 78f.  A “national securities exchange” is an exchange registered as such under Section 6 
of the Exchange Act. 
 
20  Rule 300(a) of Regulation ATS provides that an ATS is “any organization, association, person, group of persons, 
or system:  (1) [t]hat constitutes, maintains, or provides a market place or facilities for bringing together purchasers 
and sellers of securities or for otherwise performing with respect to securities the functions commonly performed by 
a stock exchange within the meaning of [Exchange Act Rule 3b-16]; and (2) [t]hat does not: (i) [s]et rules governing 
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Section 3(a)(1) an organization, association, or group of persons that complies with Regulation 
ATS.21  Regulation ATS requires an ATS to, among other things, register as a broker-dealer, file 
a Form ATS with the Commission to notice its operations, and establish written safeguards and 
procedures to protect subscribers’ confidential trading information.  An ATS that complies with 
Regulation ATS and operates pursuant to the Rule 3a1-1(a)(2) exemption would not be required 
by Section 5 to register as a national securities exchange. 

26.  EtherDelta satisfied the criteria of Exchange Act Rule 3b-16(a) and is not excluded 
under Rule 3b-16(b).  During the Relevant Period, EtherDelta operated as a market place for 
bringing together the orders of multiple buyers and sellers in tokens that included securities as 
defined by Section 3(a)(10) of the Exchange Act.  The purchasers of such digital tokens invested 
money with a reasonable expectation of profits, including through the increased value of their 
investments in secondary trading, based on the managerial efforts of others.  See DAO Report; SEC 
v. Edwards, 540 U.S. 389, 393 (2004); SEC v. W.J. Howey Co., 328 U.S. 293, 301 (1946).  As 
discussed above, EtherDelta brought together orders by receiving and storing orders in tokens in 
the EtherDelta order book and displaying the top 500 orders (including token symbol, size, and 
price) as bids and offers on the EtherDelta website.  EtherDelta provided the means for these 
orders to interact and execute through the combined use of the EtherDelta website, order book, 
and pre-programmed trading protocols defined in the EtherDelta smart contract.  These 
established non-discretionary methods allowed Users to agree upon the terms of their trades in 
tokens on EtherDelta during the Relevant Period.   

27. Despite operating as a Rule 3b-16(a) system, EtherDelta did not register as a national 
securities exchange or operate pursuant to an exemption from such registration.  Accordingly, 
EtherDelta violated Section 5 of the Exchange Act.   

 
B. Coburn Caused EtherDelta to Violate Section 5 of the Exchange Act 

28.  During the relevant period, Coburn founded EtherDelta, wrote and deployed the 
EtherDelta smart contract to the Ethereum Blockchain, and exercised complete and sole control 
over EtherDelta’s operations, including over the operations constituting the violations described 
above.  Coburn should have known that his actions would contribute to EtherDelta’s violations 
and thus, under Exchange Act Section 21C(a), caused EtherDelta to violate Section 5 of the 
Exchange Act. 

  

 

 
                                                                                                                                                                                           
the conduct of subscribers other than the conduct of subscribers’ trading on such [ATS]; or (ii) [d]iscipline 
subscribers other than by exclusion from trading.” 

21  See 17 CFR 240.3a1-1(a)(2).  Rule 3a1-1 also provides exemptions from the definition of “exchange” for any 
ATS operated by a national securities association, and any ATS not required to comply with Regulation ATS 
pursuant to Rule 301(a) of Regulation ATS.  See 17 CFR 240.3a1-1(a)(1) and (3).  Neither of these exemptions are 
applicable in the present matter.      
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Respondent’s Remedial Efforts 

29.  In determining to accept the Offer, including the decision not to impose a greater 
penalty, the Commission considered remedial acts promptly undertaken by Respondent and 
cooperation afforded the Commission staff.  Coburn’s efforts facilitated the staff’s 
investigation involving an emerging technology.   

  
IV. 

 In view of the foregoing, the Commission deems it appropriate and in the public 
interest to impose the sanctions agreed to in Respondent’s Offer.   

Accordingly, pursuant to Section 21C of the Exchange Act, it is hereby ordered that:  

A. Respondent Coburn cease and desist from committing or causing any violations and 
any future violations of Section 5 of the Exchange Act. 

B.  Respondent Coburn shall pay disgorgement of $300,000 and prejudgment interest 
of $13,000, for a total of $313,000, to the Securities and Exchange Commission for transfer to 
the United States Treasury subject to Exchange Act Section 21F(g)(3).  If timely payment is not 
made, additional interest shall accrue pursuant to SEC Rule of Practice 600.   

C.  Respondent Coburn shall, within 10 days of this Order, pay a civil money penalty 
of $75,000 to the Securities and Exchange Commission for transfer to the United States Treasury 
subject to Exchange Act Section 21F(g)(3).  If timely payment is not made, additional interest 
shall accrue pursuant to 31 U.S.C. §3717.   

D. Payments under this Order must be made in one of the following ways:   

1. Respondent may transmit payment electronically to the Commission, 
which will provide detailed ACH transfer/Fedwire instructions upon 
request;  

 
2. Respondent may make direct payment from a bank account via Pay.gov 

through the SEC website at http://www.sec.gov/about/offices/ofm.htm; or 
 
3. Respondent may pay by certified check, bank cashier’s check, or United 

States postal money order, made payable to the Securities and Exchange 
Commission and hand-delivered or mailed to:  

 
Enterprise Services Center 
Accounts Receivable Branch 
HQ Bldg., Room 181, AMZ-341 
6500 South MacArthur Boulevard 
Oklahoma City, OK 73169 

Payments by check or money order must be accompanied by a cover letter identifying Zachary 
Coburn as Respondent in these proceedings, and the file number of these proceedings; a copy of 
the cover letter and check or money order must be sent to Robert A. Cohen, Chief, Cyber Unit, 
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Division of Enforcement, Securities and Exchange Commission, 100 F Street, NE, Washington, 
DC  20549, or such other person or address as the Commission staff may provide.    

 E.  Amounts ordered to be paid as civil money penalties pursuant to this Order shall 
be treated as penalties paid to the government for all purposes, including all tax purposes.  To 
preserve the deterrent effect of the civil penalty, Respondent agrees that in any Related Investor 
Action, he shall not argue that he is entitled to, nor shall he benefit by, offset or reduction of any 
award of compensatory damages by the amount of any part of Respondent’s payment of a civil 
penalty in this action ("Penalty Offset").  If the court in any Related Investor Action grants such 
a Penalty Offset, Respondent agrees that he shall, within 30 days after entry of a final order 
granting the Penalty Offset, notify the Commission's counsel in this action and pay the amount of 
the Penalty Offset to the Securities and Exchange Commission.  Such a payment shall not be 
deemed an additional civil penalty and shall not be deemed to change the amount of the civil 
penalty imposed in this proceeding.  For purposes of this paragraph, a "Related Investor Action" 
means a private damages action brought against Respondent by or on behalf of one or more 
investors based on substantially the same facts as alleged in the Order instituted by the 
Commission in this proceeding. 

F.  Respondent acknowledges that the Commission is not imposing a civil penalty in 
excess of $75,000 based upon his cooperation in a Commission investigation and his agreement 
to testify in any related enforcement action.  If at any time following the entry of the Order, the 
Division of Enforcement (“Division”) obtains information indicating that Respondent knowingly 
provided materially false or misleading information or materials to the Commission or in a 
related proceeding, the Division may, at its sole discretion and with prior notice to the 
Respondent, petition the Commission to reopen this matter and seek an order directing that the 
Respondent pay an additional civil penalty.  Respondent may contest by way of defense in any 
resulting administrative proceeding whether he knowingly provided materially false or 
misleading information, but may not:  (1) contest the findings in the Order; or (2) assert any 
defense to liability or remedy, including, but not limited to, any statute of limitations defense. 
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V. 

It is further Ordered that, solely for purposes of exceptions to discharge set forth in Section 
523 of the Bankruptcy Code, 11 U.S.C. §523, the findings in this Order are true and admitted by 
Coburn, and further, any debt for disgorgement, prejudgment interest, civil penalty or other 
amounts due by Coburn under this Order or any other judgment, order, consent order, decree or 
settlement agreement entered in connection with this proceeding, is a debt for the violation by 
Coburn of the federal securities laws or any regulation or order issued under such laws, as set forth 
in Section 523(a)(19) of the Bankruptcy Code, 11 U.S.C. §523(a)(19). 

 
 By the Commission. 

 
       Brent J. Fields 

        Secretary 
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Digital Asset Transactions: When Howey Met
Gary (Plastic)

San Francisco, CA

June 14, 2018

Remarks at the Yahoo Finance All Markets Summit: Crypto

Thank you Andy. I am pleased to be here today.[1] This event provides a great opportunity to address a topic that
is the subject of considerable debate in the press and in the crypto-community – whether a digital asset offered as
a security can, over time, become something other than a security.[2]

To start, we should frame the question differently and focus not on the digital asset itself, but on the circumstances
surrounding the digital asset and the manner in which it is sold. To that end, a better line of inquiry is: “Can a digital
asset that was originally offered in a securities offering ever be later sold in a manner that does not constitute an
offering of a security?” In cases where the digital asset represents a set of rights that gives the holder a financial
interest in an enterprise, the answer is likely “no.” In these cases, calling the transaction an initial coin offering, or
“ICO,” or a sale of a “token,” will not take it out of the purview of the U.S. securities laws.

But what about cases where there is no longer any central enterprise being invested in or where the digital asset is
sold only to be used to purchase a good or service available through the network on which it was created? I
believe in these cases the answer is a qualified “yes.” I would like to share my thinking with you today about the
circumstances under which that could occur.

Before I turn to the securities law analysis, let me share what I believe may be most exciting about distributed
ledger technology – that is, the potential to share information, transfer value, and record transactions in a
decentralized digital environment. Potential applications include supply chain management, intellectual property
rights licensing, stock ownership transfers and countless others. There is real value in creating applications that
can be accessed and executed electronically with a public, immutable record and without the need for a trusted
third party to verify transactions. Some people believe that this technology will transform e-commerce as we know
it. There is excitement and a great deal of speculative interest around this new technology. Unfortunately, there
also are cases of fraud. In many regards, it is still “early days.”

But I am not here to discuss the promise of technology – there are many in attendance and speaking here today
that can do a much better job of that. I would like to focus on the application of the federal securities laws to digital
asset transactions – that is how tokens and coins are being issued, distributed and sold. While perhaps a bit dryer

William Hinman 
Director, Division of Corporation Finance

Speech



WHISTLEBLOWER LAW SYMPOSIUM: QUI TAM, SEC, CFTC AND IRS WHISTLEBLOWER CLAIMS UPDATE

354 of 358

2/15/2019 SEC.gov | Digital Asset Transactions: When Howey Met Gary (Plastic)

https://www.sec.gov/news/speech/speech-hinman-061418 2/6

than the promise of the blockchain, this topic is critical to the broader acceptance and use of these novel
instruments.

I will begin by describing what I often see. Promoters,[3] in order to raise money to develop networks on which
digital assets will operate, often sell the tokens or coins rather than sell shares, issue notes or obtain bank
financing. But, in many cases, the economic substance is the same as a conventional securities offering. Funds
are raised with the expectation that the promoters will build their system and investors can earn a return on the
instrument – usually by selling their tokens in the secondary market once the promoters create something of value
with the proceeds and the value of the digital enterprise increases.

When we see that kind of economic transaction, it is easy to apply the Supreme Court’s “investment contract” test
first announced in SEC v. Howey.[4] That test requires an investment of money in a common enterprise with an
expectation of profit derived from the efforts of others. And it is important to reflect on the facts of Howey. A hotel
operator sold interests in a citrus grove to its guests and claimed it was selling real estate, not securities. While the
transaction was recorded as a real estate sale, it also included a service contract to cultivate and harvest the
oranges. The purchasers could have arranged to service the grove themselves but, in fact, most were passive,
relying on the efforts of Howey-in-the-Hills Service, Inc. for a return. In articulating the test for an investment
contract, the Supreme Court stressed: “Form [is] disregarded for substance and the emphasis [is] placed upon
economic reality.”[5] So the purported real estate purchase was found to be an investment contract – an
investment in orange groves was in these circumstances an investment in a security.

Just as in the Howey case, tokens and coins are often touted as assets that have a use in their own right, coupled
with a promise that the assets will be cultivated in a way that will cause them to grow in value, to be sold later at a
profit. And, as in Howey – where interests in the groves were sold to hotel guests, not farmers – tokens and coins
typically are sold to a wide audience rather than to persons who are likely to use them on the network.

In the ICOs I have seen, overwhelmingly, promoters tout their ability to create an innovative application of
blockchain technology. Like in Howey, the investors are passive. Marketing efforts are rarely narrowly targeted to
token users. And typically at the outset, the business model and very viability of the application is still uncertain.
The purchaser usually has no choice but to rely on the efforts of the promoter to build the network and make the
enterprise a success. At that stage, the purchase of a token looks a lot like a bet on the success of the enterprise
and not the purchase of something used to exchange for goods or services on the network.

As an aside, you might ask, given that these token sales often look like securities offerings, why are the promoters
choosing to package the investment as a coin or token offering? This is an especially good question if the network
on which the token or coin will function is not yet operational. I think there can be a number of reasons. For a
while, some believed such labeling might, by itself, remove the transaction from the securities laws. I think people
now realize labeling an investment opportunity as a coin or token does not achieve that result. Second, this
labeling might have been used to bring some marketing “sizzle” to the enterprise. That might still work to some
extent, but the track record of ICOs is still being sorted out and some of that sizzle may now be more of a potential
warning flare for investors.

Some may be attracted to a blockchain-mediated crowdfunding process. Digital assets can represent an efficient
way to reach a global audience where initial purchasers have a stake in the success of the network and become
part of a network where their participation adds value beyond their investment contributions. The digital assets are
then exchanged – for some, to help find the market price for the new application; for others, to speculate on the
venture. As I will discuss, whether a transaction in a coin or token on the secondary market amounts to an offer or
sale of a security requires a careful and fact-sensitive legal analysis.

I believe some industry participants are beginning to realize that, in some circumstances, it might be easier to start
a blockchain-based enterprise in a more conventional way. In other words, conduct the initial funding through a
registered or exempt equity or debt offering and, once the network is up and running, distribute or offer blockchain-
based tokens or coins to participants who need the functionality the network and the digital assets offer. This
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than the promise of the blockchain, this topic is critical to the broader acceptance and use of these novel
instruments.
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financing. But, in many cases, the economic substance is the same as a conventional securities offering. Funds
are raised with the expectation that the promoters will build their system and investors can earn a return on the
instrument – usually by selling their tokens in the secondary market once the promoters create something of value
with the proceeds and the value of the digital enterprise increases.

When we see that kind of economic transaction, it is easy to apply the Supreme Court’s “investment contract” test
first announced in SEC v. Howey.[4] That test requires an investment of money in a common enterprise with an
expectation of profit derived from the efforts of others. And it is important to reflect on the facts of Howey. A hotel
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relying on the efforts of Howey-in-the-Hills Service, Inc. for a return. In articulating the test for an investment
contract, the Supreme Court stressed: “Form [is] disregarded for substance and the emphasis [is] placed upon
economic reality.”[5] So the purported real estate purchase was found to be an investment contract – an
investment in orange groves was in these circumstances an investment in a security.

Just as in the Howey case, tokens and coins are often touted as assets that have a use in their own right, coupled
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choosing to package the investment as a coin or token offering? This is an especially good question if the network
on which the token or coin will function is not yet operational. I think there can be a number of reasons. For a
while, some believed such labeling might, by itself, remove the transaction from the securities laws. I think people
now realize labeling an investment opportunity as a coin or token does not achieve that result. Second, this
labeling might have been used to bring some marketing “sizzle” to the enterprise. That might still work to some
extent, but the track record of ICOs is still being sorted out and some of that sizzle may now be more of a potential
warning flare for investors.
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part of a network where their participation adds value beyond their investment contributions. The digital assets are
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venture. As I will discuss, whether a transaction in a coin or token on the secondary market amounts to an offer or
sale of a security requires a careful and fact-sensitive legal analysis.

I believe some industry participants are beginning to realize that, in some circumstances, it might be easier to start
a blockchain-based enterprise in a more conventional way. In other words, conduct the initial funding through a
registered or exempt equity or debt offering and, once the network is up and running, distribute or offer blockchain-
based tokens or coins to participants who need the functionality the network and the digital assets offer. This
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allows the tokens or coins to be structured and offered in a way where it is evident that purchasers are not making
an investment in the development of the enterprise.

Returning to the ICOs I am seeing, strictly speaking, the token – or coin or whatever the digital information packet
is called – all by itself is not a security, just as the orange groves in Howey were not. Central to determining
whether a security is being sold is how it is being sold and the reasonable expectations of purchasers. When
someone buys a housing unit to live in, it is probably not a security.[6] But under certain circumstances, the same
asset can be offered and sold in a way that causes investors to have a reasonable expectation of profits based on
the efforts of others. For example, if the housing unit is offered with a management contract or other services, it
can be a security.[7] Similarly, when a CD, exempt from being treated as a security under Section 3 of the
Securities Act, is sold as a part of a program organized by a broker who offers retail investors promises of liquidity
and the potential to profit from changes in interest rates, the Gary Plastic case teaches us that the instrument can
be part of an investment contract that is a security.[8]

The same reasoning applies to digital assets. The digital asset itself is simply code. But the way it is sold – as part
of an investment; to non-users; by promoters to develop the enterprise – can be, and, in that context, most often is,
a security – because it evidences an investment contract. And regulating these transactions as securities
transactions makes sense. The impetus of the Securities Act is to remove the information asymmetry between
promoters and investors. In a public distribution, the Securities Act prescribes the information investors need to
make an informed investment decision, and the promoter is liable for material misstatements in the offering
materials. These are important safeguards, and they are appropriate for most ICOs. The disclosures required
under the federal securities laws nicely complement the Howey investment contract element about the efforts of
others. As an investor, the success of the enterprise – and the ability to realize a profit on the investment – turns on
the efforts of the third party. So learning material information about the third party – its background, financing,
plans, financial stake and so forth – is a prerequisite to making an informed investment decision. Without a
regulatory framework that promotes disclosure of what the third party alone knows of these topics and the risks
associated with the venture, investors will be uninformed and are at risk.

But this also points the way to when a digital asset transaction may no longer represent a security offering. If the
network on which the token or coin is to function is sufficiently decentralized – where purchasers would no longer
reasonably expect a person or group to carry out essential managerial or entrepreneurial efforts – the assets may
not represent an investment contract. Moreover, when the efforts of the third party are no longer a key factor for
determining the enterprise’s success, material information asymmetries recede. As a network becomes truly
decentralized, the ability to identify an issuer or promoter to make the requisite disclosures becomes difficult, and
less meaningful.

And so, when I look at Bitcoin today, I do not see a central third party whose efforts are a key determining factor in
the enterprise. The network on which Bitcoin functions is operational and appears to have been decentralized for
some time, perhaps from inception. Applying the disclosure regime of the federal securities laws to the offer and
resale of Bitcoin would seem to add little value.[9] And putting aside the fundraising that accompanied the creation
of Ether, based on my understanding of the present state of Ether, the Ethereum network and its decentralized
structure, current offers and sales of Ether are not securities transactions. And, as with Bitcoin, applying the
disclosure regime of the federal securities laws to current transactions in Ether would seem to add little value. Over
time, there may be other sufficiently decentralized networks and systems where regulating the tokens or coins that
function on them as securities may not be required. And of course there will continue to be systems that rely on
central actors whose efforts are a key to the success of the enterprise. In those cases, application of the securities
laws protects the investors who purchase the tokens or coins.

I would like to emphasize that the analysis of whether something is a security is not static and does not strictly
inhere to the instrument.[10] Even digital assets with utility that function solely as a means of exchange in a
decentralized network could be packaged and sold as an investment strategy that can be a security. If a promoter
were to place Bitcoin in a fund or trust and sell interests, it would create a new security. Similarly, investment
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contracts can be made out of virtually any asset (including virtual assets), provided the investor is reasonably
expecting profits from the promoter’s efforts.

Let me emphasize an earlier point: simply labeling a digital asset a “utility token” does not turn the asset into
something that is not a security.[11] I recognize that the Supreme Court has acknowledged that if someone is
purchasing an asset for consumption only, it is likely not a security.[12] But, the economic substance of the
transaction always determines the legal analysis, not the labels.[13] The oranges in Howey had utility. Or in my
favorite example, the Commission warned in the late 1960s about investment contracts sold in the form of whisky
warehouse receipts.[14] Promoters sold the receipts to U.S. investors to finance the aging and blending processes
of Scotch whisky. The whisky was real – and, for some, had exquisite utility. But Howey was not selling oranges
and the warehouse receipts promoters were not selling whisky for consumption. They were selling investments,
and the purchasers were expecting a return from the promoters’ efforts.

Promoters and other market participants need to understand whether transactions in a particular digital asset
involve the sale of a security. We are happy to help promoters and their counsel work through these issues. We
stand prepared to provide more formal interpretive or no-action guidance about the proper characterization of a
digital asset in a proposed use.[15] In addition, we recognize that there are numerous implications under the
federal securities laws of a particular asset being considered a security. For example, our Divisions of Trading and
Markets and Investment Management are focused on such issues as broker-dealer, exchange and fund
registration, as well as matters of market manipulation, custody and valuation. We understand that market
participants are working to make their services compliant with the existing regulatory framework, and we are happy
to continue our engagement in this process.

What are some of the factors to consider in assessing whether a digital asset is offered as an investment contract
and is thus a security? Primarily, consider whether a third party – be it a person, entity or coordinated group of
actors – drives the expectation of a return. That question will always depend on the particular facts and
circumstances, and this list is illustrative, not exhaustive:

1. Is there a person or group that has sponsored or promoted the creation and sale of the digital asset, the
efforts of whom play a significant role in the development and maintenance of the asset and its potential
increase in value?

2. Has this person or group retained a stake or other interest in the digital asset such that it would be
motivated to expend efforts to cause an increase in value in the digital asset? Would purchasers
reasonably believe such efforts will be undertaken and may result in a return on their investment in the
digital asset?

3. Has the promoter raised an amount of funds in excess of what may be needed to establish a functional
network, and, if so, has it indicated how those funds may be used to support the value of the tokens or
to increase the value of the enterprise? Does the promoter continue to expend funds from proceeds or
operations to enhance the functionality and/or value of the system within which the tokens operate?

4. Are purchasers “investing,” that is seeking a return? In that regard, is the instrument marketed and sold
to the general public instead of to potential users of the network for a price that reasonably correlates
with the market value of the good or service in the network?

5. Does application of the Securities Act protections make sense? Is there a person or entity others are
relying on that plays a key role in the profit-making of the enterprise such that disclosure of their
activities and plans would be important to investors? Do informational asymmetries exist between the
promoters and potential purchasers/investors in the digital asset?

6. Do persons or entities other than the promoter exercise governance rights or meaningful influence?

While these factors are important in analyzing the role of any third party, there are contractual or technical ways to
structure digital assets so they function more like a consumer item and less like a security. Again, we would look to
the economic substance of the transaction, but promoters and their counsels should consider these, and other,
possible features. This list is not intended to be exhaustive and by no means do I believe each and every one of



WHISTLEBLOWER LAW SYMPOSIUM: QUI TAM, SEC, CFTC AND IRS WHISTLEBLOWER CLAIMS UPDATE

357 of 358

2/15/2019 SEC.gov | Digital Asset Transactions: When Howey Met Gary (Plastic)

https://www.sec.gov/news/speech/speech-hinman-061418 4/6

contracts can be made out of virtually any asset (including virtual assets), provided the investor is reasonably
expecting profits from the promoter’s efforts.

Let me emphasize an earlier point: simply labeling a digital asset a “utility token” does not turn the asset into
something that is not a security.[11] I recognize that the Supreme Court has acknowledged that if someone is
purchasing an asset for consumption only, it is likely not a security.[12] But, the economic substance of the
transaction always determines the legal analysis, not the labels.[13] The oranges in Howey had utility. Or in my
favorite example, the Commission warned in the late 1960s about investment contracts sold in the form of whisky
warehouse receipts.[14] Promoters sold the receipts to U.S. investors to finance the aging and blending processes
of Scotch whisky. The whisky was real – and, for some, had exquisite utility. But Howey was not selling oranges
and the warehouse receipts promoters were not selling whisky for consumption. They were selling investments,
and the purchasers were expecting a return from the promoters’ efforts.
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circumstances, and this list is illustrative, not exhaustive:

1. Is there a person or group that has sponsored or promoted the creation and sale of the digital asset, the
efforts of whom play a significant role in the development and maintenance of the asset and its potential
increase in value?

2. Has this person or group retained a stake or other interest in the digital asset such that it would be
motivated to expend efforts to cause an increase in value in the digital asset? Would purchasers
reasonably believe such efforts will be undertaken and may result in a return on their investment in the
digital asset?

3. Has the promoter raised an amount of funds in excess of what may be needed to establish a functional
network, and, if so, has it indicated how those funds may be used to support the value of the tokens or
to increase the value of the enterprise? Does the promoter continue to expend funds from proceeds or
operations to enhance the functionality and/or value of the system within which the tokens operate?

4. Are purchasers “investing,” that is seeking a return? In that regard, is the instrument marketed and sold
to the general public instead of to potential users of the network for a price that reasonably correlates
with the market value of the good or service in the network?

5. Does application of the Securities Act protections make sense? Is there a person or entity others are
relying on that plays a key role in the profit-making of the enterprise such that disclosure of their
activities and plans would be important to investors? Do informational asymmetries exist between the
promoters and potential purchasers/investors in the digital asset?

6. Do persons or entities other than the promoter exercise governance rights or meaningful influence?

While these factors are important in analyzing the role of any third party, there are contractual or technical ways to
structure digital assets so they function more like a consumer item and less like a security. Again, we would look to
the economic substance of the transaction, but promoters and their counsels should consider these, and other,
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these factors needs to be present to establish a case that a token is not being offered as a security. This list is
meant to prompt thinking by promoters and their counsel, and start the dialogue with the staff – it is not meant to
be a list of all necessary factors in a legal analysis.

1. Is token creation commensurate with meeting the needs of users or, rather, with feeding speculation?

2. Are independent actors setting the price or is the promoter supporting the secondary market for the
asset or otherwise influencing trading?

3. Is it clear that the primary motivation for purchasing the digital asset is for personal use or consumption,
as compared to investment? Have purchasers made representations as to their consumptive, as
opposed to their investment, intent? Are the tokens available in increments that correlate with a
consumptive versus investment intent?

4. Are the tokens distributed in ways to meet users’ needs? For example, can the tokens be held or
transferred only in amounts that correspond to a purchaser’s expected use? Are there built-in incentives
that compel using the tokens promptly on the network, such as having the tokens degrade in value over
time, or can the tokens be held for extended periods for investment?

5. Is the asset marketed and distributed to potential users or the general public?

6. Are the assets dispersed across a diverse user base or concentrated in the hands of a few that can
exert influence over the application?

7. Is the application fully functioning or in early stages of development?

These are exciting legal times and I am pleased to be part of a process that can help promoters of this new
technology and their counsel navigate and comply with the federal securities laws.

[1] The Securities and Exchange Commission disclaims responsibility for any private publication or statement of
any SEC employee or Commissioner. This speech expresses the author’s views and does not necessarily reflect
those of the Commission, the Commissioners or other members of the staff.

[2] Section 2(a)(1) of the Securities Act of 1933 (Securities Act) [15 U.S.C. § 77b(a)(1)] and Section 3(a)(10) of the
Securities Exchange Act of 1934 (Exchange Act) [15 U.S.C. § 78c(a)(10)] define “security.” These definitions
contain “slightly different formulations” of the term “security,” but the U.S. Supreme Court has “treated [them] as
essentially identical in meaning.” SEC v. Edwards, 540 U.S. 389, 393 (2004).

[3] I am using the term “promoters” in a broad, generic sense. The important factor in the legal analysis is that
there is a person or coordinated group (including “any unincorporated organization” see 5 U.S.C. § 77n(a)(4)) that
is working actively to develop or guide the development of the infrastructure of the network. This person or group
could be founders, sponsors, developers or “promoters” in the traditional sense. The presence of promoters in this
context is important to distinguish from the circumstance where multiple, independent actors work on the network
but no individual actor’s or coordinated group of actors’ efforts are essential efforts that affect the failure or success
of the enterprise.

[4] SEC v. W.J. Howey Co., 328 U.S. 293 (1946). Depending on the features of any given instrument and the
surrounding facts, it may also need to be evaluated as a possible security under the general definition of security –
see footnote 2 – and the case law interpreting it.

[5] Id. at 298.

[6] United Housing Found., Inc. v. Forman, 421 U.S. 837 (1975).

[7] Guidelines as to the Applicability of the Federal Securities Laws to Offers and Sales of Condominiums or Units
in a Real Estate Development, SEC Rel. No. 33-5347 (Jan. 4, 1973).

[8] Gary Plastic Packaging Corp. v. Merrill Lynch, Pierce, Fenner & Smith, Inc., 756 F.2d 230 (2d Cir. 1985).
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[9] Secondary trading in digital assets by regulated entities may otherwise implicate the federal securities laws, as
well as the Commodity Exchange Act. In addition, as SEC Chairman Jay Clayton has stated, regulated financial
entities that allow for payment in cryptocurrencies, allow customers to purchase cryptocurrencies on margin or
otherwise use cryptocurrencies to facilitate securities transactions should exercise caution, including ensuring that
their cryptocurrency activities are not undermining their anti-money laundering and know-your-customer
obligations. Statement on Cryptocurrencies and Initial Coin Offerings (Dec. 11, 2017). In addition, other laws and
regulations, such as IRS regulations and state money servicing laws, may be implicated.

[10] The Supreme Court’s investment contract test “embodies a flexible rather than a static principle, one that is
capable of adaptation to meet the countless and variable schemes devised by those who seek the use of the
money of others on the promise of profits.” Howey, 328 U.S. at 299.

[11] “[T]he name given to an instrument is not dispositive.” Forman, 421 U.S. at 850.

[12] Forman, 421 U.S. at 853.

[13] See footnotes 10 and 11.

[14] SEC Rel. No. 33-5018 (Nov. 4, 1969); Investment in Interests in Whisky, SEC Rel. No. 33-5451 (Jan 7, 1974).

[15] For example, some have raised questions about the offering structure commonly referred to as a Simple
Agreement for Future Tokens, or “SAFT.” Because the legal analysis must follow the economic realities of the
particular facts of an offering, it may not be fruitful to debate a hypothetical structure in the abstract and nothing in
these remarks is meant to opine on the legality or appropriateness of a SAFT. From the discussion in this speech,
however, it is clear I believe a token once offered in a security offering can, depending on the circumstances, later
be offered in a non-securities transaction. I expect that some, perhaps many, may not. I encourage anyone that
has questions on a particular SAFT structure to consult with knowledgeable securities counsel or the staff.
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GEORGIA MANDATORY CLE FACT SHEET

Every “active” attorney in Georgia must attend 12 “approved” CLE hours of instruction annually, 
with one of the CLE hours being in the area of legal ethics and one of the CLE hours being in the 
area of professionalism. Furthermore, any attorney who appears as sole or lead counsel in the 
Superior or State Courts of Georgia in any contested civil case or in the trial of a criminal case in 
1990 or in any subsequent calendar year, must complete for such year a minimum of three hours 
of continuing legal education activity in the area of trial practice. These trial practice hours are 
included in, and not in addition to, the 12 hour requirement. ICLE is an “accredited” provider of 
“approved” CLE instruction.

Excess creditable CLE hours (i.e., over 12) earned in one CY may be carried over into the next 
succeeding CY. Excess ethics and professionalism credits may be carried over for two years. Excess 
trial practice hours may be carried over for one year.

A portion of your ICLE name tag is your ATTENDANCE CONFIRMATION which indicates the 
program name, date, amount paid, CLE hours (including ethics,  professionalism and trial 
practice, if any) and should be retained for your personal CLE and tax records. DO NOT SEND 
THIS CARD TO THE COMMISSION!

ICLE will electronically transmit computerized CLE attendance records directly into the Offi  cial 
State Bar Membership computer records for recording on the attendee’s Bar record. Attendees 
at ICLE programs need do nothing more as their attendance will be recorded in their Bar 
record.

Should you need CLE credit in a state other than Georgia, please inquire as to the procedure at 
the registration desk. ICLE  does not guarantee credit in any  state other than Georgia.

If you have any questions concerning attendance credit at ICLE seminars, please call: 
678-529-6688
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