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State Municipalities, Beware of SEC
Administrative Proceedings

The municipal securities
market, consisting of
approximately 51,000 issuers
and $2.8 trillion in outstanding
securities, has long been one of
lax oversight and limited
transparency. No longer. With
the advent of the verbose Dodd
Frank Wall Street Reform and
Consumer Protection Act, and
revisions to applicable securities
law, including Section 15¢-2-12
of the Securities and Exchange
Act of 1934, the U.S. Securities
and Exchange Commission - an
entity that has no authority to
regulate issuers of municipal
securities and only limited power
to regulate municipal security
brokers and dealers - now not
only has the ability to require
significant disclosures from
municipalities on their bonds, but also has an iron-fist administrative tool to
unilaterally enforce its investigative rulings.

Joel T. Shackelford is an
associate at Kaufman, Dolowich,
Voluck & Gonzo LLP where he
focuses his practice on
professional liability defense and
commercial litigation.

Joan Stevens Smyth is an
attorney at Green, de
Bortnowsky & Quintanilla LLP
where she acts as deputy city
attorney for Cathedral City,
Rancho Mirage, and Victorville.

A provision tucked-away in the 2,322 page Dodd-Frank Act empowers the SEC to
bring many more cases for monetary and other corrective penalties in administrative
law courts. Previously, the use of these courts was limited to actions against those
directly regulated by the SEC - i.e. not municipal securities issuers. The Tower
Amendment to the Securities Exchange Act of 1934 essentially exempts "muni issuers"
from federal regulation. With the enactment of the Dodd-Frank Act, the SEC has the
authority to use administrative law courts to seek financial penalties and other
remedies from anyone whose activities involve securities - from chief financial officers,
to amateur day-traders, to municipalities, their employees and elected officials.

Perhaps most surprising is that these administrative law courts are little more than
extensions of the SEC itself, employing SEC judges to decide the merits of SEC
investigations, providing them a considerable "home court advantage" in the
adjudication of securities claims.

Given this newfound power, how will administrative law courts, and indeed the SEC's
carte blanche authority with respect to security regulation, investigation, and now
adjudication, pass constitutional due process scrutiny? Unfortunately, what appears at
first blush to be a system of "kangaroo courts" is entirely constitutional.

While courts necessarily have taken the position that the principles of due process
apply to administrative adjudications (see Antoniu v. SEC (1989) 877 F.2d 721, 724),
the application of such due process protection provides minimal assurances to
defendants. According to the gth U.S. Circuit Court of Appeals in Kennerly v. United
States, "a due process hearing need not take the form of a judicial proceeding." (1983)
721 F.2d 1252, 1256-57. "[A]n administrative hearing with an impartial decision may
satisfy due process and the impartial decision maker may come from within the agency
against which the claim is made," explained the gth Circuit

What is critical for municipalities is that these
SEC actions are occurring even in the
absence of any default.

The imbalance of power in favor of the SEC in administrative law courts does not
stop there. These courts also have evidentiary shortcomings, and are not burdened with
the obligation of stare decisis imposed upon state and federal judges alike. An SEC
administrative court must uphold the legal conclusions of the SEC unless those
conclusions are "arbitrary, capricious, or an abuse of discretion," and must treat the
SEC's findings of fact as final if they are supported by evidence in the record. Korman
v. SEC (2010) 592 F.3d 173, 184.

Nor is the SEC required to follow any mechanistic formula in determining an
appropriate sanction. The SEC is not obligated to make its sanctions uniform, and a
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court will not compare SEC sanctions to those imposed in previous cases. At least one
target has referred to this as "Gitmo-Style Wall Street Justice." Reuters, April 14, 2011,
Business Law Currents.

It is clear that the SEC is continuing to broaden its efforts to regulate municipal
securities issuers, even though precluded from direct regulation by the Tower
Amendment. In addition to the behemoth Dodd-Frank Act, in January 2010, the SEC
announced that one of the five new specialized units in the Division of Enforcement
would be dedicated to municipal securities to further SEC Chairman Mary Shapiro's
often stated aims of better disclosures in the municipal market.

What is critical for municipalities is that these SEC actions are occurring even in the
absence of any default. In its zeal, the absence of any damages does not appear to
hinder an SEC investigation, which by itself can cost the municipality hundreds of
thousands of dollars at a time, particularly in California where a local governmental
agency can least afford it.

Even though adjudicated in 2006, prior to the financial reform overhaul, the recent
SEC action against the city of San Diego is illustrative of the SEC's ever broadening
reach. There, the SEC issued a series of sanctions through cease and desist orders
against San Diego and individuals working in leadership roles at the city after the SEC

and health care obligations and had failed to accurately disclose these future
obligations when the city issued a series of bonds from 2001-2003.

Since the SEC had no direct regulatory power over San Diego, it commenced an
administrative cease and desist action, forcing the city into a costly settlement that
included an overhaul of disclosure requirements and hiring by the city of numerous
oversight officials, such as disclosure lawyers and consultants. In addition, four city
officials involved in the purported fraud were ordered to personally pay fines of up to
$25,000 without the possibility of reimbursement from the city. Under current
regulations, the SEC has unilateral authority to fine individuals up to $150,000.

After this case, there is substantial concern that the recent securities legislation
changes, the enhanced whistle-blower rewards, and other penalties with respect to
costly oversight alterations to municipalities, many municipalities will be regulated

and transparency are lofty, without specific legislation, the local governments are

forced to incur hundreds of thousands of dollars in investigation costs for actions that

occurred many years prior to the Dodd-Frank Act, without any legislative guidance.
Securities defense litigators often state that if your municipality is under

and the need for transparency in the municipal securities market is logical given the

market size and risk of default, carte blanche investigative and adjudicative power of
the SEC is a cause for concern for all participants in the securities markets.
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determined that San Diego faced severe financial difficulty in funding its future pension

without the benefit of promulgated rules. While Shapiro's goals of enhanced disclosures

investigation by the SEC, it's already over. No good can result. While the SEC arguably
should have the right to regulate securities transactions of state and local governments,
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