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Courts Deny Plaintiffs’ Lawyers a Role
In Enforcing Sarbanes-Oxley Section 304
By Peter L. Welsh, Esq.*

Two recent decisions by federal courts in Pennsylvania and
New York have rejected the latest attempt at rent-seek-
ing by entrepreneurial class action plaintiffs’ attorneys.
Through decisions declining to recognize a private right of
action under Section 304 of the Sarbanes-Oxley Act, the
United States District Courts for the Eastern District of
Pennsylvania and for the Southern District of New York
have rightly left to the Securities and Exchange Commission
(SEC) the task of seeking disgorgement of executive pay
following a material restatement by a corporate issuer.

As each of these courts has found, this was Congress’s in-
tent in enacting Section 304.  It is also efficient.  Because
the SEC is inevitably on the scene when an issuer restates
its financials, the Commission’s Division of Enforcement is
entirely capable of ferreting out fraud or other miscon-
duct associated with any restatement.  Any productive
role for plaintiffs’ attorneys in this process, if any, is ex-
tremely limited.  Allowing a private right of action under
Section 304 would only promote economic inefficiency
with little to no social benefits.1

Section 304

Section 304 of Sarbanes-Oxley was intended to provide a
nearly automatic mechanism for compelling chief execu-
tive officers and chief financial officers to disgorge bo-
nuses, equity gains, and other incentive-based compensa-
tion and benefits earned during the period preceding a
material restatement by their corporation and where
the circumstances leading to the restatement involve
misconduct.2  Section 304 was intended to prevent CEOs

and CFOs from benefiting from any material misrepresen-
tations of their corporation’s financial statements.  It pro-
vides for mandatory disgorgement where it is shown that
the restatement was the result of “material noncompli-
ance” with any financial reporting requirement and that
such non-compliance is the “result of misconduct.”

In recent months, at least five courts have been presented
with the question of whether a private right of action
exists under Section 304 of Sarbanes-Oxley.3  None has
recognized such a private right of action, and two have
specifically held that there is no such private right of
action.  In Neer v. Pelino and In re Bisys Securities Litiga-
tion, the courts held that the plain language of Sarbanes-
Oxley, as well as the congressional intent as revealed by
the Act’s legislative history, preclude recognizing a private
right of action under Section 304.

Neer v. Pelino

Neer involved four restatements by the Stonepath Group.
Inc., a “non-asset-based third-party logistics services com-
pany.”  The first of these restatements involved reduc-
tions of between 27% and 97% in quarterly net income
over a two year period.  The second restatement reduced
net income by 15%.  Two additional restatements fol-
lowed.  Prior to these restatements, Stonepath had an
aggregate net loss for the period 2001 through 2003 of
approximately $54.7 million.  As a result of the restate-
ment, Stonepath’s aggregate net loss during 2001 through
the first six months of 2004 widened by approximately
$16.3 million.
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Following announcement of the last of these restate-
ments, Stonepath shareholders brought suit in federal
court.  The suit alleged violations of Section 304 of
Sarbanes-Oxley,  breach of fiduciary duty, abuse of control,
gross mismanagement, waste of corporate assets, and un-
just enrichment.  The defendants moved to dismiss the Sec-
tion 304 claim for lack of standing and sought dismissal of
the rest of the action for lack of federal jurisdiction.  The
court allowed the motion and dismissed the entire action.

In dismissing the action, the court held that Section 304 of
Sarbanes-Oxley did not create either an express or an im-
plied private right of action.  In so holding, the court noted
that the United States Court of Appeals for the Third Circuit
has directed that “‘a court may find [an implied right of
action] only where it can confidently conclude Congress so
intended.’”4  Applying the four part test set forth by the
Supreme Court in Cort v. Ash,5 the court found that Congress
did not clearly intend to create a private right of action un-
der Section 304.  The court observed that the Act explicitly
provides for a private right of action to enforce the pension
fund trading blackout restrictions under Section 306.
Section 304, by contrast, lacks such an explicit provision.
Expressio unius est exclusio alterius, noted the court.

Finding no definitive guidance in the text of the statute,
the court also reviewed the legislative history of Sarbanes-
Oxley and found that the history clearly establishes that
Congress did not intend to create a private right of action
under Section 304.  In particular, the court found that the
House of Representatives was divided between those, on
the one hand, who believed that the Act should provide
that only the SEC has the power to enforce Section 304
and those, on the other hand, who believed that the SEC
should be directed to formulate a rule addressing inter
alia enforcement of the Section.  “Yet one point is clear:
neither supporters nor opponents of the House draft
wanted to give private parties the right to seek
disgorgement under this provision.”6  Nothing in the
Senate Report indicates any intent that departs from that
of the House of Representatives.  The court found that
the Act, as passed, implemented the House’s intent that
the SEC enforce Section 304.

In re Bisys Group, Inc. Derivative Action

In Bisys, like Neer, the plaintiffs brought suit in federal
court under Section 304 and a variety of state law theo-
ries.  The court concluded that there is no private right of
action under Section 304 and consequently dismissed the
entire action.  The court held simply “there is no private
right of action under Section 304 of Sarbanes-Oxley,
substantially for the reasons stated in Neer.”7

The holdings of Neer and Bisys are, moreover, buttressed
by dicta in Cree8 and Freidman’s.9

While the courts in Neer and Bisys focused principally on
whether Congress intended that private litigants enforce
Section 304, another of the Cort v. Ash factors weighs
against finding a private right of action implied under
Section 304.  Cort v. Ash directs courts, in addition to con-
sidering legislative intent, to look at whether recognizing
a private right of action would be consistent with the
underlying purpose of the statute.10  The purposes of
Sarbanes-Oxley would not be furthered by creating a
private right of action under Section 304.

Recognizing a private right of action under Section 304
would attract entrepreneurial plaintiffs’ attorneys.11

Indeed, in each of the Section 304 actions discussed
herein, the plaintiffs were represented by plaintiffs’ class
action firms.  Such firms are compensated on a contin-
gency fee basis, typically earning a percentage of the
funds recovered in the litigation.  In a Section 304 case,
moreover, a plaintiffs’ firm earns its fees out of the com-
pensation recovered from the defendants.  The fees
therefore reduce dollar-for-dollar the company’s recovery
of any amounts under Section 304.  It is a zero sum game.

While the costs of permitting plaintiffs’ attorneys to claim
a percentage of the recovery in a Section 304 case are clear,
the benefits of permitting them to bring Section 304
actions are far from clear.  A principal purpose of the fee
structure in a typical shareholder class or derivative action is
to reward plaintiffs’ firms for ferreting out and bringing ac-
tions that would otherwise not be identified and brought.
The promise of a fee upon successfully identifying and as-
serting a private right of action encourages plaintiffs’ firms
to monitor corporate governance and disclosure in order to
identify instances of actionable misconduct.

In the context of Section 304, however, there is little role
for such entrepreneurial plaintiffs’ firms.  A prerequisite
to any Section 304 claim is a material restatement of the
corporation’s earnings that results from misconduct.
Such restatements are highly public affairs, and the staff
of the SEC routinely vets the circumstances leading to
such restatements.  A material restatement resulting
from misconduct does not go unnoticed by the SEC and,
in most cases, the SEC becomes intimately familiar with
the circumstances surrounding such a restatement.  The
SEC also possesses the enforcement tools necessary to
bring an action under Section 304.  By the time an issuer
restates its earnings, therefore, an entrepreneurial plain-
tiffs’ firm has little to add to the process and certainly
nothing to add that would justify the level of fees typically
earned by such firms.  Any such fees would be little more
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than a form of economic rent to be earned by
plaintiffs’ firms while providing little to no benefit to
shareholders or to the public at large.12

Conclusion

The Neer and Bisys courts’ refusals to recognize a private
right of action thus promote not only Congress’ intent but
also economic efficiency and social welfare.
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