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Three Scandals — Three Key Dodd-Frank Developments

Law360, New York (August 22, 2012) — For bankers, lawyers and others who advise the financial
sector, the summer of 2012 has been anything but typical. While the months of June, July and August
typically mean long weekends and a general slowdown, this summer has offered nothing like a vacation
from major financial scandals. To the contrary, the last few months have begat three significant scandals.

First, JPMorgan Chase announced that it had lost billions on bets made by derivatives traders in its
London office. Second, regulators imposed significant fines on Barclays Bank, and pursued investigations
into many other prominent banks, in connection with the alleged manipulation of Libor during the height
of the financial crisis. Third, brokerage firm Peregrine Financial Group collapsed in mid-July, with
hundreds of millions of dollars of customer funds reportedly missing, just months after the collapse of MF
Global.

This summer’s scandals arrive as ever more rulemaking deadlines associated with the Dodd-Frank Wall
Street Reform and Consumer Protection Act loom on the horizon, and as the U.S. Securities and
Exchange Commission and the U.S. Commodity Futures Trading Commission — recipients of significant
new enforcement powers under the act — ramp up their enforcement activities, with more investigations
initiated and more actions filed than ever before.

The JPMorgan Chase, Libor and Peregrine scandals thus provide instructive snapshots of what may be the
three most significant Dodd-Frank enforcement and litigation issues that we’re likely to see in the months
ahead.

More Fraud Actions

The CFTC has a new and potentially potent tool at its disposal to combat alleged fraud and manipulation
in derivatives markets. CFTC Rule 180.1, authorized by the Dodd-Frank Act, prohibits fraud-based
manipulation of derivatives and is therefore the functional equivalent of SEC Rule10b-5 for derivatives.



As has been widely reported, Rule 180.1 represents a significant expansion of enforcement power for the
CFTC because — unlike the pre-Dodd-Frank version of the CFTC’s anti-manipulation authority in the
Commodity Exchange Act (CEA) — the CFTC no longer needs to prove that the defendant “specifically
intended” to manipulate the derivative’s price, but instead, only must show that the defendant acted
recklessly.[1]

Because Rule 180.1 only applies to conduct that occurred on or after Aug. 20, 2011,[2] very few CFTC or
private actions alleging violations of Rule 180.1 have appeared to date. Although a plethora of class
actions alleging manipulation of Libor by banks have already been filed, they have generally centered on
behavior that occurred well before Rule 180.1°s effective date, and thus feature claims that focus either on
alleged violations of federal antitrust law or pre-Dodd-Frank manipulation claims under the CEA.

The unavailability of Rule 180.1 claims to the plaintiffs in the Libor class actions will likely prove to be
significant, as one of the defendants’ chief arguments on their motion to dismiss the CEA claims in those
lawsuits is that the plaintiffs have not sufficiently alleged the “specific intent” required under the pre-
Dodd-Frank standard.[3]

The JPMorgan Chase trading losses could potentially lead to the first significant 180.1 cases. Rule 180.1
may, for example, apply to any misleading statements or omissions made by individuals (even internally)
in connection with the swaps that are allegedly at the heart of the losses.[4]

Whereas pre-Dodd-Frank investigations were significantly hamstrung by the requirement that the CFTC
prove specific intent — which led to only one successful enforcement action in 35 years — the agency’s
options, and those available to plaintiffs’ firms, will be far broader under the Rule 180.1 standard.

Broader Reach

The heart of both the JPMorgan Chase trading losses and the Libor manipulation scandal lies in London,
as opposed to Wall Street. But that has not dissuaded U.S. regulators from taking an active role in both.

CFTC Chairman Gary Gensler recently justified the CFTC’s role in these crises by explaining that
“[d]uring a default or crisis, the risk that builds up offshore inevitably comes crashing back onto U.S.
shores. The recent events of JPMorgan Chase, where it executed swaps through its London branch, are a
stark reminder of this reality of modern finance.”[5]

The Dodd-Frank Act has certainly enhanced the CFTC’s and the SEC’s ability to take action with respect
to financial misconduct that occurs (at least in part) abroad. Section 722(d) of Dodd-Frank extends the
CFTC’s authority to extraterritorial swaps transactions that have a “direct and significant” connection to
U.S. commerce. (The CFTC has recently issued proposed guidance interpreting this provision.[6])

Section 929P(b) of the Dodd-Frank Act, in turn, extends the SEC’s antifraud authority to conduct with
“significant steps [in the United States] in furtherance of the violation,” even if the transaction occurred
outside the U.S.

The SEC has taken the position that Section 929P(b) overrules the Supreme Court’s decision in Morrison
v. National Australia Bank, which limited § 10(b) claims to “transactions in securities listed on domestic
exchanges and domestic transactions in other securities.”[7]

Others disagree, and claim that Morrison actually addressed a substantive, rather than jurisdictional,
requirement for § 10(b) claims, and therefore survives Dodd-Frank. Whether or not the SEC’s view



prevails, we can undoubtedly expect the CFTC and SEC to grow increasingly involved in financial
scandals centered abroad.

More Whistleblowers

The CFTC’s failure to uncover the fraud at Peregrine Financial Group — whose CEO was recently
indicted on charges of lying to the CFTC — has been roundly criticized. Even CFTC Chairman Gensler
recently admitted that “the system failed to protect the customers of Peregrine.”’[8]

Although much of the hand-wringing since disclosure of the scandal has focused on the inadequacies of
the layered regulatory system for futures firms — under which the National Futures Association, not the
CFTC, was responsible for front-line oversight of Peregrine — the debacle also illustrates the degree to
which the SEC and CFTC, whose resources are arguably strained even after the Dodd-Frank
enhancements, will, in the Dodd-Frank era, increasingly look to whistleblowers as sources for potential
enforcement actions.

The Dodd-Frank whistleblower programs mandate bounties of 10 percent to 30 percent where a tip about
any securities- or swaps-related law violation results in a recovery of more than $1 million from the
wrongdoers. By all accounts, the programs have led to a sharp increase in tips received by the agencies,
with the SEC receiving an average of seven tips per day.[9]

In time, at least some of those tips will lead to well-publicized awards, which surely will encourage others
to identify and report misconduct. And whistleblowers may be further emboldened by a recent decision in
the Southern District of New York, which held that a provision of Dodd-Frank clarifying that
whistleblowers employed by private subsidiaries of public companies are protected by Sarbanes-Oxley’s
anti-retaliation provision applies retroactively.[10]

Inspired by activity in the False Claims Act arena — which has led to staggering whistleblower awards in
pharmaceutical industry cases (AstraZeneca, $45 million; GlaxoSmithKline, $96 million), as well as
cases in other industries — plaintiffs’ firms are aggressively courting Dodd-Frank whistleblowers. If
regulators act on even a fraction of the whistleblower tips, we can expect a significant increase in
enforcement activity in the months and years ahead.

Whatever this summer’s big three financial scandals may say about the effectiveness of the SEC’s and
CFTC’s current regulation and enforcement regimes, they will certainly provide the impetus for these
agencies to act more aggressively. They will also likely lead to the aggressive recruitment of
whistleblowers by plaintiffs’ firms and more private fraud actions. A busy summer for scandals portends
an even busier fall for regulators and the defense bar.
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