Securities Litigation Report

Sarbanes-Oxley
at Five

SOX's Whistleblower
Provision—
Promise Unfulfilled

BY JASON M. ZUCKERMAN

Jason M. Zuckerman, Principal of The Law Office of Jason
M. Zuckerman, PLLC and Of Counsel at The Employment
Law Group, PC,, litigates whistleblower retaliation claims
under the Sarbanes-Oxley Act, the False Claims Act, and
various federal and state whistleblower protection laws.
Contact: jzuckerman@zuckermanlaw.com.

[The following article is one of several Securities
Litigation Report will be presenting beginning
in this issue and continuing over the next several

months about the fifth anniversary of the passage
of the Sarbanes-Oxley Act.]

In enacting the most comprehensive securities
law and investor protection reform in more than
half a century, Congress made whistleblower
protection a central tool to improve the accuracy
and reliability of corporate disclosures. To ensure
that employees with first-hand knowledge of ac-
counting fraud feel that they can raise concerns
without jeopardizing their livelihood, Congress
enacted Section 806 of the Sarbanes-Oxley Act
(“SOX”), which was intended to provide robust
protection for whistleblowers.! As stated in the
legislative history, “U.S. laws need to encourage
and protect those who report fraudulent activity
that can damage innocent investors in publicly
traded companies.”?

Five years after its enactment, Section 806 has
failed to live up to its promise. Indeed, a recent
empirical study found that the Department of
Labor (“DOL”) has strictly construed, and in
some cases misapplied, Section 806, and that less
than 5% of whistleblowers prevailed in Section
806 claims before DOL.? In addition, the Depart-

ment of Labor’s Administrative Review Board
(“ARB”) recently judicially amended Section 806
by imposing a standard for protected conduct
that is contrary to the plain meaning and intent
of the statute. Despite these developments, how-
ever, Section 806 can potentially provide strong
protection to whistleblowers, and it has sensitized
employers to the importance of encouraging em-
ployees to report financial misconduct and tak-
ing prompt remedial action to correct accounting
fraud or securities law violations. This article dis-
cusses how the elements of a Section 806 claim
have been interpreted, focusing primarily on the
scope of protected conduct.

Protected Conduct

Section 806 of SOX protects employees who
provide information to management, a Federal
agency, or Congress relating to alleged violations
of the federal mail, wire, radio, TV, bank, securi-
ties fraud statutes,® or any rule or regulation of
the Securities and Exchange Commission, or any
provision of Federal law relating to fraud against
shareholders.” An employee need not prove an ac-
tual violation of a law, but only that he reasonably
believed that his employer was violating securities
laws or regulations. As summarized by the ALJ in
Jayaraj v. Pro-Pharmaceuticals, Inc.:°

The statute is clear that the Complainant
is not required to show that the reported
conduct actually constituted a violation of
the law, but only that she reasonably be-
lieved that the employer violated one of
the enumerated statutes or regulations; a
belief that an activity was illegal may be
reasonable even when subsequent investi-
gation reveals a complainant was wrong.”

Protected Conduct Not Limited to
Concerns about Shareholder Fraud

Although the plain language of Section 806 un-
ambiguously protects employees who “provide
information, cause information to be provided, or
otherwise assist in an investigation regarding any
conduct which the employee reasonably believes
constitutes a violation of . . . any rule or regula-



tion of the Securities and Exchange Commission,”*
there was conflicting authority as to whether pro-
tected conduct under SOX is limited to the report-
ing of concerns about shareholder fraud. In Grant
v. Dominion East Ohio Gas,’ the Administrative
Law Judge (“ALJ”) found that the complainant
did not engage in protected activity where none of
his expressed concerns “contained any reference to
fraud or implication that the company had acted in-
tentionally to mislead shareholders or misstate the
company’s bottom line.” In Walton v. Nova Info.
Systems,'® however, the AL]J held that complain-
ant’s disclosures to management about deficient
internal controls is within the zone of protection
afforded by SOX. The ARB resolved this conflict-
ing interpretation by applying the plain meaning
of SOX to conclude that protected conduct is not
limited to providing information to management
about “just fraud, but also [the] ‘violation of . .
. any rule or regulation of the Securities and Ex-
change Commission.””"! Similarly, a federal judge
recently held:

If the drafters meant for section 806 to only
protect employees who report fraud against
shareholders, then they could have easily
done so by inserting a comma before “re-
lating to fraud against shareholders.” The
drafters, however, did not do so. Therefore,
the Court finds that reporting alleged viola-
tions of mail fraud or wire fraud does not
have to relate to shareholder fraud in order
to be protected activity under the statute.’

As SOX protects disclosures about what an
employee reasonably believes constitutes a vio-
lation of any rule or regulation of the Securities
and Exchange Commission,” providing informa-
tion to management about a wide range of SEC
rules designed to prevent fraud constitutes pro-
tected conduct. This includes SEC rules requiring
publicly-traded companies to maintain adequate
internal controls, such as SEC Rule 13a-15(a).’?
Indeed, protecting disclosures about internal con-
trols is critical to effectuating the overall purpose
of SOX. As stated in the SEC’s rules implement-
ing the Section 404 internal control requirements,
“the required evaluation [of internal controls]
should help to identify potential weaknesses and
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deficiencies in advance of a system breakdown,
thereby facilitating the continuous, orderly and
timely flow of information . . . [ijmproved disclo-
sure may help companies detect fraudulent, finan-
cial reporting earlier and perhaps thereby deter
financial fraud or minimize its adverse effects.”'*
Limiting protected conduct under SOX to actual
shareholder fraud would limit the opportunity
for companies and shareholders to learn about
financial fraud before it is too late.

Degree of Specificity Required
The DOLs ARB has taken a highly formalis-

tic approach to analyzing whether an employee’s
disclosure is protected under SOX. In Platone v.
FLYi, Inc.,” the ARB held that in order to consti-
tute protected conduct, a complainant’s protected
communications “must relate ‘definitively and
specifically’ to the subject matter of the particular
statute under which protection is afforded.”'¢ The
terms “definitively and specifically,” however, do
not appear in Section 806, and this heightened
burden to establish protected conduct finds no
support in the legislative history. To the contrary,
Congress intended “to close the loopholes that
have allowed for continued offenses in America’s
corporate community,” not to create additional
loopholes.'” Moreover, as a remedial statute, Sec-
tion 806 of SOX should be construed broadly.'®

Fortunately, federal courts have generally
steered clear of the Platone formalistic approach,
and do not require SOX complainants to dem-
onstrate that they provided management with a
legal memorandum citing the specific SEC rule
about which they raised a concern to manage-
ment. For example, in Collins v. Beazer Homes,
USA, Inc.,” the court held:

[Tlhe mere fact that the severity or speci-
ficity of her complaints does not rise to the
level of action that would spur Congress
to draft legislation does not mean that the
legislation it did draft was not meant to
protect her. In short, if Congress had in-
tended to limit the protection of Sarbanes
Oxley ... or to have required complainants
to specifically identify the code section
that they believe was being violated, it
could have done so. It did not. Congress in-
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stead protected ‘employees’ and adopted
the ‘reasonable belief’ standard for those
who ‘blow the whistle on fraud and pro-
tect investors.'?

In sum, employers should not assume that feder-
al courts will apply the ARB’s heightened standard
for protected conduct, and instead should assume
that employees can engage in protected conduct
without citing securities law chapter and verse.

Reasonable Belief

In the most closely-watched SOX case—Welch
v. Cardinal Bankshares Corp.—the ARB recently
issued a surprising interpretation of the “reason-
able belief” standard.?! Prior to the ARB’s deci-
sion, it was well-established that “a complainant
is not required to show an actual violation of the
law,” but instead “only that she ‘reasonably be-
lieved’ there to be a violation of one of the enu-
merated laws or regulations.”?

In Welch, the AL] concluded that the com-
plainant engaged in protected activity when he
repeatedly provided information to management
about deficient internal controls.”> More than
three years after the AL]J issued this decision, the
ARB reversed on the basis that Welch lacked an
objectively reasonable basis to believe that Car-
dinal was violating SEC rules. In their decision,
the ARB set forth a new standard for assessing
reasonable belief: “Because the analysis for deter-
mining whether an employee reasonably believes
a practice is unlawful is an objective one, the issue
may be resolved as a matter of law.”** The deci-
sion was surprising for at least three reasons.

First, limiting protected disclosures to unequiv-
ocal, actual violations of securities laws patently
undermines the basic purpose of Section 806,
which is to provide an early warning of fraud or
internal control deficiencies that could result in
shareholder fraud, before shareholders have been
harmed. As an AL] noted in Getman v. Southwest
Securities, Inc.,” requiring a SOX complainant to
prove an actual violation of law “would require
that a whistleblower allow the violation to occur
before reporting it. This would defeat the intent
of the Act and the whistleblower law in general,
which is to prevent the carrying out of the un-

derlying crime.” Similarly, the AL] in Morefield v.
Exelon Services, Inc.,*® noted:

The value of the whistleblower resides in
his or her insider status. These employees
often find themselves uniquely positioned
to head off the type of ‘manipulations’
that have a tendency or capacity to de-
ceive or defraud the public. By blowing the
whistle, they may anticipate the deception
buried in a draft report or internal docu-
ment, which if not corrected, could even-
tually taint the public disclosure. Beyond
that, their reasonable concerns may, for
example, address the inadequacy of inter-
nal controls promulgated in compliance
with Sarbanes-Oxley mandates or SEC
rules that impact on procedures through
out the organization, or the application of
accounting principles, or the exposure of
incipient problems which, if left unattend-
ed, could mature into violations of rules or
regulations of the type an audit committee
would hope to forestall.?”’

Second, the ARB’s construction of “reasonable
belief” is contrary to Congressional intent in that
the legislative history of Section 806 specifically
states that the reasonableness test “is intended
to include all good faith and reasonable report-
ing of fraud, and there should be no presump-
tion that reporting is otherwise, absent specific
evidence.”?® Moreover, when Congress chose to
include the terms “reasonable belief” in Section
806, it presumably had in mind well-established
DOL precedent under analogous whistleblower
protection statutes holding that “reasonable be-
lief” is a mixed question of law and fact, and
broadly construing “reasonable belief.” By rede-
fining “reasonable belief,” the ARB has substan-
tially narrowed the scope of protected conduct
under SOX.

Third, the ARB concluded that Welch’s dis-
closures about Cardinal’s internal controls were
not objectively reasonable without engaging in
any analysis of the actual SEC internal account-
ing rules that implement Section 404 of SOX and
Section 13 of the Securities Exchange Act of 1934.
If reasonable belief is solely an issue of law, then



presumably the relevant SEC rules governing in-
ternal accounting controls should factor into that
analysis. The ARB’s Welch decision will likely re-
sult in ALJs dismissing SOX claims on summary
judgment based on an “I know it when I see it”
analysis of whether the complainant’s alleged
protected disclosure sufficiently states an actual
violation of an SEC rule.

Fortunately, SOX whistleblowers have fared
better in federal court. For example, Judge
Charles J. Siragusa of the Western District of New
York held in Smith v. Corning Inc.” that disclos-
ing a violation of generally accepted accounting
principles or deficient internal controls can con-
stitute protected conduct under SOX.* Similarly,
Judge Sterling Johnson, Jr. of the Eastern District
of New York held that helping a coworker raise
concerns to a company’s CEO about incomplete
executive compensation disclosures constitutes
protected conduct, and that summary judgment
should be denied where “a fair and reasonable
juror could find that Plaintiff reasonably believed
that the company was engaging in accounting
practices that needed to be corrected before its
financial statements misled shareholders.”3!

Disclosures about Mail and Wire Fraud

In Platone, the ARB further narrowed the scope
of protected conduct under SOX by holding that
where a Section 806 whistleblower complaint is
grounded in federal mail and wire fraud statutes,
“the alleged fraudulent conduct must at least be
of the type that would be adverse to investor’s
interests.”%> The ARB’s only explanation for re-
writing this category of protected disclosure is a
vague statement in the preamble of SOX that ar-
guably supports a contrary conclusion.® Federal
courts have not followed this judicial amendment
to Section 806. For example, in Reyna v. Conagra
Foods, Inc.,** the court held that “[t]he statute
clearly protects an employee against retaliation
based upon that employee’s reporting of mail
fraud or wire fraud regardless of whether that
fraud involves a shareholder of the company.”

In sum, the ARB’s decisions construing the
standard for protected conduct under Section 806
have imposed a high bar for complainants, and
will likely discourage the types of disclosures that
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Congress sought to encourage. Federal courts,
however, have generally construed protected con-
duct broadly, and SOX litigation will likely shift
to federal courts, thereby diminishing the impact
and significance of the ARB’s decisions.*

Adverse Action

The range of prohibited retaliatory acts under
SOX is very broad. The statute specifically prohibits
covered companies from “discharg[ing], demot[ing],
suspend|ing|, threaten[ing], harass[ing] or in any
other manner discriminat|ing] against an employee”
with respect to the employee’s compensation, terms,
conditions, or privileges of employment.’*® Under
the plain meaning of SOX, a supervisor’s threat to
terminate an employee in retaliation for the employ-
ee engaging in protected conduct constitutes an ac-
tionable adverse employment action. The ARB has
applied the Supreme Court’s Burlington standard
to SOX claims,” under which conduct that “could
well dissuade a reasonable worker from making or
supporting a charge of discrimination” constitutes
actionable retaliation.*

SOX Burden-Shifting Framework

To prevail under Section 806, a complainant must
prove by a preponderance of the evidence that: (1)
he engaged in a protected activity or conduct; (2) the
respondent knew that he engaged in the protected
activity; (3) he suffered an unfavorable personnel
action; and (4) the protected activity was a contrib-
uting factor in the unfavorable action.”

This burden-shifting framework is very favor-
able to employees. A contributing factor need not
be motivating or substantial, and instead can be
“any factor which, alone or in connection with
other factors, tends to affect in any way the out-
come of the decision.”* Temporal proximity
alone is sufficient to establish an inference of cau-
sation.*! Moreover, if the complainant proves the
elements of a Section 806 claim by a preponder-
ance of the evidence, the respondent must dem-
onstrate by clear and convincing evidence that it
would have taken the same unfavorable person-
nel action in the absence of the complainant’s
protected activity.*
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Due to the broad range of adverse actions pro-
hibited by Section 806 and the employee-friendly
burden of proof, a complainant who can meet the
ARB’s onerous standard for protected conduct
has a good chance of prevailing on the merits. Ac-
cordingly, the primary focus of Section 806 litiga-
tion will be the employee’s protected conduct. If
federal circuit courts of appeal continue to reject
the ARB’s narrow construction of protected con-
duct under Section 806 and instead apply a stan-
dard that is consistent with the plain meaning and
intent of the statute, Section 806 might realize its
purpose of encouraging employees to improve the
accuracy and reliability of corporate disclosures.

Conclusion

A recent article in Business Week® reports that
a survey performed by LRN, an ethics and gover-
nance consulting firm, found that although com-
panies have adopted comprehensive codes of eth-
ics and anti-retaliation policies, most employees
are reluctant to report misconduct. In particular,
the survey found that “73% of full-time American
employees reported encountering ethical lapses
on the job,” but only “one in three . . . reported
an incident they believed to be unethical or ques-
tionable.” Until employees believe that they are
protected from retaliation, Section 806 of SOX
will not effectuate Congress’ intent “to encourage
and protect those who report fraudulent activity
that can damage innocent investors in publicly
traded companies.”*
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In the Fifth Circuit, a district court must now
refuse to certify a class in a securities fraud class
action unless the plaintiff can prove by a prepon-
derance of the evidence that the alleged misrepre-
sentation caused the class to suffer a loss. If this
decision stands and is followed in other Circuits,
the law will have moved a long way to reducing
the burdens of securities fraud class actions.

In Oscar Private Equity Investments v. Al-
legiance Telecom, Inc.,' the plaintiffs brought a
securities fraud class action in the U.S. District
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Court for the Northern District of Texas on be-
half of purchasers of Allegiance Telecom common
stock between April 24, 2001 and February 19,
2002. The plaintiffs alleged that the defendants,
who had been Allegiance officers,* violated Sec-
tion 10(b) of the Securities Exchange Act of 1934
by misrepresenting over this ten-month period
the number of telecommunications lines installed
by Allegiance. The plaintiffs moved for class certi-
fication, relying on the presumption of class-wide
reliance adopted in Basic, Inc. v. Levinson.® De-
fendants opposed on the ground that, under Fifth
Circuit precedent, the presumption of reliance
was rebutted because plaintiffs had not shown
that the corrective announcement—as opposed to
other adverse developments announced concur-
rently—caused plaintiffs’ loss. The district court
granted class certification, holding that rebuttal
of the Basic presumption was not appropriate on
a motion for class certification.* The Fifth Circuit
granted an interlocutory appeal pursuant to Rule
23(f) of the Federal Rules of Civil Procedure,’ and
vacated the order certifying the class.

The Fifth Circuit, in an opinion by Judge Pat-
rick E. Higginbotham, held that “loss causation
must be established at the class certification stage
by a preponderance of all admissible evidence.”®
The Court primarily relied on Greenberg v. Cross-
roads Systems, Inc.,” and Unger v. Amedisys, Inc.®
Greenberg, an appeal from a grant of summary
judgment, held that “to trigger the presumption
[of reliance] plaintiffs must demonstrate that . . .
the cause of the decline in price is due to the reve-
lation of the truth and not the release of unrelated
negative information.” Unger, an interlocutory
appeal from a grant of class certification, held
that, on a Rule 23 motion in a fraud-on-the-mar-
ket case, a district court “must address and weigh
factors both for and against market efficiency”
and must “find” the facts favoring class certifica-
tion.'” Allegiance Telecom, the Court said, “lies
at the intersection of Greenberg and Unger,” and
therefore the district court “erred in ruling that
the class certification stage is not the proper time
for defendants to rebut lead Plaintiffs’ fraud-on-
the-market presumption.”!!

The Court dismissed as “outdated” the idea
that class certification was merely a provisional

procedural step “divorced from the merits of the
claim.”12 The Court found the idea particularly
repugnant in a fraud-on-the-market case where
class certification greatly magnified the risks to
the defendants:

The power of the fraud-on-the-market doc-
trine is on display here. With proof that
these securities were being traded in an ef-
ficient market, the district court effectively
concluded that if plaintiffs can establish at
trial that defendants acted with the requi-
site intent in counting its installations then
defendants would be liable for millions of
dollars in paper losses on the day follow-
ing the fourth-quarter filing date, less the
amount the defendant may be able to per-
suade a jury was caused by other circum-
stances—whether the purchaser held on and
later sold at a higher price or rode the stock
down to bankruptcy. In short, the efficient
market doctrine facilitates an extraordinary
aggregation of claims. We cannot ignore the
in terrorem power of certification, con-
tinuing to abide the practice of withholding
until “trial” a merit inquiry central to the
certification decision, and failing to insist
upon a greater showing of loss causation to
sustain certification, at least in the instance
of simultaneous disclosure of multiple piec-
es of negative news."

The Court found support for its holding in the
1999 amendment to Rule 23(c)(1)(A) requiring a
certification ruling only “at an early practicable
time” rather than “as soon as practicable,” as the
Rule formerly required; another amendment to
Rule 23 that the Court read to eliminate “con-
ditional” class certification; the Private Securities
Litigation Reform Act (“PSLRA”); and decisions
in other Circuits holding that issues that overlap
with the merits should be decided at the class cer-
tification stage if they relate to the requirements
of Rule 23.1

The Court relied on economic theory to explain
why the question of loss causation—typically
thought of as a “merits” issue divorced from Rule
23—overlapped with the question of class-wide
reliance. The Court explained that, while a mar-



ket may be efficient (as the market for Allegiance
stock clearly was), it may not have efficiently
priced the particular alleged misinformation or
may have priced the true information due to trad-
ing by insiders. “Both explanations,” the Fifth
Circuit explained, “resist application of the semi-
strong efficient-market hypothesis, the theory
on which the presumption of class-wide reliance
depends.”"® Thus, absent proof of loss causation,
the Court could not determine whether the mar-
ket “relied” on the misrepresentation.

Although the Court had found legal error, it could
not vacate the class certification order on that ground
alone. The district court, in fact, had weighed the ev-
idence on loss causation and found that “it is more
likely than not that a significant part of the stock de-
cline causing the putative Class’s loss is attributable
to the line count corrective disclosure.”'® The Fifth
Circuit, however, held that this finding was “unten-
able.”"” To show that the price decline was caused
in significant part by the corrective disclosure, the
plaintiffs had relied on analyst comments lament-
ing the line count revision and on an expert event
study showing that Allegiance’s stock price reacted
negatively to the “entire bundle” of adverse news.'®
The Court held that this evidence proved market
efficiency but not loss causation: “When multiple
negative items are announced contemporaneously,
mere proximity between the announcement and
the stock loss is insufficient to establish loss causa-
tion.”" The Court disavowed requiring either quan-
tification of damages at the class certification stage
or event studies, but emphasized that the plaintiffs
must “offer some empirically-based showing that
the corrective disclosure was more than just present
at the scene.”

Judge James L. Dennis dissented. He took strong
issue with the majority’s holding that loss causation
must be considered at the class certification stage:
“The majority’s decision is, in effect, a breathtak-
ing revision of securities class action procedure that
eviscerates Basic’s fraud-on-the-market presump-
tion, creates a split from other circuits by requiring
mini-trials on the merits of cases at the class certi-
fication state, and effectively overrules legitimately
binding circuit precedents.”?! He also labeled the
majority’s assessment of the evidence as improper
“de novo” review.?? Judge Dennis attacked Green-
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berg’s holding that a fraud-on-the-market plaintiff
must show that the market price of the stock actu-
ally moved in response to the misrepresentation or
the corrective disclosure, and argued that, in any
event, Greenberg would not require the plaintiffs
to prove loss causation as a condition to the pre-
sumption of reliance. He accused the majority of
substituting its policy views for stare decisis*> and
of ignoring Dura Pharmaceuticals, Inc. v. Brou-
do,”* in which the Supreme Court reaffirmed Ba-
sic. Finally, he accused the majority of disregarding
settled procedural limitations by insisting that the
district court consider a merits issue in ruling on
class certification.

The fate of Allegiance Telecom may not yet be
determined. Although plaintiffs’ petition for re-
hearing en banc has been denied, the time for seek-
ing certiorari has not passed. But anyone who has
ever defended a securities class action case will
recognize that putting the plaintiff to its proof on
loss causation at the outset of the case may make
good sense. Why burden a defendant and the
Court with an expensive and complex case when
a plaintiff will not be able to carry its burden of
proving that the alleged corrective disclosure did
not cause its losses? This question will turn entirely
on matters of public record and expert testimony;
discovery would be superfluous. The Allegiance
Telecom majority understood this, and their deci-
sion reflects the same dry-eyed assessment of the
class action device that animated the Class Action
Fairness Act of 2005% and the recent decision of
the Supreme Court in Bell Atlantic Corp. v. Twom-
bly.** One recent commentator has even suggested
that Allegiance Telecom may “portend|] the wave
of the future: early merits-based consideration of
plaintiffs’ class action complaints.”?’

Of course, Allegiance Telecom may be a two-
edged sword. If a defendant contests class cer-
tification on loss causation grounds and loses,
the defendant could be in a worse position than
it would have been had the class been certified
without consideration of loss causation. In the
latter case, the loss causation issue would remain,
creating a risk for the plaintiff that the defendant
could exploit in settlement negotiations. A defen-
dant with a relatively strong case on liability and
a relatively weak case on loss causation may be
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well-advised to refrain from raising the loss cau-
sation argument at the class certification stage. In
order to be in a position to make such a judg-
ment, defendants and their counsel should, at the
inception of the case, concentrate carefully on the
liability issues and work with financial econo-
mists to exhaust all possible theories to rebut loss
causation and market efficiency.
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