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Introduction

Class actions “play an essential role in deterring securities fraud and compensating victims for
their losses.”’ Congress recognized this fact thirty years ago when it passed the Private Securities
Litigation Reform Act of 1995 (PSLRA). Although one purpose of the PSLRA was to “discourage
frivolous litigation,” it also recognized that meritorious private securities litigation was essential
“to the integrity of American capital markets.”? The PSLRA thus reflects Congress’s recognition of
the importance to securities regulation of private securities class action lawsuits. The Supreme
Court has also recognized “that class actions are a core part of securities regulation.”?

For many years, the Securities and Exchange Commission (SEC) shared this view. For example,
Richard Breeden, then-chair of the SEC, testified before Congress in 1991 that “‘private actions
perform a critical role in preserving the integrity of our securities markets.””* In light of this
longstanding view, it is not surprising that the SEC has traditionally refused to allow initial public
offerings to go forward if the filing contained mandatory arbitration provisions that could deprive
shareholders of the power to bring claims against the company in the case of wrongdoing.®

Current SEC Chair Paul Atkins served on the staff of then-Chair Breeden, but he does not appear
to share his former boss’s view regarding private securities litigation. His SEC recently announced
a policy statement that would allow public companies to force shareholders into mandatory
arbitration.® Yet mandatory arbitration almost always favors corporations and rarely results in a
win for investors.” The reasons it is unfair to investors are numerous.® Perhaps most importantly,
it would prevent shareholders from suing in court.® Chair Atkins is thus doing by fiat—eliminating
private securities litigation class actions—what Congress refused to do when it passed the PSLRA.

The PSLRA

The SEC should not be able to override the will of Congress. The PSLRA was “an effort to achieve
two competing goals: reducing burdensome and potentially frivolous litigation while preserving
the ability of investors to pursue meritorious claims.”' Congress’s view was:

Private securities litigation is an indispensable tool with which defrauded investors
can recover their losses without having to rely upon government action. Such private



lawsuits promote public and global confidence in our capital markets and help to
deter wrongdoing and to guarantee that corporate officers, auditors, directors,
lawyers and others properly perform their jobs."

To be sure, Congress was concerned about abusive litigation.'? But it addressed these concerns
by placing “burdens on investors seeking to bring class actions.”"® So by “tailoring the structure of
the class action rather than eliminating it, the PSLRA reflected an implicit congressional decision
to retain the class action mechanism.”'*The PSLRA thus could have, but did not, abolish securities
litigation class actions. Congress’s decision to fix rather the “eliminate the securities fraud class
action . .. confirmed its importance to the integrity of the U.S. capital markets.”"®

The SEC’s Traditional View

The SEC has traditionally shared the view reflected in the PSLRA that private securities litigation is
“a ‘necessary supplement’ to actions brought by the Commission” and “an ‘essential tool’ in the
enforcement of the federal securities laws.”'® Arthur Levitt, who was chair of the SEC at the time
Congress passed the PSLRA, supported litigation reform but said that class action litigation
“serves a valuable purpose in our system, encouraging corporations to observe their disclosure
obligations carefully.”’” The SEC has also opposed mandatory arbitration provisions that would
prevent shareholders from availing themselves of the class action mechanism.

Although it has not issued more general policy guidance, the agency has long
indicated its opposition to the inclusion of mandatory arbitration clauses in
corporate charters and bylaws. It has refused, forexample, to accelerate registration
statements with charters that contain such a clause. In the context of shareholder
proposals, SEC staff have suggested that mandatory arbitration charter provisions
might violate securities laws.'®

Even Jay Clayton, SEC Chair during President Trump’s first term, declined to endorse mandatory
arbitration and refused to reverse the staff’s longstanding view that a mandatory arbitration
provision would be inconsistent with the public interest and the protection of investors.™

The SEC’s Shift

Unfortunately, the SEC’s recent shift from investor protection to corporate protection has now
extended to private securities litigation and mandatory arbitration.?® On September 17, the SEC
issued a policy statement that would allow corporations to include mandatory arbitration
provisions for shareholder claims.?' Subsequently, Chair Atkins gave a speech in which he touted
the supposed benefits of mandatory arbitration—without distinguishing between the potential
benefits of arbitration and the costs of making arbitration mandatory—and criticized a recent
Delaware law that prohibits mandatory arbitration of federal securities law claims.??

Although corporations have long championed mandatory arbitration provisions,? the SEC is
supposed to be the investor’s advocate, not the industry’s advocate.?* And despite Chair Atkins’s
insistence thatthe SEC was merely providing “clarity that such provisions are notinconsistent with
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the federal securities laws,”? the widespread adoption of such provisions by corporate issuers
“would substantially curtail, if not eliminate, the securities fraud class action.”?

The consequences of a shift to shareholder arbitration could be substantial. Private
litigation, especially private aggregate litigation, is one of the main tools for enforcing
securities and corporate law in the United States. A shift to arbitration likely would
dramatically reduce the number of claims filed, in part because representative
actions such as class actions or derivative suits probably would be unavailable. The
future of shareholder rights may be at stake.?’

Mandatory arbitration thus “would undercut federal securities law by precluding most
shareholders from seeking its enforcement through a class action.”?® And because “shareholder
class actions can serve vital deterrence and remedial functions in both corporate governance and
capital markets],] [c]hanneling this litigation into private arbitration that shareholders could only
pursue on an individualized basis would largely neuter those functions and, thus, reshape the
manner in which public corporations and securities markets operate.”? This transformation in
securities regulation would be “to the detriment of large and small shareholders alike.”*

Afterissuing the policy statement, Chair Atkins suggested that mandatory arbitration could reduce
“meritless, vexatious, or frivolous litigation.”®' But this is not the SEC’s role. Congress enacted the
PSLRAto dojustthat. Whether or not it was successful remains debatable.® What is not debatable
isthat Congress could have eliminated securities class actions inthe PSLRA but did not do so. And
even if the PSLRA was not that successful, Congress has not done so since. The SEC has no
business taking regulatory actions that subvert the will of the legislative branch.

Conclusion

The SEC cannot arrogate for itself the power to end securities fraud class action lawsuits. That is
the prerogative of Congress, and Congress chose not to exercise that prerogative when it enacted
the PSLRA. It has also not done so in the 30 years since the PSLRA became law. Yet the SEC’s
statement that corporations are free to adopt mandatory arbitration provisions for shareholder
claims could have exactly that result. There was no reason for the SEC to deviate from its
longstanding and warranted opposition to mandatory arbitration provisions, and its action will only
harm the very investors that the SEC supposedly exists to protect.
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