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“The Court holds today that
a disgorgement award that
does not exceed a
wrongdoer’s net profits and
is awarded for victims is
equitable relief permissible
under §78u(d)(5).”

— Justice Sotomayor

Report from Washington

Supreme Court Affirms SEC’s Disgorgement Remedy, but
Places Limits on Its Use

June 23, 2020

On June 22, 2020, in Liu v. SEC, No. 18—1501, the Supreme Court resolved the question it
raised but left open just a few years ago in Kokesh v. SEC, 137 S. Ct. 1635 (2017): whether the
SEC is authorized to seek disgorgement in federal court proceedings. In an 8-1 decision, the
Court upheld but circumscribed the SEC’s ability to seek disgorgement. Specifically, the
Court held that disgorgement constitutes permissible “equitable relief” under 15 U.S.C. §
78u(d)(5), but only where disgorgement is based on net profits and ordinarily where

disgorged funds are distributed to victims.

Some of the practical takeaways of this decision are as follows:

These limitations are likely to significantly reduce the amount of disgorgement
the SEC can obtain.

o The requirement that disgorgement be based on net profits will likely lead to
involved settlement discussions over how to calculate legitimate business

expenses and profits.

e The requirement that disgorgement be paid to victims could be especially
impactful in FCPA and insider trading cases, although the Court left open the
possibility that disgorgement need not be distributed where not feasible.
However, with the diminished ability to seek disgorgement, the SEC may look to

seek higher penalties in such cases.

e Still to be decided is the question whether the limitations on the SEC’s ability to
seek disgorgement in federal court will also apply to the SEC’s ability to seek
disgorgement in administrative proceedings.
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“Over the years, however,
courts have occasionally
awarded disgorgement in
three main ways that test
the bounds of equity
practice: by ordering the
proceeds of fraud to be
deposited in Treasury funds
instead of disbursing them
to victims, imposing joint-
and-several disgorgement
liability, and declining to
deduct even legitimate
expenses from the receipts
of fraud. The SEC’s
disgorgement remedy in
such incarnations is in
considerable tension with
equity practices.”

— Justice Sotomayor

Summary

When the SEC brings enforcement actions in federal court, it is authorized by statute to seek
a range of remedies, including “any equitable relief that may be appropriate or necessary for
the benefit of investors.” In Kokesh, the Court held that disgorgement of profits is a
“penalty” for the purposes of statutes of limitations. However, the Kokesh Court explained in
a footnote that “[n]othing in this opinion should be interpreted as an opinion on whether
courts possess authority to order disgorgement in SEC enforcement proceedings or on
whether courts have properly applied disgorgement principles in this context.” In Liu, on the
heels of Kokesh, the petitioners argued that disgorgement was not an equitable remedy, and

therefore, not within the statutory authorization.

Although the briefing in Liu focused on the all-or-nothing question of whether the SEC could
seek (and courts have the power to order) disgorgement in federal court proceedings, the oral
argument focused instead on what aspects of a disgorgement award might make it punitive
instead of equitable. The Justices asked petitioners’ counsel if the disgorgement in the case
would have been equitable if it were returned to investors (instead of turned over to the U.S.
Treasury) and seemed focused on how the SEC calculates disgorgement awards,

foreshadowing the focus of the Court’s decision this week.

While petitioners argued that disgorgement is not “equitable relief” within the meaning of 15
U.S.C. § 78u(d)(5), Justice Sotomayor, writing on behalf of the Court, said: “Not so.” The
Court held that a disgorgement award is proper so long as it (1) does not exceed the
wrongdoer’s net profits, and (2) in the ordinary case, is given to victims of the wrongdoing.
The Court further questioned the practice of imposing the disgorgement remedy on a joint-

and-several basis.

The Court observed that equity practice has historically allowed courts to deprive
wrongdoers of ill-gotten gains and that these remedies are equitable (instead of punitive) so
long as they are restricted to net profits and awarded to victims. In light of this history, the
Court held the SEC is well within its statutory authority to seek disgorgement in civil suits.
The Court declined to extend Kokesh’s conclusion that disgorgement is a penalty beyond the
statute of limitations context, noting that “that decision has no bearing on the SEC’s ability to
conform future requests for a defendant’s profits to the limits outlined in common-law cases
awarding a wrongdoer’s net gains.” The Court did acknowledge three trends in the SEC’s use
of the disgorgement remedy that might not comport with a traditional equitable remedy.
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“To be sure, the Kokesh
Court evaluated a version of
the SEC’s disgorgement
remedy that seemed to
exceed the bounds of
traditional equitable
principles. But that decision
has no bearing on the SEC’s
ability to conform future
requests for a defendant’s
profits to the limits outlined
in common-law cases
awarding a wrongdoer’s net
gains.”

— Justice Sotomayor

First, the Court questioned the practice of depositing disgorgement awards into the U.S.
Treasury, noting that § 78u(d)(5) authorizes equitable relief “for the benefit of investors.”
The Court explained that the equitable nature of the profits remedy would ordinarily require
the SEC to return profits to wronged investors, not the Treasury. The Court allowed that the
SEC might be able to send disgorgement awards to the Treasury when it is not feasible to

distribute funds to the investors, but noted that this issue was not before the Court.

Second, the Court expressed concern about the SEC’s practice of seeking joint-and-several
liability for disgorgement awards, stating: “That practice could transform any equitable
profits-focused remedy into a penalty,” especially if the SEC sought to disgorge from one
defendant profits earned by another defendant. The Court explained that joint-and-several
liability might be appropriate in cases of concerted wrongdoing and shared profits (e.g., by
partners in a partnership), but that lower courts would have to assess the facts in each case to

see if equitable principles permitted such an award.

Third, the Court explained that courts must deduct legitimate business expenses from
disgorgement awards. This shifts the focus from gross profits to net profits. The Court
explained that courts should not deduct illegitimate personal expenses, but that ordinarily
defendants should not be required to disgorge funds they spent on business expenses. The
Court also acknowledged that in rare cases where the defendant’s entire enterprise was
fraudulent, then no business expenses would be legitimate and gross profits would be the

correct measure of disgorgement.

Justice Thomas dissented, writing that he would hold that disgorgement is not an “equitable
remedy” within the meaning of 15 U.S.C. §78u(d)(5) and would have reversed the opinion of
the Ninth Circuit.

Implications

Although the Liu opinion affirmed the SEC’s ability to seek disgorgement in civil suits, the

case introduces serious limits on how the SEC can pursue that remedy.

The Court’s instruction that disgorgement be limited to net profits could reduce SEC
disgorgement awards. In some cases, defendants might have spent a considerable amount of
funds on legitimate business expenses, greatly reducing the net disgorgement award. We
would expect SEC investigative staff to closely scrutinize claimed business expenses for

legitimacy.
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The SEC obtains billions of dollars in disgorgement every year, requiring defendants in civil
securities suits to disgorge the ill-gotten gains of their misconduct. In 2019, the SEC
obtained $3.2 billion in disgorgement, compared with $1.1 billion in civil penalties. We may
see a shift in that ratio going forward, as the SEC may greet limitations on the disgorgement

remedy with efforts to ratchet up penalties.

The Court’s opinion also puts more pressure on the SEC to return disgorged funds. In 2019
the SEC returned 37% of $3.2 billion in disgorged funds to investors. Going forward, the

Commission will focus even more intently on connecting investors with disgorged funds.

A question is also raised, as pointed out in Justice Thomas’s dissent, as to whether these
newly prescribed limits on the scope and nature of disgorgement will apply in administrative
proceedings—where disgorgement is expressly provided for by statute—given that the
reasoning for those limits is anchored in the common law. Nonetheless, since the
disgorgement remedy in administrative proceedings has always been thought to mirror the
disgorgement remedy that could be imposed under traditional equitable principles in district
court, we would not expect a divergence in approach. Moreover, simply as a practical matter,
given how clearly the Court spoke in Liu, and in light of the criticism the Commission has
absorbed over the perceived unfairness of litigating in the administrative forum, ignoring Liu
in administrative proceedings would likely ignite another round of litigation and criticism

over the SEC’s administrative process.

Finally, the Liu decision comes amid pending bipartisan legislation to grant the SEC express
authority to seek disgorgement in federal court proceedings and to lengthen the statute of
limitations for disgorgement claims to 14 years. Whether or not the Court’s holding in Liu

takes the urgency out of these legislative efforts remains to be seen.

The contents of this publication are for informational purposes only. Neither this publication nor the
lawyers who authored it are rendering legal or other professional advice or opinions on specific facts or
matters, nor does the distribution of this publication to any person constitute the establishment of an
attorney-client relationship. Simpson Thacher & Bartlett LLP assumes no liability in connection with the
use of this publication. Please contact your relationship partner if we can be of assistance regarding these
important developments. The names and office locations of all of our partners, as well as our recent
memoranda, can be obtained from our website, www.simpsonthacher.com.
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