Virus, Regs Highlight Need For Model State Whistleblower Law
By Patrick McCloskey (June 26, 2020)

On May 26 the North American Securities Administrators

Association announced its proposal of a model state act to reward and
protect whistleblowers who report wrongful securities practices to the
applicable state securities regulator.[1]

NASAA's notice to its members included the text of the proposed model
act, seeking public comment by June 30.[2]

The proposed model legislation resembles the federal program established
under the Dodd-Frank Wall Street Reform and Consumer Protection Act of
2010,[3] the related regulations promulgated by the U.S. Securities and
Exchange Commission,[4] as well as existing state laws in Indiana, enacted in 2012,[5] and
Utah, enacted in 2011.[6]

If adopted in one or more states, the proposed model act would give whistleblowers a
financial incentive to report securities misconduct at the applicable state level(s), which
could help state securities enforcement agencies detect fraud at earlier stages, thereby
reducing harm to investors.

The proposal is one of numerous steps recently taken by NASAA to assist state securities
regulators in fighting fraud at a time when (1) the COVID-19 outbreak has presented unique
opportunities for scammers,[7] and (2) the SEC has proposed easing certain federal
registration exemptions to facilitate capital raising.[8]

NASAA formed a COVID-19 Enforcement Task Force in late April[9] and, on June 1 it
submitted a comment letter opposing most of the SEC's proposed rule changes.[10]

General Overview

Among other things, NASAA's proposed Model Whistleblower Award and Protection Act, or
MWAPA, would:

¢ Authorize the applicable state securities regulator to pay whistleblower awards based
on monetary sanctions[11] recovered in the related administrative or judicial
proceeding;

e Set the range of monetary awards between a minimum of 10% and a maximum of
30% of the monetary sanctions for the underlying violation(s);

e Set forth a nonexclusive list of factors to be considered in determining the amount of
a monetary award;

e Identify disqualifications from whistleblower eligibility; and

e Provide whistleblower protections, such as confidentiality, anti-retaliation and
invalidation of waivers.
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Comparison With Existing Programs

The 10% minimum and 30% maximum whistleblower award range in NASAA's proposed
MWAPA is identical to the existing range contained in the federal program administered by
the SEC's Office of the Whistleblower. However, unlike the federal whistleblower program,
which requires that monetary sanctions exceed $1 million, the proposed MWAPA does not
contain a minimum amount for the model statute to apply.

In Indiana, the securities whistleblower statute has no qualifying threshold, but awards are
capped at 10% of the monetary sanctions.[12] Utah has a monetary sanction threshold of
$50,000 and awards are generally limited to 30% of such monetary sanctions.[13]

As proposed, the MWAPA definition of whistleblower includes information related to a
violation of state or federal securities laws or regulations.[14]

Under the federal regulations promulgated by the SEC, the whistleblower definition does not
include information related to state violations,[15] and the analogous definitions in Indiana
and Utah — informant and reporter, respectively — do not include information-related
federal violations.[16]

The proposed MWAPA would leave it to the adopting state(s) to determine the source of
funds to pay whistleblowers. In Indiana, awards are to be paid from a Securities Restitution
Fund,[17] and in Utah payments are to be sourced from a Securities Investor Education,
Training and Enforcement Fund.[18]

Under the federal program, the Dodd-Frank Act mandated the creation of a federal investor
protection fund to source whistleblower payments.[19]

The federal securities whistleblower program has led to some significant payouts. On June 4
the SEC announced an award of almost $50 million, its largest ever to a single
whistleblower.[20]

Since the federal program was implemented in response to the Dodd-Frank Act, the SEC
has awarded approximately $501 million to 85 whistleblowers.[21] Indiana and Utah have
made one whistleblower payout each to date, with Indiana awarding $95,000 in 2016[22]
and Utah awarding $15,000 in 2014.[23]

NASAA's Broader Fraud Concerns

The proposed MWAPA appears to be a measure intended to address NASAA's broader
concerns about securities fraud.

On June 16 NASAA announced that there were more than 100 investigators from 44 state
and provincial jurisdictions participating in its COVID-19 Enforcement Task Force and that
91 potentially fraudulent matters had been identified with 54 active investigations.[24]

In the announcement, NASAA's President Christopher Gerold stated:
The task force was established to protect investors by proactively disrupting,

discouraging and deterring fraudulent or illegal activities of those seeking to exploit
the coronavirus pandemic.



On June 1, the last day of the comment period for the SEC's proposal to ease and
harmonize certain private offering exemptions, NASAA submitted a letter opposing most of
the proposed changes, stressing fraud concerns in opposition of proposed Rule 152, on safe
harbor from integration, and proposed Rule 241, testing the waters communications.

Both proposed rules represent a diminution of the types of prophylactic measures built into
the securities laws for investor protection. The anti-fraud provisions of the federal securities
laws are not sufficient in and of themselves to protect investors. Congress included
prophylactic measures, such as Section 5 of the Securities Act, to prevent fraud and
forestall abusive practices.[25]

The need to deter fraud was also identified in the comment letter of the Consumer
Federation of America regarding the SEC's proposed amendments, concluding "[w]ithout the
realistic threat of enforcement, many private companies are unlikely to be deterred from
engaging in fraud and other unlawful activity, and investors, particularly vulnerable retail
investors, will suffer."[26]

Gerold, also chief of the New Jersey Bureau of Securities, alluded to the prophylactic nature
of the proposed MWAPA in NASAA's announcement, stating it could "lead to the earlier
detection of securities law violations, which, in turn, provides regulators with a greater
opportunity to stop the conduct alleged sooner, and prevent additional investors from being
harmed."

Although federal preemption imposed by the National Securities Markets Improvements Act
of 1996 prevents states from requiring registration of certain offerings, such as those
exempt under Rule 506 of Regulation D and Regulation Crowdfunding, states can still
commence an enforcement action with respect to fraud in such offerings.[27]

That preservation of authority could prove to be meaningful in the MWAPA context,
especially in situations where the monetary sanctions are less than $1 million and the
federal whistleblower program would not apply.

Whistleblowing in New York

While legislation rewarding whistleblowers who report financial and securities misconduct
has been introduced in New York the past, such a statute has yet to be enacted.[28]

The New York False Claims Act does, however, provide for monetary awards to tax
whistleblowers who commence a successful qui tam action for violations by certain
defendants.[29] Plaintiffs can receive between 15% and 30% of the proceeds recovered in
such cases.[30]

New York's securities statute, the Martin Act,[31] is both unique and onerous, compared to
other states. As an example, subject to limited exceptions, private placement issuers are
generally required to register as dealers of their own securities with the New York Attorney
General's Office's Department of Law.[32]

In addition, the New York Attorney General's Office is not required to prove scienter in a
Martin Act enforcement proceeding.[33] In a recent development, the New York Attorney
General's Office has proposed a new regulation that, if adopted, would require so-called
finders to register as brokers in New York state.[34]
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In October 2019, New York Attorney General Letitia James simplified the process for
whistleblowers generally by creating an online portal where complaints of unlawful or
fraudulent conduct can be submitted on a confidential and anonymous basis.[35]

If the MWAPA or a similar statute were to be adopted in New York, whistleblowers would not
only have an online portal to report securities misconduct confidentially and anonymously,
but they would have a financial incentive to do so. This combination could substantially
increase securities enforcement activity by the New York Attorney General's Office.

Potential Impact

Since the MWAPA is a proposed model act, it is unknown at this stage which states, if any,
will adopt it, as proposed or modified.

Given the active participation in NASAA's COVID-19 Enforcement Task Force, one would
expect state securities administrators to encourage their respective state legislatures to
introduce the MWAPA or a similar state securities whistleblower statute for enactment.

Adoption of the MWAPA in one or more states would bolster the applicable securities
regulator's ability to stamp out fraud and violations of local securities laws and regulations
at an early stage. As the expression goes: Money talks.

Giving whistleblowers a financial incentive to provide tips could prove to be extremely
helpful, especially in sophisticated schemes to defraud investors or circumvent state
securities laws or regulations.

Considering that (1) the COVID-19 pandemic has provided a new and unique opportunity
for fraudsters, and (2) certain federal registration exemptions may soon be relaxed, the
MWAPA could be a timely weapon against securities misconduct.

Patrick McCloskey is managing member at McCloskey Law PLLC.

The opinions expressed are those of the author(s) and do not necessarily reflect the views
of the firm, its clients, or Portfolio Media Inc., or any of its or their respective affiliates. This
article is for general information purposes and is not intended to be and should not be taken
as legal advice.
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