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A Tale of Two Judges

By C. Evan Stewart

Someone once wrote: “[i]t was the best of times, it was
the worst of times....”! Many people might say that that sen-
timent captures our current times pretty well. Events involv-
ing two well-known federal judges might make the legal
highlights film for that conflicted proposition, and they have
some important take-homes for all of us.

Judge Kaplan and the Department of Justice

The issue of cooperation with the government (a /k/a
the “800 pound gorilla”) has been with us for some time.>
The perception (and reality) has been that under-investiga-
tion companies, attempting to curry favor with the govern-
ment, would do almost anything to have the government call
off the dogs.

This situation arguably reached its pinnacle (or na-
dir) in United States v. Stein® In Stein, KPMG—one of the
country’s largest accounting firms—was attempting to
avoid indictment by the federal government; having seen
what happened to competitor Arthur Andersen only a few
years before, this was not an irrational business judgment.*
At that time, the Justice Department had in effect a 2003
memorandum issued by then-Deputy Attorney General
Larry Thompson. The Thompson memorandum had been
issued to give guidance to corporations under the govern-
ment’s gun as to what the DOJ would consider constituting
“cooperation,” and through such “cooperation,” corpora-
tions could hope for more lenient treatment. Two of the
more controversial components of the Thompson memo-
randum were: (1) corporate “cooperation” with the govern-
ment would be favorably judged if companies waived the
attorney-client privilege (and other applicable privileges);
and (2) said “cooperation” would also be favorably judged
if companies forwent the advancement of attorneys’ fees for
employees targeted by the government (notwithstanding
corporate by-laws either mandating or allowing for attor-
neys’ fees to be advanced).®

For KPMG, waiving any and all privileges and giving
up materials to the U.S. Attorney’s office was a no-brainer.
Harder was the decision-making process regarding the thir-
teen former partners and employees of the firm who were
individual targets. All thirteen had retained skilled (and ex-
pensive) counsel based upon KPMG'’s time-honored practice
of advancing attorneys’ fees to its current and former em-
ployees with respect to job-related conduct. But after some
very significant jaw-boning by two Assistant U.S. Attorneys,
the company threw its former (now indicted) colleagues un-
der the bus and shut off the money spigot.

After the indictments were handed down, the individ-
ual defendants moved before Judge Kaplan to dismiss the
indictments based upon the government’s interference with
KPMG'’s advancement of fees. The Judge then held an exten-

sive evidentiary hearing to determine the government’s role
in KPMG’s decision vis-a-vis the advancing of fees. Based
upon that hearing, Judge Kaplan ruled (1) that the defen-
dants had a fundamental right under the Fifth Amendment
to fairness in the criminal process (including the right to

get all “resources lawfully available to him or her [without]
government interference”);® and (2) that the defendants’
Sixth Amendment rights (to choose the lawyer he or she
desires) had been violated by the government’s conduct.
Ultimately, finding that the prosecutors’ conduct “indepen-
dently shock[s] the conscience” (so much so, that he singled
out and referenced the Assistant U.S. Attorneys by name),
Judge Kaplan dismissed the indictments because there was
no alternative remedy that would put the defendants in the
position they would have been, “but for” the government’s
misconduct.”

The government appealed the dismissal of the indict-
ments. At this point I must admit I was unsure as to what
would happen in the Second Circuit. On the one hand, what
the government had done was truly shocking and wrong.®
But the problem was that KPMG was not a public corpora-
tion with corporate by-law or statutory obligations; instead,
it was a private partnership in which the advancement his-
tory was merely a time-honored practice, not something
whereby you could point to a legal obligation mandating
advancement.’ Perhaps this would be the unusual case
where a wrong had no remedy?

The Second Circuit affirmed Judge Kaplan,'® but to
reach that result they chose an unusual route. Making ex-
tensive use of the factual findings made by the lower court
(i-e., the government made KPMG do it}—which the Second
Circuit panel was of the view it was not empowered to chal-
lenge or overturn,! the Court of Appeals ruled that the Sixth
Amendment rights of the individual defendants had been
violated and that Judge Kaplan’s remedy was appropriate.
Since the Court of Appeals could not look to corporate by-
laws or state law requiring advancement of fees, the Second
Circuit based its analysis and ruling on the doctrine of state
action.

As the Second Circuit acknowledged, the jurisprudence
of state action ““ha[s] not been a model of consistency.””*?
And it then went on to show why. First off, it opined that to
wrap up a private entity (i.e., KPMG) as an instrumental-
ity of the government, it must be ““operat{ing] as a willful
participant in joint activity’ with the government....”?3 The
notion that KPMG—faced with a possible criminal indict-
ment—was a “willful participant” with the government is,
of course, absurd; the accounting firm was about as adver-
sarial to the government as possible, and it caved into the
pressure from the two Assistant U.S. Attorneys only under
extreme duress.
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And besides overcoming that bizarre legal and factual
situation, the Second Circuit also had to deal with its own
precedent to the contrary. In D.L. Cromuwell Investments, Inc.
v. NASD Regulation, Inc.* the Court of Appeals affirmed a
decision by Judge Kaplan, which involved parallel inves-
tigations being conducted by the DOJ and the NASD (the
forerunner of FINRA) where the NASD lawyers were work-
ing with their DOJ counterparts and receiving information
that was helping their investigation. Four brokers, who were
also targets of the DOJ, sought to enjoin the NASD from
compelling their testimony for fear it would be used by the
DOJ.15 Judge Kaplan ruled (and the Second Circuit agreed)
that there would be no Fifth Amendment problem because
the NASD is/was not a government entity, and thus the
doctrine of state action would not be implicated. Huh? The
two entities were not only indisputably working together
“willful[ly]” in parallel investigations (and sharing informa-
tion), but the NASD was a quasi-governmental entity (as
is FINRA), specifically regulated by the Securities and Ex-
change Commission pursuant to the Securities Exchange Act
of 1934. While “foolish consistency [may be] the hobgoblin
of little minds, ¢ the Second Circuit in Cromwell found no
state action, where there was state action; and in KPMG, the
court found state action, where there was no state action.

What should we make of these rather hard to rational-
ize judicial rulings? One man’s perspective is that the Crom-
well situation probably did not seem to Judge Kaplan and
the Second Circuit as being enough of a big deal (and both
courts likely expected NASD lawyers would be more careful
(or at least more circumspect) going forward with respect to
information sharing in parallel investigations).!” As to the
KPMG situation, however, the two courts seemed to have
been genuinely concerned about extreme overreaching by
the government and, in particular, by the two Assistant U.S.
Attorneys—both of whom were repeatedly identified by
name in the two opinions.!® The naming of those lawyers,
I'believe, had as much of an impact on the Justice Depart-
ment ultimately tweaking the Thompson memorandum (to
remove affirmative “requests” for privilege waivers and
denials of advancement), as did the substantive decisions
by Judge Kaplan and the Second Circuit.! In the end, and
irrespective of judicial inconsistencies, it is heartening that
the Judicial Branch stands ready to stare down the Execu-
tive Branch when it goes too far and threatens important
individual liberties (i.e., the ability of individuals to de-
fend themselves against the overwhelming power of the
government).20

Judge Rakoff and the Securities and Exchange
Commission

For what seems like an eternity, the Securities and Ex-
change Commission has regularly entered into settlements
with corporations, with such settlements having as their
centerpieces (i) the corporations neither admitting nor deny-
ing liability, and (ii) the SEC asking a federal district court
judge to impose his or her imprimatur on the settlement,
thereby getting an injunction against future violations of

the law. The first centerpiece has traditionally been justi-
fied on two grounds: first, that it saves the SEC resources
by not having to litigate and prove wrongdoing at trial; and
second, that it allows corporations the ability thereafter to
litigate trail-along civil litigation brought by private plain-
tiffs (and the plaintiffs’ bar). The second centerpiece is more
of a historical artifact: it dates back several decades to when
the SEC had very few weapons in its enforcement arsenal to
penalize and deter corporate wrongdoing.

I thought that at least part of this settlement pattern was
going to be affected when Judge Rakoff rejected a $33 mil-
lion settlement between the SEC and Bank of America. Ac-
cording to the SEC, Bank of America had “materially lied”
to Bank of America shareholders by failing to disclose, prior
to a December 5, 2008 vote on Bank of America’s proposed
acquisition of Merrill Lynch, that $5.8 billion in bonuses
were going to be paid to Merrill Lynch employees. In reject-
ing that settlement, Judge Rakoff opined that it did “not
comport with the most elementary notions of justice and
morality.” Upset that Bank of America shareholders were
both victimized and were also being made to bear the finan-
cial penalty for the alleged misconduct, the Judge ruled that
the settlement was merely “a contrivance designed to pro-
vide the SEC with the facade of enforcement and the man-
agement of the bank with a quiet resolution of an embar-
rassing inquiry.” Ultimately, and only grudgingly (and only
after Bank of America had turned itself inside-out to meet
the Judge’s demands),”! Judge Rakoff approved a $150 mil-
lion settlement which hardly seemed like an SEC triumph.?

After the SEC was put through that difficult gauntlet,
I thought there were two alternative ways to handle such
matters going forward: either the SEC would utilize its
administrative proceedings to effect the same settlements
(and thus avoid the scrutiny of Article IlI judges), or the SEC
would continue to seek such scrutiny in order to be able
to invoke federal courts’ contempt powers.? The SEC, for
some reason, chose the latter.

Fast forward to March of 2011, when the SEC again
found itself before Judge Rakoff with a settlement he found
less than compelling.?* Although Judge Rakoff decided to
approve the settlement (largely because two of the individu-
als involved had pleaded guilty to related criminal charges
and the company, despite being destitute, had paid a multi-
million dollar penalty),? he opined that the “disservice to
the public interest in such a [settlement] practice is palpa-
ble.”? More generally, Judge Rakoff decried the SEC’s seek-
ing a federal court’s imprimatur on such settlements, tracing
the rationale for that protocol back to the above-referenced
era when the Commission’s enforcement powers were lim-
ited; the SEC’s current enforcement powers are now both
wide and deep (which they can invoke without ever having
to go to court).

With that past as prologue, the SEC went for a trifecta in
October of 2011, filing a complaint in federal court in New
York, charging Citigroup with securities fraud in connection
with a synthetic collateralized debt obligation (“CDO”) it
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sold to investors in 2007. Simultaneous with the court filing,
the SEC: (i) announced it was settling the matter with Citi-
group for $285 million; (ii) filed a separate lawsuit against

a former Citigroup employee it claimed was the principal
individual responsible for the CDO fraud; and (iii) insti-
tuted settled administrative proceedings against two Credit
Suisse entities and a Credit Suisse employee for their roles
in the CDO transaction.?” The judge who drew the task of
overseeing and approving the SEC’s settlement with Citi-
group: Judge Rakoff.

At the same time the SEC was going public with its
spin on the resolution of this allegedly fraudulent securi-
ties transaction, Citigroup issued its own press release.

On top of the settlement tracking the traditional mantra

of neither admitting nor denying wrongdoing, Citigroup
highlighted for the investing public the fact that the SEC
had not charged the company with “intentional or reckless
misconduct.”

Perhaps in response to these public releases (“How can
a securities fraud of this nature and magnitude be the result
simply of negligence?”), Judge Rakoff scheduled a settle-
ment hearing, in advance of which he asked the settling
parties to answer nine questions relating to whether the
settlement was “fair, adequate, and reasonable.” Not satis-
fied with the answers he received, Judge Rakoff rejected the
settlement, a rejection that has been appealed by both the
SEC and Citigroup.

Since the appeal was lodged to the Second Circuit, a
few things have happened. First was the “dramatic” an-
nouncement by the SEC that it was changing its policy on
neither admitting nor denying liability;?® this policy change,
however, was much ado about nothing—now, firms plead-
ing guilty to criminal felonies will no longer be allowed to
agree to civil settlements in which they neither admit nor
deny civil liability. Next up, an enterprising New York Times
reporter revealed that, over a decade-long period, the SEC
has given 350 waivers to financial institutions that have ex-
isting injunctions not to commit securities fraud again,® in
other words, the contempt “teeth” sought by the SEC in go-
ing to a federal judge to approve settlements has simply not
been used to restrain or punish corporate recidivism. Third,
by increasing numbers, more federal judges have started to
follow Judge Rakoff’s lead in questioning civil settlements
brought for their approval by the federal government.* But
then, just as suddenly, a Second Circuit panel, ruling on the
SEC’s motion for a stay of the Citigroup proceedings before
Judge Rakoff pending its (and Citigroup’s) appeal, granted
that motion in light of the SEC’s “strong likelihood of suc-
cess” in demonstrating that the settlement was not “arbi-
trary, capricious, an abuse of discretion, or otherwise not in
accordance with the law.”%!

So, what is there to be learned from Judge Rakoff’s face-
off with the SEC? As an initial matter, while it would appear
likely that the Second Circuit will reverse his rejection of the
Citigroup settlement, do not place all of your chips on that

bet in Vegas.? There are at least four ways the Court of Ap-
peals could approach this case (and the Court could mix and
match): first, it could agree with Judge Rakoff’s threshold
complaint—that the SEC need not be bringing each and ev-
ery settlement into federal district court, especially given the
indisputable fact that the Commission never seems to in-
voke the injunctive power it is so eager to engraft as part of
these settlements; second, it could agree with Judge Rakoff’s
second point—that if the SEC is going to come into federal
district court, then the judge is not to be a mere “potted
plant,” but is instead supposed to exercise his or her judg-
ment in assessing whether the settlement is appropriate;
third, assuming the Second Circuit takes that second step,
hopefully the Court would then articulate some constructive
guidelines to help all concerned (i.e., the SEC, corporations,
judges) understand how settlements will be reviewed; and
finally, it seems likely that the Second Circuit will ultimately
rule that Judge Rakoff went a bridge too far in criticizing
and rejecting the SEC’s policy of neither admitting nor de-
nying liability—in its initial ruling on the motion for a stay,
the Second Circuit (correctly, I believe) made it clear that
such a policy is properly within the province of the Execu-
tive Branch, and the Judicial Branch does not have a role in
passing judgment on the wisdom of the Executive Branch's
decision-making in that realm.

If the Second Circuit does some or all of the foregoing,
will that curb the growing appetite of federal district judges
to question governmental settlements? My guess would be:
probably yes. But such an outcome will not,  hope, curb
federal judges from stepping in to restrain the 800-pound
gorilla when and where such intervention is appropriate.

In fact, Judge Rakoff, even with the pendency of the
Citigroup appeal hanging over him, has shown that he has
not lost any of his courage in this regard. In the insider trad-
ing case brought by the government against Rajat Gupta,*
Judge Rakoff issued a most important pre-trial ruling that
will have a significant impact going forward on parallel
investigations undertaken by the DOJ and the SEC. On Mr.
Gupta’s motion, the Judge ruled that joint interviews con-
ducted by DOJ and SEC lawyers—and memoranda created
by both sets of lawyers thereafter—were subject to the gov-
ernment’s Brady obligations;* thus, all exculpatory evidence
was required to be turned over from all of those sources (i.e.,
it could not be hidden in the SEC work papers). This bold
and common-sense ruling is certainly a good thing for all
citizens who want a level playing field when faced with the
800 pound gorilla.

Conclusion

We give Article ITI judges not only enormous power,
but also lifetime tenure. And while that can sometimes
lead to excesses, in the hands of intelligent and courageous
men and women that power can help protect our liberties.
Whether one agrees completely or even partially with the
actions of Messrs. Kaplan and Rakoff, we are lucky that
those men have committed their lives to public service.
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