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Introduction

Good afternoon Mr. Chairman and members of the Task Force. My name
is John Beccia. | am Research Director and Chief Regulatory Counsel for The
Financial Services Roundtable (Roundtable) in Washington, D.C. On behalf of
the Roundtable, I pleased to offer following testimony on the attorney-client
privilege.

The Roundtable is a national association of the 100 largest integrated
financial services firms, whose members engage in banking, securities, insurance
and other financial services activities. Member companies of the Roundtable
support the Task Force’s goal to educate policy makers and the public on the
importance of maintaining the attorney—client privilege against unreasonable
governmental efforts. On a personal note, | have been honored to serve as a
liaison to the Task Force over the last few months.

Your mission is critically important. The attorney-client privilege is one of
the foundations of the America’s judicial system. My goal today is to provide the
Task Force with an overview of the current state of the attorney-client privilege
relative to the financial services industry. | will outline the regulatory
environment in which our member companies operate and how the actions of
government agencies have affected financial institution’s business decisions.
Generally speaking, our member company CEOs and in-house counsel have
expressed deep concern about how government agencies are conducting

examinations and enforcement actions. In the course of these investigations,



Roundtable members are being compelled to produce privileged documents and
information in order to avoid severe penalties. The Roundtable urges the Task
Force to take swift and appropriate action to reverse this trend.

The Attorney-Client Privilege

There is significant public interest in protecting the attorney-client
privilege. A recent survey conducted by the Association of Corporate Counsel
underscores the importance of the attorney-client privilege and work product
doctrines in relation to corporate activity.? Among the key findings:

e 95 percent of respondents believe that absent the privilege, clients will

be less candid with their counsel,

e 94 percent of respondents believe the existence of the privilege
enhances the likelihood that company employees will come forward to
discuss sensitive issues regarding the company’s compliance with the
law;

e 96 percent of corporate counsel believe the privilege serves an
important purpose in their work; and

e 30 percent of inside counsel, as well as 40 percent of outside counsel,
report first-hand experience with the erosion of the protections provided

by the privilege.

2 Association of Corporate Counsel Survey: Is the Attorney-Client Privilege Under Attack? (April 6, 2005).
More information on the survey results may be found at the Association of Corporate Counsel’s web site:
www.ACCA.com.


http://www.acca.com/

The attorney-client privilege promotes candid discussions between counsel
and their clients. This is especially important for businesses that must comply
with myriad laws and regulations. Most are good corporate citizens seeking
advice on how to promote their business interests while abiding by laws that
protect consumers. It is in the public’s best interest for the government to
encourage and protect the privileged nature of these communications.

Financial Institutions’ Current Reqgulatory and Enforcement Environment

The attorney-client relationship is vitally important in the financial services
industry. Financial institutions operate in a difficult, complex regulatory regime.
Since the enactment of the Financial Institutions Reform, Recovery and
Enforcement Act (FIRREA) in 1989, banking and thrift regulatory agencies alone
have promulgated eight hundred and one final rules. In addition, insurance
companies and securities firms are subject to numerous federal and state laws.
Many of the more recent laws and regulations have been enacted by Congress as a
response to new threats, such as terrorism, as well as recent corporate scandals.
As a result, financial services institutions are inundated with reporting
requirements and compliance burdens associated with the USA Patriot Act and the
Sarbanes-Oxley Act. Financial executives rely on counsel to help them navigate
this maze of laws and regulations.

In addition to reporting requirements, regulatory supervision and
enforcement of regulations have become more vigorous. Actions being brought

against companies by federal financial regulators, the U.S. Department of Justice,



and the State Attorneys General have amounted to regulation by enforcement.
Business practices are being targeted and penalized without the benefit of
administrative review and rulemaking procedures.

The pendulum has swung too far as the government has created
unreasonable requirements and expectations of financial institutions. The new
regulatory environment has changed the relationship between financial institutions
and their primary federal regulator. Previously, regulators reviewed financial
companies’ systems and their overall risk management. Currently, there is a zero
tolerance policy in which every transaction is scrutinized by regulators.

A reality of this new environment is increased examination and
enforcement. In the course of these investigations, government agencies are
making wide-ranging requests for documents and information, some of which are
protected under the attorney-client privilege and work product doctrines. The U.S.
Justice Department (Justice Department), the Securities and Exchange
Commission (SEC), as well as other federal financial regulators, have adopted
policies effectively requiring institutions to release information even if it is
privileged. These policies make it clear that waiver of the attorney-client privilege
can be a condition for being deemed “cooperative” and will be considered by the
government as a factor in determining what charge, if any, to bring against

financial institutions.



The Justice Department and the Role of Prosecutors

The Justice Department’s policy on the attorney-client privilege has been
clearly articulated in recent years. In January 2003, then-Deputy Attorney General
Larry Thompson issued a memorandum to Justice Department officials (the
Thompson memorandum) outlining guidelines for the federal prosecution of
business organizations.* This memorandum updated a 1999 memorandum on the
prosecution of corporations in general.* The Thompson memorandum sets forth
nine factors that prosecutors should consider in deciding whether to charge a
company and to gauge the level of cooperation provided by business
organizations. The waiver of attorney-client privilege is one of these factors.

Since the passage of the USA Patriot Act in 2001, the Justice Department
has become more aggressive in bringing enforcement actions against financial
services institutions for violating anti-money laundering laws and regulations.
Financial institutions are being threatened with criminal indictments in these
cases. The Arthur Andersen case is indicative of what could befall a financial
institution faced with a criminal indictment. It would, in essence, amount to a
“death sentence” since financial institutions do not survive criminal indictments.

Therefore, it is safe to say there is a large incentive for institutions to cooperate.

® Memorandum by Larry D. Thompson, Deputy Attorney General, U.S. Department of Justice, to Heads of
Department Components, United States Attorneys, Principles of Federal Prosecution of Business
Organizations 1 (January 20, 2003).

* Memorandum by Eric H. Holder, Jr., U.S. Department of Justice, to Heads of Department Components,
United States Attorneys, Federal Prosecution of Corporations (June 16, 1999).



The Justice Department has procedures which go a long way towards
having the waiver of the attorney-client privilege as a prerequisite for being
deemed cooperative during investigations. These procedures are not administered
in a consistent manner. For example, all ninety four United States Attorneys’
offices have the authority to bring actions against financial institutions for failing
to file a Suspicious Activity Report (SAR). These individual U.S Attorneys
operate autonomously and can seek waiver of the attorney-client privilege without
the review or approval of Main Justice in Washington, D.C.

Sentencing guidelines

Another action which has diminished the attorney-client privilege and
increased prosecutors’ powers are the recent amendments to the U.S. Sentencing
Guidelines. These amendments were proposed by the U.S. Sentencing
Commission to Congress in the spring of 2004 and became effective on November
1, 2004. Included in the Commentary of Section 8C2.5 (Commentary) of the
Chapter 8 Organizational Guidelines was new language that authorizes and
encourages the government to require entities to waive their attorney-client work
product protections in order to show “thorough” cooperation with the government
and thereby qualify for leniency in penalties. Prior to this amendment, the
Commentary was silent on the issue of waiver. The Roundtable believes this
change further exacerbates the problems with the Justice Department. Roundtable
companies believe this amendment reinforces the guidelines espoused in the

Thompson memorandum and diminishes the value of privileged communications.



SEC Enforcement Practices

The SEC also has a history of considering the waiver of attorney-client
privilege when determining penalties against financial institutions. In October
2001, the SEC released a report explaining why it was not filing charges against
the Seaboard Corporation after investigating the company for accounting
irregularities. > The “Seaboard Report” detailed factors the SEC considers in
determining whether, and to what extent, it grants leniency to investigated
companies. These so-called “Seaboard” factors include the level cooperation by
institutions and whether institutions waived their privilege.

Under the current regulatory regime, companies are heavily influenced into
cooperating promptly and fully with an SEC investigation, including waiving the
attorney-client privilege. Since Seaboard, there is little evidence that the SEC has
reduced penalties or declined to bring charges against companies because of their
level of cooperation. Conversely, there is significant evidence to suggest that
companies have been severely penalized by the SEC for a perceived lack of
cooperation. Ten of the twelve largest monetary penalties in SEC history have
been levied against institutions over the past five years.

Privileged Documents and E-mail
The SEC routinely conducts inspections of broker-dealers, investment

advisers, and investment companies. The SEC has begun conducting more and

® See Report of Investigation Pursuant to Section 2(a) of the Securities Exchange Act of 1934 and
Commission Statement on the Relationship of Cooperation to Agency Enforcement Decisions, SEC
Release Nos. 34-44969 and AAER-1470 (October 23, 2001) (the “Seaboard Report”).



more risk-based investigations, or “sweeps”, to identify potential illegal patterns
and practices within the industry. These routine inspections can turn into
enforcement inquiries. In the course of inspections and inquiries, lawyers are
being asked to identify “hot” documents that are adverse to their client’s legal
positions within the documents otherwise being produced to the SEC staff. The
SEC also asks the recipient of a document request to identify and produce any
other documents that SEC staff might be interested in, even if they are not
otherwise covered by the pending request. These practices seriously compromise
a lawyer’s ability to be an effective advocate for their client.

Roundtable member companies are being asked to waive the attorney-client
privilege with respect to the content of legal advice contained in correspondence
and email with their lawyers as a sign of “cooperation” with the SEC staff’s
investigation. A failure to waive the attorney-client privilege and make privileged
documents available is often taken into account adversely in determining the
nature of the charges that will be made and the size of any civil money penalty that
will be assessed.

In many cases, financial institutions are not given adequate time to respond
to broad document requests. SEC Director of Enforcement Stephen Cutler
recently warned companies that the Commission “will not tolerate unreasonable

delay in responding to [our] inquiries and will act aggressively to protect the



integrity of the Commission’s investigative process.”® The SEC’s definition of
“unreasonable delay” is often very limited. This creates problems for companies
that are trying to determine what information is relevant and what is protected by
the attorney-client privilege.

As you are probably aware, attorney-client privileged documents that are
produced to the SEC, or any other federal financial regulator in many jurisdictions,
lose their privilege and are vulnerable to discovery in any related civil litigation
regarding the same matter. The issue has taken on a new level of urgency because
of the frequency with which companies now waive the attorney-client privilege
and produce documents that would otherwise remain privileged throughout any
civil litigation relating to the same matter. While some federal agencies have
entered into confidentiality agreements with the parties providing the agencies
with privileged information, their effectiveness in protecting that information from
further disclosure is questionable. The Roundtable believes that more needs to be
done to protect these documents.

A Weakened Attorney-Client Privilege Will Have Negative Consequences

The Roundtable believes that governmental efforts to weaken the attorney-
client privilege will have several negative consequences. The impact is already
being felt by financial institutions.

e A weakened privilege will produce a chilling effect on the

communications between management, boards and directors and their

® SEC Press Release No. 2004-29 (Mar. 10, 2004). For more information, go to www.sec.gov.
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attorneys because of the lingering question about what conversations
and work-product is protected. This would hurt companies as they
would not be able to get much needed legal advice on issues.
Employees will increasingly be placed in a difficult position during the
course of investigations. If employees cooperate in an investigation,
their statements may have to be provided to the investigating agency. If
an employee decides not to cooperate and withholds information, the
employee risks termination or other action against them.

The current regulatory environment, including reforms brought about by
Sarbanes-Oxley, encourages companies to conduct thorough internal
investigations and, to the extent necessary, to communicate those results
to the appropriate federal regulators. Yet the likelihood that the
communication of the results will result in a waiver in fact creates a
disincentive to conducting these types of investigations; therefore, the
current waiver policy is directly counter to the goals of these recent
regulatory reforms. Internal investigations involve extensive
documentation, employee interviews, and a review of business practices
and procedures. These are costly endeavors that are often beneficial to
the company. Financial institutions may need to reconsider the value of
internal investigations if the majority of this information is discoverable

in the course of a government inquiry.
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Recommendations

The Roundtable offers the following recommendations. We believe these
changes will reverse current trends and help protect the attorney-client privilege.
The Roundtable respectfully requests that the Task Force take the following
action:

Propose Legislation that Protects Information Provided to Regulators

The Roundtable urges Congress to once again consider legislation that
protects information provided to federal financial regulators. There are two pieces
of legislation that have been proposed in this area. H.R. 1408, also known as the
"Bank Examination Report Privilege Act", or "BERPA", would protect the
integrity and effectiveness of the bank examination process by preserving the
cooperative, non-adversarial exchange of information between supervised
financial institutions and their examiners.” BERPA would clarify that a
supervised institution may voluntarily disclose to the examining agencies
information that is protected by the institution's own privileges without waiving
the privileges as to third parties. BERPA also would codify and strengthen the
bank supervisory privilege by defining confidential supervisory information,
affirming that such information is the property of the agency that created or
requested it, and protecting this information from unwarranted disclosure to third

parties, subject to appropriate judicial review. And, BERPA would reaffirm the

" H.R. 1408, Financial Services Antifraud Network Act of 2001, U.S. House of Representatives, 107"
Congress (November 7, 2001).

12



agencies' powers to establish procedures governing the production of confidential
supervisory information to third parties.

The goals of the “Securities Fraud Deterrence and Investor Restitution Act”
are similar to BERPA. H.R. 2179, which was introduced in May 2003, would
amend the 1934 Securities and Exchange Act to afford additional protections for
information submitted to the SEC.2 The purpose of H.R. 2179 is to encourage
companies to cooperate by allowing the SEC to gain access to significant
information, including information prepared by companies in the course of their
own internal investigations, without waiving the privilege to third parties.

The Roundtable encourages Congress to pass both pieces of legislation,
either separately, or in a joint bill. The Roundtable also encourages Congress to
consider the one area that this legislation does not address; the lack of protection
of privileged information provided to auditors. Although Sarbanes-Oxley Section
105 protects privileged documents provided to the Public Company Accounting
Oversight Board (PCAOB) in connection with the inspections and investigations
of registered audit firms, this protection does not extend to information obtained
by the auditors themselves. The Roundtable believes that legislation in this area

must include some protection for privileged information provided to auditors.

® H.R. 2179, Securities Fraud Deterrence and Investor Restitution Act, U.S. House of Representatives, 108"
Congress, 1% Session (May 21% 2003).
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Request the Removal of Provisions in the U.S. Sentencing Guidelines that
Endorse a Waiver of the Attorney-Client Privilege

The Roundtable requests that the U.S. Sentencing Commission review and
amend the Commentary for Section 8C2.5 in the Chapter 8 Organizational
Guidelines to eliminate the provision that endorses a “required” waiver of the
attorney-client privilege and work-product protections during the course of a
government investigation.

Propose Changes to Justice Department Guidelines

The Roundtable recommends that the Justice Department amend the
guidelines outlined in the Thompson memorandum and make it clear that the
waiver of attorney-client privilege is not required in all investigations. We also
recommend that Main Justice carefully scrutinize the tactics used by individual
U.S. Attorneys’ offices around the country to ensure that proper procedures are
being followed in a clear and consistent manner. For example, there should be
changes to the United States Attorney’s Manual requiring Main Justice to review
prosecutorial actions against financial institutions for failure to file a Suspicious
Activity Report.

The Roundtable also encourages the Justice Department to work closely
with financial institutions’ primary regulators to gather facts and gain an
understanding on how regulators examine institutions. This increased
communication would help reduce the level of privilege information requested

from institutions during the course of investigations.
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Conclusion

The Roundtable applauds the Task Force for its hard work and dedication.
The current environment has created a slippery slope where it is expected that the
attorney-client privilege will be waived regardless of the circumstances of an
investigation. This environment, if unchecked, will continue to have a negative
impact on business decisions made by financial institutions. It also creates a
dilemma for attorneys that would like to properly advise their clients, but are left
to wonder what information will be discoverable in the course of a government
inquiry.

Thank you again for opportunity to appear before the Task Force. | would

be happy to answer any questions.
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