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A Message from the Chair

Thanks to Edward
Snowden, privacy in an era of
“big data” has become a hot
topic. Judge Shira Scheindlin
addressed the issue in accept-
ing the Section’s Fuld Award
in January, and her speech is
reprinted in this issue of the
NYLitigator. It also will be a
topic covered at the Section’s
Spring Meeting in May. | too
have a few preliminary rumi-
nations, which mostly lead to
questions.

The Internet has transformed notions of accessibility
to information. Pictures which used to be passed hand-
to-hand now “go viral” and may be disseminated to
hundreds of thousands of strangers. Thanks to software
programs, sellers can tailor their pitches to your personal
interests based only on what websites you browse or
what items you purchase. | have heard a story, perhaps
apocryphal, of a father who confronted his teenage
daughter after receiving an e-mail from a company that
started, “Now that you are expecting.”

Cell phones are ubiquitous. At the end of 2012, there
were more mobile subscriber connections in the United
States than people. Cell phones are used for far more
than merely telephone calls. They send and receive text
messages; they are cameras; and they are locators.

Voluntary disclosure of personal information has
also become routine. Every credit card purchase, whether
over the Internet or in person, involves the release of
your credit card number and sometimes other informa-
tion. Each purchase says something about your interests.

People, especially younger people, regularly post
personal information over social media. Even older
people form electronic communities to exchange personal
information and views.

This is a multi-dimensional problem. How strong
must countervailing considerations be to overcome
privacy protections? For example, in what circumstances
does national security trump privacy? Are privacy con-
siderations different when the government is involved
than when it is not? Are privacy concerns mitigated
when a service provider gathers the information that is
later provided to the government? Should restrictions
on surveillance be different for U.S. persons than for
foreign persons overseas? Are privacy considerations
different for information voluntarily disclosed than for
information automatically generated when communica-
tion occurs (so-called metadata)? Should content be more
protected than the observable facts of a communication,

such as the numbers used, the timing and length of the
communication, or perhaps the locations of the com-
municants? Is there any privacy concern when statistical
analysis is used to reveal patterns without disclosing the
underlying personal information, much less the content
of any communication? Should the use of encryption for
the content of a communication make a difference in the
protection it receives?

Since Katz v. United States in 1967, the standard for
whether the government has engaged in an unconsti-
tutional search has for the most part been based on a
person’s reasonable expectation of privacy. But, those ex-
pectations are rapidly changing. When you post personal
information on a social media site, does that eliminate
any expectation of privacy because you have volunteered
to show it to third parties? On the other hand, your cell
phone generates a map of where you are and have been
as it maintains connection with the cell phone network.
Do you have an expectation of privacy in that informa-
tion which the device automatically generates and may be
tracked by the service provider?

In United States v. Jones, decided in 2012, Justice Scalia
for a bare majority of the Supreme Court used a tres-
pass rationale to hold that law enforcement officers who
placed a GPS-tracking device on an automobile without
a warrant had engaged in a search in violation of the
Fourth Amendment. Justice Alito in dissent accused the
Court of deciding the case based on 18th-century tort law,
which “strains the language of the Fourth Amendment;
...has little if any support in current Fourth Amendment
case law; and...is highly artificial.”

My question then is should there be a new paradigm
for digital information, and, if so, what would it be?

Statistical analysis (what Judge Scheindlin called
data analytics) can be used to find patterns in aggregated
metadata without any disclosure of the content of the
communication. That is the nature of the NSA'’s bulk
telephony metadata program. Yet, two district courts
came to opposite conclusions about its constitutionality.
Judge Pauley upheld it in American Civil Liberties Union
v. Clapper (S.D.N.Y. Dec. 27, 2013), and Judge Leon found
it unconstitutional in Klayman v. Obama (D.D.C. Dec. 16,
2013).

My conclusion is that this is an area of the law that
could use some fresh insights. On January 17, President
Obama announced a comprehensive review of big data
and privacy to be led by John Podesta and to be com-
pleted within three months. Hopefully that review will
inform the debate that has begun and can be expected to
continue for some time.

Greg Arenson
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Presentation of the Stanley H. Fuld Award for Outstanding
Contributions to Commercial Law and Litigation

Award Presenter:
Honorable Jack B. Weinstein

Award Recipient:
Honorable Shira A. Scheindlin

JUDGE WEINSTEIN: Sixty
years ago, in January 1954, | joined
the New York State Bar Association.
Nothing in the intervening years
has made me more proud of this As-
sociation than its honoring of this
great judge. Chief Judge Stanley Fuld
would have been awestruck—as |
am—yby Judge Scheindlin.

Fuld was described by the late
legal philosopher Professor Harry
Jones of Columbia Law School as one
of our half dozen greatest common

law judges. The pairing of the names Hon. Jack Weinstein and Hon. Shira Scheindlin

Fuld and Scheindlin suggests the
high esteem in which both are held.

Stanley Fuld, Shira Scheindlin and Justice Ruth Bader
Ginsburg (one of Judge Scheindlin’s mentors) attended
Columbia Law School. Starting on a roll, while a student,
Judge Scheindlin participated in a case that required
equal pay to female academics at City University. She
also earned a master’s degree in history from Columbia
University.

She served as a law clerk to Chief Judge Charles
Brieant of the Southern District of New York. He was a
much admired judge—one she has followed in his effi-
cient and practical approach to litigation.

Judge Scheindlin was a highly effective Assistant
United States Attorney in the Eastern District of New
York, General Counsel to the New York City Department
of Investigation, a distinguished private practitioner, and
a magistrate judge for the Eastern District of New York.
As an adjunct professor, she taught for many years at
Brooklyn Law School.

It was as a magistrate judge that I first knew Judge
Scheindlin. For it was she, who, more than a quarter of
a century ago, assembled the enormous amount of data
required in the Agent Orange case.

She is particularly admired for her seminal work
on electronic records through articles, opinions, and her
drafts of federal civil rule revisions. Her opinions on the
subject are legal landmarks on electronic communication
and record keeping.

The Multidistrict Panel has re-
peatedly turned to Judge Scheindlin
to handle national hot potatoes.

Among her many awards are:

e The Distinguished Jurist Award
from the National Association of
Criminal Defense Lawyers;

= The William Nelson Cromwell
Award for service to the profes-
sion and the community from
the New York County Lawyers’
Association;

e The Edward Weinfeld Award for
Distinguished Contributions to the Administration
of Justice from the New York County Lawyers’ As-
sociation;

e The William J. Brennan Award from the Criminal
Justice Section of this Association;

« The Robert L. Haig Award for distinguished public
service from the Commercial and Federal Litigation
Section of this Association; and

= The Special Achievement Award from the United
States Department of Justice.

Judge Scheindlin, like Judge Eddie Weinfeld, is
known for walking the Brooklyn Bridge for daily exercise.
Her opinions—Iike the Roebling father and son’s concep-
tion and construction of that great bridge—rest on firm
caissons and towers, reaching deeply and highly into his-
tory and precedent. Her immensely strong intellect and
imagination that so beautifully tie together law and fact
are analogous to the giant steel cables of that great bridge.

She labors on court matters nights and weekends
and is demanding of her law clerks. The efficiency with
which she runs her docket comes from her dedication, her
extensive legal experience, and her capacity to manage
litigation.

Judge Scheindlin recently issued a 198-page, 783-foot-
note search and seizure opinion in Floyd v. City of New
York.! The decision and opinion reflects the work of this
careful and erudite Judge.

Judge Shira Scheindlin’s work will remain a powerful
lighthouse, warning of dangerous shoals as we continue
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our perilous voyage toward full civil rights for all in a
safe, secure and vibrant democracy.

All her work is founded on the law and facts as she
finds them after painstaking inquiry. If the appellate
court or legislature disagrees with any of her conclusions
they can be corrected. But, every knowledgeable per-
son must concede her impartiality and impeccable legal
craftsmanship.

Judge Fuld would have welcomed Judge Scheindlin
into his small circle of judicial masters. The Fuld Award is
presented with my affection.

JUDGE SCHEINDLIN: Thank you, Judge Weinstein,
for that wonderful introduction. | began my judicial ca-
reer nearly 32 years ago under your tutelage and | con-
tinue to view myself today as your student and protégé.
And we are all aware of the happy symbolism of conti-
nuity you provided as a law clerk to Judge Fuld and a
recipient of the Fuld award.

I also wish to thank the Commercial and Federal Liti-
gation Section for bestowing on me this great honor. | be-
gan my association with this Section before it was a sec-
tion—when it was the Federal Courts Committee of the
State Bar chaired by Bob Haig—and | eventually became
the Section’s third chair. As the Section’s grandmother
it is a very special honor to receive this award from so
many friends and colleagues. | also want to thank and
recognize my small but devoted family who have joined
me today for this happy event (and | ask each to stand)—
my husband, Dr. Stanley Friedman, who is a very patient
and tolerant man; my daughter-in-law Katherine Fong,
an accomplished member of the Metropolitan Opera or-
chestra, representing my son Dov, who also plays with
the Met, and who at this very moment is on a plane to Ja-
pan with the Orpheus Chamber Orchestra, and one of my
first clerks, Julie Kowitz Margolies, who is my daughter-
in-residence, as my daughter Dahlia lives in Israel.

| take as my theme today how much the world has
changed since Judge Fuld sat, with the greatest distinc-
tion, on the New York Court of Appeals. He began in
1946—the year | was born—and ended 27 years later in
1973—only because he reached the mandatory retirement
age of 70. (I note that Judge Fuld continued to practice
law for many years after his forced retirement from the
Court—proving that mandatory retirement at age 70 is
totally unnecessary—and that he lived to the age of 99—a
record Judge Weinstein will clearly exceed!)

In 1946, there were no women judges on the United
States Supreme Court, the New York Court of Appeals,
the four appellate divisions, the Second Circuit or any of
the federal district courts in the Circuit. Constance Baker
Motley was appointed to the Southern District of New
York in 1966, Ann Mikoll to the Third Department and
Delores Denman to the Fourth Department in 1977, Ellen
Burns to the District of Connecticut in 1978, and Amalya

Kearse to the Second Circuit in 1979. 1980-1994 saw a
spate of first appointments of women judges: Sandra Day
O’Connor to the United States Supreme Court in 1981;
Judith Kaye to the Court of Appeals in 1983; Geraldine
Eiber to the Second Department in 1984; Betty Weinberg
Ellerin to the First Department in 1985; Reena Raggi to the
Eastern District of New York in 1987; and Rosemary Pool-
er to the Northern District of New York in 1994. In 1982, |
became the first woman Magistrate Judge in the Eastern
District of New York, five years before the appointment
of the first woman district judge in that district. Finally, in
the second decade of the 21st century—forty years after
Judge Fuld retired—Elizabeth Wolford was appointed to
the Western District of New York, having taken her seat
just a month ago. Today, more than half the judges of
Judge Fuld’s court are women. We women have come a
long way since Judge Fuld’s years in office.

But the biggest change of all since 1973—Judge Fuld’s
last year on the bench—is the advent of the era of digital
technology that has changed the practice of law—and the
daily decisions of judges—in so many ways that Judge
Fuld and his colleagues could not have imagined.

I begin with the changes in our own uses of technol-
ogy. We no longer handwrite or dictate. Shorthand is long
gone. Paper is almost an artifact. Smartphones and tablets
are the tools of the trade. No need to leave a message for
a colleague to answer. E-mail and text have replaced our
voice. Stamps are gone. Overnight mail and faxes have
been replaced by pdf attachments to e-mails.

As you heard this morning, social media, blogs, and
social networks are used by lawyers and clients alike,
often creating a record of contemporaneous statements,
or images, that are incontestable. With electronic filing
and hyperlinks, a full docket is available for review at our
fingertips and can be carried on a notebook or tablet, with
little need for a briefcase. Most documents are text search-
able. It is easy to find each time a particular judge has
ruled on a particular issue, and lawyers are smart enough
to cite that judge back to herself in the hope that she will
be persuaded by such powerful precedents. Access to in-
formation is available 24/7—for better or for worse.

And this is only the beginning. The devices we all
carry—smartphones, tablets, or a GPS—to name just a
few—track our movements and identify who we contact-
ed, when we contacted them, and where we were when
we made that contact. And the electronic trails we leave
behind us are awesome—to use a word | have learned
from my clerks. Every use of a charge card, every Internet
purchase, every Google search, is collected and can be
analyzed. We can learn what a witness has said in prior
public statements as well as on her private social media
sites, and often in her e-mails and text messages. An alibi
defense may well be a thing of the past since it will not be
hard to prove where someone was at a particular time just
by obtaining her cell phone records or the metadata on
her text messages.
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Data privacy is a huge new concern. We live in a very
different world than 1973. Many clients are now multi-
national businesses—indeed many law firms are interna-
tional—and lawyers represent clients all over the world.
This requires lawyers to be familiar with the data privacy
rules of all of the jurisdictions in which they practice
and even those to which they travel to meet with clients
or gather information. Most countries have stronger
data privacy laws than we do here in the United States.
Privacy is considered a basic human right in many Euro-
pean countries. Personal data—a person’s name, address
or contact information—and communications from or to
that person may not generally be produced to anyone ab-
sent consent or exceptional circumstances. The American
concept of privacy is, for the most part, more limited—
and the difference between our privacy laws and those of
other nations is increasingly a point of tension. It should
be noted that state lawmakers and attorneys general, led
by California and New York, are proposing new legisla-
tion and directing enforcement activity targeted at pri-
vacy protection. With so much data available, we must
have a new awareness and concern as to how it can be
accessed, who will be able to access it, and what use can
be made of it. Just recently, the Supreme Court granted
certiorari in two cases about whether law enforcement
officials can search cell phones that were properly seized
without first obtaining a search warrant.

New words in our lexicon include information gov-
ernance, big data, data analytics, and cybersecurity. | begin,
again, with a look at 1973. At that time there were no
personal computers. Digital assistance came in the form
of an IBM Selectric typewriter with a small memory
card attached. The first personal computers entered the
market in the late 70s with the Atari, Apple and Com-
modore and in 1981 with the IBM PC and the Tandy TRS-
80. These early computers first held kilobytes of data,
and eventually grew to hold megabytes of information,
which is 1,000 times greater than a kilobyte. Today, your
cell phone holds many gigabytes of data—a gigabyte be-
ing 1,000 megabytes. We now measure data held by indi-
viduals in terabytes (1,000x greater than a gigabyte); cor-
porate data volumes are measured in petabytes (1,000x
greater than a terabyte), and global data is measured in
exabytes (which is 1,000x greater than a petabyte). While
the amount of data has increased exponentially, the cost
of data storage has dramatically decreased. With so much
data available, we need to think about the uses that will
be made of that data and how it impacts the practice of
law.

Information governance is a new discipline that hardly
existed in 1973. The goal of information governance is
to actively manage the data maintained by an organiza-
tion by eliminating superfluous data and preserving—in
an organized, useful, and retrievable way—data that
is useful to the organization, including that needed to
prosecute or defend litigation. The safe disposal of data
is tricky and careless disposal of electronic information—

even as little as resides on a photocopier whose hard
drive may contain social security, credit card, or health
information—could harm many people.

Big data is a volume of data larger than we can make
sense of using conventional tools. It is a volume of data so
large that it must be analyzed using powerful computer
hardware and sophisticated software programs. Big data
demands new thinking in information governance. The
billions of tweets held by Twitter or the petabytes of posts
on Facebook reveal trends and patterns that have enor-
mous commercial value and support unprecedented intel-
ligence gathering, with the attendant potential to do great
good and great harm.

And that brings us to data analytics, which is the use
of statistical modeling and machine learning to sort,
search, categorize, and glean information from data. Ad-
vanced data analytics minimize the tedium of reviewing
vast volumes of data and detect patterns that might not
be apparent to human reviewers. Your e-mail spam filter
is a common example of advanced analytics. Lawyers use
data analytics to speed the review of documents in dis-
covery. Elsewhere, algorithms track the websites you visit
and the links you click. Merchandisers analyze your buy-
ing habits. Your computer knows whether you are likely
to buy sneakers in the next three weeks—maybe before
you do! And web search data can track the outbreak of
diseases around the world.

Law enforcement uses data analytics to identify
suspicious activities. While these law enforcement tech-
niques may prove effective, they are obviously highly
intrusive. Surveillance teams routinely study the Internet
activity of subjects of interest. The NYPD has 350 analysts
who obtain data by monitoring Twitter and other social
networks. And as we now know, the NSA has gathered
data regarding millions if not billions of cell phone calls
made or received.

While these cutting-edge technologies can be socially
useful—as in the example of tracking and treating epi-
demics—the downside, as | just discussed, is a potentially
great loss of privacy. Balancing the goals of intelligence
gathering—for national security or for commercial pur-
poses—against the desire to maintain personal privacy is
a challenge we as lawyers and judges will face more and
more in the years ahead. Indeed, just two weeks ago Pres-
ident Obama spoke about the delicate balance between
national security and privacy—and appeared to thread
the needle very very carefully—also known as dancing
between the raindrops!

Cybersecurity is the science of protecting our data
from hackers and garden variety data breaches. These
go far beyond just password protection, data encryption
and malware detection. Today, there are sophisticated
means of intrusion detection which recognize suspicious
behavior and prevent strangers from abusing our credit
information, accessing our data or sabotaging the criti-
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cal infrastructures that supply us with power, water and
other essential services. Another technique is so-called
“penetration testing,” hiring an expert to see if he or she
can break into the system, which alerts the organiza-

tion to the need for more security. Again, just two weeks
ago—in a spectacular failure of cybersecurity—hackers
were able to obtain the personal data of 110 million Target
shoppers. One can only imagine the lawsuits Target may
face as a result of this security breach.

And then there is the world most familiar to us—
although not to the lawyers of Judge Fuld’s era—and
that is e-discovery—the reason | was chosen to receive
today’s award. E-discovery has revolutionized pretrial
discovery. | have already described the data explosion
from kilobytes in 1980 to exabytes today. Once upon
a time, information doubled every 150 years, then it
became every 50 years, then every 10 years, and now
it doubles every year. In 1973, lawyers working on big
cases searched warehouses with boxes of documents and
reviewed them by hand, employing many associates to
conduct “doc review”—the task that drove more lawyers
out of big law than any other. Today, lawyers can search
millions of records with the assistance of technology—
keyword searching, advanced analytics, and technology
assisted review—to locate relevant and non-privileged
information.

My final thoughts, very briefly, are with respect to
the way in which technology has impacted the judicial
branch. The biggest change is probably electronic case
filing, which gives judges 24/7 access to every document
filed in a case. Judges and their staff can download these
documents to their tablets and read briefs on the air-
plane or in the comfort of their home study. Lawyers file
documents electronically with a click of a button and are
alerted by e-mail whenever a document is filed in their
case. The public has easy access to our dockets, which
increases the transparency of the work done by the judi-
cial branch, and allows researchers to study what we are
doing right and what we can be doing better in terms of
case management.

The other major change is in the courtroom itself.
Judges, lawyers, witnesses, and jurors now have simulta-
neous access to documents used in a trial. Documents can
be shown first to the judge, the witness, and the lawyers
on the screen—by activating only those screens—and
then to the jurors only when the document is received in
evidence. | envision a day when every juror will be hand-
ed a clean tablet on which documents received in evi-
dence will be available and searchable, and can be used
during jury deliberations. That tablet could also contain
the real time transcript of the proceedings—again search-
able—as well as the judge’s charge. Witnesses in remote
locations can be questioned through Skype in real time so
that all witnesses can appear live before the jury, regard-
less of their distance from the courthouse. Reading from
a dull deposition transcript should become a thing of the

past. Jurors can be given a “virtual” tour of a location or a
facility at issue in the trial.

However, the use of technology poses some dan-
gers. In several trials, the court has learned that jurors
conducted independent Internet research into disputed
issues, thereby obtaining information outside the record.
This was always a risk except most jurors were too lazy
to go to the library. Now, they can look up a technical
term on Wikipedia and judges have no way to police this.
Jurors are also using social media to communicate with
each other and with outsiders about the case on trial or
to access the social media of witnesses or lawyers. There
is little we can do to prevent the jurors from doing this.
We instruct them not to in every trial but cannot monitor
their activity unless we take away all of their electronic
devices and sequester every jury—which will never hap-
pen. The ease of access to vast amounts of information
and our ability to instantly communicate with many
people is both a positive and a negative that judges must
be aware of.

And how safe is our own information? How many
judges are up to date on protecting their own privacy and
the work of their Chambers? Do we unwittingly reveal
our metadata when we circulate draft opinions? Do we
use our personal electronic devices for business purposes
and vice versa? Do we realize that our own words and
whereabouts can be tracked at all times?

Well, | have gone on longer than | should have, and
have probably scared many of you into early retirement.
I close by noting that the world has changed dramatically
since Judge Fuld left office, and we cannot be sure that
all of these changes are for the better. We have gained ac-
cess to a tremendous amount of information, but we have
lost something in the way of privacy. Finding the balance
between the two will be the great challenge of the next 25
years.

In closing, | quote from a dissenting opinion Judge
Fuld wrote in 1964 in a case addressing whether a frisk
following a stop was constitutional: ““To what end secu-
rity if liberty be sacrificed as its price? The privacy which
the Constitution guarantees is assured to the best of men
only if it is vouchsafed to the worst, however distaste-
ful that may be. Thus, although the defendant before us
undoubtedly merits the punishment provided by law for
carrying a concealed weapon, | venture that it is better
that he go free than that we sanction a significant inroad
on the rights of all our citizens.”2 Thank you for present-
ing me with this award!

Endnotes

1. No. 08 Civ. 1034 (SAS), 2013 U.S. Dist. LEXIS 113271 (S.D.N.Y. Aug.
12, 2013), appeal docketed, No. 13-3524 (2d Cir. Sept. 12, 2013), appeal
dismissed per stipulation (2d Cir. Sept. 26, 2013).

2. People v. Rivera, 14 N.Y.2d 441, 452-53 (1964).
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Report on District Court Review of Magistrate Judges’
Reports and Recommendations: Should Arguments Not
Previously Made to the Magistrate Judge Be Considered?

l. Introduction

This report addresses the issue of whether a party
objecting to a magistrate judge’s report and recommenda-
tion (“Report & Recommendation”) may raise in the dis-
trict court a legal argument that could have been, but was
not, raised before the magistrate judge. This issue has not
been addressed by the Second Circuit Court of Appeals.
Other circuit courts have reached differing conclusions,
as have district court judges within the Second Circuit.

II.  Summary

The Commercial and Federal Litigation Section of
the New York State Bar Association (the “Section”) has
concluded that whether a party objecting to a magistrate
judge’s Report & Recommendation may raise before the
district court an argument that was not raised before the
magistrate judge, even though it could have been, should
be a matter of district court discretion, as a number of
courts have held. The Section does not agree with the
position of the Fourth Circuit that a district court must
consider such arguments. It also does not agree with the
decisions of other courts that indicate that a district court
cannot consider such arguments.

lll. The Federal Magistrates Act, Federal Rule
of Civil Procedure 72 and General Principles
Governing District Court Review of a
Magistrate Judge’s Order or Report and
Recommendation

The Federal Magistrates Act,! as amended in 1976, di-
vides pretrial matters into two categories. Under Section
636(b)(1)(A), “a judge may designate a magistrate to hear
and determine any pretrial matter” with the exception of
eight listed pretrial motions.? Those eight listed motions
are incorporated by reference into Section 636(b)(1)(B),
under which a judge may designate a magistrate judge
“to conduct hearings, including evidentiary hearings”
and submit “proposed findings of facts and recommen-
dations for the disposition” of the matter to the district
judge.® Under Section 636(b)(1)(C), the magistrate judge’s
proposed findings and recommendations under Section
636(0)(1)(B) are to be filed and served.*

Federal Rule of Civil Procedure 72, which imple-
ments Section 636(b)(1), also divides pretrial matters
into two categories, but does not track the language of
the statute. Instead, it categorizes pretrial matters into
those that are “not dispositive of a party’s claim or de-
fense™ and those that are “dispositive” of such a claim
or defense.® Rule 72(a) implements Section 636(b)(1)(A),

although the language of the two provisions differ.” Rule
72(b) implements Section 636(b)(1)(B) & (C), with the
language of the statute and the rule differing in certain
respects.8 How courts have dealt with the language differ-
ences between Section 636(b)(1) and Rule 72(a) and (b) is
discussed in Wright and Miller.?

As noted above, Rule 72(b) applies when a magistrate
judge is assigned, “without the parties’ consent, to hear a
pretrial matter dispositive of a claim or defense.”'® Under
Rule 72(b)(1), a magistrate judge “must promptly conduct
the required proceedings when assigned.... A record must
be made of all evidentiary proceedings.... The magistrate
judge must enter a recommended disposition, including,
if appropriate, proposed findings of fact.”!!

Determinations by a magistrate judge under Section
636(b)(1)(A) are subject to review by the district court,
which “may reconsider any pretrial matter...where it has
been shown that the magistrate’s order is clearly errone-
ous or contrary to law.”2 Rule 72(a) provides that a district
court judge “must consider timely objections” to a mag-
istrate judge’s order under Rule 72(a), “and modify or set
aside any part of the order that is clearly erroneous or is
contrary to law.”13

The standard for district court review of a magistrate
judge’s Report & Recommendation is governed by Section
636(b)(1)(C) and Rule 72(b), and is different from the stan-
dard of review applicable to a magistrate judge’s order.1*

Within 14 days after being served with a
copy [of the Report & Recommendation],
any party may serve and file written
objections to such proposed findings and
recommendations.... A judge of the court
shall make a de novo determination of those
portions of the report or specified proposed
findings or recommendations to which objec-
tion is made. A judge of the court may
accept, reject, or modify, in whole or in
part, the findings or recommendations
made by the magistrate. The judge may
also receive further evidence or recom-
mit the matter to the magistrate with
instructions.®

Rules 72(b)(2) and (3) are in accord with the foregoing.1®

In Thomas v. Arn, the Supreme Court had to determine
whether a Court of Appeals could validly promulgate a
rule that the failure to object to a Report & Recommen-
dation waived the right to appeal from a district court’s
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judgment adopting the Report & Recommendation.t’
After noting that the Federal Magistrates Act does not
require any review in the absence of an objection,'® the
Supreme Court stated in dictum with respect to district
court review:

Petitioner first argues that a failure to
object waives only de novo review, and
that the district judge must still review
the magistrate’s report under some lesser
standard. However, 8§ 636(b)(1)(C) simply
does not provide for such review. This
omission does not seem to be inadver-
tent, because Congress provided for a
“clearly erroneous or contrary to law”
standard of review of a magistrate’s
disposition of certain pretrial matters in §
636(b)(1)(A).*°

The Supreme Court further stated,

Petitioner also argues that, under the Act,
the obligatory filing of objections extends
only to findings of fact. She urges that
Congress, in order to vest final author-
ity over questions of law in an Article 111
judge, intended that the district judge
would automatically review the mag-
istrate’s conclusions of law. We reject,
however, petitioner’s distinction between
factual and legal issues. Once again, the
plain language of the statute recognizes
no such distinction. We also fail to find
such a requirement in the legislative
history.

It does not appear that Congress intend-
ed to require district court review of a
magistrate’s factual or legal conclusions,
under a de novo or any other standard,
when neither party objects to those
findings. The House and Senate Reports
accompanying the 1976 amendments

do not expressly consider what sort of
review the district court should perform
when no party objects to the magistrate’s
report.20

The Supreme Court concluded that “[t]here is no
indication that Congress, in enacting § 636(b)(1)(C), in-
tended to require a district judge to review a magistrate’s
report to which no objections are filed. It did not preclude
treating the failure to object as a procedural default,
waiving the right to further consideration of any sort.”
The Fourth Circuit has similarly stated that parties must
make a proper objection “to establish the right to district
court review.”??

Contrary to the dictum in Thomas v. Arn, the Advi-
sory Committee and various court decisions have con-

cluded that when no timely objection is made to a Report
& Recommendation, the district court need only satisfy
itself that there is no clear error on the face of the record
in order to accept the Report & Recommendation.?®
Wright & Miller has concluded that there is no agreed
upon answer to whether, in the absence of an objection,
the district court must review a Report & Recommenda-
tion at least for clear error before accepting it.?* That issue
is beyond the scope of this Report.

In the absence of an objection, the district court is
free to review the Report & Recommendation de novo,
if it so chooses.?® As indicated above, 28 U.S.C. § 636(b)
(1) and Fed. R. Civ. P. 72(b)(3) each “explicitly permit the
district court to receive additional evidence as part of its
review.”26

However, there is no provision in either 28 U.S.C. §
636 or Fed. R. Civ. P. 72 concerning whether the district
court, in reviewing a magistrate judge’s Report & Recom-
mendation, may consider legal arguments made for the
first time to the district court, but which could have been
made to the magistrate judge.

IV. The Circuit Courts Differ Regarding a District
Court’s Consideration of a Legal Argument
Not Raised Before the Magistrate Judge

The circuit courts differ regarding district court con-
sideration of a legal argument not raised before the mag-
istrate judge when the district court reviews a magistrate
judge’s Report & Recommendation. The Second Circuit
has not addressed the issue.?’

The Fourth Circuit has held that, in reviewing an
objection to a Report & Recommendation, the district
court must consider all legal arguments relating to the
subjects of the objection, “regardless of whether they were
raised before the magistrate.”?® The First, Fifth, Eighth,
and Tenth Circuits have held that a district court may not
consider new legal arguments.?® The Eleventh Circuit has
adopted a middle ground under which the district court
may, in its discretion, consider an objecting party’s legal
argument when that argument was not presented to the
magistrate judge.®

The law in the Ninth Circuit is not clear. In Farquhar
v. Jones, the Court of Appeals held that the district court
properly declined to address a legal issue not raised be-
fore the magistrate judge,®! citing Greenhow v. Secretary of
Health & Human Services.®? In Greenhow, the Ninth Circuit
held that the district court had properly ruled that issues
raised for the first time in objections to the magistrate
judge’s Report & Recommendation had been waived.3?

In Bolar v. Blodgett, the Ninth Circuit held,

[Allthough the district court had the
discretion to consider Bolar’s allegation
raised for the first time in his October 22
objections, it did not abuse that discretion
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when it declined to consider the new
claim. The purpose of the Magistrates
Act would be frustrated if we were to re-
quire a district court to consider a claim
presented for the first time after the
party has fully litigated his claims before
the magistrate judge and found that they
were unsuccessful.34

In Jones v. Wood, the Ninth Circuit stated that “[f]ailure
to object to a magistrate judge’s recommendation waives
all objections to the judge’s findings of fact. However,
in this circuit, failure to object generally does not waive
objections to purely legal conclusions.” %

In Turner v. Duncan, the Ninth Circuit similarly
stated,

Failure to object to a magistrate judge’s
recommendation waives all objections
to the magistrate judge’s findings of
fact. While in most other circuits, failure
to object also waives any objection to
purely legal conclusions, that is ordinar-
ily not the case in this circuit. Rather, a
failure to object to such a conclusion “is
a factor to be weighed in considering the
propriety of finding a waiver of an issue
on appeal.”’%

None of the Ninth Circuit decisions address conflict-
ing language in other Ninth Circuit cases or attempt to
reconcile the various cases.

The Sixth Circuit has stated that the failure to assert
a claim before the magistrate judge was an “apparent
waiver,” but went on to reject the claim on the merits.?’
In Murr v. United States, the Sixth Circuit held that while
the Federal Magistrates Act “permits de novo review by
the district court if timely objections are filed, absent com-
pelling reasons, it does not allow parties to raise at the dis-
trict court stage new arguments or issues that were not
presented to the magistrate.”3® The court held that the
“[p]etitioner’s failure to raise this claim before the magis-
trate [judge] constitute[d] waiver.”% Thus, the language
in Murr indicates there may be circumstances under
which a district court in the Sixth Circuit may consider a
legal argument not presented to the magistrate judge.

Later, in Glidden Co. v. Kinsella, the Sixth Circuit
stated,

This Court has not squarely addressed
whether a party may raise new argu-
ments before a district judge that were
not presented to the Magistrate Judge. In
Murr v. United States, however, the Court
indicated that a party’s failure to raise an
argument before the Magistrate Judge
constitutes a waiver. Other circuits are
split regarding this issue.*

The Sixth Circuit held that, because the party failed
to raise the legal argument before the magistrate judge
and the district judge declined to consider the argument
on that basis, the legal argument was not properly before
the Court of Appeals.*! “This Court’s review is limited to
issues ‘presented to and considered by the district court,
unless review of an issue is necessary in order to prevent
manifest injustice, promote procedural efficiency, or cor-
rect clear errors or omissions.””#? Thus, it is not clear what
the rule is in the Sixth Circuit.

V.  District Court Judges in the Second Circuit
Also Differ Regarding a District Court’s
Consideration of a Legal Argument Not
Raised Before the Magistrate Judge

District court judges in the Second Circuit also differ
on the issue. Some judges have held that it is a matter
of district court discretion whether to consider a legal
argument presented to the district court which was not
presented to the magistrate judge, even though it could
have been.** Many others have held that legal arguments
that could have been raised before the magistrate judge,
but were not, cannot be advanced in the district court,
without indicating that the district court has discretion in
the matter.** None of these decisions, however, explicitly
addressed the issue of whether new legal arguments can
never, under any circumstances, be considered.

Other district court judges in the Second Circuit have
also refused to consider legal arguments not presented to
the magistrate judge, but the wording of their decisions
suggests that there may be circumstances under which
new legal arguments could be considered.*> Those deci-
sions do not identify the circumstances or discuss wheth-
er it is a matter of district court discretion.*® In refusing to
consider new legal arguments, these judges have said dis-
trict courts “generally” or “ordinarily” do not, or “should
not,” entertain new arguments.*’

VI. Legislative History of the Federal Magistrates
Act and Advisory Committee Notes to Rule 72

There is nothing in the legislative history of the Fed-
eral Magistrates Act or the Advisory Committee Notes
to Rule 72 addressing whether, in reviewing a magistrate
judge’s Report & Recommendation, the district court may
or must consider legal arguments not presented to the
magistrate judge.

As originally enacted in 1968, the Federal Magistrates
Act did not provide for de novo review by the district
court of a magistrate judge’s Report & Recommendation.
Congress added that requirement in 1976 when it exten-
sively amended Section 636.%¢ The requirement of “de
novo” review was not included in the Senate version of
the bill, but was added in the House version.*

With respect to the de novo review requirement, H.R.
Rep. No. 94-1609 states,

10
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The second amendment emphasizes and
clarifies when a de novo determination
must be made by the judge. The Com-
mittee believed that the S. 1283 was not
clear with regard to the type of review
afforded a party who takes exceptions to
a magistrate’s findings and recommenda-
tions in dispositive and post-trial mat-
ters. The amendment to subparagraph
(b)(1)(C) is intended to clarify the intent
of Congress with regard to the review

of the magistrate’s recommendations; it
does not affect the substance of the bill.
The amendment states explicitly what
the Senate implied: i.e. that the district
judge in making the ultimate determina-

tion of the matter, would have to give fresh
consideration to those issues to which specific
objection has been made by a party.%°

The House Report further discusses the “de novo

If neither party contests the magistrate’s
proposed findings of fact, the court may
assume their correctness and decide the
motion on the applicable law.

The district court, on application, shall
listen to the tape recording of the evi-
dence and proceedings before the mag-
istrate and consider the magistrate’s
proposed findings of fact and conclusions
of law. The court shall make a de novo
determination of the facts and the legal
conclusions to be drawn therefrom.

The court may call for and receive ad-
ditional evidence.

* % %

Finally, the court may accept, reject or
modify the proposed findings or may
enter new findings. It shall make the final

review” requirement in the context of whether the district determination Ofszhe facts and the final
court would be required to conduct a new hearing on adjudication....

contested issues: The Supreme Court similarly stated in Raddatz,

The use of the words “de novo deter-
mination” is not intended to require the
judge to actually conduct a new hearing
on contested issues. Normally, the judge,
on application, will consider the record
which has been developed before the
magistrate and make his own determina-
tion on the basis of that record, without
being bound to adopt the findings and
conclusions of the magistrate. In some
specific instances, however, it may be Tracing the legislative history of the 1976 amendment
necessary for the judge to modify or re- of Section 636, the Supreme Court explained,

ject the findings of the magistrate, to take
additional evidence, recall witnesses, or
recommit the matter to the magistrate for
further proceedings.5!

It should be clear that on these disposi-
tive motions, the statute calls for a de novo
determination, not a de novo hearing. We
find nothing in the legislative history of
the statute to support the contention that
the judge is required to rehear the con-
tested testimony in order to carry out the
statutory command to make the required
“determination.”®®

The bill as reported out of the Senate
Judiciary Committee did not include the
language requiring the district court to
make a de novo determination. Rather, it

The foregoing language is quoted with approval by the included only the language permitting
Supreme Court in Raddatz, noting that “[t]he Report goes the district court to “accept, reject, or
on to state, quite explicitly, what was intended by ‘de modify, in whole or in part, the find-
novo determination’....”%? ings or recommendations made by the

magistrate.” Yet the Senate Report which
accompanied the bill emphasized that
the purpose of the bill’s language was to
vest “ultimate adjudicatory power over
dispositive motions” in the district court
while granting the “widest discretion” on

According to the House Report, the “approach of the
Committee as well as that of the Senate, is adopted from
a decision of the United States Court of Appeals for the
Ninth Circuit in Campbell v. United States District Court for
the Northern District of California.””>3

The clarifying amendment merely draws how to treat the recommendations of the

upon the language of the Campbell deci- magistrate.®

sion to a greater extent: The Supreme Court then addressed the de novo deter-
“In carrying out its duties the district mination requirement added in the House version of the
court will conform to the following amendment:

procedure:
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The House Judiciary Committee added
to the Senate bill the present language

of the statute, providing that the judge
shall make a “de novo determination”
of contested portions of the magistrate’s
report upon objection by any party.
According to the House Report, “[the]
amendment states expressly what the
Senate implied: i.e. that the district judge
in making the ultimate determination

of the matter, would have to give fresh
consideration to those issues to which
specific objection has been made by a
party.” The Report goes on to state, quite
explicitly, what was intended by *“de novo
determination:”

“The use of the words ‘de novo deter-
mination’ is not intended to require the
judge to actually conduct a new hearing
on contested issues.”%’

The Advisory Committee Notes to the 1983 amend-
ment to Rule 72(b) merely state that “[t]he term ‘de novo’
signifies that the magistrate’s findings are not protected
by the clearly erroneous doctrine, but does not indicate
that a second evidentiary hearing is required.”%®

VIl. Reasons Given for Requiring the District
Court to Consider Legal Arguments Not
Presented to the Magistrate Judge

In United States v. George, the Fourth Circuit held
that the district court must consider legal arguments not
raised before the magistrate judge in reviewing properly
made objections.>® The Fourth Circuit based its decision
on the requirement in Section 636(b)(1) that the district
court “*shall make a de novo determination of those por-
tions of the report or specified proposed findings or
recommendations to which objection is made.””’% As the
Fourth Circuit explained:

We believe that as part of its obligation to
determine de novo any issue to which proper
objection is made, a district court is required
to consider all arguments directed to that
issue, regardless of whether they were raised
before the magistrate. By definition, de novo
review entails consideration of an issue as if
it had not been decided previously. It follows,
therefore, that the party entitled to de novo
review must be permitted to raise before the
court any argument as to that issue that it
could have raised before the magistrate. The
district court cannot artificially limit the
scope of its review by resort to ordi-
nary prudential rules, such as waiver,
provided that proper objection to the
magistrate’s proposed finding or conclu-
sion has been made and the appellant’s

right to de novo review by the district
court thereby established. Not only is this
S0 as a matter of statutory construction;
any other conclusion would render the
district court’s ultimate decision at least
vulnerable to constitutional challenge.®!

VIII. Reasons Given for Not Permitting the District
Court to Consider Legal Arguments Not
Presented to the Magistrate Judge

Three reasons are given for why a party should not
be permitted to raise in the district court legal arguments
that were not presented to the magistrate judge. First,
it would circumvent the Federal Magistrates Act and
defeat its purpose, which is to ease the burdens on the
district courts.®? Second, it would be unfair.®® Third, it
would “undermine the authority of the Magistrate Judge
by allowing litigants the option of waiting until a Report
[& Recommendation] is issued to advance additional
arguments.”4

In Ridenour v. Boehringer Ingelheim Pharm., Inc., the
Eighth Circuit held that the party objecting to a mag-
istrate judge’s Report & Recommendation waives its
right to make a legal argument when it does not raise
the argument before the magistrate judge.®® As the court
explained,

a claimant must present all his claims
squarely to the magistrate judge, that is,
the first adversarial forum, to preserve
them for review. We have held that the
purpose of referring cases to a magistrate
for recommended disposition would

be contravened if parties were allowed

to present only selected issues to the
magistrate, reserving their full panoply of
contentions for the trial court.%

The Ridenour court cited, among other cases, Borden
v. Secretary of Health & Human Services., in which the First
Circuit stated that, because the purpose of the Federal
Magistrates Act is to relieve the district courts of unnec-
essary work, it “would defeat this purpose if the district
court was required to hear matters anew on issues never
presented to the magistrate.”®” In Borden, the First Circuit
reasoned,

Appellant was entitled to a de novo
review by the district court of the recom-
mendations to which he objected, however
he was not entitled to a de novo review
of an argument never raised. The pur-
pose of the Federal Magistrate’s [sic] Act
is to relieve courts of unnecessary work.
It would defeat this purpose if the district
court was required to hear matters anew
on issues never presented to the magis-
trate. Parties must take before the magis-

12
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trate, not only their “best shot” but all of
their shots.®®

As the First Circuit explained in Paterson-Leitch Co.,
Inc.,

The role played by magistrates within
the federal judicial framework is an im-
portant one. They exist “to assume some
of the burden imposed [on the district
courts] by a burgeoning caseload.” The
system is premised on the notion that
magistrates will “relieve courts of un-
necessary work.” Systemic efficiencies
would be frustrated and the magistrate’s
role reduced to that of a mere dress
rehearser if a party were allowed to feint
and weave at the initial hearing, and save
its knockout punch for the second round.
In addition, it would be fundamentally
unfair to permit a litigant to set its case
in motion before the magistrate, wait to
see which way the wind was blowing,
and—having received an unfavorable
recommendation—shift gears before the
district judge.®®

The court in Paterson-Leitch rejected the argument that the
requirement of a de novo determination permits a party

to present to the district court theories which it failed to
raise with the magistrate judge:

Appellant tells us that Rule 72(b)’s
requirement of a “de novo determina-
tion” by the district judge means that an
entirely new hand is dealt when objec-
tion is lodged to a recommendation. That
is not so. At most, the party aggrieved is
entitled to a review of the bidding rather
than to a fresh deal. The rule does not
permit a litigant to present new initia-
tives to the district judge. We hold cat-
egorically that an unsuccessful party is
not entitled as of right to de novo review
by the judge of an argument never sea-
sonably raised before the magistrate.”

In Green and Gonzalez, the courts stated that it
“would undermine the authority of the Magistrate Judge
by allowing litigants the option of waiting until a Report
is issued to advance additional arguments.”’!

IX. Reasons Given to Grant the District Court
the Discretion to Consider Legal Arguments
Not Presented to the Magistrate Judge

In Stephens v. Tolbert, the Eleventh Circuit held that a
district court did not abuse its discretion when it consid-
ered a legal argument that had not been raised before the
magistrate judge.’? “When a district court refers a dis-

positive motion to a magistrate judge for a report and rec-
ommendation, the district court retains, as a statutory and
a constitutional matter, broad discretion over the report
and recommendation.””® The Eleventh Circuit rejected
the notion that the district court “was barred, outside of
exceptional circumstances, from considering an argument
not raised before the magistrate judge.”’*

In Williams v. McNeil, the Eleventh Circuit held that
the district court “has broad discretion in reviewing a
magistrate judge’s report and recommendation, and,
therefore, the district court did not abuse its discretion in
declining to consider Williams’s timeliness argument that
was not presented to the magistrate judge.”’ In reach-
ing its conclusion, the court first referred to the Supreme
Court’s discussion of the Federal Magistrates Act in
Raddatz:

[TIhe Supreme Court noted that the
purpose of the Act’s language “was to
vest ‘ultimate adjudicatory power over
dispositive motions’ in the district court
while granting the ‘widest discretion’ on
how to treat the recommendations of the
magistrate.” “Congress intended to per-
mit whatever reliance a district judge, in
the exercise of sound judicial discretion,
chose to place on a magistrate’s proposed
findings and recommendations.” It is
clear, however, that the Article 111 judge
must retain final decision-making author-
ity. The district court must retain “total
control and jurisdiction” of the entire
process if it refers dispositive motions to
a magistrate judge for recommendation.”®

The court in Williams then noted that the circuit courts
had “differ[ed] on the meaning of de novo review” and
whether the district court was required to consider all
legal arguments, even those that had not been presented
to the magistrate judge.”” The court in Williams did not set
forth any test or standard for determining whether, in the
exercise of discretion, a district court should consider a
legal argument not raised before the magistrate judge.”®

In Wells Fargo Bank, N.A. v. Sinnott, the district court
of Vermont predicted that the Second Circuit would adopt
the same standard that the Eleventh Circuit had adopted
in Williams—that a district court, as a matter of discretion,
may consider a legal argument not raised before the mag-
istrate judge.” As the district court explained,

This approach allows an Article 111 judge
to retain final decision-making authority
“while granting ‘the widest discretion’ on
how to treat the recommendations of the
magistrate.” In contrast, a per se rule that
either prohibits or requires a district court
to consider an argument not raised before
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the magistrate judge undermines the “to-
tal control and jurisdiction” the district
court retains when it refers dispositive
motions to the magistrate judge for rec-
ommendation. It is also [sic] contravenes
the plain language of § 636(b)(1) which
permits the district court to “reject, or
modify, in whole or in part, the findings
or recommendations made by the magis-
trate judge.”®

The district court in Wells Fargo Bank, N.A. adopted
the following six-part test for determining whether a
district court, in the exercise of its discretion, should con-
sider or decline to consider a legal argument not raised
before the magistrate judge:

[T1he court concludes that an exercise of
discretion, in this case, should be guided
by the following factors: (1) the reason
for the litigant’s previous failure to raise
the new legal argument; (2) whether an
intervening case or statute has changed
the state of the law; (3) whether the new
issue is a pure issue of law for which no
additional fact-finding is required; (4)
whether the resolution of the new legal
issue is not open to serious question; (5)
whether efficiency and fairness militate
in favor or against consideration of the
new argument; and (6) whether manifest
injustice will result if the new argument
is not considered.®!

The six-part test was adopted by the Eastern and South-
ern Districts of New York in Amadasu® and Machicote,%
respectively. Applying those factors, the judges in Wells
Fargo Bank, N.A., Amadasu and Machicote refused to con-
sider legal arguments not made before the magistrate
judge.®

The court in Wells Fargo Bank, N.A. based its six-part
test on the Second Circuit’s standard for considering new
legal arguments raised for the first time in the district
court on a motion for reconsideration and its standard for
whether new evidence should be considered on a review
of an objection to a Report & Recommendation, stating,

The failure to raise a legal argument
until a motion for reconsideration is not
dispositive:

“Although generally this Court will not
consider an argument on appeal that was
raised for the first time below in a mo-
tion for reconsideration[,][t]his ‘waiver’
rule is one of prudence...and [is] not
jurisdictional. This Court retains broad
discretion to consider issues not timely
raised below. This is especially the case

where the issues not addressed below
involved purely legal questions.”8

As to Second Circuit precedent regarding when new
evidence should be considered when a district court
reviews an objection to a magistrate judge’s Report &
Recommendation, the court in Wells Fargo Bank, N.A.
quoted the following language from Hynes v. Squillace:
“*Considerations of efficiency and fairness militate in
favor of a full evidentiary submission for the Magistrate
Judge’s consideration, and we have upheld the exercise of
the district court’s discretion in refusing to allow supple-
mentation of the record upon the district court’s de novo
review.”’® The district court did not refer to the fact that
28 U.S.C. § 636(b)(1)(C) and Fed. R. Civ. P. 72(b) expressly
authorize the district court to receive evidence not pre-
sented to the magistrate judge.®’

X.  The Analogous Issue of Whether a Circuit Court
of Appeals Will Consider on Appeal a Legal
Argument Not Raised in the District Court

An analogous issue is whether, on appeal, a Circuit
Court of Appeals may consider a legal argument that the
appellant did not raise in the district court. In Singleton v.
Wulff, the Supreme Court stated,

The matter of what questions may be
taken up and resolved for the first time
on appeal is one left primarily to the
discretion of the courts of appeals, to be
exercised on the facts of individual cases.
We announce no general rule. Certainly
there are circumstances in which a federal
appellate court is justified in resolving an
issue not passed on below, as where the
proper resolution is beyond any doubt,
or where “injustice might otherwise
result.”8

The Supreme Court further stated that the foregoing ex-
amples were “not intended to be exclusive.”8?

It is well-settled in the Second Circuit that, on appeal,
the Court of Appeals has discretion to consider a legal
argument that the appellant did not raise below.?® As the
Second Circuit stated in Magi XXI, Inc.,

[Tt is a well-established general rule that
an appellate court will not consider an
issue raised for the first time on appeal.
However, this rule is prudential, not
jurisdictional, and we have exercised

our discretion to hear otherwise waived
arguments, where necessary to avoid a
manifest injustice or where the argument
presents a question of law and there is no
need for additional fact-finding.®

In the First Circuit,“[i]t is well settled that, ‘absent
the most extraordinary circumstances, legal theories not

14
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raised squarely in the lower court cannot be broached

for the first time on appeal.””®? The court in River Street
Donuts, LLC v. Napolitano further stated that it “ha[d] the
discretion to apply the plain error doctrine and consider
issues not adequately raised below.”% The First Circuit
noted that it is “‘particularly cautious in exercising [this]
discretion and do[es] so only when error is plain and the
equities heavily preponderate in favor of correcting it.””%

The Fifth Circuit has held that “we ordinarily do not
consider issues that have not been presented to the court
of first instance.”®

The Sixth Circuit has stated, “[i]n general, this court
will not review issues raised for the first time on ap-
peal.... The court will consider an issue not raised below
only when the proper resolution is beyond doubt or a
plain miscarriage of justice might otherwise result.”?

In the Ninth Circuit, although the court of appeals is
“not barred from considering a new argument on appeal,
we generally take care to avoid the unfairness inherent in
deciding cases on bases not raised or passed upon in the
tribunal below.”%"

In the Tenth Circuit, “[g]enerally, an appellate court
will not consider an issue raised for the first time on
appeal.”%8

In the Eleventh Circuit, “except when we invoke the
‘plain error doctrine,” which rarely applies in civil cases,
we do not consider arguments raised for the first time on
appeal.”%

Wright & Miller states:

Ordinarily a party may not present a
wholly new legal issue in a reviewing
court. In exceptional cases, however, in
order to avoid a miscarriage of justice, an
appellate court may consider questions
of law neither pressed by the parties nor
passed upon at the trial by the district
court. Some courts of appeals also are
willing to consider an issue of law that
was not raised below if the issue is
purely one of law and either does not
depend on the factual record developed
below, or the pertinent record has been
fully developed.1

Xl. Conclusion

The Section has concluded that it should be a mat-
ter of district court discretion whether a district court, in
reviewing an objection to a magistrate judge’s Report &
Recommendation, should consider a legal argument that
could have been, but was not, presented to the magistrate
judge. Permitting district courts to exercise their discre-
tion is consistent with the purpose of the Federal Magis-
trates Act and the broad discretion it vests in the district

court. It is also consistent with Courts of Appeals exer-
cising discretion in deciding whether to consider a legal
argument raised by the appellant that was not raised be-
fore the district court, or that was first raised on a motion
for reconsideration in the district court. Nothing in the
Federal Magistrates Act or Fed. R. of Civ. P. 72 precludes
the matter from being one of district court discretion and
there is no constitutional impediment to that.

“The Section has concluded that it should
be a matter of district court discretion
whether a district court, in reviewing an
objection to a magistrate judge’s Report
& Recommendation, should consider a
legal argument that could have been,
but was not, presented to the magistrate
judge.”

The Section has further concluded, for the reasons
courts have given for not considering new legal argu-
ments, 1% that district court consideration of a new legal
argument should be the exception, not the rule. It would
be contrary to fundamental notions of fairness and
would defeat the purpose of the Federal Magistrates Act
if district courts routinely considered legal arguments
not presented to the magistrate judge. The Section has
concluded that the six-part test articulated in Wells Fargo
Bank, N.A.,192 js an appropriate test for district courts to
apply in determining how to exercise their discretion, but
district courts should be free to consider any factors they
deem appropriate.

The Section does not believe that a per se rule either
requiring a district court to consider new legal arguments,
or prohibiting a district court from considering such argu-
ments, is required or appropriate. Neither per se rule is
consistent with the broad discretion that the Federal Mag-
istrates Act vests in the district court, and a rule requiring
consideration of new arguments is not necessary to avoid
constitutional issues.

A per se rule requiring the district court to consider
new legal arguments would also undermine the purpose
of the Federal Magistrates Act by eliminating efficien-
cies gained through the assignment of dispositive mo-
tions to a magistrate judge to hear and report, and
would unfairly benefit litigants who could change their
tactics after issuance of the magistrate judge’s Report &
Recommendation.!

Furthermore, a per se rule prohibiting consideration
of a new legal argument would appear to be inconsistent
with the principle that even where no timely objection has
been made to portions of the Report & Recommendation,
those portions should not be adopted if there is clear error
on the face of the record.'%* If the new argument raises the
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possibility of clear error, presumably it has to be consid-
ered. However, we have not seen a case addressing that
issue.

In George, the Fourth Circuit cited no authority for its
conclusion that if a party is entitled to de novo review of
an issue, it is entitled to raise before the reviewing court
any argument with respect to that issue that it could have
raised, but did not raise, before the magistrate judge.'®
Simply because de novo review “entails consideration of
an issue as if it had not been decided previously[,]”"1%
does not inexorably lead to that conclusion. De novo
review has been described in various ways.%” De novo
review means that deference does not have to be shown
to the magistrate judge’s conclusion.1%

Moreover, adopting the reasoning of the Fourth
Circuit as to what de novo review requires would mean
that a Circuit Court of Appeals has to hear arguments
made by an appellant on appeal that were not made in
the district court whenever the standard for the Court
of Appeals’ review is de novo. However, it is well-settled
that the issue of whether a Court of Appeals should hear
such arguments is a matter of court discretion, not a right
of the appellant.1®®

Similarly, the Section does not agree with the Fourth
Circuit’s conclusion that not requiring the district court
to hear a legal argument that could have been, but was
not, made before the magistrate judge would raise a
constitutional issue under Article 111.11° The district court
would still be making the ultimate decision when it
reviewed the magistrate judge’s Report & Recommenda-
tion, particularly if it had discretion to consider a new
argument. District courts may constitutionally assign
magistrate judges to work on dispositive motions as long
as the district judge (the Article 111 judge) retains final
decision-making authority.'! “Case law has emphasized
that under the Federal Magistrates Act the judge always
retains authority to make the final determination.”12 As
H.R. Rep. No. 94-1609 states:

The judge is given the widest discretion
to “accept, reject or modify” the findings
and recommendations proposed by the
magistrate.... [T]he ultimate adjudica-
tory power over dispositive motions...

is exercised by a judge of the court after
receiving assistance from and the recom-
mendation of the magistrate.13

In Thomas v. Arn, the Supreme Court held that a
Court of Appeals, in the exercise of its supervisory pow-
ers, may “establish a rule that the failure to file objections
to the magistrate’s [Report & Recommendation] waives
the right to appeal” from a district court’s judgment
adopting a magistrate judge’s Report & Recommenda-
tion.* In the course of its opinion, the Supreme Court
addressed the argument that the waiver of appellate
review violated Article Il of the Constitution.™® The pe-

titioner argued that the Sixth Circuit Court of Appeals’ waiver
rule permits a magistrate judge to exercise Article 111 judicial
power, “because the rule forecloses meaningful review of a
magistrate [Report & Recommendation] at both the district and
appellate levels if no objections are filed.”™® The Supreme Court
found that argument “untenable”:1%

Although a magistrate is not an Article 11l
judge, this court has held that a district
court may refer dispositive motions to a
magistrate for a recommendation so long
as “the entire process takes place under
the district court’s total control and juris-
diction,” and the judge “[exercises] the
ultimate authority to issue an appropriate
order.”118

The Supreme Court then explained:

The waiver of appellate review does not
implicate Article 111, because it is the
district court, not the court of appeals,
that must exercise supervision over the
magistrate. Even assuming, however, that
the effect of the Sixth Circuit’s rule is to
permit both the district judge and the court
of appeals to refuse to review a magistrate’s
report absent timely objection, we do not be-
lieve that the rule elevates the magistrate from
an adjunct to the functional equivalent of an
Article 111 judge. The rule merely establishes
a procedural default that has no effect on the
magistrate’s or the court’s jurisdiction. The
district judge has jurisdiction over the
case at all times. He retains full authority
to decide whether to refer a case to the
magistrate, to review the magistrate’s
report, and to enter judgment. Any party
that desires plenary consideration by the
Article 111 judge of any issue need only
ask. Moreover, while the statute does not
require the judge to review an issue de
novo if no objections are filed, it does not
preclude further review by the district
judge, sua sponte or at the request of a
party, under a de novo or any other stan-
dard.... The Sixth Circuit’s rule, therefore,
has not removed “the essential attributes
of the judicial power.”119

If a party can waive district court review of a mag-
istrate judge’s Report & Recommendation (by failing to
timely assert an objection thereto) without raising Article
I11 issues, as the Supreme Court stated in dictum in Thomas
v. Arn, a fortiori precluding a party, based upon the theory
of waiver, from raising a legal argument for the first time
before the district court (when the argument could have
been, but was not, presented to the magistrate judge) can-
not raise an Article Il issue. Permitting a district court the

16
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discretion to decline to consider a new legal argument,
in the language of Thomas v. Arn, “merely establishes a
procedural default that has no effect on the Magistrate’s
or the court’s jurisdiction.”?0

If, contrary to the Supreme Court’s dictum in Thomas
v. Arn, the district court, before approving a Report &
Recommendation, must review it for clear error in the
absence of an objection,*! there would also be no Article
Il issue. If the newly raised argument in the district
court indicates there may be clear error, the district court
presumably would have to consider the argument. We
have not, however, seen any case addressing that situa-
tion. If the new argument did not raise the possibility of
clear error, it could be ignored, yet there still would have
been district court review under the clear error standard.
Hence, there would not be an Article 111 issue.

Indeed, in Home Health, the Fourth Circuit held that
a party’s failure to object to a portion of the magistrate
judge’s legal conclusion waived the party’s right to a
review of that determination.’? The Court held that its
decision in George did not compel a contrary result.?2?

In Wells Fargo Bank, N.A., the district court concluded
that permitting a district court to have discretion as to
whether or not to consider a legal argument that could
have been, but was not, presented to the magistrate
judge,

allows an Article 11l judge to retain

final decision-making authority “while
granting the widest discretion on how to
treat the recommendations of the magis-
trate.” In contrast, a per se rule that either
prohibits or requires a district court to
consider an argument not raised before
the magistrate judge undermines the
“total control and jurisdiction” the dis-
trict court retains when it refers disposi-
tive motions to the magistrate judge for
recommendation.'?*
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quotation marks omitted)); Official Comm. of the Unsecured Creditors
of Color Tile, Inc. v. Coopers & Lybrand, LLP, 322 F.3d 147, 159 (2d
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415, 420 (2d Cir. 2000)):

Generally, we will not consider an argument on appeal
that was raised for the first time below in a motion
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See Wells Fargo Bank, N.A., 2010 U.S. Dist. LEXIS 4476.

428 U.S. 106, 121 (1976) (citations omitted) (quoting Hormel v.
Helvering, 312 U.S. 552, 557 (1941)).
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(2d Cir. 2013); Bogle-Assegai v. Conn., 470 F.3d 498, 504 (2d Cir.
2006).

Magi XXI, Inc., 714 F.3d at 724 (citations omitted) (internal
guotation marks omitted); see also Bogle-Assegai, 470 F.3d at 504
(“Nonetheless, the circumstances normally ‘do not militate in
favor of an exercise of discretion to address...new arguments on
appeal’ where those arguments were ‘available to the [parties]
below’ and they ‘proffer no reason for their failure to raise the
arguments below.”” (quoting Allianz Ins. Co. v. Lerner, 416 F.3d 109,
114 (2d Cir. 2005))).

River Street Donuts, LLC v. Napolitano, 558 F.3d 111, 114 (1st Cir.
2009) (quoting Teamsters, Chauffeurs, Warehousemen & Helpers
Union, Local No. 59 v. Superline Transp. Co., 953 F.2d 17, 21 (1st Cir.
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558 F.3d at 114 n.5.

Id. (quoting Rocafort v. IBM Corp., 334 F.3d 115, 122 (1st Cir. 2003));
cf. Curet-Velazquez v. ACEMLA De PR, Inc., 656 F.3d 47, 53 (1st

Cir. 2011) (“It is hornbook law that theories not raised squarely in
the district court cannot be surfaced for the first time on appeal.
There is nothing sufficiently compelling about this case to warrant
relaxation of such a fundamental rule.” (citations omitted)
(internal quotation marks omitted)).

Long v. McCotter, 792 F.2d 1338, 1345 (5th Cir. 1986); see also Vardas
v. Estelle, 715 F.2d 206, 208 (5th Cir. 1983) (since appellant did not
present a legal argument to the district court, “it is not properly
before us on appeal”).

DaimlerChrysler Corp. Healthcare Benefits Plan v. Durden, 448
F.3d 918, 922 (6th Cir. 2006); see also Glidden Co., 386 Fed. App’x.
at 544 (“This Court’s review is limited to issues presented to
and considered by the district court, unless review of an issue
is necessary in order to prevent manifest injustice, promote
procedural efficiency, or to correct clear errors or omissions.”
(internal quotation marks omitted)).

Thompson v. Runnels, 705 F.3d 1089, 1099 (9th Cir. 2013); accord
AlohaCare v. Hawaii, 572 F.3d 740, 744-45 (9th Cir. 2009) (citations
omitted) (internal quotation marks omitted):
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Absent exceptional circumstances we generally will
not consider arguments raised for the first time on
appeal, although we have discretion to do so. We may
exercise this discretion (1) to prevent a miscarriage of
justice; (2) when a change in law raises a new issue
while an appeal is pending; and (3) when the issue is
purely one of law.
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1232 (10th Cir. 1997).

Ledford v. Peeples, 657 F.3d 1222, 1258 (11th Cir. 2011); see also
Access Now, Inc. v. Sw. Airlines Co., 385 F.3d 1324, 1332 (11th Cir.
2004) (“We recognize that a circuit court’s power to entertain an
argument raised for the first time on appeal is not a jurisdictional
one; thus we may choose to hear the argument under special
circumstances[,]” identifying five such circumstances.).
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See supra Point VIII.

See Wells Fargo Bank, N.A., 2010 U.S. Dist. LEXIS 4476, at *9-10.
The six-part test set forth in Wells Fargo Bank, N.A. has already
been adopted by courts in the Eastern and Southern Districts of
New York. See Amadasu, 2012 U.S. Dist. LEXIS 129283, at *15-16;
Machicote, 2011 U.S. Dist. LEXIS 95351, at *17-19.

See Williams, 557 F.3d at 1291-92; Paterson-Leitch Co., Inc., 840 F.2d
at 990-91; United States v. Howell, 231 F.3d 615, 622 (9th Cir. 2000).

See supra note 23; but see Thomas, 474 U.S. at 149 (indicating in
dictum that no district court review is required in the absence of
an objection).

George, supra note 28, 971 F.2d at 1117-18.
Id. at 1118.

See Raddatz, supra note 49, 447 U.S. at 675 (holding that de novo
review of a magistrate judge’s Report & Recommendation means
that a district court must “‘give fresh consideration to those
issues to which specific objection has been made by a party’”’)
(quoting H.R. Rep. No. 94-1609, at 3)); accord Riesselman, supra
note 23, 708 F. Supp. 2d at 806-07; see also Freeman v. DirecTV, Inc.,
457 F.3d 1001, 1004 (9th Cir. 2006) (holding that de novo review
requires the court to “review the matter anew, the same as if it
had not been heard before, and as if no decision previously had
been rendered”); Solis v. Laborer’s Int’l Union of N. Am., Local 368,
775 F. Supp. 2d 1191, 1202 (D. Haw. 2010) (under de novo review,
“[t]he district court must arrive at its own independent
conclusions about those portions of the magistrate judge’s report
to which objections are made, but a de novo hearing is not
required”).

See Salve Regina College v. Russell, 499 U.S. 225, 238 (1991) (“When
de novo review is compelled, no form of appellate deference is
acceptable.”); Raddatz, supra note 49, 447 U.S. at 676 (the phrase
“de novo determination” in Section 636(b)(1) was selected by
Congress “to permit whatever reliance a district judge, in

the exercise of sound judicial discretion, chose to place on a
magistrate’s proposed findings and recommendations”); Ditto v.
McCurdy, 510 F.3d 1070, 1075 (9th Cir. 2007) (under de novo review,
no deference is given to the district judge’s determination);
Zervos v. Verizon N.Y., Inc., 252 F.3d 163, 168 (2d Cir. 2001) (“De
novo review is review without deference.”), rev’d on other grounds,
277 F.3d 635 (2002); BLACK’s LAw DICTIONARY 94 (7th ed. 1999)

(de novo review is “[a]n appeal in which the appellate court

uses the trial court’s record but reviews the evidence and law
without deference to the trial court’s rulings”); see also United
States v. Zuckerman, 88 F. Supp. 2d 9, 11-12 (E.D.N.Y. 2000)
(“[T]he District Judge may also, in his sound discretion, afford

a degree of deference to the Magistrate Judge’s Report and
Recommendations.”).
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See supra Point X.

See George, supra note 28, 971 F.2d at 1118.

See Raddatz, supra note 49, 447 U.S. at 681-82.

Delgado, 782 F.2d at 82.

H.R. Rer. No. 94-1609, at 11 (quoting Fep. R. Civ. P. 72(b)(3)).
Thomas, 474 U.S. at 142.

See id. at 153-54.

Id. at 153 (emphasis added).

Id. (emphasis added).

Id. (quoting Raddatz, supra note 49, 447 U.S. at 681, 682).

Thomas, 474 U.S. at 153-54 (emphasis added) (quoting N. Pipeline
Co. v. Marathon Pipe Line Co., 458 U.S. 50, 77 (1982)).

Thomas, 474 U.S. at 154.

See supra note 23.

Home Health, supra note 22, 1997 U.S. App. LEXIS 23547, at *33-36.
Id. at *36-37.

See Wells Fargo Bank, N.A., 2010 U.S. Dist. LEXIS 4476, at *5
(quoting Raddatz, supra note 49, 447 U.S. at 675); see also Thomas,
474 U.S. at 153.
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Privilege Logs for the New Millennium?

By Melissa A. Crane and Robert L. Becker

Most commercial litigation practitioners have experi-
enced the harrowing burden the privilege log imposes on
a party in a document-intensive? case, especially one with
many e-mails and e-mail strings. Federal Rule of Civil
Procedure 26(b)(5)(A) provides guidance for preparation
of privilege logs:

When a party withholds information
otherwise discoverable by claiming that
the information is privileged or subject to
protection as trial-preparation material,
the party must: (i) expressly make the
claim; and (ii) describe the nature of the
documents, communications or tangible
things not produced or disclosed—and
do so in a manner that, without revealing
information itself privileged or protected,
will enable other parties to assess the
claim.

The Supreme Court added Rule 26(b)(5) in two stag-
es. What is now Rule 26(b)(5)(A) was added in 1993. Ini-
tially, the Rule required that, if a party withheld materials
otherwise discoverable because of a privilege or work
product claim, it had to notify the other party.® The with-
holding party also had to provide sufficient information
to permit the other party to evaluate whether the claimed
privilege or protection was applicable.* Although the
Rule required a description of the nature of the withheld
document, it did not define what information the party
asserting the claim of privilege or work-product protec-
tion must provide.® The Advisory Committee Notes
suggested that details such as time, persons, and general
subject matter, might be appropriate to disclose if only
a few items were withheld, but that these details might
be unduly burdensome to disclose if the withheld docu-
ments were voluminous.® In the latter situation, using
categories to describe the documents might be sufficient.”

The Rule was amended in 2006 to add what is cur-
rently Rule 26(b)(5)(B).8 This Rule provides a procedure
for handling inadvertently produced documents that
may be subject to a privilege or protection claim.® The
Advisory Committee Notes acknowledge that, where
potential privilege or protection involves ESI, the risk of
waiver, and the time and effort necessary to avoid it, may
increase substantially.10

Accordingly, Rule 26(b)(5)(B) provides a procedure
for a party to assert a claim of privilege or protection
after production. In the event of inadvertent production,
the party asserting privilege or protection gives notice to
the receiving party of the claim and the basis for it.! The
notice must be sufficiently specific to permit the receiving
party to evaluate the claim of privilege or protection.?

The receiving party, after notice, “must promptly return,
sequester, or destroy the specified information and any
copies it has[.]"13

If there is a dispute over the assertion of privilege or
protection, the receiving party should not use or disclose
the information until resolution of the claim of privilege
or protection.'* The receiving party may present the issue
of whether the information is privileged or otherwise pro-
tected to the court.’ If a party receives notice of privilege
or protection after receiving the information itself, the
receiving party must take reasonable steps to retrieve the
information and preserve it until the claim is resolved.'®

Compliance with Rule 26(b)(5)(A) traditionally
required, at the very least, a document-by-document list
containing the following information:

(i) the type of document, e.g., letter[, e-mail] or
memorandum;

(ii) the general subject matter of the document;
(iii) the date of the document; and

(iv) the author of the document, the addressees of the
document, and any other recipients [of the docu-
ment], and, where not apparent, the relationship
of the author, addressees and recipients to each
other[.]*

Courts have usually required a detailed, document-
by-document privilege log. '8 This approach involves a
labor-intensive manual review of each document and then
a highly specific description of the contents in the log.*®

Creating a document-by-document privilege log is
often extremely burdensome and difficult to implement
considering the volume of documents ESI generates. A “16
gb flash drive can be found for less than $20 and can hold
a half-million pages of Microsoft Word documents|,]”
yet “creating privilege logs typically remains a manual,
document-by-document endeavor.”?® Moreover, a “tra-
ditional” privilege log is often useless to the court and
the non-generating party. Efforts to streamline the privi-
lege log can result in a log with inadequate information,
thereby risking a waiver of the privilege.?!

Courts may allow logging by category over a docu-
ment-by-document listing, especially in complex cases
where there is voluminous ESI. Magistrate Judge James
C. Francis IV recently noted in Assured Guaranty Municipal
Corporation v. UBS Real Estate Security, Inc. the “enormous
burden and expense” document-by-document logging
places on counsel, and that “courts in [the Southern Dis-
trict of New York] have endorsed a categorical approach...
to reduce such burden.”??
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This article presents a set of guidelines designed to
alleviate the burden of preparing privilege logs without
sacrificing the protections that the attorney-client privi-
lege or work-product doctrine affords. These guidelines
provide some direction about ways to shorten the process
of segregating privileged or protected material and creat-
ing the privilege log. Counsel should use these guidelines
in conjunction with their overall discovery plan. Please
note, these guidelines are merely suggestive and do not
purport to encompass all the strategies counsel may
employ to deal with privileged or protected material in a
more cost-effective manner.

The parties must cooperate for these guidelines to
work. Legal gamesmanship and litigation by attrition
must be paradigms of the past. Parties, courts, and the
public at-large simply cannot afford it. Although the
parties should drive the discovery process, active judicial
case management should make clear that cooperation
is expected so that the entire discovery plan, including
privilege-related issues, proceeds in a speedy and effi-
cient manner.

l. Guideline 1

Parties should meet and confer early in
the case, as part of their initial discussion
about document production, before or

at the Rule 26(f) conference, to discuss:
(1) the volume of claims of privilege or
protection the parties anticipate encoun-
tering, (2) how to segregate and exclude
presumptively privileged or protected
documents from production, and (3) how
to handle the inadvertent production of
privileged or protected material.?

Cooperation is critical to ensure effective and cost-
efficient discovery. To that end, counsel should meet and
confer early in the case. Rule 26(f) requires counsel to
confer “as soon as practicable[.]"%*

Prior to the Rule 26(f) conference or other initial
conference with the court, counsel should ascertain the
manner in which their client maintains information, the
volume of information potentially discoverable, and the
nature and scope of potentially privileged or protected
information. In addition, “parties should address the par-
ticular fields or categories of information their respective
privilege logs will contain before the parties’ privilege logs
are produced for the first time.”2

At the conference, counsel should be in a position to
discuss the extent and nature of the privilege or protec-
tion claims they will assert, the volume of documents or
information these claims cover, the identity of relevant
custodians, and what categories of documents to exclude
as presumptively privileged or protected. Counsel should
also discuss how to treat the inadvertent disclosure of
privileged material utilizing the procedures available un-
der Rule 26(b)(5)(B) and Federal Rule of Evidence 502.26

If the parties are in a position to discuss the search
process or protocol, they should also discuss how to
ensure that the designation of documents or information
as privileged or protected is accurate, effective and com-
plete. Parties should agree ahead of time that the sharing
of this information is confidential and not a waiver of
privilege.

“Prior to the Rule 26(f) conference or
other initial conference with the court,
counsel should ascertain the manner in
which their client maintains information,
the volume of information potentially
discoverable, and the nature and scope
of potentially privileged or protected
information.”

Il.  Guideline 2

Counsel should take advantage of Feder-
al Rule of Evidence 502 by agreeing early
in the case that the production of privi-
leged or protected documents will not
result in any waivers. The parties should
ensure that this agreement becomes in-
corporated in a court order.2’

Because of the proliferation of ESI and the impracti-
cality, in many instances, of a page-by-page review of all
documents to identify those that are privileged or protect-
ed, the parties must agree on how to handle the disclo-
sure of privileged or protected documents. Federal Rule
of Evidence 502 “creates a new framework for managing
disclosure issues in a cost effective manner in the age of
large electronic document productions.”? Federal Rule of
Evidence 502(b) provides that disclosure of privileged or
protected information will not operate as a waiver if: (a)
the disclosure was inadvertent; (b) the party asserting the
privilege or protection took reasonable steps to prevent
the disclosure; and (c) reasonable steps were taken to
rectify the error.2

“Reasonable steps” to prevent disclosure include
some method of verifying the accuracy, effectiveness, and
completeness of the searches for privileged or protected
information. This involves, at the very least, searching for
known privileged or protected communications among
the documents to be produced prior to their production.®°
Where a third-party vendor searches for privileged or
protected documents, the party using the vendor must
check to ensure that the production database the vendor
prepares does not contain privileged or protected docu-
ments.3! Depending on the case, it may also be a “reason-
able step” to take samples of documents, so long as there
is variety in the sample and the sample is large enough to
constitute a sufficient check.?
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Federal Rule of Evidence 502(b) covers only inadver-
tent disclosures in a pending federal action. To protect
against the disclosure of privileged or protected informa-
tion in other federal actions or state proceedings, and in
situations such as “quick peeks” and “clawbacks,” look
to Federal Rule of Evidence 502(d). Under Rule 502(d),

a court order can provide that intentional disclosure of
privileged information does not waive the privilege or
protection in connection with litigation pending before
the court, and in any other federal or state proceeding.®?
Such an order should provide for a procedure consistent
with Federal Rule of Civil Procedure 26(b)(5)(B) and Fed-
eral Rule of Evidence 502(b).3*

“It was the intention that Federal Rule
of Evidence 502 would reduce the costs
of privilege review, especially in cases
involving ESI, by allowing litigating
parties to determine the consequences
of a disclosure of privileged or protected
information.”

Federal Rule of Evidence 502(d), together with
Federal Rule of Evidence 502(e), also allows for the entry
of a court order providing that disclosure of privileged
material does not result in waiver in other federal or state
proceedings, and applies to non-parties as well. It was
the intention that Federal Rule of Evidence 502 would
reduce the costs of privilege review, especially in cases
involving ESI, by allowing litigating parties to determine
the consequences of a disclosure of privileged or pro-
tected information.®®

The language from Rule 502(d) that “disclosure is
also not a waiver in any other federal or state proceed-
ing[,]” is essential to limiting the cost of privilege review.
This is because parties are unlikely to risk disclosure, if
non-parties to the litigation are able to use the communi-
cations or information in another proceeding. Rule 502(e)
makes clear that, if parties want to avoid waiver vis-a-vis
non-parties, the 502(d) party agreement must incorporate
those non-parties in a court order.3

Federal Rules of Evidence 502(d) and (e) allow par-
ties to enter into “quick peek” agreements,3” whereby
parties can produce all their documents without first re-
viewing them for privilege and protection, and then pull
back those that are privileged or protected as a review
proceeds.® While certainly easier, as a practical matter, it
is a risky proposition. Even with claw back, the receiving
side is not going to forget what it saw.3°

There appears to be tension between sections (b)
and (d) of Federal Rule of Evidence 502. Federal Rule of
Civil Procedure 26(b)(5)(B) and Federal Rule of Evidence
502(b) apply in the event of inadvertent production, and

require the disclosing party to take reasonable steps to
prevent the disclosure and rectify the error. In contrast,
Federal Rule of Evidence 502(d) and (e) accommodate
both inadvertent and intentional disclosure of privileged
material, and the producing party need not establish, as
a precondition to maintaining the privilege, that it took
reasonable steps to prevent disclosure.

Finally, the court order entered pursuant to Federal
Rule of Evidence 502(d) should be distinct from any
“so-ordered” confidentiality agreement. This avoids the
confusion that could ensue if the Rule 502(d) portion
becomes buried in the typically lengthy confidentiality
agreement.

I1l.  Guideline 3

Parties must agree on the form of the
privilege log and the level of detail con-
tained in the log. Where possible, counsel
should agree to reject a document-by-
document privilege log and instead
adopt alternative approaches to shorten
the process. These alternatives include,
but are not limited to: (1) categories of
exclusion, (2) logging by category, and (3)
special treatment for e-mail chains. Coun-
sel should also be aware of technological
tools available to shorten the process of
segregating privileged or protected docu-
ments and creating the privilege log.*°

There are ways to reduce the burden and expense
relating to the creation of a privilege log. Counsel faced
with the task of creating a privilege log would do well to
consult Honorable John M. Facciola and Jonathan M. Red-
grave’s article, Asserting and Challenging Privilege Claims in
Modern Litigation: The Facciola-Redgrave Framework.*! That
article provides a framework for privilege review that
relies on grouping documents that are likely privileged or
protected into categories on a rolling basis.*? Ultimately,
the parties “create a set of natural differentiations among
documents so the parties can say, once again with con-
fidence, what is true of items within the category is true
of the whole.”* The Facciola-Redgrave Framework suggests
several methods to alleviate the burden of the privilege
review process. These methods and others are discussed
below.

1. Categories of Exclusion

Certain types of documents are so obviously privi-
leged or protected that it may serve no purpose to log
them at all. A good example is communications exclu-
sively between a party and its trial counsel.** Another
example is work product, such as legal memoranda, that
an attorney prepares after the filing of the complaint.*®
Further, the Southern District of New York Judicial Im-
provements Committee pilot project (“Judicial Improve-
ments Committee”)* identifies as obviously privileged

24
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internal communications within a law firm, an in-house
legal department or a government law office, and “docu-
ments authored by trial counsel for an alleged infringer”
in a patent infringement action “even if the infringer is
relying on the opinion of other counsel to defend a claim
of willful infringement.”*” Counsel should also agree

not to log exact duplicates, a problem that e-mail chains
can create. Of course, parties can agree to exclude other,
more specific categories. For instance, parties might agree
to exclude communications between certain custodians,
depending on the individual needs of the case.

Bottom line, whether a categorical approach will
work depends on the facts and circumstances of a par-
ticular case.®®

The Facciola-Redgrave Framework also suggests that,
upon request, parties supply evidentiary support for cat-
egories.*® This could take the form of “an affidavit attest-
ing to the facts that support the privileged or protected
status of documents and ESI within that category.”*°

2. Logging by Category

Where it is not feasible to exclude a category alto-
gether, parties can opt for a log that lists groups of docu-
ments rather than each document separately. Here, docu-
ments are logged under a “category” noting the range
of control numbers, the beginning date of the earliest
document, and the ending date on the latest document
with a description. For example, if a litigation concerns a
purchase price adjustment, it is sufficient to describe draft
contracts, to the extent privileged or protected, as “draft
contracts created by counsel that includes legal advice re-
garding X’s rights with respect to the purchase price ad-
justment clause.” Or, it may be appropriate to log e-mails
between specific persons, such as the CFO and in-house
counsel, as a group. A “players list” can add meaning to
a category-by-category log. This is a list identifying all
persons whose names appear on the documents and the
roles that they play. Counsel should provide information
about these individuals and specify if they are attorneys,
their titles, and their affiliations with the client. A play-
ers list is particularly helpful in situations where lawyers
have mixed roles, for example, where someone acts both
as a business person and a lawyer.

The challenging part of this endeavor is to describe
the category in a way that imparts sufficient information
for the other side to assess the privilege or protection. At-
torneys often fail in this endeavor.®! The Southern District
of New York endorses logging by category.52 S.D.N.Y.
Local Rule 26.2 expressly provides that when a party
is “asserting privilege on the same basis with respect
to multiple documents, it is presumptively proper to
provide the information required by this rule by group or
category.”s3

On the negative side, when disputes arise involv-
ing logging by category, often courts must conduct in

camera reviews, depleting court resources and time. Not

all courts accept this approach.>* Further, there are risks

that parties will incorrectly identify information or place
documents in inappropriate categories.

3. E-mail Chains

An e-mail chain or string is two or more e-mails that
effectively constitute a conversation among the persons
involved in the chain. Both the Facciola-Redgrave Frame-
work and the Judicial Improvements Committee endorse
truncated privilege logs for e-mail strings.>® Both the
Framework and the Committee’s strategies are useful.

As a starting point, the Facciola-Redgrave Framework
requires only one entry in the privilege log to identify an
e-mail chain.%® This is a sound and time-saving approach.
The Facciola-Redgrave Framework calls for the “last-in-
time” e-mail in the string to be identified, provided that
each e-mail in the string was, at one point in time, the
“last-in-time.”%” The authors also recommend that, “[i]f an
embedded e-mail communication is not otherwise avail-
able, then it must separately be identified....”%8

Because an e-mail chain often involves a conversation
among two or more persons that formerly would have
occurred on the telephone or at a meeting, parties may
want to truncate the information about the e-mail chain
even further, providing only: (1) the first-in-time e-mail,
(2) the last-in-time e-mail, (3) a list of all persons involved
in the chain, and (4) the reason for asserting the privi-
lege. The Judicial Improvements Committee embraces
this approach.?® The Judicial Improvements Committee
requires that the party disclose that the “e-mails are part
of an uninterrupted dialoguel[,]”” but does not define what
an “uninterrupted dialogue” means.®° The Judicial Im-
provements Committee also mandates disclosure of the
number of e-mails within the dialogue, the beginning and
ending dates and times, and the names of all recipients
of the communications, as well as other requisite privi-
lege log disclosures, such as the reason for asserting the
privilege.®!

Courts are split about whether it is appropriate to log
e-mail strings as one entry or each e-mail separately. 62
Case law is still emerging.

Courts are also split as to whether forwarding a non-
privileged e-mail for the purpose of seeking or communi-
cating legal advice extends the privilege to that non-priv-
ileged e-mail to the extent it was forwarded.®® The better
approach is to disclose any e-mails in the string that are
clearly not privileged.

Although one might assume that the initial e-mail,
being unprivileged, would wind up as part of the general
document production, particularly with the use of dedup-
ing software % there is a danger that the non-privileged
e-mail in its original form will be deleted.
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4. Use of Software

Technology can be a useful tool to make the identi-
fication of privileged or protected documents more ef-
ficient. Indeed, the Advisory Committee Notes to Federal
Rule of Evidence 502(b) contemplate the use of screen-
ing software.®® Thus, counsel should be knowledgeable
about computer applications and programs that can be
used to review ESI for privileged or protected material.%

Alternatively, parties may want to use search terms
with existing software to isolate privileged or protected
documents. For example, parties can search and segre-
gate those items where one or more names of a party’s
in-house counsel appears anywhere in the document,
including associated metadata along with search terms.

In addition, depending on the software, parties may
be able to utilize metadata fields to generate a report and
then turn that report into a type of index or log. A simple
log can, in many cases, evolve from the “to,” “from,”
and subject line fields.®” If the subject line reveals privi-
leged or protected information, the parties can always
substitute a different description of the item, but should
identify the entries they modified.

Courts are starting to accept the use of “computer
assisted review” to search ESI for general discovery pur-
poses.58 “Computer assisted-review”—also referred to as
“technology-assisted review,” “predictive coding,” and
“content-based advanced analytics”—is an important
development in ESI production. Predictive coding uses
complex algorithms to mimic human document review.
Parties who use predictive coding can cull out privileged
documents from large databases with alacrity. Yet despite
predictive coding’s speed, it can have errors, much like
human review. “Inadvertent production can occur and
does occur whether the documents are searched and
reviewed electronically or by human eyes.”%°

IV. Guideline 4

Attachments to e-mails should be identi-
fied as attachments and logged sepa-
rately from the e-mail containing the
attachments.”®

Although an e-mail may be privileged or protected,
it does not necessarily follow that a document attached
to that e-mail is also privileged or protected. Therefore,
each attachment must be reviewed and logged sepa-
rately from the accompanying e-mail. In C.T. v. Liberal
School District, plaintiff listed a series of e-mails but did
not separately list the attachments.” The district court
held that “any claim of privilege plaintiff might [have]
wish[ed] to raise as to those documents [was] waived.”"?
The attached documents, to the extent responsive, had to
be produced.”

V. Guideline 5

Counsel should keep track, in writ-
ten form, of the efforts he or she made
to search for privileged or protected
documents.™

Where the assertion of privilege or protection is chal-
lenged, counsel may have to demonstrate to the court
that reasonable steps were taken to identify privileged
or protected communications. In the event of a chal-
lenge to privilege or protection, The Sedona Conference®
(Cooperation Proclamation) suggests that a court accept
an affidavit or affidavits by the “designating” party to
explain why a particular document or documents are
privileged or protected.””® This is a common-sense ap-
proach to resolving disputes. Accordingly, it is important
that counsel keep track, in written form, of the efforts
made to search for privileged or protected documents.
At a minimum, counsel should be in a position to explain
what automated tools and applications counsel used to
search for, identify and withhold privileged or protected
communications, and what methodologies counsel used
to verify the effectiveness, completeness, and accuracy of
the search techniques.

VI. Guideline 6

Counsel should verify the accuracy and
thoroughness of the searches by checking
for privileged or protected documents at
the beginning of the search process and
again at the end of the search process.
This verification can be by way of sam-
pling, but the sample, whether random
or systematic, should be of a sufficient
size and variety so that the results can be
considered valid.

Checking the documents for privilege or protec-
tion is important for two reasons. First, under Federal
Rule of Evidence 502(b), if counsel discloses privileged
or protected material by mistake, a court will not find a
waiver if counsel has taken reasonable steps to protect the
privileged or protected documents. Thus, it may become
necessary for counsel to demonstrate that he or she took
those reasonable steps. Checking to make sure that the
search corralled the right documents is an integral part
of these reasonable steps.”® Checking one’s work has the
additional benefit of assuring that the privilege review
is not over inclusive. This will serve to bolster credibility
with the court.

In cases involving voluminous documents, it may be
reasonable to check via sampling, rather than performing
a more extensive document review (such as checking all
documents by key custodians), so long as there is variety
in the sample and the sample is large enough to be valid.
A sufficient variety could involve, but is not limited to,
different custodians, different parts of the company and
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different computer systems, depending on how a client
stores information, the size of the company, and the like.

VIl. Guideline 7

Treat redactions in the same manner as a
document that is privileged or protected
in its entirety.

Like documents that are privileged or protected
in their entirety, documents containing redactions are
amenable to logging by category. However, because only
a portion of the document is privileged or protected,
redacted documents are also more likely to cross the line
into a non-privileged area, like business advice. Thus,
logging redacted documents requires a more careful
description than the truncated approach that logging by
category entails. Parties should be careful not to redact
a document to the point where it is indecipherable. This
only wastes time and money, and could even reduce
counsel’s credibility with the court.

The Delaware Court of Chancery has recently updat-
ed its procedural rules to accommodate for voluminous
ESI discovery and modernize the discovery process.”” Ef-
fective January 1, 2013, these guidelines address privilege
logs and the attorney’s role with regard to the privilege
log.” The guidelines address how to log documents con-
taining redactions; “different cases may warrant different
approaches to redactions.”” For example, the parties may
agree that each side can withhold the entire document
if any part of that document is privileged (i.e., treat the
document as entirely privileged).®° Or, parties may agree
to dispense with a log altogether if the non-redacted
portion provides sufficient factual information for the
non-producing party to assess privilege.8!

VIII. Guideline 8

Parties should agree that large-scale
challenges to the assertion of privilege
or protection should be resolved by the
court conducting an in camera sampling,
rather than a review of all contested
documents. The sample, whether ran-
dom or systematic, should be of a suf-
ficient size and variety so that the results
can be considered valid. Parties should
then resolve disputes concerning remain-
ing documents in accordance with the
court’s ruling.

In the event there is a challenge to an assertion of
privilege or protection, the party asserting privilege or
protection should submit an affidavit that identifies all
persons named on a log and perhaps describes in greater
detail why a particular document or documents are
privileged or protected. If disagreement remains after
this point, the parties should promptly bring the dispute
to the attention of the court. An in camera inspection may
become necessary for a subset of documents. Individual

court practices and the circumstances of the case will
determine whether and how that in camera inspection will
proceed. For example, some courts may only require a
short letter explaining the basis for the privilege or pro-
tection. Other courts may require an affidavit or formal
motion. Nevertheless, in instances where a large volume
of documents are in contention, the parties are encour-
aged to group the contested documents by category so a
ruling on samples can apply to each category.??

This approach requires court involvement if it is
going to be effective. However, it is far simpler for the
court than the traditional approach when the court would
entertain a motion and then try to assess each document.
If limited judicial resources do not permit the in camera in-
spection to proceed fast enough for the needs of the case,
the parties may want to consider proposing the use of a
special master from the private sector and split the costs.®?

IX. Guideline 9

Senior lawyers should provide guidance
on how to create meaningful privilege
logs efficiently.

It is primarily junior lawyers who prepare privilege
logs. The Delaware Guidelines emphasize that in order
“[t]o prepare a privilege log with integrity requires the
involvement of senior lawyers who know the applicable
standards, understand the precise roles played by the cli-
ent representatives, and have the relationship and stature
with the client to discuss documents frankly and make
principled assertions of privilege.”8 To effectuate the
involvement of senior lawyers, the Delaware Guidelines
suggest that senior lawyers provide specific guidance
about: (1) the court standards for asserting privilege;

(2) protocols for identifying those documents that war-
rant a closer review for privilege; (3) protocols to ensure
court standards apply to privilege exemptions; and (4)
requirements for providing sufficient information so

the court and opposing party can fairly assess whether
the assertion of privilege was proper.8®> According to the
Delaware Guidelines, the court will expect senior lawyers
to answer questions about the document collection and
review process.® Finally, the Delaware Guidelines require
senior lawyers to make final decisions on judgment calls
concerning privilege.8” For example, senior lawyers must
be able to take the podium and explain the basis for the
assertion of privilege and know about the privilege asser-
tion process if there is a hearing.®

Endnotes

1. Anearlier version of this article appeared as part of a report of the
Special Committee on Discovery and Case Management in Federal
Litigation of the New York State Bar Association, June 23, 2012,
available at http://www.nysba.org/discoveryreport/ (last visited
Feb. 25, 2014).

2. “Document” refers to information on paper and to Electronically
Stored Information (ESI).

3. See FeD. R. Civ. P. 26(b)(5) Advisory Committee Notes (1993).
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Pursuant to the agreement of the parties and the
authority granted this court under Fed. R. Evid. 502(d),
it is hereby ordered that a party’s disclosure, in con-
nection with this litigation, of any communication or
information covered by the attorney-client privilege or
entitled to work-product protection shall not constitute
a waiver of such privilege or protection either in this
litigation or in any other federal or state proceeding. IT
IS SO ORDERED.
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withheld e-mails that constitute an uninterrupted dialogue
between or among individuals”).

See id. The Judicial Improvements Committee does not suggest
whether it is limited temporally or by subject matter, or both.
Parties can, and should, agree among themselves as to the
parameters for what constitutes an “uninterrupted dialogue.”

See id.

Compare RBS Citizens, N.A., 291 F.R.D. at 218-19 (requiring log to
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Void Versus Voidable Contracts: The Subtle Distinction
That Can Affect Good-Faith Purchasers’ Title to Goods

By Melissa Yang

The subtle distinction between a void and a voidable
contract for the sale of goods has perplexed practitioners
over the years. Understanding the difference becomes
significant for good-faith purchasers who later buy those
goods and find themselves faced with a challenge as
to the validity of title. A review of New York case law
indicates that the issue of whether contracts for the sale
of goods are void or voidable is most often litigated when
duress, fraud, and theft are involved. Given that the New
York Pattern Jury Instructions currently lack instructions
on this issue, and in response to the confusion that has
arisen over the years regarding the difference between
void and voidable contracts, this article analyzes how
duress, fraud, and theft can affect contracts for the sale of
goods and, in turn, good-faith purchasers’ title to those
goods.

l. The Difference Between Void and Voidable
Title

Contracts for the sale of goods involving duress,
fraud, and theft may be either void or voidable. On one
hand, “[a] void contract is no contract at all; it binds no
one and is a mere nullity.”! On the other hand, a contract
is “voidable when one of the parties has the power either
to avoid or to validate the agreement.””?

For good-faith purchasers of those goods, the distinc-
tion between void and voidable contracts is important;
it determines whether the good-faith purchaser received
valid title to those goods. Good-faith purchasers who
buy goods from a party to a void contract have no title
and must return the goods to the rightful owner upon
demand.? By contrast, good-faith purchasers who buy
goods from a party to a voidable contract will receive good
title to those goods.*

The following summary analyzes both case law and
the New York Uniform Commercial Code (UCC), and
discusses how the existence of duress, fraud, and theft
in a contract for the sale of goods can affect a subsequent
good-faith purchaser’s title to those goods.

A. Duress

Generally, duress occurs when one exerts unlawful
force upon a party to induce that party’s assent to a con-
tract for the sale of goods.® The unlawful force is usually
a threat, communicated though words or actions, either
directly or by inference.® To constitute duress, the basis
for the party’s assent to the contract must be the improp-
er threat.” An improper threat may take the form of either
physical or economic compulsion.

1.  Physical Duress

When the improper threat takes the form of physical
compulsion, the resulting contract is void.? A good-faith
purchaser does not take valid title to goods that originated
from a contract which a party was physically compelled to
execute.’

2.  Economic Duress

By contrast, a party’s assent to a contract through eco-
nomic compulsion may be voidable under certain circum-
stances.1 If the contract for the sale of goods is considered
voidable, then a good-faith purchaser may take good title
to those goods.™!

“Good-faith purchasers who buy goods
from a party to a void contract have no
title and must return the goods to the
rightful owner upon demand. By contrast,
good-faith purchasers who buy goods
from a party to a voidable contract will
receive good title to those goods.”

Economic compulsion generally occurs when a party
refuses to engage in an action, even though he or she is
under a legal obligation to act, until the other party agrees
to execute a contract or, if a contract already exists, to less
favorable terms.’? A contract is voidable as a result of
economic duress only if the following three elements are
established: (1) the victim was precluded from exercising
free will and agreed to execute the contract as a result of
an improper threat; (2) the victim could not obtain the
goods from another source or supply; and (3) the victim
could not be made whole through ordinary breach-of-con-
tract remedies.’® All three elements were present in Austin
Instrument, Inc. v. Loral Corp.—the seminal case in New
York on economic duress.

In Austin Instrument, Inc., plaintiff had a contract to
deliver radar sets to the U.S. Navy and sub-contracted
with defendant to purchase gear components for the
radar sets.!* Defendant later refused to deliver the gear
components unless plaintiff agreed to pay a higher price
and award a second subcontract to defendant.® The New
York Court of Appeals held that plaintiff was subject to
economic duress because (1) defendant’s refusal to deliver
the gear components was a wrongful threat, (2) plaintiff
was unable to purchase substitute components from other
vendors with the proper specifications and in time to meet
its deadline with the U.S. Navy, and (3) plaintiff would be
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liable for liquidated damages in its contract with the U.S.
Navy for failing to timely deliver gear components, so
ordinary breach-of-contract damages were inadequate.*®

To provide further illustration, each element of eco-
nomic duress is discussed in turn.

a. Economic Duress #1—A Wrongful Threat

A wrongful threat occurs when a party refuses to act,
even though he or she is legally required to act, to induce
the other party into agreeing to execute a contract, or, if a
contract already exists, to agree to less favorable terms.’
Duress does not exist in the absence of a wrongful act
or threat that precluded a party from exercising his free
will.18 Courts have found that no wrongful act or threat
has occurred where a party is merely exercising his legal
right, e.g., not providing the goods until the other party
has provided payment.®

b. Economic Duress #2—No Alternative Source of
Supply

“Athreat, even if improper, does nhot amount to du-
ress if the victim has a reasonable alternative to succumb-
ing and fails to take advantage of it.”2° For example, in
cases where a party wrongfully withholds goods until the
other party has agreed to an additional demand, courts
have held that there is no economic duress if the other
party could have obtained those goods from an alterna-
tive source.?!

c.  Economic Duress #3—Contract Remedy
Inadequate

Courts have held that recovery based upon economic
duress is precluded where breach-of-contract dam-
ages are sufficient to make the party whole.? Indeed, if
plaintiff could recover contract remedies, then plaintiff is
precluded from recovering under quasi-contract or tort
theories.?®

d. Economic Duress Involving a Contract Between
the Party Exerting Duress and the Victim

Where each of the foregoing elements of economic
duress are met, the contract between the party who ex-
erted the duress and the victim of the duress is voidable
at the victim’s option.?* The victim of the duress could
choose to ratify the contract by simply acquiescing to its
terms.? If the victim ratified the contract, a good-faith
purchaser who later buys those goods would receive
good title.28

e. Economic Duress Involving a Contract Between
the Victim and an Innocent Party

In cases where a third party exerts economic duress
to force the victim to enter into a contract with another
party, an additional question arises as to whether the
contract is voidable at the victim’s option.?’ If the other
party to the contract is aware of the third party’s duress,
then the contract is voidable at the victim’s option.?8

However, if the other party does not have knowledge of
the third party’s duress, acts in good-faith, and provides
value or changes his position materially in reliance on
the transaction, then the contract between the other party
and the victim is valid and not voidable at the victim’s
option.?® Given that the contract is valid, it follows that

a subsequent good-faith purchaser for value will receive
good title.

B. Fraud

Pursuant to UCC § 2-403, a good faith purchaser or a
buyer in the ordinary course of business can receive valid
title to goods under certain circumstances. The relevant
language of UCC § 2-403 is as follows:

Power to Transfer; Good Faith Purchase
of Goods; “Entrusting”.

(1) A purchaser of goods acquires all title
which his transferor had or had power

to transfer except that a purchaser of a
limited interest acquires rights only to the
extent of the interest purchased. A person
with voidable title has power to transfer
a good title to a good faith purchaser

for value. When goods have been deliv-
ered under a transaction of purchase the
purchaser has such power even though
(a) the transferor was deceived as to the
identity of the purchaser, or (b) the deliv-
ery was in exchange for a check which is
later dishonored, or (c) it was agreed that
the transaction was to be a “cash sale,”
or (d) the delivery was procured through
fraud punishable as larcenous under the
criminal law. (2) Any entrusting of pos-
session of goods to a merchant who deals
in goods of that kind gives him power

to transfer all rights of the entruster to a
buyer in ordinary course of business.

Whereas UCC § 2-403(1) applies in contracts for the sale
of goods where the buyer makes false and fraudulent
misrepresentations, e.g. providing a bad check to the
other party, to induce the seller to make the sale,*° UCC

§ 2-403(2) applies in a bailor/bailee situation, where the
seller entrusts the goods to a “merchant who deals in
goods of that kind” and the merchant subsequently sells
those goods to “a buyer in ordinary course of business.”3!
Each provision is discussed in turn.

1. UCC § 2-403(1)

UCC § 2-403(1) provides that contracts for the sale
of goods procured by fraud are voidable at the option of
the party who was defrauded.32 However, the defrauded
party must cancel the contract and seek the return of the
goods before they have been sold to a good-faith pur-
chaser for value.3® If the goods were sold to a subsequent

32
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good-faith purchaser, then under UCC § 2-403(1) the
good-faith purchaser has valid title to those goods.

Courts have reasoned that the seller’s title to the
goods passes to the other party upon the unconditional
delivery of the goods, even though the contract was in-
duced by fraud.?* The defrauded party, however, has the
option at his or her election to rescind the entire contract
and demand the return of the goods, unless those goods
were sold to a good-faith purchaser for value.® If the de-
frauded party still has the opportunity to rescind the con-
tract, the parties would be restored back to their original
positions as if the contract had never occurred.3 Here,
the defrauded party must rescind the entire contract; he
or she cannot affirm the contract in part and rescind in
part.®’

If the defrauded party chooses to rescind the con-
tract, he or she must not take any course of action that
would be inconsistent with the disaffirmance of the
transaction, otherwise it could be construed that he or
she waived rescission.® If the party that perpetrated the
fraud refuses to return the goods to the defrauded party,
then the defrauded party may bring an action for rescis-
sion, or defend an action brought against him or her and
raise fraud as a defense.3

If the defrauded party chooses to affirm the contract,
then he or she could bring an action against the other
party for damages, which is measured by “the difference
between the value of the subject-matter of the contract as
represented and its actual value.”*° The defrauded party
can reclaim the goods sold against anyone except a good-
faith purchaser for value who did not have notice of the
fraud.*

2. UCC § 2-403(2)

UCC § 2-403(2) provides that a “buyer in [the]
ordinary course of business” may receive valid title to
goods when the goods are purchased from “a merchant
who deals in goods of that kind.” UCC § 2-104(1) defines
merchant as,

a person who deals in goods of the kind
or otherwise by his occupation holds
himself out as having knowledge or
skill peculiar to the practices or goods
involved in the transaction or to whom
such knowledge or skill may be attrib-
uted by his employment of an agent or
broker or other intermediary who by his
occupation holds himself out as having
such knowledge or skKill.

Courts in New York have held that both the original
owner and the buyer in the ordinary course must be
aware that the merchant deals in goods of that kind in
order for the protections of UCC § 2-403(2) to apply.*?
In Porter v. Wentz, for example, the defendant was not
entitled to the protections of UCC § 2-403(2), where he

purchased a painting from a person who was not an art
dealer but rather a delicatessen employee.*®

A “buyer in [the] ordinary course” is a type of a good-
faith purchaser—one that purchases goods from a person
whose business it is to deal in goods of that kind.** As
defined under UCC § 1-201(9), a “buyer in [the] ordinary
course of business” is

a person that buys goods in good faith,
without knowledge that the sale violates
the rights of another person in the goods,
and in the ordinary course from a person,
other than a pawnbroker, in the business
of selling goods of that kind. A person
buys goods in the ordinary course if the
sale to the person comports with the
usual or customary practices in the kind
of business in which the seller is engaged
or with the seller’s own usual or custom-
ary practices.

Courts have held that buyers are not entitled to
protection under UCC § 2-403(2) if there are “warning
signs” or “red flags” surrounding the transaction and the
buyer moves forward with the sale without conducting
further due diligence.* “Examples of such warning signs
include a purchase price that is obviously below market,
a sales procedure that differed from previous transactions
between the two parties, or any other ‘reason to doubt the
seller’s ownership of the [goods].””* Moreover, in cases
where the buyer is a merchant, courts have imposed a
higher standard of good-faith, defined as “honesty in fact
and the observance of reasonable commercial standards
of fair dealing in the trade[,]”*” and have required that the
buyer take additional steps to verify the true owner of the
goods to receive protection under UCC § 2-403(2).48

C. Theft

As opposed to contracts for the sale of goods pro-
cured by economic duress and fraud, contracts for the
sale of stolen goods are void.*® Whereas fraud, economic
duress, and theft all involve a wrongful act to procure
goods, theft differs because there is no contract and no de-
livery of the goods with intent to pass title and complete
the sale.°

At common law, a thief acquires no title to stolen
goods and therefore passes no title to a good-faith pur-
chaser of those goods.>! Because no title can pass, a
good-faith purchaser must, upon demand, return the
goods purchased to the rightful owner.?? If the good-faith
purchaser refuses, then the rightful owner may initiate a
replevin action seeking the return of his or her goods.>3

New York courts view the rightful owner’s demand
and the good-faith purchaser’s refusal to return the goods
as a substantive element for a replevin cause of action,
because “[the] good-faith purchaser of stolen property
commits no wrong, as a matter of substantive law, until
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he or she has first been advised of the plaintiff’s claim to
possession and given an opportunity to return the chat-
tel.”>* To prevail on a replevin action, the rightful owner
must establish that he or she has “legal title or a superior
right of possession” over the good-faith purchaser.%®
Here, the rightful owner is only required to prove good
title against the good-faith purchaser; the owner need
not prove superior title against the whole world.%¢ In
response, the good-faith purchaser may defend his or her
title to the goods by, inter alia, establishing that the goods
were not stolen, or asserting statute of limitations or
laches as affirmative defenses.®’

II.  Conclusion

In cases where good-faith purchasers’ title to goods
are in question, it is important for practitioners to under-
stand and identify whether those goods originated from
a void or a voidable contract. The difference is dispositive
as to whether that good-faith purchaser has a claim of
right to the goods at issue. Because the distinction be-
tween void versus voidable contracts is subtle, the New
York Pattern Jury Instructions should adopt instructions
for good-faith purchasers of goods that emanated from
contracts involving duress, fraud, and theft.

Endnotes
1 22 N.Y.Jur. 2d Contracts 88 (2014).

2 Id.

3 See RESTATEMENT (SECOND) OF CONTRACTS §174 cmt. b (1981).
4. Seeid.

5 See RESTATEMENT (SECOND) OF CONTRACTS 88 174, 175 (1981).
6

See Welford Realty, Inc. v. Brause, 93 A.D.2d 758, 759, 461 N.Y.S.2d
317, 318 (1st Dep’t 1983) (“For duress to void what was done,

it must have involved a wrongful act or threat precluding the
exercise of free will.” (internal quotation marks omitted)); see also
RESTATEMENT (SECOND) OF CONTRACTS § 175 cmt. a (1981).

7. Restatement (Second) of Contracts § 175 (1981).

8. See id.; RESTATEMENT (SECOND) OF CONTRACTS § 174 (1981); see also
Norton Operating Servs., Inc. v. Perry, 175 A.D.2d 916, 917, 573
N.Y.S.2d 754, 755 (2d Dep’t 1991) (stating that the allegations
of physical coercion would render the promissory notes
unenforceable).

9. RESTATEMENT (SECOND) OF CONTRACTS § 174 cmt. b (1981) (“[A]
good faith purchaser may acquire good title to property if he takes
it from one who obtained voidable title by duress but not if he
takes it from one who obtained ‘void title’ by duress.”).

10. See RESTATEMENT (SECOND) OF CONTRACTS § 175 (1981).
11.  See RESTATEMENT (SECOND) OF CONTRACTS § 174 cmt. b (1981).

12.  See Austin Instrument, Inc. v. Loral Corp., 29 N.Y.2d 124, 130-31, 324
N.Y.S.2d 22 (1971); see also 805 Third Ave. Co. v. M.W. Realty Assocs.,
58 N.Y.2d 447, 451, 461 N.Y.S.2d 778, 780 (1983).

13.  Austin Instrument, Inc., 29 N.Y.2d. at 130-31.
14. Id. at 128-29.

15. Id.at 128.

16. Id. at 131-33.

17. Id. at 130-31.

18.

19.

20.
21.

22.

23.
24.
25.

26.
27.
28.

29.

30.

See Stewart M. Muller Constr. Co. v. N.Y. Tel. Co., 40 N.Y.2d 955,
956, 390 N.Y.S. 817, 817 (1976) (“A contract may be voided on the
ground of economic duress where the complaining party was
compelled to agree to its terms by means of a wrongful threat
which precluded the exercise of its free will.””); Welford Realty, Inc.,
93 A.D.2d at 759 (dismissing complaint because plaintiff’s claims
of economic duress resulted from tough negotiations in arm’s-
length dealing, rather than from wrongful acts or threats).

See 805 Third Ave., Co., 58 N.Y.2d at 453 (holding defendants’
refusal to turn over legal documents did not constitute economic
duress because they were not obligated to do so under the contract
until plaintiffs provided payment paper which they had not
done); Stewart M. Muller Constr. Co., 40 N.Y.2d at 956 (dismissing
plaintiff’s declaratory judgment action, which sought to void a
settlement agreement, holding that claimed duress was merely the
proper exercise of rights under termination clause in underlying
agreement); Madey v. Carman, 51 A.D.3d 985, 987, 858 N.Y.S.2d 784,
786 (2d Dep’t 2008) (holding plaintiffs were not entitled to rescind
contract on the grounds of economic duress because defendants
were exercising a legal right).

RESTATEMENT (SECOND) OF CONTRACTS § 175 cmt. b (1981).

Compare Walbern Press, Inc v. C.V. Commc’ns, Inc., 212 A.D.2d 460,
461, 622 N.Y.S.2d 951, 952 (1st Dep’t 1995) (holding buyer has

no claim for economic duress where buyer could have obtained
goods through another source); with Austin Instrument, Inc., 29
N.Y.2d at 132 (finding economic duress existed where government
contractor could not have obtained suitable substitute gear
components in time to make its delivery to the Navy).

Compare Trafigura Beheer B.V. (Amsterdam) v. South Caribean

Trading Ltd., 7 Misc. 3d 1010(A), 801 N.Y.S.2d 243, 2004 N.Y. Misc.
LEXIS 3060, at *5 (Sup. Ct., N.Y. Co. 2004) (dismissing plaintiff’s
economic duress claim where plaintiff had an adequate remedy for
breach of contract), with Austin Instrument, Inc., 29 N.Y.2d at 131-33
(allowing recovery based on economic duress where breach-of-
contract damages were inadequate given government contractor
was subject to liquidated penalties for failing to timely deliver gear
components).

See id.
RESTATEMENT (SECOND) OF CONTRACTS § 175(1) (1981).

See Benjamin Goldstein Prods., Ltd. v. Fish, 198 A.D.2d 137, 138,

603 N.Y.S.2d 849, 851 (1st Dep’t 1993) (finding plaintiffs ratified
settlement agreement by accepting payments for more than a year
and therefore could not maintain economic duress claim based on
that agreement).

RESTATEMENT (SECOND) OF CONTRACTS § 174 cmt. b (1981).
See RESTATEMENT (SECOND) oF CONTRACTS § 175(2) (1981).

Id.; see Mason v. Ariz. Educ. Loan Mktg. Assistance Corp., 300 B.R.
160, 165, 167-68 (Bankr. D. Conn. 2003) (allowing plaintiff to void
consolidated debt loan because lender either knew third-party
callers threatened plaintiff with incarceration if plaintiff did not
agree to the consolidated loan, or ratified the third-party callers’
conduct).

See RESTATEMENT (SECOND) OF CONTRACTS 8§ 175(2) (1981); see, e.g.,
RESTATEMENT (SECOND) OF CONTRACTS § 175 cmt. e, ill. 10 (1981)

(“A, who is not C’s agent, induces B by duress to contract with
Cto sell land to C. C, in good faith, promises B to pay the agreed
price. The contract is not voidable by B.”); see also Aylaian v. Town of
Huntington, 459 Fed. Appx. 25, 27 (2d Cir. 2012) (summary order)
(finding plaintiff cannot void resignation agreement and waiver

of liability on the basis of third-party duress, because defendant
had no knowledge of duress and paid value for agreement and
waiver).

See, e.g., Davis v. Gifford, 182 A.D. 99, 100-01, 169 N.Y.S. 492 (1st
Dep’t 1918) (stating that defendant had power to rescind contract
to purchase shares of stock, if exercised promptly, as a result of
plaintiff’s false and fraudulent misrepresentations); Sheridan
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35.
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37.
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39.
40.
41.

42.

43.

44.

45.
46.

47.
48.

49.

Suzuki, Inc. v. Caruso Auto Sales, Inc., 110 Misc. 2d 823, 824-25, 442
N.Y.S.2d 957, 959 (Sup. Ct., Erie Co. 1981) (motorcycle purchased
with dishonored check resulted in voidable title).

See, e.g., Peters v. Sotheby’s Inc., 34 A.D.3d 29, 821 N.Y.S.2d 61 (1st
Dep’t 2006) (decedent’s estate initiated replevin action to recover
painting that was left in the care of decedent’s brother-in-law who
subsequently sold it).

See Davis, 182 A.D. at 101 (“A contract induced by false and
fraudulent representations is not void, but voidable.”); Sheridan
Suzuki, Inc., 110 Misc. 2d at 824 (“The law is clear that a person
receiving goods incident to a transaction involving a dishonored
check and a fraud receives only voidable title, at best.”).

See UCC § 2-403(1).
See Stevens v. Hyde, 32 Barb. 171, 180 (Sup. Ct., N.Y. Co. 1860).

Id. at 179 (stating that the contract is voidable at the defrauded
party’s election, the contract is enforceable against the party who
committed the fraud); UCC § 2-403(1).

Stevens, 32 Barb. at 181 (stating that the seller’s title in the goods
would be restored and the consideration provided in exchange for
the goods would be returned to the other party).

Id. at 182.

Davis, 182 A.D. at 101.
Id.

Id.

UCC 8§ 2-403(1); Stevens, 32 Barb. at 177 (noting that the seller
who was defrauded should disaffirm the contract at the earliest
practicable moment).

Dorothy G. Bender Found., Inc. v. Carroll, 40 Misc. 3d 1231(A), 975
N.Y.S.2d 708, 2013 N.Y. Misc. LEXIS 3711, at *9-10 (Sup. Ct., N.Y.
Co. 2013).

Porter v. Wertz, 68 A.D.2d 141, 145-46, 416 N.Y.S.2d 254, 257 (Lst
Dep’t 1979).

Atlas Auto Rental Corp. v. Weisherg, 54 Misc. 2d 168, 171, 281
N.Y.S.2d 400, 404-05 (Civ. Ct., N.Y. Co. 1967) (stating that “a buyer
in the ordinary course of business” is more restrictive than a
“good faith purchaser for value”).

Dorothy G. Bender Found, Inc., 2013 N.Y. Misc. LEXIS 3711, at *19.

Id. (quoting Joseph P. Carroll Ltd. v. Baker, 889 F. Supp. 2d 593, 604
(S.D.N.Y. 2012)); see also Atlas Auto Rental Corp., 54 Misc. 2d at
171-72 (defendant did not see bill of sale or owner’s registration
at the time he purchased a car for $300 that he was able to resell
immediately for $1,200).

UCC § 2-103(1)(b).

See, e.g., Porter, 68 A.D.2d at 145-47 (defendants-merchants were
not “buyers in [the] ordinary course of business,” because they
failed to investigate whether they were purchasing a painting
from an art dealer, and to verify whether seller had title to

the painting or was authorized to sell it); Dorothy G. Bender
Found., Inc., 2013 N.Y. Misc. LEXIS 3711, at *27-28 (defendant, a
sophisticated art dealer, did not observe commercially reasonable
standards in failing to investigate the seller’s authority to sell

the painting in a transaction where the painting was grossly
undervalued); Kozar v. Christie’s, Inc., 31 Misc. 3d 1228(A),

929 N.Y.S.2d 200, 2011 N.Y. Misc. LEXIS 2350, at *27 (Sup. Ct.,
Westchester Co. 2011) (defendant merchant failed to observe
reasonable commercial standards of fair dealing where defendant
paid a bargain price and failed to conduct “a good-faith
investigation into the painting’s ownership”).

Stevens, 32 Barb. at 176 (“Athing is void which is done against the
law at the very time of doing it, and when no person is bound by
the act.” (internal quotation marks omitted)).

50.

51.

52.

53.

54.

55.
56.
57.

Compare Stevens, 32 Barb at 179 (finding that a party has void title
where “[n]o contract has been consummated, no delivery had been
made with the intent to pass the property and complete the sale”),
with id. at 176 (stating that a person obtains voidable title through
a contract of sale that was sufficient in law to vest the property and
make good title but for the false and fraudulent pretenses), and
Austin Instrument, Inc., 29 N.Y.2d at 130-31 (stating that a person
obtains voidable title through a contract of sale procured by
economic duress).

Stevens, 32 Barb. at 178 (“[N]o one can convey to another a better
title than he has himself.”); Sheridan Suzuki, Inc., 110 Misc. 2d

at 824 (noting the distinction between a “transfer[] as part of a
transaction involving a bad check[,]” which is governed by UCC
§ 2-403(1), and a transfer that results from “a direct larceny or
burglary[,]” which is void as a matter of law).

Stevens, 32 Barb. at 178 (“[T]here is no general principle in the

law that the equity of a bona fide purchaser from one destitute of
title, shall overrule the prior legal right of the owner.” (internal
quotation marks and citations omitted)); see, e.g., DiLorenzo v. Gen.
Motors Acceptance Corp., 29 A.D.3d 853, 854, 814 N.Y.S.2d 750, 750
(2d Dep’t 2006) (innocent good-faith purchaser had no title to
stolen property and cannot maintain action for value of said goods
against the rightful owner); Candela v. Port Motors, Inc., 208 A.D.2d
486, 487, 617 N.Y.S.2d 49, 50 (2d Dep’t 1996) (plaintiff had void title
to vehicle purchased from defendant who purchased said vehicle
from a thief or successor of a thief); Green v. Arcadia Fin. Ltd., 174
Misc. 2d 411, 413, 663 N.Y.S.2d 944, 946 (Sup. Ct., Erie Co. 1997)
(same), aff’d, 261 A.D.2d 896, 689 N.Y.S.2d 596 (1999); Johnny Dell,
Inc. v. N.Y. State Police, 84 Misc. 2d 360, 363, 375 N.Y.S.2d 545, 548
(Sup. Ct., Onondaga Co. 1975) (same).

See, e.g., Matter of Flamenbaum, 27 Misc. 3d 1090, 1097, 899 N.Y.S.2d
546, 552 (Sur. Ct., Nassau Co. 2010) (museum initiated replevin
action against decedent’s estate, to recover gold tablet that
disappeared from museum'’s collection during World War 1), rev’d
on other grounds, 95 A.D.3d 1318, 945 N.Y.S.2d 183 (2d Dep’t 2012),
aff’d, 22 N.Y.3d 962, 978 N.Y.S.2d 708 (2013); Solomon R. Guggenheim
Found. v. Lubell, 153 A.D.2d 143, 147, 550 N.Y.S.2d 618, 620 (1st
Dep’t 1990) (museum initiated replevin action to recover stolen
painting, which was purchased by defendants), aff’d, 77 N.Y.2d
311, 569 N.V.S.2d 426 (1991).

Solomon R. Guggenheim Found., 153 A.D.2d at 147; see also Matter of
Flamenbaum, 27 Misc. 3d at 1097 (“Under New York law, a cause
of action to recover a chattel against a party who has lawfully
obtained the property arises not when the property is initially
taken, but, rather, when there is a demand for the return of the
property and the demand is refused.”).

Matter of Flamenbaum, 27 Misc. 3d at 1096.
Id. at 1097.

See, e.g., Peters, 34 A.D.3d at 36-37 (holding that the statute of
limitations expired over 70 years ago and that petitioner’s action
is barred by laches for failing to conduct due diligence regarding
artwork’s whereabouts); but see Matter of Flamenbaum, 22 N.Y.3d at
965-66 (holding that estate failed to establish affirmative defense
of laches to the museum’s failure to report missing gold tablet

to authorities); cf. Solomon R. Guggenheim Found., 153 A.D.2d at
153 (holding that the good-faith purchaser bears the burden of
proving the painting was not stolen and therefore falls under UCC
§ 2-403(1)).

Melissa Yang is an associate at Rakower Lupkin
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eral Litigation Section’s Pattern Jury Instructions
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Federal False Claims Act and SEC Whistleblower

Program Practice Points

By Hon. Margaret J. Finerty and Richard J. Dircks

l. Introduction

In recent years, the private citizen whistleblower has
come to play an increasingly important role in anti-fraud
public law enforcement. The Federal False Claims Act,
the New York False Claims Act, and the Securities and
Exchange Commission Whistleblower Program have
empowered and incentivized citizens to come forward
and blow the whistle on corporate fraud. The Commer-
cial and Federal Litigation Section’s Committee on Civil
Prosecution! recently sponsored two continuing legal
education courses focused on these three areas of whistle-
blower enforcement.? The collective program faculty
comprised over twenty seasoned experts and top practi-
tioners who provided practical guidance as they explored
the interplay between whistleblower laws, the agencies
that administer or utilize them, and the resulting syner-
gies of public and private sector resources.®

“In the 27 years since the statute was
significantly strengthened in 1986,

the FCA resulted in the recovery of
over $38 billion. Citizen whistleblower-
initiated actions were responsible for
approximately 70% of those recoveries,
or over $27 billion. Of that amount,
whistleblowers received awards totaling
over $4.2 billion.”

This article highlights ten takeaways from among
the many issues raised and discussed during the federal
practice portions of the CLE programs.* These ten points
were selected because of their fundamental importance
and their practical utility for practitioners in this field.

Il.  The Federal False Claims Act

The Federal False Claims Act (FCA),> sometimes
referred to as the “Lincoln Law,” dates back to 1863 when
it was passed in an effort to combat unscrupulous war
profiteers attempting to defraud the United States gov-
ernment during the Civil War. A defining characteristic
of the FCA, then and now, is its powerful qui tam®—or
whistleblower—provisions, which permit those with
knowledge of fraud on the government to bring an action
on behalf of both the government and the whistleblower.
In its current form, the FCA provides that a successful
whistleblower may receive an award of up to 30% of the
monies recovered by the government.” The FCA is po-

tentially applicable in almost any situation where federal
funds are lost as the result of fraud on the government.?

A. Takeaway #1: The FCA Is the Government’s
Primary Civil Fraud-Fighting Tool

The first takeaway is that the FCA has risen to
prominence as the federal government’s primary civil
fraud-fighting tool. In the 27 years since the statute was
significantly strengthened in 1986, the FCA has resulted in
the recovery of over $38 billion.? Citizen whistleblower-
initiated actions were responsible for approximately 70%
of those recoveries, or over $27 billion.1° Of that amount,
whistleblowers received awards totaling over $4.2
billion. 1!

As remarkable as those total numbers are, the impact
of whistleblower-initiated actions is particularly pro-
nounced when one looks at the recoveries in the past five
years. From fiscal year 2009 through fiscal year 2013, total
qui tam recoveries topped $13.4 billion, with whistleblow-
ers awards exceeding $2 billion.*?

In addition to the impressive recovery numbers, the
breadth of application (and its continued expansion) of
this statute is remarkable. As recently expressed by the
United States Department of Justice,

The False Claims Act is the government’s
primary civil remedy to redress false
claims for government funds and proper-
ty under government contracts, including
national security and defense contracts,
as well as under government programs
as varied as Medicare, veterans benefits,
federally insured loans and mortgages,
transportation and research grants, ag-
ricultural supports, school lunches and
disaster assistance.®

Many of the defendants involved in the most significant
cases are companies that are well known and whose prod-
ucts many of us use in our daily lives.

The FCA is a statute that needs to be on every at-
torney’s radar and should be of particular relevance to:
plaintiffs’ counsel who represent (or are interested in
representing) whistleblowers with knowledge of fraud on
the federal government; in-house counsel at any company
whose business involves or has a connection to federal
funding; and defense attorneys who act as outside litiga-
tion or business counsel to those companies.
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B. Takeaway #2: FCA Whistleblower Litigation—
The Basics

The second takeaway from the CLE programs was
the overview provided on how FCA whistleblower litiga-
tion works at its most fundamental level.

1. Liability, Damages, and Knowledge

The FCA statute sets forth seven types of conduct
that may form the basis for liability under the Act; of
those, only four are invoked with any regularity.'* Liabil-
ity may attach to any person who: (i) “knowingly pres-
ents, or causes to be presented, a false or fraudulent claim
for payment or approval;”® (ii) “knowingly makes, uses,
or causes to be made or used, a false record or statement
material to a false or fraudulent claim;”1 (iii) conspires to
commit a violation of the FCA;Y" or (iv) acts improperly
to avoid having to pay an obligation to the government.1®

A person who violates the FCA may be liable for
treble damages and civil penalties of $5,500-$11,000 per
violation.'® Where a successful action has been brought
by a whistleblower, the defendant will also be liable for
the whistleblower’s attorneys’ fees, expenses, and costs.?°

In order to be liable under the FCA, a person needs
to act “knowingly.”?! For the purpose of the FCA, this
“mean(s] that a person...has (i) actual knowledge of the
information; (ii) acts in deliberate ignorance of the truth
or falsity of the information; or (iii) acts in reckless disre-
gard of the truth or falsity of the information.””??

2. Qui Tam Procedure

The whistleblower—or “relator”—files the Complaint
under seal in federal court and serves the complaint,
together with a statement of material facts, on the Depart-
ment of Justice (DOJ).2 The Government has the oppor-
tunity to investigate the allegations of the Complaint dur-
ing this seal period without alerting the potential subject
or target of the investigation.?* Before the expiration of
the seal period,?® the Government shall elect to intervene
in the action or decline to do 0.2 If the Government de-
clines, the relator has the right to conduct the action.?”

3. Checks and Balances

The FCA contains a number of checks and balances
to prevent abuse of the statute. For example, cases are
barred if the allegations are substantially the same as
those (i) on the public record,? or (ii) in an existing filed
case.?? In addition, a defendant may recover attorneys’
fees and expenses from the relator if the court finds the
case to be “clearly frivolous, clearly vexatious, or brought
primarily for purposes of harassment.”% Finally, a rela-
tor’s award may be reduced—down to zero in certain
circumstances—where the relator was involved in the
conduct giving rise to the FCA violations.3!

C. Takeaway #3: Intervention, Intervention,
Intervention

Takeaway number three is like the old joke that asks,
“How do you get to Carnegie Hall?”—*“Answer: Practice,
Practice, Practice.” In the area of FCA litigation, the ques-
tion might be, “How do you get to a successful resolu-
tion?”” Judging by the statistics, the answer may well be,
“Intervention, Intervention, Intervention.”

Of the total amount recovered by the government
through FCA cases since 1986, a startling 96% (or $26.2
billion) of the recoveries resulted from cases where the
government intervened or otherwise pursued the action;
four percent (or less than $1 billion) resulted from cases
where the government declined and the relator proceeded
without the government.®? Further, we heard from our
CLE faculty that the government only intervenes in about
20% of filed FCA cases; in other words, the government
declines to intervene in the vast majority (approximately
80%) of filed FCA cases.

These statistics support practical action steps for
FCA practitioners: choose your cases carefully and move
quickly.

1. The Importance of Case Selection

The FCA envisions a public-private partnership
where citizen whistleblowers, and their counsel, can work
together with the federal government to prosecute civil
fraud and recover monies misappropriated from the na-
tional fisc. Together with the potential power of the FCA
also comes great responsibility for relators’ counsel.

With regard to the government, it is incumbent upon
relators’ counsel to live up to their part in the public-
private partnership and only bring well-founded and
well-developed cases to the government. The government
has limited resources, yet, at the same time, it is statuto-
rily obligated to investigate the cases that are filed and
served on the DOJ. Therefore, in order for the partnership
to work, it becomes the responsibility of relators’ counsel
to thoroughly vet potential matters and only bring the
best cases to the government.

Relators’ counsel have perhaps an even greater
responsibility with respect to the relator client. The last
thing one’s client wants or needs is to suffer the downside
of a whistleblower action—putting at risk one’s job, liveli-
hood, and well-being—when there is little to no realistic
chance of success. Relators’ counsel must protect the rela-
tor by only filing the strongest FCA cases.

2. Goin Early

This point was made most strongly by defense coun-
sel faculty: once you learn of an actual or potential FCA
action against a client, move quickly to engage the gov-
ernment and present your client’s position with a view
toward bringing the investigation to a close. A recom-
mended first step is an immediate call to the investigating
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agency to find out what you can about the investigation.
Answers to questions concerning the origin and scope
of the investigation can help counsel get a sense of the
type of scrutiny one’s client is facing, and determine

the best course of action. After moving expeditiously
(but thoroughly) to gather the facts through an internal
investigation, it is often prudent to seek a meeting with
the government as soon as practicable to explain why
the matter should not proceed. Defendants often try to
demonstrate that the questioned conduct does not result
in FCA liability or that, even if there is a potential viola-
tion, the damages are such that it would not be worth the
government’s resources to pursue the matter.

Relators’ counsel would also be well-advised to “go
in early,” albeit in a different context. We heard repeat-
edly that the government welcomes pre-filing meetings
with relator’s counsel to discuss potential FCA cases.
These meetings can be of great value to both the rela-
tor and the government. For the relator, such a meeting
provides an opportunity to present the theory of the case
to the government and gauge potential interest at a point
early in the process. In addition, the relator is given the
opportunity to raise specific facts and evaluate the mag-
nitude of potential difficulties with the case (e.g., if there
is misconduct attributable to the whistleblower; if the
whistleblower has arguably violated a contractual obliga-
tion to the defendant; or if the defendant does not have
the financial wherewithal to pay damages in the event
the FCA action is successful). Finally, a pre-filing meeting
affords relator’s counsel the opportunity to hear from the
government, to the extent the government is willing and
able to comment. This may be useful in honing the shape
of the case and evaluating whether to proceed with the
potential action.

Early meetings may also benefit the government in
a number of ways. An early meeting with a defendant
may prove to be an efficient means to get to the facts of
the matter and move toward resolution or dismissal.
Likewise, a pre-filing meeting with relator’s counsel may
dissuade the filing of an unsuccessful case, or it may
provide the government with a head start in terms of
thinking about and planning an investigation at a time
when the statutory clock for an intervention decision has
not yet begun to run.

3.  “Not Intervening at this Time”

A notable point that was raised repeatedly is a phe-
nomenon that has arisen in practice, but is nowhere to
be found in the FCA statute. There have been a number
of instances where, at the end of the seal period when
the judge requires the government to make its interven-
tion decision, the government files a notice that it is “not
intervening at this time.” This is neither an intervention
nor a declination,® but something in-between. It appears
to be recognized as a signal to all involved that, although

the seal period has expired, the government has not com-
pleted its investigation.

D. Takeaway #4: Wartime Suspension of Limitations
Act

The FCA has a six-year statute of limitations that may,
under limited circumstances, extend to ten years.3* This
limitations period, however, has been called into question
recently by courts applying a statute that dates back to
World War II: the Wartime Suspension of Limitations Act
(WSLA).* This statute provides that,

When the United States is at war or Con-
gress has enacted a specific authorization
for the use of the Armed Forces...the run-
ning of any statute of limitations appli-
cable to any offense...involving fraud or
attempted fraud against the United States
or any agency thereof in any manner,
whether by conspiracy or not...shall be
suspended until 5 years after the termi-
nation of hostilities as proclaimed by a
Presidential proclamation, with notice to
Congress, or by a concurrent resolution
of Congress.3

At least one federal Court of Appeals and a number
of district courts have applied the WSLA in FCA ac-
tions, finding that the WSLA tolled the FCA statute of
limitations due to ongoing military activity of the United
States.3” A petition for writ of certiorari on this matter is
currently pending before the U.S. Supreme Court,% and
the Court has invited the Solicitor General to file a brief in
the case expressing the views of the United States.3®

E. Takeaway #5: The FCA Does Not Exist in a
Vacuum

A final takeaway regarding the FCA is that the
statute, and its enforcement, does not exist in a vacuum.
Fraudulent conduct that may violate the FCA may also
violate other statutes or enforcement regimes, and for a
number of those, there exist avenues for citizen whistle-
blower civil prosecution. So, for example, a fraudulent
loan origination by a financial institution may be the
subject of an FCA whistleblower action and a declara-
tion under the Financial Institutions Reform, Recovery,
and Enforcement Act of 1989 (FIRREA).*° Other fraudu-
lent conduct actionable under the FCA may also have a
component to be addressed through the Internal Revenue
Service whistleblower program (tax) or the Securities and
Exchange Commission whistleblower program (securities
fraud).

Counsel needs to be aware of and on the lookout for
overlapping enforcement programs that may apply to
complex commercial fraud—as defense counsel for areas
of potential additional exposure, and as plaintiffs’ counsel
for additional avenues for recovery.
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lll.  The Securities and Exchange Commission
Whistleblower Program

The Securities and Exchange Commission (SEC or
“Commission’”) Whistleblower Program is a creation
of the Dodd-Frank Wall Street Reform and Consumer
Protection Act of 2010 (“Dodd-Frank”).*! Dodd-Frank
amended the Securities Exchange Act of 1934 (“Ex-
change Act”)* by, among other things, adding Section
21F, entitled “Securities Whistleblower Incentives and
Protection.”* This section authorizes the Commission
to make monetary awards to eligible individuals who
voluntarily provide original information** derived from
independent knowledge unique to the whistleblower, or
independent analysis by the whistleblower, that leads
to successful Commission enforcement actions, and
successful related actions, resulting in monetary sanc-
tions of over $1,000,000.# Successful whistleblowers are
entitled to awards in an amount equal to 10% to 30% of
the sanctions collected.*® “The program was designed
to incentivize individuals to provide the U.S. Securities
and Exchange Commission...with specific, credible, and
timely information about possible securities law viola-
tions, and thereby enhance the Commission’s ability to
act swiftly to protect investors from harm and bring vio-
lators to justice.”*” The final rules established by the SEC
to implement the provisions of Section 21F, and explain
the procedures that a whistleblower needs to follow to
be eligible for an award, went into effect in August of
2011.%8 Section 924(d) of Dodd-Frank directed the SEC to
establish a separate office to administer and enforce the
provisions of Section 21F of the Exchange Act. This office,
known as the Office of the Whistleblower (OWB), is led
by its Chief, Sean X. McKessy, and Deputy Chief, Jane
A. Norberg. They supervise a staff of nine attorneys and
three paralegals.*®

A. Takeaway #6: How to File a Whistleblower Case
with the SEC—The Basics

The first takeaway from the CLE programs regarding
the SEC Whistleblower Program is an overview of how to
file a case with the SEC.

1. SubmitaTip

Atip concerning a potential securities law violation
may be submitted online by filling out the Tips, Com-
plaints and Referrals (“Form TCR”) questionnaire via the
OWB'’s webpage at http://www.sec.gov/whistleblower,
or by submitting a Form TCR by mail or fax, to the SEC
Office of the Whistleblower, 100 F Street NE, Mail Stop
5553, Washington, DC 20549-5631, Fax (703) 813-9322.%° If
a whistleblower or his or her counsel has questions about
how to submit a tip to the Commission, or questions
about the program, he or she can call the whistleblower
hotline at (202) 551-4790.

Whistleblowers who file a Form TCR via the web will
receive a computer-generated confirmation receipt with

a TCR submission number. OWB will send an acknowl-
edgement or a deficiency letter to whistleblowers who
submit their TCRs by mail or fax, and this notification
will also include a TCR submission number. All whistle-
blower tips received by the Commission are entered into
the TCR System, which is the Commission’s centralized
database for prioritization, assignment, and tracking.

2. Evaluation of the Tip by the Commission

The Commission’s Office of Market Intelligence
(OMI) within its Enforcement Division evaluates every
TCR submitted by a whistleblower and assigns what it
determines to be TCRs worthy of further attention and
resources to members of Commission staff for follow-
up investigation or analysis.>! The tips that survive this
review are assigned to one of the Commission’s eleven
regional offices, a specialty unit, or to an Enforcement
Associate Director depending on the nature and subject
matter involved and expertise required. Complaints that
relate to an existing investigation are forwarded to the
staff already working on that matter. Occasionally, and if
warranted, the OWB will arrange meetings between the
whistleblower and subject matter experts on the Enforce-
ment staff who are investigating the tip.>* This is especial-
ly true if the whistleblower has significant knowledge or
expertise in the matter under investigation. This is a posi-
tive step from the whistleblower’s perspective because it
promotes the successful outcome of the case and also will
be considered as a factor in determining the percentage of
any award that is ultimately made.5?

3. How to Collect an Award

Once a matter is concluded and there is a final judg-
ment or order resulting in monetary sanctions exceeding
$1,000,000, the OWB posts a Notice of Covered Action
(NoCA\) pertaining to that matter on its website.>* Once
a NoCA is posted, individuals have 90 calendar days
to apply for an award by submitting a completed Form
WB-APP to OWB by the claim due date listed for that
action.®® If a claim is denied and the applicant does not
object within the statutory time period, then the Prelimi-
nary Determination of the Claims Review Staff becomes
the Final Order of the Commission.* An applicant can
request reconsideration, and the procedure for doing this
is spelled out in the Commission’s Rules.%’

It is a whistleblower’s responsibility to look for a
NoCA that pertains to his or her tip, and to proactively
claim an award. In most cases, a tip will not lead to a final
judgment with monetary sanctions, and the whistleblow-
er will not be officially notified that the tip filed was un-
fruitful. An attorney who wishes to effectively represent
a whistleblower client should endeavor to establish lines
of communication with the Commission, even before fil-
ing a tip, and to offer as much assistance as the client can
provide in pursuing the case.
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4.  Filing an Appeal

A Final Order from the Commission with respect to
a whistleblower’s right to an award may be appealed,
within 30 days after the Commission issues its final
decision, to the United States Court of Appeals for the
District of Columbia Circuit, or to the circuit where the
whistleblower resides or has his principal place of busi-
ness.%® However, if the Commission has made an award
of not less than 10 percent and not more than 30 percent
of the monetary sanctions collected, based upon the fac-
tors set forth in 17 C.F.R. § 240.21F-6, the amount of the
award is not appealable.>

5.  Some Things to Keep in Mind

There are a number of factors that are important
to consider when determining whether to file an SEC
whistleblower case on behalf of a client.

a. Vet Your Cases Carefully

The number of tips the Commission receives is
increasing as word of the program spreads, and as the
Commission issues awards. Last October, the Commis-
sion made its largest award to date of $14 million to a
whistleblower whose information led to a Commission
enforcement action that recovered substantial investor
funds less than six months after the whistleblower filed
the tip.5° With the number of potential cases increasing,
and limited government resources, the Commission will
be looking for tips with specific, credible, and meaning-
ful information that will justify the use of its time and
efforts, and that will result in large monetary sanctions
or prevent major fraud in the market place. The Com-
mission is willing to meet with whistleblowers and their
attorneys in advance of filing a tip, so consider availing
yourself of that opportunity in determining whether to
report a case.

b. Follow the Rules

Whistleblowers can report incidents involving secu-
rities fraud that have occurred, are ongoing, or are about
to occur. The information presented in a tip must not
only be compelling, but it must comply with the follow-
ing requirements.

(1) The information must be voluntarily provided.®!
In other words it cannot be information that was com-
pelled, for example, through the issuance of a subpoena
or other compulsory process.

(2) The information must be original .62 In order for
your whistleblower submission to be considered origi-
nal information, it must be derived from independent
knowledge or independent analysis. The Commission
will not consider information to be derived from inde-
pendent knowledge or independent analysis in any of
the following circumstances:

(a) “[i]f you obtained the information through a com-
munication that was subject to the attorney-client privi-

lege, unless disclosure of that information would other-
wise be permitted by an attorney pursuant to [17 C.FR.]
§ 205.3(d)(2)...,% the applicable state attorney conduct
rules, or otherwise;”®*

(b) “[i]f you obtained the information in connection
with the legal representation of a client..., and you seek to
use the information to make a whistleblower submission
for your own benefit, unless disclosure would otherwise
be permitted by an attorney pursuantto [17 C.FR.] §
205.3(d)(2), the applicable state attorney conduct rules, or
otherwise.”®

(c) the information was obtained by an officer, direc-
tor, trustee, or partner of an entity, or in an auditing,
investigative, compliance or accounting capacity.5® There
are exceptions, however, if the reporting individual has “a
reasonable basis to believe that disclosure of the informa-
tion...is necessary to prevent...substantial injury to...
investors;” the “entity is engaging in conduct that will
impede investigation of the misconduct;” or “[a]t least
120 days have elapsed since” the individual reported
the information to the relevant audit committee, chief
legal officer, chief compliance officer, or supervisor (or
120 days from when the individual received information
if those entities/individuals were already aware of the
information).%

(d) There are other provisions in the law that preclude
certain individuals from filing tips, e.g., if you are an
employee of the Commission or other government law
enforcement entity; if you have been criminally convicted
in relation to the reported conduct; or if you are an em-
ployee of a foreign government entity.

B. Takeaway #7: Protecting the Whistleblower’s
Identity

Understandably, many whistleblowers fear the con-
sequences, both on a personal and professional level, for
themselves and their families, if their identity is revealed.
The Commission is cognizant of this legitimate concern
and takes precautions not to reveal the whistleblower’s
identity during the investigation through, and including,
the bestowal of an award. The Commission also allows
individuals who prefer to remain anonymous to still be
eligible under the whistleblower program if they submit
their tip through an attorney.®® This provision is one of
several reasons why a whistleblower should seek legal
representation in filing a tip under the SEC Whistleblower
Program. Although a whistleblower must disclose his or
her identity to the Commission when an award is made
(obviously taxes must be paid), the Commission does not
name the whistleblower when it announces the award.”®

There is a possibility that the whistleblower will be
asked to cooperate with other agencies, e.g., the Depart-
ment of Justice, in addition to the Commission, during the
investigation and enforcement proceeding. Although this
cooperation will reveal the whistleblower’s identity to
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those in the government with whom he or she interacts,
this cooperation increases the likelihood of a successful
resolution and will be counted in the whistleblower’s
favor when an award decision is being made.” There

is the possibility that, if a matter goes to litigation, the
whistleblower’s identity could be revealed. That being
said, the Commission has proclaimed its commitment to
protecting the identity of the whistleblower to the fullest
extent possible in pursuing an enforcement action aris-
ing from the whistleblower’s tip, and has demonstrated
that commitment in granting awards without publicly
identifying the whistleblower. Filing a tip anonymously
through an attorney is a meaningful way to protect the
whistleblower’s identity, and should be seriously consid-
ered when counseling a client.

C. Takeaway #8: Anti-Retaliation Protection for
Whistleblowers

Protection of whistleblowers from retaliation by their
employers is crucial to the success of the SEC Whistle-
blower Program. Dodd-Frank extended anti-retaliation
protections to SEC whistleblowers.” The Commission
has the authority to enforce these anti-retaliation provi-
sions through civil enforcement actions and proceed-
ings,”® and the whistleblower may also maintain a
private right of action in federal court.” For purposes of
the anti-retaliation protections, a person is considered a
whistleblower if he or she possesses a reasonable belief
that the information being provided “relates to a possible
securities law violation...that has occurred, is ongoing,
or is about to occur,” and the information is provided as
required by statute.” The anti-retaliation protections ap-
ply whether or not the whistleblower ultimately qualifies
for an award.’® This is significant because many of the
whistleblowers who report tips to the Commission will
not receive awards; however, 100% of whistleblowers
who report tips based on a reasonable belief of securities
law violations receive protection from retaliation.

Furthermore, the Commission’s rules prohibit any
person from taking action to impede an individual from
reporting a securities law violation to the Commission,
including through the use of a confidentiality agree-
ment.”” OWB is coordinating actively with Enforcement
Division staff to identify matters where employers may
have taken retaliatory measures against individuals who
reported potential securities law violations, or have uti-
lized confidentiality, severance, or other agreements in an
effort to prohibit their employees from voicing concerns
about potential wrongdoing. OWB also monitors federal
court cases addressing the anti-retaliation provisions
of the Dodd-Frank Act and the Sarbanes-Oxley Act of
2002. In addition, OWB reviews employee confidential-
ity and other agreements provided by whistleblowers
for potential conduct by employers that would interfere
with a whistleblower’s direct communication with the
Commission.”

The protection against retaliation that Dodd-Frank
affords an employee who lawfully provides information
to the Commission, or assists the Commission in an in-
vestigation, is far reaching. It prohibits not only demotion
or discharge, but also guards against threats and harass-
ment, direct or indirect, and any other manner of discrim-
ination.” The Dodd-Frank protections are much more
expansive than those set forth in Sarbanes-Oxley.8% Some
of the key employment protections are the following:

(1) Private right of action to go directly to federal dis-
trict court.8! There is no requirement that administrative
proceedings be pursued beforehand.

(2) The statute of limitations is six years after the date
that retaliation occurred or three years after discovering
the retaliation, but in no event longer than ten years.?

(3) Relief includes reinstatement with same seniority
status, twice the amount of back pay with interest, and
attorneys’ fees and litigation costs.83

An important case to be aware of when considering
protection for whistleblowers from retaliation is Asadi v.
G.E. Energy (USA), L.L.C.,%* decided by the United States
Court of Appeals for the Fifth Circuit on July 17, 2013,
and which the Commission discussed in its 2013 Annual
Report to Congress on the Dodd-Frank Whistleblower
Program. Asadi holds that the anti-retaliation provisions
of the Dodd-Frank Act provide a private cause of ac-
tion only for those employees who report allegations of
possible securities law violations directly to the Com-
mission.® The Commission specifically notes in its 2013
Annual Report that:

The Fifth Circuit’s decision in Asadi is
contrary to several district court deci-
sions and may contradict a Commission
regulation that provides protection for
employees from retaliation where they
report possible securities violations to
persons or authorities other than the
Commission, including reporting inter-
nally. District courts in both Colorado
and California, however, have agreed
with the Asadi holding.8®

The Commission recently filed an amicus brief in
a case that is currently up on appeal before the United
States Court of Appeals for the Second Circuit, Liu v.
Siemens AG, wherein the Commission makes clear its
view that whistleblowers are entitled to Dodd-Frank’s full
protections against retaliation whether they report their
employers’ wrongdoing internally or go to the Commis-
sion.®” In its brief, the Commission sets forth its concerns
that, if the Dodd-Frank anti-retaliation provisions do not
apply in situations where employees report internally, its
rules that provide strong incentives for a whistleblower
to first report internally will be undermined, and its
ability to pursue enforcement action against employ-
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ers who retaliate against whistleblowers who report
internally would be substantially weakened.® These are
serious concerns that have a direct impact on whether a
whistleblower will choose to report first to the company,
or bypass this option and go directly to the Commis-
sion. During the rule-making process, many corporations
urged the Commission to draft the rules in a way that
will not discourage a whistleblower from first reporting
perceived wrongdoing to the company, in order for the
company to have an opportunity to address the situation
on its own in an appropriate way. By not offering whistle-
blowers who report internally the anti-retaliation protec-
tions of Dodd-Frank, case law could make it less likely
that whistleblowers will choose to report to the company
in the first instance. Neither the Commission nor the cor-
porate community think that this is a good thing.

D. Takeaway #9: The SEC Whistleblower Program
Incentivizes Whistleblowers to Report Internally
First

The SEC drafted its rules implementing the Whistle-
blower Program so as to incentivize whistleblowers
to report their concerns to their companies in the first
instance.

1. Employees—Generally

Ideally, a company would like a whistleblower to
report any concerns internally first, instead of going
directly to the Commission. That way the company can
conduct its own thorough investigation, under the su-
pervision of expert outside counsel, and decide the best
course of action to take, including whether the matter
needs to be reported to the Commission. The Commis-
sion intentionally drafted its rules with provisions that
would encourage whistleblowers in appropriate circum-
stances to first report internally.

Under the rules pertaining to awards, whistleblowers
are given credit if they first report internally. Specifically
listed as factors that can increase a whistleblower’s award
are,

Whether, and the extent to which, a whis-
tleblower reported the possible securities
violations through internal whistleblow-
er, legal or compliance procedures before,
or at the same time as, reporting them

to the Commission; and (ii) Whether,

and the extent to which, a whistleblower
assisted any internal investigation or
inquiry concerning the reported securi-
ties violations.®?

Likewise, an award can be decreased if a whistle-
blower undermined the integrity of a company’s compli-
ance or reporting system, or hindered an internal investi-
gation through, for example, delay tactics or making false
statements.®

In addition, if a whistleblower first reports internally,
and within 120 days after that also reports the matter to
the Commission, the Commission will treat the date of
the internal report to the company as the date of report-
ing to the Commission for purposes of making an award
to the whistleblower.! Also, with prior internal reporting
the whistleblower receives “credit” for any information
provided by the company to the Commission (infor-
mation which could be much more extensive than the
information originally known to the whistleblower), as
long as the whistleblower reports to the SEC within 120
days of reporting that information to the company.®? This
is the case even if the company reports to the Commission
before the whistleblower does. The assessment of whether
the whistleblower presented “original” information will
not be affected by the company reporting first under these
circumstances. The significance of the whistleblower
receiving “credit” for the information provided by the
company (as long as the 120-day requirement is met) is to
encourage whistleblowers to bring issues to the attention
of the company before reporting to the Commission.

2.  Gatekeepers

The way the SEC whistleblower rules were written al-
lows even gatekeepers in an organization to report a tip to
the Commission, including officers, directors, accountants
and even lawyers, if the company does not do the “right
thing.” Certain senior level people, who otherwise are not
permitted to be whistleblowers, can become whistleblow-
ers if they have reported internally first.

Information is not considered original information
derived from independent knowledge or analysis (i.e.,
eligible for a whistleblower award) if it is: (1) a “commu-
nication that was subject to the attorney-client privilege,
unless disclosure of that information would otherwise
be permitted by an attorney pursuant to [17 C.FR.] §
205.3(d)(2)..., the applicable state attorney conduct rules,
or otherwise”; or (2) if the whistleblower obtained the
information as an officer, director, trustee, or partner of
an entity or in an auditing, investigative, or accounting
capacity,® unless the whistleblower has “a reasonable
basis to believe that disclosure of the information...is
necessary to prevent...substantial injury to...investors”;
the “entity is engaging in conduct that will impede an
investigation of the misconduct”; or at least 120 days have
elapsed since the whistleblower reported the information
to the relevant audit committee, chief legal officer, chief
compliance officer, or supervisor (or 120 days from when
the whistleblower received the information if high level
management was already aware of the information).®*

E. Takeaway #10: How to Protect Your Corporate
Client Against an SEC Whistleblower

The Commission has limited resources and cannot
possibly investigate and pursue all violations of securi-
ties law on its own. It is in the government’s interest to
encourage companies to implement and enforce effective
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compliance programs and to self-report when an issue

is discovered. The Commission will factor in the way a
company addresses problems and whether the company
voluntarily informed the Commission, in fashioning an
appropriate resolution in an enforcement action. With the
enactment of the SEC Whistleblower Program and the
publicity that the awards granted through this program
have already received, it is obvious that the likelihood
that corporate wrongdoing will be reported to the Com-
mission has greatly increased. Self-reporting is crucial
because a company has to assume that a whistleblower
from within the company will alert the Commission to
perceived wrongdoing.

In what has come to be known as the “Seaboard Re-
port,” the Commission set forth a road map of the vari-
ous factors it will consider in deciding how to respond to
a company that self-reports a securities law violation.%
A significant consideration is whether the company has
taken steps to put into place effective internal controls
and procedures designed to prevent a recurrence of the
misconduct. Having a mechanism in place for a whistle-
blower to effectively and safely report concerns and
issues internally within the company is essential. But
it has to be a system that protects the whistleblower’s
status in the company, and that allows for issues raised
to be addressed in a serious and meaningful way. The
vast majority of whistleblowers first report within, and
hope that the company will investigate and correct the
perceived wrongdoing.%® They care about their job and
the company, which is why they come forward with
their concerns in the first place. They do not want to be
put in a position where they are reporting to the govern-
ment unless it is the only way to correct the problem. If
companies implement meaningful systems for whistle-
blowers to report issues, and ensure that they will not
be retaliated against, whistleblowers will be less likely
to go outside of the company. Reporting systems should
be user friendly and well publicized, and include the
following: a way to report anonymously if desired by
the whistleblower; mechanisms for giving feedback to
the whistleblower and others in the company regarding
action taken to address reported issues; a reward system
for employees who speak up about concerns and prob-
lems; and zero tolerance for retaliatory actions against
a whistleblower. Whistleblowers who report internally
should be embraced and celebrated by the company, not
shunned and ostracized. The company needs to send a
loud, clear message from the top down that it is a good
corporate citizen, and it has to act like one.

The Commission will meet with a company that
wishes to self-report and work with it to achieve an
appropriate resolution. A company risks far more seri-
ous consequences if it fails to self-report securities law
violations. The success of the Commission’s Enforce-
ment Cooperation Program,®” which utilizes coopera-
tion agreements, deferred prosecution agreements and
non-prosecution agreements in situations where indi-

viduals or companies have exhibited full, complete and
truthful cooperation, illustrates the benefits to companies
of self-reporting.®

IV. Conclusion

As was made clear in our CLE programs, and as fur-
ther highlighted in the takeaway points discussed above,
the Federal False Claims Act and the SEC Whistleblower
Program are important weapons in the federal govern-
ment’s arsenal for fighting fraud and corruption. The vast
majority of whistleblowers who report on their employer
company do not wish to “blow the whistle,” but only
do so as a last resort because their concerns fall on deaf
ears, and they are often marginalized or fired for report-
ing what they perceive to be misconduct. The monetary
compensation provided to successful whistleblowers is
a powerful and necessary incentive for them to report
fraud and wrongdoing to the government, but companies
can protect themselves against whistleblower-initiated
actions. By providing meaningful opportunities for
concerned employees to first report issues internally and
responding to those concerns in a supportive and mean-
ingful way, companies can show that they are truly good
corporate citizens, that they value employees who speak
up about problems, and that they will correct behavior
that violates the law. This will benefit all affected par-
ties—the company, its employees, the government, and
the public.
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dealbook.nytimes.com/2012/05/21/with-new-firepower-s-
e-c-tracks-bigger-game (last visited Feb. 28, 2014); Zachary A.
Goldfarb, SEC is hiring more experts to assess complex financial
systems, WASHINGTON PosT, June 15, 2010 (“Although lawyers fill
most of the SEC’s ranks, the agency has been hiring experts with
specialized quantitative skills and those who have worked on
Wall Street who are hip to its tricks.”), available at http://www.
washingtonpost.com/wp-dyn/content/article/2010/06/14/
AR2010061404757.html (last visited Feb. 28, 2014).

See 17 C.F.R. § 240.21F-8(b) for a description of the type of
assistance and cooperation a whistleblower may be asked to
provide to the Commission.

17 C.FR. § 240.21F-6(a)(2).

17 C.F.R. § 240.21F-10(a). The OWB also announces on Twitter
each time a new group of NoCA:s is posted to its website, and
sends e-mail alerts to GovDelivery when its website is updated.
GovDelivery is a vendor that provides communications for public
sector clients. In addition, whistleblowers may sign up to receive
an update via e-mail every time the list of NoCAs on OWB’s
website is updated. See SEC Annual Report, supra note 47, at 13.

17 C.F.R. § 240.21F-10(b).

See 17 C.F.R. § 240.21F-10(e)(2), (f).

See 17 C.F.R. § 240.21F-10(e).

See 15 U.S.C. § 78u-6(f); 17 C.F.R. § 240.21F-13(a).
See id.

Press Release, SEC, SEC Awards More than $14 Million to
Whistleblower (Oct. 1, 2013), available at http://www.sec.gov/
News/PressRelease/Detail/PressRelease/1370539854258#.
UmAruPmkqus8 (last visited Feb. 28, 2014)[hereinafter SEC Press
Release]. The Commission expects future awards will exceed
this amount. Since the inception of the whistleblower program
in August 2011, the Commission has granted awards to six
whistleblowers. Four whistleblowers have received awards in
Fiscal Year 2013. See SEC Annual Report, supra note 47, at 14.

17 C.FR. § 240.21F-3(a)(1).
17 C.FR. § 240.21F-3(a)(2).

This section addresses conduct of an attorney who is representing
an issuer before the Commission. It reads as follows:

(d) Issuer confidences.

*kk

(2) An attorney appearing and practicing before the
Commission in the representation of an issuer may
reveal to the Commission, without the issuer’s con-
sent, confidential information related to the represen-
tation to the extent the attorney reasonably believes
necessary:

64.
65.

66.
67.
68.

69.

70.

71.
72.
73.
74.
75.
76.
77.
78.
79.

(i) To prevent the issuer from committing a material
violation that is likely to cause substantial injury to the
financial interest or property of the issuer or investors;

(ii) To prevent the issuer, in a Commission investigation
or administrative proceeding from committing per-
jury, proscribed in 18 U.S.C. 1621; suborning perjury,
proscribed in 18 U.S.C. 1622; or committing any act
proscribed in 18 U.S.C. 1001 that is likely to perpetrate
a fraud upon the Commission; or

(iii) To rectify the consequences of a material violation
by the issuer that caused, or may cause, substantial
injury to the financial interest or property of the issuer
or investors in the furtherance of which the attorney’s
services were used.

17 C.FR. § 205.3(d)(2).
17 C.FR. § 240.21F-4(b)(4)(i).

17 C.FR. 8 240.21F-4(b)(4)(ii). It is advisable for an attorney to seek
the advice of ethics counsel before deciding to be a whistleblower.
See NYCLA Comm. on Prof’l Ethics, Formal Op. 746 (2013),
available at https://www.nycla.org/siteFiles/Publications/
Publications1647_0.pdf (last visited Feb. 28, 2014).

17 C.FR. § 240.21F-4(b)(4)(iii).
17 C.FR. § 240.21F-4(b)(4)(v).

17 C.FR. 8 240.21F-8(c)(1) (employee of the SEC, DOJ or other
government law enforcement entities); 17 C.F.R. § 240.21F-8(c)(2)
(employee of foreign government entity); 17 C.F.R. § 240.21F-8(c)
(3) (criminally convicted in relation to conduct reported); see also
17 C.F.R. 8 240.21F-8(c)(7) (knowingly provided false information
to the Commission or any authorities in connection with related
actions).

See 17 C.F.R. § 240.21F-9(c). These requirements include the
following: (1) you must have an attorney represent you in
connection with both your submission of information and your
claim for an award, and your attorney’s name and contact
information must be provided to the Commission at the time
you submit your information; and (2) before the Commission
will pay any award to you, you must disclose your identity

to the Commission, and your identity must be verified by the
Commission as set forth in 17 C.F.R § 240.21F-10(c).

Even in the announcement of the Commission’s most recent and
biggest award to a whistleblower of $14 million, it did not reveal
the identity of the whistleblower or the facts surrounding the case.
See SEC Press Release, supra note 60.

17 C.FR. § 240.21F-6(a)(2)(i).
15 U.S.C. § 78u-6(h)(1)(A).

17 C.FR. § 240.21F-2(b)(2).

15 U.S.C. § 78u-6(h)(1)(B)(i).

17 C.FR. § 240.21F-2(b)(1)(i), (ii).
17 C.FR. § 240.21F-2(b)(L)(Gii).
17 C.FR. § 240.21F-17(a).

17 C.FR. § 240.21F-17(b).

15 U.S.C. § 78u-6(h)(1)(A):

No employer may discharge, demote, suspend, threat-
en, harass, directly or indirectly, or in any other manner
discriminate against, a whistleblower in the terms and
conditions of employment because of any lawful act
done by the whistleblower—

(i) in providing information to the Commission in ac-
cordance with this section;

(ii) in initiating, testifying in, or assisting in any inves-
tigation or judicial or administrative action of the Com-
mission based upon or related to such information; or
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80.

81.
82.

83.

84.
85.
86.
87.

88.
89.
90.

(iii) in making disclosures that are required or pro-
tected under the Sarbanes-Oxley Act of 2002 (15 U.S.C.
7201 et seq.), the Securities Exchange Act of 1934 (15
U.S.C. 78a et seq.), including section 10A(m) of such
Act (15 U.S.C. 78f(m)), section 1513(e) of title 18, United
States Code, and any other law, rule, or regulation
subject to the jurisdiction of the Commission.

See also, Menendez v. Halliburton, ARB Case No. 12-026, ALJ Case
No. 2007-SOX-005, 2013 DOLSOX LEXIS 11, at *52-53 (A.L.J. Mar.
20, 2013) (wherein the A.L.J. found in favor of the whistleblower
under Sarbanes-Oxley, and awarded $30,000 compensatory
damages, plus attorneys’ fees and litigation costs, based upon
the employer’s failure to protect Menendez’s identity as a
whistleblower, which led employee to suffer “emotional distress
and reputational injury”).

See 18 U.S.C. § 1514A(b)(2)(D) (which requires a complaint to be
filed “not later than 180 days after the date on which the violation
occurs, or after the date on which the employee became aware

of the violation”); 18 U.S.C. § 1514A(b)(1)(A) (which requires a
complaint be filed first with the Secretary of Labor); 18 U.S.C. §
1514(b)(1)(B) (which permits the whistleblower to bring “an action
at law or equity for de novo review in the appropriate district
court” if the Secretary of Labor fails to issue a final determination
within 180 days of filing the complaint).

15 U.S.C. § 78u-6(h)(1)(B)(i).

Compare 15 U.S.C. § 78u-6(h)(1)(B)(iii) with 18 U.S.C. § 1514A(b)(2)
(D) (which Dodd-Frank extended from 90 days to 180 days).

Compare 15 U.S.C. § 78u-6(h)(1)(C), with 18 U.S.C. § 1514A(c)
(which provides for same reinstatement rights, but only back pay
with interest, attorneys’ fees and litigation costs).

720 F.3d 620 (5th Cir. 2013).
Id. at 629.
SEC Annual Report, supra note 47, at 6 n.7.

See Brief for SEC as Amicus Curiae Supporting Appellant, Liu

v. Siemens, A.G., No. 13-4385 (2d Cir. Feb. 20, 2014), available at
http://www.sec.gov/litigation/briefs/2014/liu-siemens-0214.pdf
(last visited Feb. 28, 2014).

See id. at 18-27.
17 C.F.R. § 240.21F-6(a)(4)(i), (ii).
17 C.F.R. § 240.21F-6(b)(3).

91.
92.
93.
94.
95.

96.

97.

98.

17 C.FR. § 240.21F-4(b)(7).

17 C.FR. § 240.21F-4(c)(3).

17 C.FR. § 240.21F-4(b)(4)(i), (iii).
17 C.FR. § 240.21F-4(b)(4)(v).

SEC, Report of Investigation Pursuant to Section 21(a) of the Securities
Exchange Act of 1934 and Commission Statement on the Relationship
of Cooperation to Agency Enforcement Decisions, Release No. 44969
(Oct. 23, 2001), available at http://www.sec.gov/litigation/
investreport/34-44969.htm#P16_499 (last visited Feb. 28, 2014).

See Ethics Resource Center, Inside the Mind of a Whistleblower, at
13 (2012) (stating that, in 2011, only 3% of whistleblowers report
externally at first; 18% reported externally in a secondary report),
available at http://www.ethics.org/files/u5/reportingFinal.pdf
(last visited Feb. 28, 2014).

See http://www.sec.gov/spotlight/enfcoopinitiative.shtml (last
visited Feb. 28, 2014).

See, e.g., Press Release, SEC, SEC Announces Non-Prosecution
Agreement with Ralph Lauren Corporation Involving FCPA
Misconduct (Apr. 22, 2013), available at http://www.sec.gov/
News/PressRelease/Detail/PressRelease/1365171514780#.
UXFMH-NdVUR (last visited Feb. 28, 2014); Press Release, SEC,
SEC Charges Former Carter’s Executive with Fraud and Insider
Trading (Dec. 20, 2010) (“The SEC also announced that it has
entered a non-prosecution agreement with Carter’s under which
the Atlanta-based company will not be charged with any violation
of the federal securities law relating to Elles’s unlawful conduct.”),
available at http://www.sec.gov/news/press/2010/2010-252.htm
(last visited Feb. 28, 2014).

The Hon. Margaret J. Finerty and Richard J. Dircks

are both partners at Getnick & Getnick LLP, a Man-
hattan-based commercial law firm with a dedicated
anti-fraud litigation and business integrity practice that
includes complex fraud litigation, corporate monitor-
ing and counseling, and representing whistleblowers in
False Claims Act, SEC, and IRS whistleblower matters.
Judge Finerty and Mr. Dircks gratefully acknowledge
the substantial contributions of Erika Ithurburn, an as-
sociate at the firm, in preparing this article.
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