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Almost a year ago, in United States v. Con-
nolly,! Chief Judge McMahon of the Southern
District of New York fired a warning shot at the
close relationship that often exists between
prosecutors and lawyers conducting an internal
investigation on behalf of a company. On the
facts presented to the court, Connolly suggested
that an executive’s statement to the company’s
investigators was “fairly attributable” to the
government and “compelled”; the end result
could have been a prohibition against the intro-
duction of that statement in a prosecution of the
executive—depriving the government of a key
prize from an internal investigation. But many
investigators and commentators have paid little
heed to the warning, except in extreme cases like
what the record showed in Connolly: the prosecu-
tors in that case essentially conducted no investi-
gation of their own and instead directed how the
company’s outside counsel conducted their inter-
nal investigation.

This article asks whether the reasoning and
authorities on which Connolly relies could apply
to situations beyond the extreme facts of that
case, and, finding at least some basis for doing
so, explores the implications for internal investi-
gations of a reading of Connolly that does not
limit that case to its facts. It does so by first
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providing the context of government policies that
impact internal investigations; by then describ-
ing Connolly, its reasoning, and the authorities
on which it relies in order to determine whether
the teachings of the case could be applied be-
yond its narrow facts; and finally by assessing
some of the potential implications of such a

broader reading.

The Context: The Government’s
Influence on Internal Investigations

One of the biggest transformations in the
work of federal prosecutors and the work of
corporate law firms over the past 50 years has
been the increase in investigations of corpora-
tions and corporate executives by the govern-
ment, and the corresponding increase in internal
investigations and compliance efforts conducted
by corporations.2 Some of this growth is the
result of new statutes,® and an additional impetus
came from the Sentencing Guidelines for organi-
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zations, which expressly reward full cooperation in the
government’s investigation.*

The Department of Justice has fueled these incentives
by crushing a leading accounting firm,% and by adopting
and publicizing a series of new policies that encourage
the prosecution of corporations, their executives, or both,
and that use the leverage of the Department “to incentiv-
ize companies to conduct internal investigations and then
to cooperate with regulators and law enforcement
officials.”® Since the 1990s, five different Deputy At-
torneys General have enhanced and elaborated upon
these policies,” with still more encouragement of coop-
eration in investigations of violations of specific statutes.®
In the latest iteration of these policies, the Department
has declared that in order for a company to receive any
consideration for cooperation, “the company must iden-
tify all individuals substantially involved in or respon-
sible for the misconduct at issue, regardless of their posi-
tion, status or seniority, and provide to the Department
all relevant facts relating to that misconduct.”®

Given this dynamic, there is often a tricky balancing
act among the competing interests of conducting a thor-
ough and independent investigation, ensuring protection
of employees’ interests, and providing all relevant facts
and individuals to the government to be eligible for
cooperation credit. But, especially when looking down
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the barrel of an indictment or other government action,
the balance often seems to disproportionally tilt in favor
of cooperation.’® In the words of one commentator,
outside law firms conducting independent investigations
have become “branch offices of the prosecutor.”!

The Connolly Decision and the Principles on
Which It Is Based

United States v. Connolly

Into this world of powerful government influence over
corporations conducting internal investigations came the
extreme case of United States v. Connolly.1? The issue
presented by defendant Gavin Campbell Black in Con-
nolly was whether the statements of a bank employee
made during an internal investigation qualified as being
sufficiently compelled by the government to trigger the
employee’s Fifth Amendment privilege and therefore be
excluded at trial.

While the Connolly court ultimately denied Black any
relief, holding that there was no use of Black’s statements
at trial, '3 it concluded based on the limited record before
it that the bank’s investigation was “fairly attributable”
to the government'* within the meaning of Garrity v. New
Jersey,'® because the government had effectively out-
sourced its investigation to the bank’s outside counsel.
As a result, the court found that when Black agreed to be
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interviewed by the bank during its investigation (under-
standing that under the Bank’s policies he would be fired
if he did not do so), his statements were “compelled” in
violation of his right against self-incrimination.

Connolly arose out of the Commodity Futures Trading
Commission’s (“CFTC”) investigation into manipulation
of the London Interbank Offered Rate (“LIBOR”). After
the SEC and the CFTC opened investigations into Deut-
sche Bank’s role in LIBOR manipulation, and the Bank
retained an outside law firm to respond to the inquiries,
the CFTC asked the Bank to “voluntarily” conduct an
investigation by outside counsel. For five years, the Bank
and its counsel “coordinated extensively” with the SEC,
CFTC, and eventually the DOJ.

Among other things: (i) the government instructed the
law firm to interview certain employees, and the firm
sought permission from the government to interview oth-
ers; (ii) the government “gave marching orders” for how
to conduct interviews, even instructing a law firm partner
to approach an interview “as if he were a prosecutor”;
(iii) the law firm provided the government with interview
summaries and exculpatory statements; (iv) the firm
submitted a white paper that provided “an exhaustive
overview of the Bank’s substantial cooperation with the
Government during its LIBOR investigation”; and (v)
counsel and the government had 230 phone calls and 30
in-person meetings, and for the final 14 months of the
investigation, held weekly update calls.

At the same time, there was no evidence that the
government conducted a substantive parallel
investigation. Based on the record before it, the court
determined that the government did not conduct a single
interview of its own without first using the findings and
notes from the prior interviews conducted by the law
firm, thereby “illuminating just how the Government
should ‘investigate’ the case against certain Deutsche
Bank employees, including Black.”

The company’s outside lawyers, the court determined,
“did everything that the Government could, should, and
would have done had the Government been doing its own
work.” Distinguishing other cases because, in those

© 2020 Thomson Reuters
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cases, the regulators “were actually conducting parallel
investigations,” the court concluded: “Deutsche Bank
was told by the Government to conduct an investigation
into a particular matter, to do so in a particular fashion,
to interview particular people (including Black), to share
its findings with the Government on a regular basis, and
to carry out governmental investigative demands that
were generated by its earlier efforts. Deutsche Bank, fac-
ing ruin, complied with the Government’s directives in
every particular.” As a result, the district court concluded
that Deutsche Bank’s interviews of Black, “for which he
was compelled to sit under threat of termination, [we]re
fairly attributable to the Government.”18

U.S. v. Stein

Central to Connolly’s “fairly attributable” analysis
was the Second Circuit’s holding in U.S. v. Stein.17 Stein
arose in the context of the Justice Department’s January
2003 “Thompson Memorandum,” which, among other
things, declared that “a corporation’s promise of support
to culpable employees and agents, either through the
advancing of attorneys’ fees, through retaining employ-
ees without sanction for their misconduct, or through
providing information to the employees about the gov-
ernment’s investigation pursuant to a joint defense agree-
ment, may be considered by the prosecutor in weighing
the extent and value of a corporation’s cooperation.”1®

In 2002, Stein was one of the executives asked to leave
KPMG after he testified in congressional hearings on
KPMG’s allegedly fraudulent tax shelters. Part of his exit
package included an agreement that KPMG would pay
his legal fees in actions brought against him arising from
his activities at KPMG. When KPMG learned that Stein
(and the firm), was the subject of a grand jury investiga-
tion into fraudulent tax shelters, KPMG began advancing
Stein’s legal fees.

The government then inquired and learned of KPMG’s
obligation to advance legal fees to employees. Despite
acknowledging the obligation, the government advised
KPMG that “the Thompson Memorandum [w]as a point
that had to be considered.” Pressure from the govern-
ment led KPMG to set forth a new policy, pursuant to
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which advancement of fees and expenses was: (i) capped
at $400,000 per employee; (ii) conditioned on an em-
ployee’s cooperation with the government; and (iii)
terminated when an employee was indicted. Employees
who refused to cooperate either buckled and submitted to
interviews or were fired and KPMG stopped advancing
their fees. Indeed, in negotiating a settlement, KPMG’s
lawyer reminded the government how the firm had pres-
sured employees to cooperate, which was “precedent
setting.”

The same day KPMG escaped prosecution through a
Deferred Prosecution Agreement (“DPA”), Stein and
eight other KPMG employees were indicted. Shortly
thereafter, KPMG ceased advancing legal fees to all the
indicted employees. Stein subsequently moved to dismiss
the indictment based on the government’s interference
with his fees, alleging that KPMG’s decision amounted
to state action because it resulted from the government’s
“significant encouragement.” The government responded
that KPMG’s adoption and enforcement of its new fees
policy was “private action, outside the ambit of the Sixth
Amendment.”

Affirming the district court’s dismissal of the indict-
ment, the Second Circuit found that the prosecutors
deliberately reinforced the threat inherent in the Thomp-
son Memorandum and conducted themselves in a man-
ner that evidenced a desire to minimize the involvement
of defense counsel. In reaching this conclusion, the
Second Circuit rejected the government’s contention that
KPMG was not a state actor because it was ultimately up
to KPMG how to implement and enforce its policies.
Rather, state action was established because the govern-
ment forced KPMG to adopt the restricted fees policy:
the government “brought home to KPMG that its sur-
vival depended on its role in a joint project with the
government to advance government prosecutions,” and
“to ensure that KPMG’s new Fees Policy was enforced,
. steered KPMG toward their preferred
fee advancement policy and then supervised its applica-

prosecutors . .

tion in individual cases. Such ‘overt’ and ‘significant
encouragement’ supports the conclusion that KPMG’s
conduct is properly attributed to the States.”
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Although the Stein court cited considerable govern-
ment interference, other language in the opinion, most, if
not all of which, was relied upon by the Connolly court,
suggests that private conduct can be found attributable to
the government on an even lesser showing. All that is
required for “[a]ctions of a private entity [to be] attribut-
able to the State . .
nexus between the State and the challenged action

. [is that] there is a sufficiently close

.19 Explaining this concept, the Court declared that
a “close nexus” exists “when a governmental actor (i)
exercises coercive power; (ii) is entwined in the manage-
ment or control of the private actor; (iii) provides the
private action with significant encouragement, either
overt or covert; (iv) engaged in a joint activity in which
the private actor is a willful participant; (v) delegates a
public function to the private actor; or (vi) entwines the
private actor in governmental policies.”?® As noted by
the Court, although “an adversarial relationship does not
normally bespeak partnership . . . [t]he government’s
threat of indictment [in this case, against KPMG] was
easily sufficient to convert its adversary into its agent.”?!
After all, “KPMG was not in a position to consider coolly
the risk of indictment, weigh the potential significance of
the other enumerated factors in the Thompson Memoran-
dum, and decide for itself how to proceed.”??

As aresult, KPMG’s position was, in the Stein court’s
view, distinguishable from prior cases where courts had
declined to find the requisite “nexus” between the private
conduct and the state.?> KPMG was different because it
“was never ‘free to define’ cooperation independently,”
and “the prosecution designated particular employees for

deprivation of fees.”?4

Can a similar claim be based on the framework of
government policies for corporate criminal prosecutions,
and especially the requirement of producing all relevant
facts and identifying all substantially involved individu-
als, which effectively directs key interviews? At least
one company, Siemens A.G., spent over a billion dollars
on an internal investigation;25 raise your hand if you
think any company would have spent that much money
for its own purposes absent the significant encourage-
ment or steering by the government. The teachings of
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Connolly and Stein are that such “significant encourage-
ment” or “steering,” especially when combined with
some form of a “joint activity” or government supervi-
sion, may constitute state action.?6 Corporate executives
prosecuted after Connolly can therefore be expected to
challenge the use of any unhelpful statement they made
in an internal investigation, and at least some courts may
be open to such a challenge.

The Sentencing Guidelines and the government’s own
policies, even without additional encouragement from
the prosecutor, might support a plausible claim of “sig-
nificant encouragement” or “steering”; somewhat harder
but still potentially plausible would be an argument that
those policies—especially the requirement that the
company identify all individuals substantially involved
in or responsible for the misconduct at issue and provide
all relevant facts relating to that misconduct—provide a
basis for a finding of effective supervision of the essence
of the investigation. If there are regular reports to and/or
substantive back-and-forth with the prosecution during
the investigation, the argument could be strengthened.
This is especially so because the government both sets
the criteria used to measure a company’s cooperation and
determines whether to award cooperation credit in an in-
dividual case. In this way, based on the approaches
outlined in Connolly and Stein, corporate executives
could plausibly argue that the Sentencing Guidelines and
government policies, especially with any additional
coordination between the company’s investigators and
the prosecutors, constitute state action.?”

This argument may have additional force when ap-
plied to investigations conducted under the authority of a
DPA. Such agreements frequently contain clauses requir-
ing the company to “cooperate fully” at the request of
the Department of Justice “in any investigation of the
company”’ of conduct under investigation during the term
of the agreement,?® and to disclose all factual informa-
tion with respect to its activities and those of its officers,
among others.?® This language, along with the coordina-
tion that is at a minimum implicit in a DPA, suggests that
statements made to a company under a DPA may be the
strongest case for applying Connolly.

© 2020 Thomson Reuters
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Implications and Questions for Investigations
Cognizant of a Broader Reading of Connolly

What are the implications of this potential broader
reading of Connolly for prosecutors and internal investi-
gators seeking to preserve their Grand Prizes?3° The most
likely implication is an impact on the extent of ongoing
communications between internal investigators and
prosecutors. To minimize Connolly’s risk as much as pos-
sible, the government and the company would conduct
entirely  separate, albeit

potentially  parallel

investigations.

Particularly when investigations follow a government
subpoena or other type of governmental inquiry, compa-
nies and the prosecutors will need to feel out how much
coordination during the investigation triggers risk under
Connolly. Aspects of potential coordination are the selec-
tion of which employees to interview,! as well as the
provision of interview memoranda or summaries to the
government (instead of reporting results to the govern-
ment in generalities), and the timing and frequency of
any such reports or updates.

Of course, limiting the coordination could also have
the effect of undermining the value of a company’s
cooperation if, for example, the company and the govern-
ment, absent coordination, disagree at the end of the
investigation about whether the company “provide[d] to
the Department all relevant facts relating to [its]
misconduct.”® Coordinating with the government also
has the added benefit of enabling the company to save
resources by focusing its work on the issues that are of
the most interest to the government. It can be anticipated
that this balance will be struck differently in different
jurisdictions, depending on local practices, rulings, and
risk tolerance.

Beyond potential adjustments to the extent of coordi-
nation between the company and the government, it can
be expected that defendants whose statements were taken
in internal investigations will seek discovery from the
government about the extent of its coordination with
counsel conducting internal investigators, citing, among
other things, the government’s obligations under Brady
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v. Maryland®® and Giglio v. United States.3* The Con-
nolly docket suggests that the defendants learned of the
coordination through a combination of discovery re-
quests—from which they obtained a copy of the compa-
ny’s “white paper” about the investigation, which de-
tailed, among other things, the extent of telephone calls
and in-person meetings between the investigators and the
prosecutors—and questioning witnesses during trial,
most notably, Deutsche Bank’s outside counsel.3%

While the government might argue that there should
be a high bar to discovery requests into such coordina-
tion, citing by analogy cases such as United States v. Arm-
strong,®® the better argument—and the argument that
seems to have succeeded so far in more analogous cases
addressing this issue—is that the bar is lower. In Arm-
strong, the Court held that, to establish entitlement to
discovery on a claim of selective prosecution based on
race, a defendant must produce credible evidence that
similarly situated defendants of other races could have
been prosecuted, but were not. The Court’s reasoning
focused on the protection of the core work product of
prosecutors, namely, decisions on who to prosecute,3”
and on its reluctance to exercise judicial power over pros-
ecution decisions—a “ ‘special province’ of the Execu-
tive,” and a matter on which prosecutors had greater

competence.38

This reasoning does not apply to discovery into
coordination between prosecutors and a third party,
which has a far less intrusive impact on the government’s
work product, and does not invade a “special province”
of executive branch decision making. In addition, and
unlike prosecution decisions where the government is af-
forded deference and a presumption of propriety, under
Kastigar, the prosecution bears the burden of demon-
strating that it has not used, directly or indirectly, a

defendant’s immunized testimony.3?

Nor is an argument that investigation materials are
privileged likely to succeed if those materials have been
shared with the government. In U.S. v. Bergonzi,*® the
defendants successfully moved for the production of
internal investigation materials provided by their former
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employer to the government (which had been inadver-
tently produced to one of the defendants). The court
rejected the company’s argument that the investigation
materials were protected by the attorney-client privilege,
as they were prepared with the intent to share them with
the government and not with the intent that they remain
confidential. This production to the government also
waived any work product protection, because “[i]t is
inherently unfair to permit an entity to choose to disclose
materials to one outsider while withholding them from
another on grounds of privilege.”*!

No more persuasive to the court was the government’s
argument that it was not required to turn over the internal
investigation report in discovery.*? Consistent with a line
of cases establishing that Federal Rule of Criminal Pro-
cedure 16 requires only a prima facie showing, and not a
heavy burden,*® the court found that Rule 16 and Brady
required production, reasoning that “the discovery will
play an important role in uncovering admissible evi-
dence, aiding witness preparation, corroborating testi-
mony, or assisting impeachment or rebuttal.”#* In so
holding, the court rejected the government’s assertion
that only exculpatory information contained in the
memoranda should be provided because of “strong policy
. encouraging corporations to cooper-
ate with government investigators by producing work
product corporate
investigations.”4%

considerations . .

resulting  from  internal

In addition to creating discovery issues, will there be
an impact on the timing or form of prosecution decisions?
While the government perhaps could consider adding
some procedural protections to avoid the risk of reward-
ing companies for providing information that turns out to
be inadmissible—such as adding contingencies into
declinations or DPAs%—there should be no change in
the way companies are rewarded for their cooperation:
the government has control over the extent of coordina-
tion, so the burden to make sure that the level of coordi-
nation does not trigger any risk under Connolly should
fall entirely on the government. In any event, the compa-
ny’s cooperation is complete when it has provided all
relevant evidence, regardless of whether that evidence is
later excluded.

© 2020 Thomson Reuters
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Over time, as charges are filed in the relatively rare
cases in which individuals have made unhelpful state-
ments during internal investigations, defendants will
challenge those statements under Connolly. Only then
will a balance in light of Connolly and its brethren be
struck, the line between what sort of coordination is
permissible and what is not be drawn, and any new
procedures be determined.
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460r, in the most twisted sort of case, a contingency
for the case of deliberate attempts by a company to
protect its executives.
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Federal and state securities laws generally apply only
to instruments that qualify as “securities.” The question
of whether a particular instrument is a security, therefore,
can have significant and far-reaching consequences.
Nearly 30 years ago, in Banco Espanol de Credito v. Se-
curity Pacific National Bank, the Second Circuit Court
of Appeals held that certain loan participations at issue in
that case were not securities.

Although the syndicated loan market has grown
substantially since then, courts have only rarely had oc-
casion to consider whether a syndicated loan qualifies as
a security (and thus falls within the scope of federal and
state securities laws). That question was squarely pre-
sented in Kirschner v. JPMorgan Chase Bank, N.A. et al,
a case pending in the Southern District of New York, and
on May 22, 2020, U.S. District Judge Paul Gardephe held
that syndicated bank loans were not securities.? Judge
Gardephe noted in his decision that he had not identified
any decisions from other courts concluding that a syndi-
cated bank loan was a security, and he rejected the
plaintiffs’ argument that changes in the syndicated loan
market compelled a different conclusion.

Kirschner arose out of a $1.775 billion syndicated
loan transaction in which several banks served as lenders






