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Second Circuit Rules District Court Lacked Jurisdiction to Order
KPMG to Stand Trial for Its Failure to Pay Defendants’ Legal Fees

May 30, 2007

In what is said to be the largest criminal tax case in American history, the U.S. Court of Appeals for
the Second Circuit in New York held on May 23, 2007 that District Judge Lewis Kaplan lacked
jurisdiction to open a separate civil proceeding to resolve an attorney fee dispute between KPMG
LLP and former partners and employees charged with the sale of allegedly improper tax shelters.
Judge Kaplan had previously held that the government violated the defendants’ Fifth and Sixth
Amendment rights by pressuring KPMG to withhold the advancement of legal fees for the
defendants. The Second Circuit stated that “more direct (and far less cumbersome) remedies are
available,” such as dismissal of the indictment. Stein v. KPMG, LLP, Docket No. 06-4358-cv (May
23,2007).

In a landmark decision on June 26, 2006, Judge Kaplan strongly criticized the Department of Justice
for coercing KPMG, under threat of indictment, into refusing to pay the legal expenses of former
employees for their defense in the criminal tax case. United States v. Stein, 435 F. Supp. 2d 330
(S.D.N.Y. 2006). The government applied this pressure pursuant to guidelines set forth in the so-
called Thompson Memorandum, named after then-United States Deputy Attorney General Larry D.
Thompson, which listed the factors that federal prosecutors must consider when deciding whether to
indict a company. One such guideline deemed a company’s voluntary payment of an employee’s
legal fees a factor favoring prosecution of the company. As a condition of entering a deferred
prosecution agreement, KPMG discontinued its longstanding practice of paying employees’ legal fees
“because the government held the proverbial gun to its head,” thus violating the employees’ Fifth and
Sixth Amendment rights to a fair trial and the effective assistance of counsel. /d.

Reserving the option of dismissing the indictment, Judge Kaplan attempted to remedy the
constitutional violations by inviting KPMG employees to sue their former employer for the
advancement of legal fees in an ancillary proceeding. Judge Kaplan suggested that the constitutional
violations would be rendered harmless if the defendants could successfully force KPMG to pay their
legal fees. Judge Kaplan himself submitted a brief to the Second Circuit arguing that the unique
circumstances that led him to take jurisdiction over the fee claims were a “perfect storm” unlikely to
ever recur.

The Second Circuit disagreed and dismissed the civil dispute against KPMG for lack of jurisdiction.
The court held that the remedies available to the district court did not include its “novel” exercise of



ancillary jurisdiction to create “an uncharted hybrid legal proceeding.” The court stated that it was
“entirely speculative” that the ancillary proceeding would provide a remedy to the appellees because
it was “far from certain” that KPMG had a contractual obligation to pay post-indictment legal fees.
KPMG was also prejudiced by the ancillary proceeding because it “believed that contractual disputes
between it and the appellees would be resolved by arbitration,” not in federal court.

The Second Circuit did not express an opinion on whether the government infringed on the partners’
and employees’ Fifth and Sixth Amendment rights by coercing KPMG into withholding the
advancement of legal fees. Nevertheless, the court stated that, assuming the cognizability of the
constitutional claims, “dismissal of the indictment is the proper remedy.”

Judge Kaplan’s June 2006 opinion forced the government to rewrite its guidelines on how far it may
go to secure a company’s cooperation in a criminal investigation. The Thompson Memorandum,
formally named Principles of Federal Prosecution of Business Organizations, has since been
superseded by the McNulty Memorandum, which can be found at
http://www.usdoj.gov/dag/speech/2006/mcnulty memo.pdf. While the McNulty Memorandum no
longer instructs federal prosecutors to consider whether a company pays the legal fees of its
employees, it does permit the consideration of whether a company waives the attorney-client
privilege and work product protection in assessing the company’s level of cooperation. Now that the
Second Circuit has reversed the district court’s attempt to provide a remedy for the alleged
constitutional violations, the case may indeed be headed for dismissal, a result the government is very
likely to appeal.

If you have any questions regarding the issues raised in this Morgan Lewis LawFlash, please contact
any of the following Morgan Lewis attorneys:

New York

Leslie Caldwell 212.309.6260 Icaldwell@morganlewis.com
Washington, D.C.

Miriam L. Fisher 202.739.5489 mfisher@morganlewis.com
Edward S. Keefe 202.739.5175 ekeefe(@morganlewis.com
Mark A. Srere 202.739.5049 msrere@morganlewis.com

About Morgan, Lewis & Bockius LLp

Morgan Lewis is a global law firm with more than 1,300 lawyers in 22 offices located in Beijing,
Boston, Brussels, Chicago, Dallas, Frankfurt, Harrisburg, Houston, Irvine, London, Los Angeles,
Miami, Minneapolis, New York, Palo Alto, Paris, Philadelphia, Pittsburgh, Princeton, San Francisco,
Tokyo, and Washington, D.C. For more information about Morgan Lewis or its practices, please visit
us online at www.morganlewis.com.

This LawFlash is provided as a general informational service to clients and friends of Morgan, Lewis & Bockius LLP. It should not be construed as, and does not constitute, legal advice on any
specific matter, nor does this message create an attorney-client relationship. These materials may be considered ATTORNEY ADVERTISING in some states.
Please note that the prior results discussed in the material do not guarantee similar outcomes.

© 2007 Morgan, Lewis & Bockius LLP. All Rights Reserved.


http://www.usdoj.gov/dag/speech/2006/mcnulty_memo.pdf
mailto:lcaldwell@morganlewis.com
mailto:mfisher@morganlewis.com
mailto:ekeefe@morganlewis.com
mailto:msrere@morganlewis.com
http://www.morganlewis.com/

