March 2013
•

•

•
•

The Debt Collection Industry and the CFPB: The Beginning of a Supervisory Relationship
and Specific Concerns for Attorneys
Prior to the enactment and implementation of Title X of the Dodd-Frank Act (Pub. L. No. 111-203, 124 Stat.
1376 (2011)), the actions of the nation's large debt collectors had been governed by federal statutes, but
debt collectors had never been subject to direct supervision by the federal government.
2012: The CFPB Set Its Sights on Credit Card Companies
Through three significant consent orders against credit card companies in 2012, the Consumer Financial
Protective Bureau (CFPB) signaled its intentions to vigorously pursue enforcement actions against
marketing practices and debt collection practices that the CFPB deems deceptive, unfair, or abusive.
Preparing for CFPB Examinations
The Consumer Financial Protection Bureau (the Bureau) was created to ensure that financial institutions
became more focused on their compliance with federal consumer protection law.
The Future of Tribal Lending Under the Consumer Financial Protection Bureau
Some Indian tribes - particularly impecunious tribes located remotely from population centers, without
sufficient traffic to engage profitably in casino gambling - have found much-needed revenue from
consumer lending over the Internet.
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•
•

•

Keeping Current: Ethics Update: Lawyers Must Keep Up With Technology Too
Is your smartphone permanently attached to your fingers, and your office virtual and paperless? Or do you
only touch a computer under duress, and take comfort in paper files and legal research from actual books?
Delaware Insider: Executive Compensation Lessons from Freedman v. Adams
On January 14, 2013, in Freedman v. Adams, 58 A.3d 414 (Del. 2013), the Delaware Supreme Court
reaffirmed that executive compensation decisions are business judgments vested in the board of directors
that will rarely be second-guessed absent a showing that the board acted on an ill-informed basis or in bad
faith.
Member Spotlight: Professional Reflections of Richard W. Pound
Richard W. Pound, in his capacity as Business Law Advisor, offered the following remarks at the Council
Meeting during the 2013 Midwinter Meeting. William Rosenberg provided the introduction. Please take an
extra minute to enjoy these comments as did those who attended the Council Meeting.

Inside Business Law
The mission of the Professional Responsibility Committee is to improve the law and inform section members
with respect to issues of legal ethics, professional responsibility, professional conduct, and the law governing
lawyers. As a reminder, the committee has expertise in model rules of professional conduct, formal opinions of
the Standing Committee on Ethics and Professional Responsibility, issues of ethics and professional
responsibility law that affect lawyers whose practice (whether transactional, counseling, or dispute resolution)
involves business law or the governmental regulation of business, the interface between general rules of ethics
and professional responsibility and specialized rules of ethics and professional responsibility promulgated by
statute or administrative regulation, and issues of multinational ethics and professional responsibility
encountered in the transnational practice of law, including issues affecting multinational law firms and law
departments.
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Our Mini Theme:
The Brave New World of Consumer
Financial Services
As one of the flagship committees in
the Business Law Section, the Consumer
Financial Services Committee (CFSC) provides excellent educational and networking opportunities for its members, which
include over 1,200 consumer and industry
lawyers, academics, members of the judiciary, and government representatives.
Each January, we have a stand-alone
meeting of just the CFSC. From Saturday evening through Tuesday afternoon,
we provide over 12 hours of substantive
CLE accredited programming led by the
country’s brightest and most accomplished
consumer financial services lawyers.
We foster lively discussions on the most
relevant topics in today’s fast-paced and
constantly evolving world of consumer
financial services law.
During each spring, and beginning fall
2014, each fall, we meet with the ABA’s
Business Law Section. In addition to the
substantive consumer financial services
CLE programming, and the collegiality
of the Winter Meeting, at these meetings,
we often partner with other Business Law
Section Committees, such as Banking
Law and Cyberspace, to expand the educational and networking opportunities for
CFSC lawyers. The Spring Meeting and
future Fall Meeting include both substantive subcommittee meetings and three to
four consumer financial services focused
CLE programs.

We have an active Young Lawyers Subcommittee and each year host a National
Institute on Consumer Financial Services
Basics for lawyers new to consumer financial services. We welcome new consumer
financial services lawyers, young and not
so young, with mentoring programs and
speaking and writing opportunities.
We dedicate this mini-theme issue of
Business Law Today to the new super-regulator of the consumer financial services
industry – the Consumer Financial Protection Bureau (CFPB). Born from Title X
of the Dodd-Frank Act (Pub. L. No. 111203, 124 Stat. 1376 (2011)), this fledgling
organization has divided and multiplied
exponentially, growing into the most powerful supervisory and enforcement authority of federal consumer financial services
laws. Creating a brave new world of
consumer financial services, the CFPB has
vigorously pursued enforcement actions
against large banks, engaged in supervisory examinations of “larger participants”
and their progeny, enacted sweeping
mortgage regulations, adopted regulations
on debt collectors and consumer reporting agencies, issued civil investigative
demands, commissioned studies on issues
relating to federal finances services, and
much more.
In this issue, Frank Springfield and
Zachary Miller of Burr & Forman, LLP,
in Birmingham, Alabama, discuss the

CFPB’s ability to supervise debt collectors, including lawyers engaged in debt
collection, that were declared “larger
participants” in its final rule published
October 24, 2012.
Steven Forry, of Ice Miller, LLP, in
Columbus Ohio, reviews the CFPB’s
authority to regulate unfair, deceptive, and
abusive acts and practices. The article addresses the CFPB findings of deception in
enforcement actions against Capital One
Bank, Discover, and American Express
relating to credit card add-on products
marketed by each entity through thirdparty service providers.
The CFPB has the authority to conduct
examinations of: (1) banks, savings associations, and credit unions with assets of
over $10 billion (“large depository institutions”); (2) consumer mortgage companies, payday lenders, and private education lenders; (3) any “larger participant” in
a market for consumer financial products
or services; and (4) anyone who engages
in “conduct that poses risks to consumers
with regard to the offering or provision of
consumer financial products and services.”
In his article, Eric Mogilnicki, of Wilmer
Hale, in Washington, D.C., describes the
CFPB’s examination authority and activities and the legal issues raised by this new
examination legal regime.
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We welcome you to join the Consumer
Financial Services Committee. The
benefits are many, and the cost of joining
is zero. We hope to see you at the Spring
Meeting, April 3–6 in Washington, D.C.,
or a meeting in the future. Please visit us
at the CFSC website.
Nikki F. Munro, Chair, Consumer Financial Services Committee

Additional Resources
For other materials related to this
topic, please refer to the following.

Business Law Section
2013 Spring Meeting
Programs

Please click here for the complete
2013 Spring Meeting Schedule
specifically for the Consumer
Financial Services Committee.

Extreme Makeover Consumer
Protection Edition: A Look at
the CFPB’s New Regulations
and Compliance Expectations
10:30 AM – 12:30 PM,
Thursday, April 04, 2013

International Ballroom East,
Concourse Level,
Washington Hilton Hotel
CFPB: Investigations,
Enforcement Actions,
and Settlements
2:30 PM – 4:30 PM,
Thursday, April 04, 2013
International Ballroom East,
Concourse Level,
Washington Hilton Hotel
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The Debt Collection Industry and the CFPB:
The Beginning of a Supervisory Relationship
and Specific Concerns for Attorneys
By R. Frank Springfield and Zachary D. Miller
Prior to the enactment and implementation
of Title X of the Dodd-Frank Act (Pub. L.
No. 111-203, 124 Stat. 1376 (2011)), the
actions of the nation’s large debt collectors had been governed by federal statutes,
but debt collectors had never been subject
to direct supervision by the federal government. The Federal Trade Commission
(FTC) had enforcement authority under
the federal Fair Debt Collection Practices
Act (FDCPA), codified at 15 U.S.C. §
1692, et seq., but the agency exercised
that authority rarely. Thus, the primary
legal risk to collectors under federal law
was consumer lawsuits brought under the
FDCPA. This risk was quite real, with
recent estimates from a company tracking FDCPA litigation showing that there
were 11,495 FDCPA lawsuits filed in
2012. See FDCPA and Other Consumer
Lawsuit Statistics, Dec. 16-31 & Year-End
Review, 2012, WebRecon, available at
https://www.webrecon.com/b/news-andstats (Jan. 17, 2013). While this number
indicates a 7 percent decline from 2011, it
is still 311 percent higher than the number
of lawsuits filed in 2004. These cases are
fueled by the FDCPA’s civil liability provision, which allows a plaintiff to recover
$1,000 in statutory damages from any
collector found in violation of the statute,
as well as actual damages and attorney’s
fees. Additionally, the FDCPA contains a

class action remedy, allowing a consumer
to recover up to $500,000 on behalf of
other consumers, or 1 percent of the net
worth of the debt collector. With a collector only permitted to recover attorney’s
fees for a lawsuit filed in “bad faith and
for the purpose of harassment,” consumers filing FDCPA actions are met with a
“low risk, high reward” scenario that has
encouraged litigation.
Despite the large number of FDCPA
cases filling the nation’s federal courts,
Congress opened the door for additional
oversight of the debt collection industry
with the passage of the Dodd-Frank Act.
The Dodd-Frank Act charges the newlycreated Consumer Financial Protection
Bureau (CFPB) with crafting rules and
regulations that deal with so-called “nonbank financial companies.” However, for
nonbanks, the CFPB generally can supervise only “larger participants.” Thus, before the CFPB can supervise and examine
these entities, it must create a rule defining
entities that are “larger participants” in
these markets.

2013, supervises any third-party debt collector, debt buyer, and collection attorney
with more than $10 million in annual
receipts from consumer debt collection
activities. The $10 million threshold
should permit the CFPB to supervise
approximately 175 of the nation’s 4,000
“debt collectors.” Now, with the market of
supervised firms established, the industry
is subject to the full supervision authority
of the CFPB.
According to the CFPB, it will be using
its supervisory powers to assess potential
risks to consumers and to examine whether debt collectors are complying with requirements of federal consumer financial
law. The CFPB has listed four primary
focus areas of its supervisory process:
(1) whether debt collectors are providing
consumers with required disclosures; (2)
whether debt collectors are using accurate
data in their pursuit of debt, (3) whether
debt collectors have a consumer complaint
and dispute resolution process; and (4)
whether debt collectors “communicate
civilly and honestly with consumers.”

The CFPB Defines “Larger Participants” of Debt Collection Industry

The CFPB’s Role in Supervising Debt
Collection Attorneys

On October 24, 2012, the CFPB published
its rule, defining “larger participants”
of the consumer debt collection market.
Under the rule, the CFPB, as of January

While the debt collection industry prepares for CFPB supervision, debt collection attorneys also need to pay particular
attention to CFPB developments. Since
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the decision in Heintz v. Jenkins, 514 U.S.
291 (1995), attorneys engaged in consumer debt collection activity have been aware
that the FDCPA governs their actions.
This may include attorneys that are regularly engaged only in consumer debt-collection litigation on behalf of their creditor
clients. However, federal regulation of the
practice of law has typically ended there,
with lawyers engaged in representing
consumer finance clients in non-collection
settings comfortably exempt from supervision or regulation by the federal government. With the Dodd-Frank Act, however,
federal consumer financial regulation now
could reach non-collection activities.
Dodd-Frank Act Section 1027(e)
provides that the CFPB may not exercise
any supervisory or enforcement authority with respect to an activity engaged in
by an attorney as part of the practice of
law. However, this exception is limited,
inasmuch as the statute here also states
that the exception shall not be construed
so as to limit the exercise by the CFPB
of any supervisory, enforcement, or other
authority regarding the “offering or provision of a consumer financial product or
service” that (a) is not offered or provided
as part of, or incidental to, the practice
of law, occurring exclusively within the
scope of the attorney-client relationship,
(b) that is otherwise offered or provided
by the attorney in question with respect to
any consumer who is not receiving legal
advice or services from the attorney in
connection with such financial product or
service. Additionally, the Dodd-Frank Act
states that any attorney already subject to
enumerated consumer laws is subject to
the CFPB’s authority.
This confusing language was addressed in a letter drafted by members of
the ABA’s Consumer Financial Services
Committee to the CFPB on April 11,
2012, in response to the CFPB’s request
for comment on its then-proposed “larger
participant” debt collection rule. In addressing the exclusions, the letter stated:
The first exclusion seems relatively
simple, that is, if an attorney offers or
provides consumer financial products
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or services outside of the practice of
law and not within an attorney-client
relationship, the attorney may be subject
to [CFPB] supervision. This presumably would include an attorney offering
or providing such consumer-oriented
products and services as debt management counseling, fee-for-service loan
modifications and pre-paid foreclosure
avoidance plans. The second exception
perhaps is not as plain as the first exception, but its meaning is quite similar.
That is, attorneys who are engaged
in offering or providing a consumer
financial product or service (such as
collection of consumer debt) but do not
represent consumers in such activities
may be subject to [CFPB] supervision.
The letter then suggested that this language of the Dodd-Frank Act was crafted
with special concern that attorneys could
continue to practice law, representing
parties (including consumers) without
undue interference from a primary federal
regulator. In the commentary accompanying the final “larger participant” rule,
however, the CFPB rejected this assertion,
stating that the statute and legislative history does nothing to protect lawyers offering legal services by collecting consumer
debts on behalf of commercial clients with
interests adverse to those of consumers.
The CFPB also addressed its ability to require regulated entities to reveal attorneyclient privileged information. The CFPB
has taken the position – and reiterated in
the commentary accompanying the final
rule – that it has general authority to require supervised entities to provide it with
privileged information. In an attempt to
preemptively address legitimate concerns
over such power, the CFPB promulgated a
regulation providing that complying with
a request for privileged information does
not constitute a waiver of privilege and
that materials produced in response to the
CFPB’s demand will remain confidential.
However, potential conflicts may exist
between CFPB supervisory authority
and state bars regarding confidentiality.
Additionally, there is likely to be conflict
between the state bar rules and guidelines

and the CFPB’s approach with respect to
trust accounts and professional standards.
These considerations will make federal
supervision of attorneys impractical at
best, with 50 states already regulating the
practice of law.
It is clear that the CFPB intends to take
an active role in supervising attorneys
engaged in debt collection practice. However, providing some comfort to attorneys
engaging in foreclosure-related services,
the CFPB in defining activities of attorneys subject to supervision excluded
foreclosures. As discussed below, several
recent decisions from federal courts of appeals have held that mortgage foreclosure
by law firms on behalf of their mortgage
servicer clients, even in the absence of
a demand for money, constitutes “debt
collection” activity under the FDCPA. The
CFPB, on the other hand, addressed this
type of activity in the “larger participant”
rule, as follows:
Regardless of whether enforcing a
security interest can, on its own, qualify
as collecting debt under the FDCPA,
the Bureau does not deem a person who
only enforces a security interest, and
does not seek payment of money or
transfer of assets that are not designed
as collateral for the note or instrument,
to be, on that basis, a part of the consumer debt collection market defined
by the Final Consumer Debt Collection
Rule. However, when a person both
seeks payment of money and enforces a
security interest, that person can qualify
as a debt collector for purposes of the
Final Consumer Debt Collection Rule.
Thus, while some aspects of the CFPB
authority remain unclear – including the
CFPB’s authority to regulate attorneys
as “service providers” to larger participants – it is apparent the CFPB intends
to actively supervise attorneys engaged
in debt collection. This means that debt
collection law firms that qualify as “larger
participants” need to sharply focus on
compliance with federal law, because
CFPB supervision and examination is not
only possible, but probable.
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Law Firms Engaging in Residential
Foreclosures Subject to the FDCPA

The increased focus on federal supervision of debt collection attorneys comes at
a challenging time for law firms attempting to digest recent decisions from the
federal circuit courts of appeals. Courts
in these cases have found that residential
mortgage foreclosure constitutes “debt
collection” under the FDCPA. In Glazer
v. Chase Home Finance, LLC, __ F.3d
__, 2013 WL 141699 (6th Cir. Jan. 14,
2013), the Sixth Circuit addressed whether
mortgage foreclosure, engaged in by a
licensed attorney on behalf of its mortgage
servicer client, constituted “debt collection” under the FDCPA. The Sixth Circuit
acknowledged that “[t]he view adopted
by a majority of district courts . . . is that
mortgage foreclosure is not debt collection.” According to the Sixth Circuit, this
view follows from the premise that the
enforcement of a security interest is not
debt collection. In rejecting this view, the
Glazer court started with the idea that,
pursuant the definition contained in Section 1692a(5) of the FDCPA, a home loan
is a “debt,” even if it is secured. Noting
that debt collection may be performed
through “communication,” “conduct,” or
“means” under the FDCPA, the court concluded that nothing in the statute limits the
applicability of the term “debt collection”
to collection efforts that are not legal in
nature. Then, turning to the issue at hand,
the court concluded that “every mortgage
foreclosure, judicial or otherwise is undertaken for the very purpose of obtaining
payment on the underlying debt, either by
persuasion (i.e., forcing a settlement) or
compulsion (i.e., obtaining a judgment of
foreclosure, selling the home at auction,
and applying the proceeds from the sale to
pay down the outstanding debt).” Finally,
the court found that Section 1692f(6)
of the FDCPA does not protect entities
engaging in foreclosure, because it speaks
only to “repossessors.”
The Glazer decision means that the
Sixth Circuit Court of Appeals has joined
the ranks of the Fourth Circuit Court of
Appeals in Wilson v. Draper & Goldberg,
P.L.L.C., 443 F.3d 373 (4th Cir. 2006)

March 2013
and the Third Circuit Court of Appeals in
Piper v. Portnoff Law Assocs., Ltd., 396
F.3d 227 (3rd Cir. 2005) in finding that
mortgage foreclosure constitutes debt
collection under the FDCPA. Indeed, the
decision also follows on the heels of the
Eleventh Circuit’s recent decision Reese
v. Ellis, Painter, Ratterree & Adams, LLP,
678 F.3d 1211 (11th Cir. 2012), in which
the court held that because a law firm sent
an acceleration letter on behalf of its client
threatening non-judicial foreclosure, the
law firm was a “debt collector” under the
FDCPA. When addressing the policy reasons behind its decision, the Eleventh Circuit stated that if engaging in a residential
foreclosure exempted a law firm from the
purview of the FDCPA, it would mean a
collector could harass or mislead a debtor
without violating the FDCPA, so long as
the subject debt was secured.
The decisions in Glazer and Reese
continue the recent tradition of the federal
judiciary expanding the FDCPA to cover
many activities engaged in by licensed
attorneys. With the decision in Heintz
clearing the path for regulation of debt
collection attorneys, the Supreme Court’s
decision in Jerman v. Carlisle, McNellie,
Rini, Kramer & Ulrich, LPA, __ U.S. __,
130 S.Ct. 1605, 176 L.Ed.2d 519 (2010)
(holding that bona fide error defense
did not apply to legal errors) removing
defenses available to attorneys, and the
decisions in Glazer and Reese expanding
the number of attorneys subject to the FDCPA, the legal industry will have to take a
hard look at whether additional activities
related to the consumer finance industry
may also be subject to the provisions of
the FDCPA.

cial and non-judicial foreclosures for their
mortgage servicing clients, should now
consider the possibility of being subject
to the FDCPA. These changes, however,
are likely only the beginning of a trend for
the new federal agency and the courts to
regulate attorneys. Also, for the first time
since the passage of the FDCPA, a federal
agency (the CFPB) has authority to draft
regulations clarifying all provisions of
the FDCPA. This means that substantive
expansion of the scope of the statute is
quite possible in years to come. Thus,
any entity with even a slight connection
to consumer debt collection must now be
very aware of the actions of the CFPB and
decisions from federal courts on the scope
of the FDCPA.
R. Frank Springfield is a partner and
Zachary D. Miller is an associate at Burr
& Forman in Birmingham, Alabama.

Conclusion

With the CFPB’s mandate to supervise
the already litigation-dogged collection
industry, and the decisions in Glazer and
Reese expanding the activities of attorneys
subject to the FDCPA, any lawyer or law
firm engaged in some aspect of consumer
debt collection or enforcement will feel
obliged to comply with federal law. Moreover, law firms that do not have an active
collection practice, but perform both judi-
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2012: The CFPB Set Its Sights
on Credit Card Companies
By Steven Forry

Through three significant consent orders
against credit card companies in 2012, the
Consumer Financial Protective Bureau
(CFPB) signaled its intentions to vigorously
pursue enforcement actions against marketing practices and debt collection practices
that the CFPB deems deceptive, unfair, or
abusive. The consent orders with Capital
One Bank, Discover Bank, and American
Express are essential reading for all companies within the CFPB’s jurisdiction.
What is a “Deceptive” Act or
Practice?

The CFPB and the Federal Trade Commission (FTC) each have authority to
regulate Unfair and Deceptive Acts
or Practices (UDAP), pursuant to the
Consumer Financial Protection Act (12
U.S.C. §5531 et seq.), and the Federal
Trade Commission Act (15 U.S.C. §45),
respectively. In fact, the CFPB’s jurisdiction is arguably broader than the FTC’s
by virtue of the CFPB’s mandate to also
regulate “[a]busive” acts or practices, thus
transforming the descriptive acronym for
the CFPB’s mandate from UDAP into
UDAAP (Unfair, Deceptive, or Abusive
Acts or Practices). But that distinction is a
topic for another article. The 2012 consent
orders addressed in this article were each
rooted in the CFPB’s jurisdiction over
“deceptive” acts or practices.
The CFPB and FTC agree on what fac-

tors must exist to show an act or practice is
“deceptive”: (1) there was a representation,
omission, or practice that is false, misleading, or likely to mislead consumers, (2)
the consumer acted reasonably under the
circumstances, and (3) the representation,
omission, or practice was material, i.e.,
likely to affect the consumer’s conduct
or decision with regard to a product or
service. As discussed below, the CFPB
concluded those factors were present relating to credit card add-on products marketed
by each of Capital One Bank, Discover,
and American Express.
In the Matter of Capital One Bank,
(USA) N.A.

The Capital One matter revolved around
the marketing and sale of a Payment Protection Product and a Credit Monitoring
Product (Products). In the Matter of Capital One Bank, (USA) N.A., issued July 18,
2012, http://www.consumerfinance.gov/
pressreleases/cfpb-capital-one-probe/. The
consent order explained that Capital One
advertised the Payment Protection Product
as allowing an enrolled customer to cancel
a credit card balance upon the occurrence
of a triggering event (e.g., unemployment,
sudden disability). The consent order further explained that Capital One advertised
the Credit Monitoring Product as providing a customer with reports, updates, and
monitoring of information reported to a

credit reporting agency as well as coverage for lost wages and expenses caused by
identity theft.
The consent order focused not on Capital
One’s marketing scripts, but instead on
Capital One’s alleged failure to supervise
third-party servicers’ (Servicers) use of
those scripts. As the consent order explained, Capital One required its customers
to activate cards by telephone to the Servicers. If a customer fell within a threshold
of high credit score and/or high credit limit,
the customer’s activation call was brief
and solicitation-free. However, customers
“in the Bank’s subprime portfolio or in its
prime portfolio with an initial credit line of
$5,000 or less” were routed to representatives with a script containing a solicitation
of the Products. The activation calls for this
second class of customers lasted on average between three and four times longer
than the prime portfolio customers.
According to the consent order, the
Servicers “frequently engaged in improper
sales practices, deviating from the script’s
instructions or misinterpreting the [S]
cripts in explaining the products, their
terms and eligibility.” For example, the
CFPB alleged that the Servicers:
•

Falsely stated or implied that the
Products were not optional, but
were a normal benefit associated
with the credit card, and that the
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Products were free or that customers could avoid fees by making
timely payments.
•

Falsely stated or implied that
customers need not be employed or
capable of working to be eligible
for benefits.

•

Misled customers into thinking that
buying the Products would improve
their credit scores and their eligibility for a higher credit limit.

•

Misled customers into thinking the
Product would be activated automatically if the customer missed a
payment, without penalty or cost.

•

Withheld additional information
unless the customer first purchased
the Products.

•

Misrepresented statistics, such as
“identity theft is the number one
crime,” and misinformed customers that they would have access
to “federally certified agents,” in
order to sell the Credit Monitoring
Products.

•

Failed to obtain consent from the
customers before activating the
Products.

•

Aggressively rebutted customers’
cancellation calls, including by
repeating the incorrect statements
described above.

The CFPB concluded that Capital One’s
(through the Servicers’) conduct was
“false and misleading” and constituted
deceptive marketing acts or practices.
The CFPB immediately banned Capital
One from marketing or selling any of
the Products until the CFPB approved
a rigorous compliance plan to eliminate
the allegedly deceptive acts surrounding
the Products. Among other things, the
consent order:
1.

Prohibits Capital One from directly
or indirectly misrepresenting or
omitting material terms of any offer
related to the Products.
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2.

Imposes a compliance plan requiring Capital One to mail specific
disclosures to customers within
three business days after purchase
of a Product, and requires that
Servicers:
a)

Specify the marketing and
sale of the Products during
activation calls, including prohibiting marketing/selling the
Products until after notice that
the activation is complete and
the customer has agreed to an
optional presentation regarding
the Products.

b)

Clearly and prominently assess
a customer’s eligibility for the
Products before charging any
Product fees.

c)

Obtain a customer’s affirmative request or consent to
buy the Product after hearing
disclosures.

d)

Agree to provide additional
Product information to customers upon request, without
requiring the customer purchase the Product first.

3. Requires Capital One to refund
all Product charges to a customer
requesting cancellation of a Product
within 30 days of the first periodic
statement containing a charge for
the Product.
4. Requires Capital One, in the event
of a customer dispute regarding the
purchase of a Product, to immediately cancel the Product and issue a
refund, or investigate the customer’s
consent to the purchase.
5. Prohibits Capital One from trying to
re-sell a Product, if a customer calls
to cancel it.
The monetary relief imposed by the consent
order was substantial. Pursuant to 12 U.S.C.
§5565(a)(2)(C), the CFPB ordered Capital
One to make restitution of Product fees
plus interest, refund finance charges and
over-the-limit fees, and pay claims made by

eligible customers under the Payment Protection Product if the claim was denied for
the customer’s actual ineligibility at the time
of registration. In total, the restitution totaled
approximately $140 million. The consent
order also imposed a $25 million penalty,
pursuant to 12 U.S.C. §5565(c).
The CFPB was not the only regulator to
weigh in. The Office of the Comptroller of
the Currency (OCC) charged Capital One
with a $150 million restitution demand
(payment of which would also constitute
payment of the CFPB’s restitution order)
and imposed a separate penalty of $35
million, pursuant to the Federal Deposit
Insurance Act, 12 U.S.C. §1818(i)(2).
In the Matter of Discover Bank

The Discover Bank consent order resulted
from a joint action of the CFPB and FDIC
and revolved around the scripts for four
add-on products: (1) Payment Protection,
(2) Identity Theft Protection, (3) Wallet
Protection, and (4) Credit Score Tracker (the
Products). In the Matter of Discover Bank,
issued September 24, 2012, http://www.
consumerfinance.gov/pressreleases/discover-consent-order/. Between December 1,
2007, and August 31, 2011, Discover and its
third-party vendors sold the Products to 4.7
million customers through either affirmative
outbound sales solicitations or incoming
customer service calls or activation calls.
Discover implemented specific scripts to be
used in the calls, as well as scripts to answer
questions about the Products.
The regulators’ charges against Discover resulted from omissions or misleading
implications in the scripts, alleged in the
consent order as:
•

In outbound sales calls, introductory statements falsely implied the
Products were free benefits rather
than for-cost Products.

•

Text asking customers if they
agreed to be “enrolled” in a Product, but omitting that enrollment
equaled consent to buy the Product.

•

Text seeking interest in “enrollment” in a Product before disclosing material terms and conditions.
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•

•

•

Regarding the Payment Protection
Product, text falsely implying that
the customer would receive materials regarding the Product’s material
terms and conditions before being
obligated to pay for the Product.
Text responding to customer questions about comparison-shopping
by falsely stating that the customer
could receive a comprehensive
disclosure regarding the Product
before enrolling in the Products.
Failure to disclose that customers
are not eligible for the Payment
Protection Product if, at the time
of enrollment, the customers were
self-employed, unemployed, employed part-time, or suffering from
a pre-existing medical condition.

The regulators also alleged that telemarketers speed-read mandatory disclosures
such as price and terms and conditions
and downplayed the disclosures, implying to customers that the disclosures were
unimportant. The CFPB and FDIC were
particularly concerned that in many calls,
Discover could charge the customers without even asking for credit card numbers,
since these were existing customers.
The joint consent order imposed restrictions on Discover’s sales calls, numerous
compliance and oversight obligations, and
monetary remedies. For example:
1. In solicitation calls:
a) In outbound sales calls, Discover
must promptly disclose at the
outset that the call relates to an
“optional Product”; on inbound
calls, Discover must make the
same disclosure after beginning
discussion of a Product.
b) Prior to purchase, Discover must
clearly disclose the cost of the
Product, the frequency of charges,
how the fee is calculated, the
specifics of when the fee will be
charged, and all material terms
and conditions.
c) Discover must clearly disclose
material restrictions on eligibility
for benefits.
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d) The customer must affirmatively
acknowledge that the Products are
optional and the customer wishes
to purchase the Product.
2. After the customer agrees to purchase a Product, Discover must
clearly disclose:
a) That the customer has purchased
the Product.
b) That the customer will be charged
within two billing cycles, but no
sooner than 15 days from the purchase date and that the charge will
appear on the billing statement.
c) The cancellation policy and the
telephone number to cancel the
Product.
d) The refund policy, including timeframe to cancel without a fee.
3. Discover cannot require purchase of
a Product before Discover will transmit information containing material
conditions, benefits, and restrictions
of the Product upon purchase of the
Product.
4. Discover may not market the Products during an activation call unless,
prior to the marketing, Discover
informs the customer that activation
is complete, informs the customer
that listening to the sales pitch is
optional, and informs the customer
that card activation is not contingent
upon purchasing the Product.
5. If a customer calls to cancel or
dispute enrollment in a Product,
Discover “shall immediately agree
to cancel the Product,” stop charging
any fee for the Product, and “not attempt to re-sell the Product” during
that same call.
6. Discover must implement a comprehensive Compliance Management System within 60 days of the
consent order.
Similar to the Capital One consent order,
the CFPB and FDIC imposed substantial
monetary remedies against Discover. Discover was ordered to provide restitution to
all customers who purchased the Products,

and refund or credit customers at least 90
days’ worth of fees. In total, the restitution amount was at least $200 million.
Pursuant to 12 U.S.C. §1818(i)(2) and 12
U.S.C. §5565(c), the FDIC and CFPB respectively also imposed penalties against
Discover in the amount of $14 million.
American Express Affiliated
Companies

The CFPB – alone and in concert with
other regulators – issued three separate
consent orders against American Express affiliated companies, each relating
to alleged deceptive marketing practices: American Express Centurion Bank
(AECB), American Express Bank, FSB
(AEBFSB), and American Express Travel
Related Services Company, Inc. (AETR).
In the Matter of American Express
Centurion Bank; In the Matter of American Express Bank, FSB; In the Matter of
American Express Travel Related Services
Company, Inc.; issued October 1, 2012,
http://www.consumerfinance.gov/pressreleases/cfpb-orders-american-expressto-pay-85-million-refund-to-consumersharmed-by-illegal-credit-card-practices/.
AECB Action

Against AECB, the CFPB joined forces
with the FDIC to target allegedly deceptive debt collection practices and deceptive solicitations for the American Express
Blue Sky credit card program. The regulators also alleged violations of the Credit
CARD Act, the Truth in Lending Act, the
Fair Credit Reporting Act, and the Equal
Credit Opportunity Act.
The regulators principally targeted
three allegedly deceptive acts or practices.
First, they alleged that AECB deceptively
persuaded defaulted customers to pay old
debts by misrepresenting that settlement
of the debts would be reflected on the
customer’s credit report and that payment
would improve the customer’s credit score
– in fact, those particular debts were too
old to be reported to a consumer reporting
agency anyway. Second, the regulators
alleged that AECB issued misleading debt
settlement letters indicating that, after
settlement, the customer’s remaining debt
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would be “waived” or “forgiven” – in fact,
AECB would not process any future credit
or applications for the customer until the
entire balance was paid in full, facts that
were not disclosed prominently enough.
Third, the regulators alleged that AECB
marketed the Blue Sky credit card with direct mailings that listed a “$300 bonus Offer” and/or “22,500 bonus points – receive
a bonus $300,” or “22,500 bonus points
– earn a bonus $300.” In fact, customers
qualifying for the bonus only received the
points, not the money.
Regarding the debt collection activities,
the consent order required AECB to clearly
and prominently disclose to debtors how
long the law permits a debt to be reported
to a credit reporting agency and that payment/non-payment of the particular debts
would not affect the customer’s credit
score. The CFPB additionally defined what
it deems to be a “clear and prominent”
disclosure, including among other things
a requirement that disclosures be made on
the first page of multi-page documents.
Regarding the Blue Sky program, the
consent order required AECB to “take all
action necessary” to revise solicitations
(oral or written) relating to the rebate and
points benefits and to disclose clearly and
prominently all material conditions, benefits, and restrictions of the offers.
The consent order also imposed significant monetary remedies. The order required
AECB to make restitution in a total amount
of at least $75 million to all customers
affected by the various violations in the
consent order (including the TILA, FCRA,
and ECOA claims). The restitution includes
(1) AECB’s reimbursement to customers
of payments made in response to deceptive
debt collection activities plus 1.3 percent interest, as well as payment of $100
and possible additional interest, and (2)
AECB’s payment of $300 to each customer
who opened a Blue Sky account after receiving the allegedly deceptive solicitation.
Additionally, the consent order imposed a total civil money penalty of $7.8
million, with payment to be split equally
between the United States Treasury and to
the CFPB.
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AEBFSB Action

The CFPB charged AEBFSB with the
same alleged misconduct that was the subject of the AECB consent order relating
to deceptive debt collection practices. In
addition to the alleged UDAAP violation,
the CFPB charged AEBFSB with violations of the Truth in Lending Act, Credit
CARD Act, and Fair Credit Reporting Act.
The CFPB ordered AEBFSB to comply
with the same remedies as those imposed
upon AECB regarding allegedly deceptive
debt collection practices.
Additionally, the consent order imposed
restitution in a total amount of at least $10
million to all customers affected by the
various alleged violations in the consent
order, including AEBFSB’s reimbursement of payments made in response to the
allegedly deceptive debt collection activities plus 1.3 percent interest as well as
payment of $100 and possible additional
interest. Further, the CFPB imposed a
total civil money penalty of $1.2 million.
Separately, the OCC imposed restitution
upon AEBFSB in an estimated amount of
$6 million (which “will also satisfy identical payment obligations required by the
CFPB”), and an additional civil penalty of
$500,000.
AETR Action

AETR is a parent company to AECB and
AEBFSB, and also “marketed, processed,
and serviced” the credit card portfolios of
AECB and AEBFSB. The CFPB charged
AETR with the same alleged violations
as those charged against its subsidiaries
because AETR “developed, managed, and
administered marketing and promotional
programs” for AECB and AEBFSB.
Additionally, for the consumer credit
cards that AETR operated itself, the CFPB
charged AETR with the same deceptive
debt collection activities as those charged
against AECB and AEBFSB.
The CFPB directed AETR to conform
to the compliance directives issued in the
AECB and AEBFSB consent orders, and
ordered AETR to prepare a Restitution
Plan for consumers affected by the allegedly improper activities. Additionally, the

CFPB charged AETR a civil penalty of $9
million and prohibited AETR from seeking indemnification of that amount from
any third party.
Separately, pursuant to 12 U.S.C.
§1818(i)(2), the Federal Reserve imposed
a $9 million civil money penalty jointly
against AETR and the holding company
American Express Company for the same
conduct described in the CFPB enforcement action.
Conclusion

These three out-of-the-gate, high-profile
consent orders signaled the CFPB’s intentions to vigorously exercise its UDAAP
authority and to ensure that financial sector participants take notice. The monetary
punishments are noteworthy, of course.
But companies within the CFPB’s authority should also note that the compliance
programs imposed by the consent orders
are comprehensive and onerous, and that
the CFPB is going to hold companies
responsible for UDAAP violations by
third-party servicers – companies can
send the marketing work to third-parties
but cannot unload the associated UDAAP
duties. Although one cannot predict the
CFPB’s future plans, companies within
the CFPB’s jurisdiction are wise to study
the recent past and adjust their practices
accordingly.
Steven Forry is a partner at Ice Miller
LLP in Columbus, Ohio.
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Preparing for CFPB Examinations
By Eric J. Mogilnicki

The Consumer Financial Protection Bureau
(the Bureau) was created to ensure that
financial institutions became more focused
on their compliance with federal consumer
protection law. In less than three years, the
Bureau has succeeded in meeting this goal.
However, while the CFPB’s enforcement
actions and regulations have received the
most attention in the media, the heart of
the Bureau’s success has been in the more
prosaic and private work of supervision
and examination. This article describes the
CFPB’s examination authority and activities and the legal issues raised by this new
examination legal regime.
CFPB Examination Authority and
Process

Under the Dodd-Frank Wall Street Reform
and Consumer Protection Act of 2010
(Dodd-Frank Act), the CFPB has the
authority to conduct examinations of: (1)
banks, savings associations, and credit
unions with assets of over $10 billion
(“large depository institutions”); (2)
consumer mortgage companies, payday
lenders, and private education lenders; (3)
any “larger participant” in a market for
consumer financial products or services;
and (4) anyone who engages in “conduct
that poses risks to consumers with regard
to the offering or provision of consumer
financial products and services.” While
the first two categories are largely selfexplanatory, the identification of “larger

participants” and “conduct that that poses
risks to consumers” are left to the Bureau’s definition.
The examination process to which these
financial entities are subject is markedly
similar to that of the traditional bank
regulators. As the Bureau’s Supervision
and Examination Manual makes clear, the
CFPB will generally:
•

provide 30–60 days of notice prior
to the on-site examination;

•

request documents before, during,
and after the examination;

•

interview key employees;

•

close the examination by providing
an examination report accompanied
by a compliance rating from one
(highest) to five (lowest); and

•

communicate supervisory concerns
that require correction, and in some
cases may form the basis for an
enforcement action.
CFPB Supervision and Examination Manual
2.0 (Oct. 31, 2012), available at http://files.
consumerfinance.gov/f/201210_cfpb_supervision-and-examination-manual-v2.pdf.
This process is familiar to banks – but
quite foreign to many of the nonbanks
supervised by the Bureau.
However, the focus of CFPB examinations is quite different from traditional
bank examinations. The CFPB’s focus is

on the consumer experience, rather than
safety and soundness. As Director Cordray
himself explained:
We have a somewhat different approach
here. . . . We are now examining institutions for how they treat consumers. It’s
not about the institution itself. It’s about
the impact on consumers. It’s almost as
though you take your traditional examination mode and you take that examiner
and turn them around 180 degrees to
look back at the public and how they’re
affected rather than solely at the potential impact on the institution.
This consumer-centered approach is
reflected in the CFPB’s Examination
Manual, which explains the CFPB “will
focus on an institution’s ability to detect,
prevent, and correct practices that present
a significant risk of violating the law and
causing consumer harm.”
Not only do CFPB examinations have a
new focus, but they involve building new
relationships between Bureau examinations and the financial institutions they examine. In an ongoing supervisory relationship, both the regulator and the regulated
become familiar with each others’ policies
and processes. Similar relationships will
grow over time between CFPB examiners
and the financial institutions they supervise. In the meantime, however, most
Bureau examinations have started with
a blank slate, and therefore may involve
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questions or criticism of practices that
have long been known and accepted by
the prudential regulators.
Regulatory Coordination

Bureau examinations pose a risk of regulatory overload at financial institutions,
which may be required to respond to multiple examinations. The Dodd Frank Act
recognized this issue, and requires that the
CFPB coordinate its supervisory activities with the supervisory activities of the
prudential regulators and the state bank
regulatory authorities. Such coordination
includes consultation regarding examination schedules, as well as the Bureau’s
use of existing examination reports and
public information “to the fullest extent
possible.” In keeping with that statutory
mandate, the CFPB has entered into a
Memorandum of Understanding (MOU)
with the Federal Reserve, the Federal Deposit Insurance Corporation, the Office of
the Comptroller of the Currency, and the
National Credit Union Administration addressing the coordination requirements of
the Dodd-Frank Act. Memorandum of Understanding on Supervisory Coordination
(May 16, 2012), available at http://files.
consumerfinance.gov/f/201206_CFPB_
MOU_Supervisory_Coordination.pdf.
The MOU includes guidelines for the
coordination of simultaneous examinations, and processes for inter-agency
information sharing, including:
•

the designation by the CFPB and
prudential regulators of a point of
contact for purposes of information
sharing and coordination;

•

the coordination of supervision of
institutions on both an ongoing and
point-in-time basis;

•

the sharing of drafts of reports of
examination and related supervisory information prior to issuing final
reports of examination; and

•

consideration by the CFPB and
the prudential regulators of any
concerns raised by the other agency
during the covered examination.
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If a covered institution prefers, it may
request that examinations by the CFPB
and prudential regulators be conducted
separately. The institution must provide
adequate notice regarding its request.
Such requests will remain in effect until
the next time the CFPB and the applicable
prudential regulator plan a simultaneous
exam, unless the institution requests a
longer time period.
The MOU also provides for the CFPB
and bank regulators to separately execute
confidentiality MOUs, and that the CFPB
and bank regulators will share material
supervisory information (including supervisory letters, supervisory actions, reports
of exam, and other material supervisory
information). However, the MOU also
provides that “in accordance with Section 1025(a)(3) of the Dodd-Frank Act,
and for purposes of minimizing regulatory burden, the CFPB will, to the fullest
extent possible, use reports pertaining to
a Covered Institution that have been provided or required to have been provided to
a Federal or State agency, and information
that has been reported publicly.”
Legal Issues in the Examination
Process

Unsurprisingly, the Dodd Frank Act did not
resolve every legal issue relating to the CFPB’s examination authority. One open legal
issue is the scope of the CFPB’s authority
to require the production of documents.
The Dodd Frank Act granted the CFPB the
authority to “require reports and conduct
examinations” on covered entities to “(1)
assess compliance with consumer financial laws; (2) obtain information to assess
compliance systems or procedures; and (3)
detect risks to consumers and markets for
consumer financial products or services.”
This language appears to indicate that the
CFPB’s authority is limited to documents
that bear on consumer financial laws and
related concerns.
However, the Bureau has taken the position that it has essentially unlimited access
to documents held by a regulated entity. In
a January 4, 2012, Guidance Bulletin, the
Bureau noted that the Bureau exercises its

examination authority only for the “certain purposes” listed above, but explained
that those purposes did little to limit its
authority:
The supervisory process is based on the
supervisor’s full and unfettered access
to information, and the supervisor is
entitled – indeed, duty bound – to ensure that it thoroughly understands the
institution in question and has access to
all information that, in its independent
judgment, may bear on its supervisory
responsibilities.
CFPB Bulletin 12-01, The Bureau’s
Supervision Authority and Treatment of
Confidential Supervisory Information
(Jan. 4, 2012).
In the same Guidance Bulletin, the
Bureau make clear that it alone will
determine whether a document request is
within its authority:
Once the Bureau has issued a request
that it has determined serves one or
more purposes, supervised institutions
are required to provide all documents
and other information responsive to the
request. Supervised institutions may not
selectively withhold responsive documents based on their judgment that such
materials are not necessary to the Bureau’s execution of its responsibilities or
that other materials would be sufficient
to suit the Bureau’s needs.
As for any entity that resists a Bureau
demand for documents, the Bureau notes:
Failure to provide information required
by the Bureau is a violation of law for
which the Bureau will pursue all available remedies. See 12 U.S.C. §§ 5536(a)
(2), 5565.
A related legal issue was posed by the
question of whether documents subject to
the attorney-client privilege would remain
privileged if they were shared with the
CFPB during an examination. The Bureau
has consistently taken the position that
no such waiver would occur. However,
this position was problematic because,
inter alia, the CFPB was not included
in the provisions of the Federal Deposit
Insurance Act (12 U.S.C. §§ 1821(t) and
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1828(x)) preserving privilege for materials provided to, or shared among, banking regulators. Indeed, the American
Bar Association took the position that
the absence of such statutory language
left open the prospect of a waiver. See
American Bar Association Letter, In Re:
Bureau of Consumer Financial Protection
Proposed Rule on Confidential Treatment
of Privileged Information; Docket No.
CFPB-2012-0010; RIN 3170-AA 20, 77
Fed. Reg. 15286 (Mar. 15, 2012), American Bar Association (Apr. 12, 2012).
This risk of waiver was particularly
high for nonbank financial institutions.
The Bureau’s argument for non-waiver
relied in part on the Bureau inheriting
the non-waiver protection that existed
between bank regulators and banks. However, there was no pre-existing waiver
protection for the Bureau to inherit when
it came to nonbanks.
Any lack of privilege protection for materials submitted to the CFPB also created
concerns of inconsistent regulation across
financial institutions. Smaller financial
institutions were able to continue to share
privileged materials with their consumer
protection examiner without a risk of
waiver, under 12 U.S.C. § 1828(x), while
the larger institutions examined by the
CFPB faced the uncertainty noted above.
In an effort to resolve the issue, on
March 15, 2012, the CFPB issued a
proposed rule providing that the submission by any person of information to
the Bureau in the course of the Bureau’s
supervisory or regulatory processes
would not waive or otherwise affect any
privilege. The proposed rule also clarified
that the Bureau’s provision of privileged
information to another federal or state
agency would also not waive any applicable privilege. On July 5, 2012, the
CFPB adopted the proposed rule. Nonetheless, concerns regarding the validity of
the Bureau’s position on privilege waiver
remained until December 20, 2012, when
President Obama signed legislation that
added the CFPB as an enumerated agency
under Sections 1821(t) and 1828(x).
However, this privilege waiver legislation did not address the baseline issue
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of whether the CFPB has the authority
to require the production of privileged
documents. The ABA letter noted above
questioned the CFPB’s assertion that it
and the prudential regulators could require
production of privileged documents. The
letter also noted that although banks often
produce privileged materials to banking
agencies, “the ABA is not aware of any
reported Federal appellate court case holding that Federal banking regulators – or
any other Federal agencies – can require
production of privileged materials, nor do
the Federal banking statutes contain such
authority.” For its part, the Bureau continues to adhere to the position that it can
compel privileged information pursuant to
its supervisory authority.
While some have raised concerns that
the CFPB will view the newly enacted
privilege protections as an invitation to request privileged materials, the Bureau has
made repeated assurances that it will take
a careful approach to requesting privileged materials, including that it will:
•

request privileged materials only
when the underlying “information is material to its supervisory
objectives” and only when it “cannot practicably obtain the same
information from non-privileged
sources;

•

give “due consideration” to any
“request[] to limit the form and
scope of any supervisory request
for privileged information;

•

make only “supervisory requests”
for privileged information to
advance only “supervisory objectives,” meaning that requests for
privileged materials will not be
made in enforcement contexts; and

•

“not routinely share confidential
supervisory information with
agencies that are not engaged in
supervision” and that it will “only
in very limited circumstances”
share such information “with law
enforcement agencies, including
State Attorneys General.” Confidential Treatment of Privileged

Information at 39619-21.
Going forward, the CFPB should also
clarify unresolved questions, including
•

when, if ever, it will request
privileged materials reflecting the
advice or work product of outside
counsel in an adversarial proceeding, such as civil litigation; and

•

when, if ever, it will seek materials
relating to self-testing by supervised institutions.

There are additional reasons for the CFPB
to consider limiting its requests for privileged material. First, the attorney-client
privilege (and work-product protections)
are designed to encourage institutions
from seeking legal advice. Frequent
requests by the CFPB for privileged materials could chill institutions from seeking
the guidance of counsel, to the detriment
of the institutions and consumers alike.
Second, any overreaching by the CFPB
with respect to privileged materials could
lead to litigation that would force a court
to decide whether the CFPB may compel
the production of such materials.
Finally, the CFPB’s examinations
have also diverged from traditional bank
examinations by including enforcement
attorneys. While this practice is apparently
intended to increase the agency’s efficiency (by allowing examiners to understand
the role of enforcement, and enforcement
attorneys to understand the examination
process), it has raised concerns that the
presence of enforcement attorneys will
have a chilling effect on the supervisory
process by causing institutions to be less
willing to share information freely with
the agency.
In November of 2012, the CFPB Ombudsman noted concerns with this practice
in its first annual report, and recommended
that (1) the CFPB review implementation
of the policy; and (2) until that review is
complete, the CFPB should establish ways
to clarify the Enforcement Attorney role in
practice at the supervisory examination. To
date, the CFPB has not responded to the
report’s recommendations.
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Conclusion

The CFPB’s examination authority has
already succeeded in sharpening the
focus of financial institutions on their
compliance with consumer law. Indeed,
that improvement has often occurred
well before the CFPB examiners arrive,
as banks and others subject to this new
examination authority have re-examined
their policies and procedures in an effort
to anticipate any potential concerns. While
the first few rounds of examinations have
identified legal issues and the need for
better communication and coordination,
they have also begun the process of building constructive, long-term relationships
between financial institutions and their
new regulator.
Eric J. Mogilnicki is a partner at Wilmer
Cutler Pickering Hale and Dorr LLP in
Washington, D.C.
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The Future of Tribal Lending Under
the Consumer Financial Protection Bureau
By Hilary B. Miller
Some Indian tribes – particularly impecunious tribes located remotely from population centers, without sufficient traffic to
engage profitably in casino gambling
– have found much-needed revenue from
consumer lending over the Internet.
In a typical model, the tribe forms a
tribal lending entity (TLE) that is financed
by a third party. The TLE then makes
loans over the Internet to consumers
nationwide, usually on terms that are unlawful under the internal laws of the states
where the borrowers reside. Because the
TLE is deemed an “arm” of the tribe, the
TLE benefits from the tribe’s sovereign
immunity. As a result, the TLE may be
sued only under very limited circumstances; and, perhaps even more importantly,
the TLE is exempt from most state-court
discovery intended to unearth the economic relationship between the TLE and
its non-tribal financier.
Because this model has, at least to date,
provided a relatively bulletproof means
to circumvent disparate state consumerprotection laws, the model has attracted
Internet-based payday and, to a lesser
extent, installment lenders. Although data
are spotty, it is likely the fastest-growing
model for unsecured online lending. Tribal
sovereign immunity renders this model the
preferred legal structure for online lenders
desirous of employing uniform product
pricing and terms nationwide, including
for loans to borrowers who reside in states

that prohibit such lending entirely.
The tribal model is increasingly being adopted by online lenders who had
formerly employed other models. Yet
the legal risks of the model to those who
would “partner” with TLEs are rarely
emphasized.
Introduction to the Tribal Model

Payday loans are designed to assist financially constrained consumers in bridging
small ($100 to $1,000) cash shortages between loan origination and the borrower’s
next payday. The permitted interest rates
for such loans, where they are allowed,
are high – generally in the APR range of
400 percent. Such permitted rates are,
perhaps incredibly, less than the economic
equilibrium price for such credit. A borrower who desires to extend a loan, or
who is unable to repay a loan on the due
date, may refinance, or “roll over,” the
loan. State laws and the “best practices”
of the storefront payday lenders’ trade association frequently limit such “rollovers”
and permit a borrower with payment
difficulties to demand an interest-free
extended repayment plan.
TLEs are customarily tribally chartered.
In the best embodiment, the TLEs have
offices on tribal lands, operate paydayloan-decisioning computer servers there,
and employ tribal personnel in various
stages of the loan-origination process.
But TLEs generally make extensive use

of non-tribal subcontractors and typically
receive substantially all of their financing
from non-tribal financiers. As a result,
the economic benefits of TLEs’ lending
operations frequently flow primarily to the
financiers and not to the tribes.
The principal benefit of the tribal model
to the TLE is the ability to charge – at
least to date, with relative impunity –
market rates for payday loans, typically
in excess of $20 per $100 advanced for a
two-week loan (equivalent to an APR of
520 percent). These rates generally exceed
permissible charges in borrowers’ states.
Thirty-two states permit payday loans
to their residents, but in most cases with
maximum finance charges of $15 or less;
the remaining states and the District of
Columbia have applicable usury laws that
either expressly or impliedly bar payday
lending altogether.
Because TLEs deem themselves exempt
from compliance with all borrower-state
laws, a TLE engaged in payday lending
usually charges a single rate nationwide
and generally does not comply with
state-law limitations on loan duration or
rollovers. Online lenders generally seek
to comply with federal laws applicable to
consumer loans (e.g., TILA and ECOA).
Commercial payday lenders have entered into collaborations with Indian tribes
in order to seek to benefit from the tribes’
sovereign immunity. As noted above, in
many cases the non-tribal participant may
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preponderate in the finances of the TLEs,
causing regulators and some scholars to
call into question the bona fides of the arrangements. The popular press often refers
to these arrangements as “rent-a-tribe”
ventures, similar to the “rent-a-bank”
payday lending ventures formerly in use
until the latter were effectively ended by
federal bank regulators in 2005.
Following President Obama’s putative
recess appointment on January 4, 2012,
of Richard Cordray as director of the
Consumer Financial Protection Bureau
(CFPB) – thereby enabling supervision of
non-depository institutions – the CFPB
is likely to subject the tribal model to
increased scrutiny.
Tribal Sovereign Immunity

Indian tribes were sovereign nations prior
to the founding of the United States. Thus,
rather than grant sovereignty to tribes,
subsequent treaties and legislative and
juridical acts have served to recognize this
inherent preexisting sovereignty. Because
they are separate sovereigns, recognized
Indian tribes are subject to suit only under
limited circumstances: specifically, when
the tribe has voluntarily waived its immunity, or when authorized by Congress.
Kiowa Tribe of Oklahoma v. Manufacturing Tech., Inc., 523 U.S. 751, 754 (1998).
The extent of immunity is governed
largely by the Supreme Court’s decision
in California v. Cabazon Band of Mission
Indians, 480 U.S. 202 (1987). Concepts
of tribal immunity have been addressed
extensively in prior articles and will not be
belabored here. In brief summary, state and
local laws may be applied to on-reservation
activities of tribes and tribal members only
under very limited circumstances generally
inapplicable to tribal lending.
As recent examples of these principles,
the appellate courts of California and Colorado were confronted with the assertion
that tribal sovereign immunity prevents
the use of state-court discovery methods
to determine whether a tribe-affiliated
Internet payday lender had a sufficient
nexus with the tribe to qualify for sovereign immunity and, secondarily, to pursue
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of the TLEs almost certainly cannot assert
tribal immunity. The principal risk to such
financiers is recharacterization as the “true”
lender in one of these arrangements.
Pre-CFPB Federal Regulation of
Payday Lending

Prior to the enactment of the Dodd-Frank
Act (the Act), federal enforcement of
Online/Tribal Lending
substantive consumer lending laws against
9:00 PM – 10:30 PM,
non-depository payday lenders had generFriday, April 05, 2013
ally been limited to civil prosecution by the
International Ballroom East,
Federal Trade Commission (FTC) of unfair
Concourse Level,
and deceptive acts and practices (UDAP)
Washington Hilton Hotel
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proscribed by federal law. Although it
Services Subcommittee
could be argued that unfair practices were
involved, the FTC did not pursue state-law
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usury or rollover violations. Because of the
Native America: Culture,
relative novelty of the tribal lending model,
Business, and the Law
and perhaps more importantly because of
(Mini-theme)
the propensity of FTC defendants to settle,
Volume 18, Number 2:
there are no reported decisions regarding the
November/December 2008
FTC’s assertion of jurisdiction over TLEs.
Regulating the Subprime
The FTC’s most public (and perhaps its
Market: Finding the Right Balance
first) enforcement action against a purported
By Michael C. Tomkies
tribal-affiliated payday lender was not filed
Volume 17, Number 6
until September 2011, when the FTC sued
July/August 2008
Lakota Cash after Lakota had attempted to
garnish consumers’ wages without obtaining
discovery of the alleged sham relationship a court order, in order to collect on payday
between the TLE and its financial backer. loans. The FTC alleged that Lakota had
illegally revealed consumers’ debts to their
Relying in each case on the Supreme
Court’s determination that tribal sovereign employers and violated their substantive
immunity prevents compelled production rights under other federal laws, including
those relating to electronic payments. The
of information to assist a state in investigating violations of and enforcing its laws, case, as with nearly all of the other FTC
payday-lending-related cases, was promptly
both of those courts denied meaningful
settled. Thus, it provides little guidance to
discovery.
Sovereign immunity applies not only to inform future enforcement actions by the
FTC or the CFPB.
tribes themselves but also to entities that
are deemed “arms” of the tribe, such as
The Looming Battle Over CFPB
tribally chartered TLEs.
Authority
Because the immunity of TLEs is
Article X of the Act created the Consumer
substantially beyond cavil, the “action”
Financial Protection Bureau with plenary
in litigation over the tribal model has
supervisory, rulemaking and enforcement
moved on from the tribes and their “arms”
authority with respect to payday lenders. The
to non-tribal financiers, servicers, aiders,
Act does not distinguish between tribal and
and abettors. Discovery of the details of
non-tribal lenders. TLEs, which make loans
the financial relationships between TLEs
to consumers, fall squarely within the definiand their financiers has been a key aim of
tion of “covered persons” under the Act.
these state-court proceedings by regulaTribes are not expressly exempted from the
tors, since the non-tribal “money partners”
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provisions of the Act when they perform
consumer-lending functions.
The CFPB has asserted publicly that
it has authority to regulate tribal payday
lending. Nevertheless, TLEs will certainly
argue that they should not fall within the
ambit of the Act. Specifically, TLEs will
argue, inter alia, that because Congress
did not expressly include tribes within
the definition of “covered person,” tribes
should be excluded (possibly because
their sovereignty should permit the tribes
alone to determine whether and on what
terms tribes and their “arms” may lend to
others). Alternatively, they may argue a
fortiori that tribes are “states” within the
meaning of Section 1002(27) of the Act
and thus are co-sovereigns with whom supervision is to be coordinated, rather than
against whom the Act is to be applied.
In order to resolve this inevitable
dispute, courts will look to established
principles of law, including those governing when federal laws of general application apply to tribes. Under the so-called
Tuscarora-Coeur d’Alene cases, a general
federal law “silent on the issue of applicability to Indian tribes will . . . apply to
them” unless: “(1) the law touches ‘exclusive rights of self-governance in purely
intramural matters’; (2) the application
of the law to the tribe would ‘abrogate
rights guaranteed by Indian treaties’; or
(3) there is proof ‘by legislative history or
some other means that Congress intended
[the law] not to apply to Indians on their
reservation . . . .’”
Because general federal laws governing consumer financial services do not
affect the internal governance of tribes or
adversely affect treaty rights, courts seem
likely determine that these laws apply
to TLEs. This result seems consistent
with the legislative objectives of the Act.
Congress manifestly intended the CFPB
to have comprehensive authority over
providers of all kinds of financial services,
with certain exceptions inapplicable to
payday lending. Indeed, the “leveling of
the playing field” across providers and
distribution channels for financial services
was a key accomplishment of the Act.
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Thus, the CFPB will argue, it resonates
with the purpose of the Act to extend the
CFPB’s rulemaking and enforcement
powers to tribal lenders.
This conclusion, however, is not the
end of the inquiry. Since the principal
enforcement powers of the CFPB are to
take action against unfair, deceptive, and
abusive practices (UDAAP), and assuming, arguendo, that TLEs are fair game,
the CFPB may have its enforcement hands
tied if the TLEs’ only misconduct is usury.
Although the CFPB has virtually unlimited
authority to enforce federal consumer lending laws, it does not have express or even
implied powers to enforce state usury laws.
And payday lending itself, without more,
cannot be a UDAAP, since such lending
is expressly authorized by the laws of 32
states: there is simply no “deception” or
“unfairness” in a somewhat more pricey
financial service offered to consumers on
a fully disclosed basis in accordance with
a structure dictated by state law, nor is it
likely that a state-authorized practice can
be deemed “abusive” without some other
misconduct. Congress expressly denied
the CFPB authority to set interest rates, so
lenders have a powerful argument that usury violations, without more, cannot be the
subject of CFPB enforcement. TLEs will
have a reductio ad absurdum argument: it
simply defies logic that a state-authorized
APR of 459 percent (permitted in California) is not “unfair” or “abusive,” but that
the higher rate of 520 percent (or somewhat
more) would be “unfair” or “abusive.”
Some Internet-based lenders, including TLEs, engage in specific lending
practices that are authorized by no state
payday-loan law and that the CFPB may
ultimately assert violate pre-Act consumer
laws or are “abusive” under the Act.
These practices, which are by no means
universal, have been alleged to include
data-sharing issues, failure to give adverse
action notices under Regulation B, automatic rollovers, failure to impose limits
on total loan duration, and excessive use
of ACH debits collections. It remains to
be seen, after the CFPB has concluded
its research with respect to these lenders,

whether it will conclude that these practices are sufficiently harmful to consumers
to be “unfair” or “abusive.”
The CFPB will assert that it has the
power to examine TLEs and, through the
examination process, to ascertain the identity of the TLEs’ financiers – whom state
regulators have argued are the real parties
in interest behind TLEs – and to engage
in enforcement against such putative real
parties. This information may be shared by
the CFPB with state regulators, who may
then seek to recharacterize these financiers
as the “true” lenders because they have the
“predominant economic interest” in the
loans, and the state regulators will also be
likely to engage in enforcement. As noted
above, these non-tribal parties will generally not benefit from sovereign immunity.
The analysis summarized above suggests that the CFPB has examination
authority even over lenders completely
integrated with a tribe. Given the CFPB’s
announced intention to share information
from examinations with state regulators,
this scenario may present a chilling prospect for TLEs.
To complicate planning further for
the TLEs’ non-tribal collaborators, both
CFPB and state regulators have alternative means of looking behind the tribal
veil, including by conducting discovery of
banks, lead generators and other service
providers employed by TLEs. Thus,
any presumption of anonymity of TLEs’
financiers should be discarded. And state
regulators have in the past proven entirely
willing to assert civil claims against nonlender parties on conspiracy, aiding-andabetting, facilitating, control-person or
similar grounds, without suing the lender
directly, and without asserting lenderrecharacterization arguments.
The Future

Given the likelihood of protracted litigation regarding the CFPB’s authority over
TLEs, it is not unthinkable that the CFPB
will assert that authority in the near future
and litigate the issue to finality; the CFPB
cannot be counted on to delay doing so
until it has concluded its economic re-
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search with respect to payday lending (in
which TLEs cannot be expected to rush
to cooperate) or until litigation over the
recess appointment of Director Cordray
has been resolved.
TLEs, anticipating such action, will
wish to consider two distinct strategic
responses. On the one hand, hoping to
insulate themselves from direct attacks by
the CFPB under the “unfair” or “abusive”
standards, TLEs might well amend their
business practices to bring them into line
with the requirements of federal consumer-protection laws. Many TLEs have
already done so. It remains an open question whether and to what extent the CFPB
may seek to employ state-law violations
as a predicate for UDAAP claims.
On the other hand, hoping to buttress their immunity status against state
attacks (possibly arising from shared
CFPB-generated information about their
relationships with tribes), TLEs might
well amend their relationships with their
financiers so that the tribes have real
“skin in the game” rather than, where applicable, the mere right to what amounts
to a small royalty on revenue.
There can be no assurance that such
prophylactic steps by TLEs will serve
to immunize their non-tribal business
partners. As noted below with respect to
the Robinson case, the “action” has moved
on from litigation against the tribes to
litigation against their financiers. Because
the terms of tribal loans will remain illegal
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under borrower-state law, non-tribal parties
who are deemed to be the “true” lendersin-fact (or even to have conspired with, or
to have aided and abetted, TLEs) may find
themselves exposed to significant liability.
In the past, direct civil proceedings against
“true” lenders in “rent-a-bank” transactions
have proven fruitful and have resulted in
substantial settlements.
To be clear, state regulators do not need
to join TLEs as defendants in order to
make life unpleasant for TLEs’ financiers
in actions against such financiers. Instead,
they may proceed directly against the nontribal parties who finance, manage, aid, or
abet tribal lending.
Nor does the private plaintiffs’ class
action bar need to include the tribal parties as defendants. In a recent example, a
putative class plaintiff payday borrower
commenced an action against Scott Tucker,
alleging that Tucker was the alter ego of
a Miami-nation affiliated tribal entity –
omitting the tribal entity altogether as a
party defendant. Plaintiff alleged usury
under Missouri and Kansas law, state-law
UDAP violations, and a RICO count. He
neglected to allege that he had actually paid
the usurious interest (which presumably he
had not), thereby failing to assert an injuryin-fact. Accordingly, since Robinson lacked
standing, the case was dismissed. Robinson
v. Tucker, 2012 U.S. Dist. LEXIS 161887
(D. Kans. Nov. 13, 2012). Future plaintiffs
are likely to be more careful about such
jurisdictional niceties.

In the past, online lenders have been
able to count on some degree of regulatory lassitude, as well as on regulators’ (and
the plaintiff bar’s) inability to differentiate between lead generators and actual
lenders. Under the CFPB, these factors are
likely to fade.
Perhaps the prediction of the CFPB’s
early assertion of authority over TLEs is
misplaced. Nevertheless, it is likely that
the CFPB’s influence over the long term
will cause tribal lending and storefront
lending to converge to similar business
terms. Such terms may not be profitable
for TLEs.
Finally, because the tribal lending
model relies on continued Congressional
tolerance, there remains the possibility
that Congress could simply eliminate this
model as an option; Congress has virtually unfettered power to vary principles of
tribal sovereign immunity and has done so
in the past. While such legislative action
seems unlikely in the current fractious
environment, a future Congress could find
support from a coalition of the CFPB,
businesses, and consumer groups for more
limited tribal immunity.
Hilary B. Miller is a member of Connecticut, New York, and District of Columbia
bars. He practices law in Greenwich,
Connecticut.
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To Check or Not to Check:
New EEOC Enforcement Guidance
on the Use of Criminal History Information
in Making Hiring Decisions
By Jon D. Bible
Although employers used to conduct
criminal background checks of applicants
only for certain positions, e.g., security
guard or day care worker, the practice is
more prevalent now. The Equal Employment Opportunity Commission (EEOC)
recently cited a survey that revealed that
93 percent of employers conduct checks at
least in some instances. Some employers
don’t want anyone with a criminal record
working for them at all, regardless of
the circumstances. Others are concerned
about a problematic employee committing theft or fraud or harming a third party,
which could result in a negligent hiring
claim. This claim might assert that there
were facts that should have alerted the
employer to the need to conduct a check,
which, if it raised red flags, would have
led the employer not to hire the applicant.
That résumé fraud – lying about one’s
background, including whether one has
a criminal record – is so rampant today,
and that the Internet has made it easier
to conduct criminal history checks, are
additional reasons why more employers
are doing so. Although some employers
disqualify only for some offenses and/or
not for those that occurred fairly recently,
some ban the hiring of anyone with a

criminal conviction, or even arrest, record.
At the same time, an employer covered
by Title VII of the 1964 Civil Rights Act
(has at least 15 employees) risks being
sued for disparate treatment or disparate impact discrimination based on its
criminal history policy. Under the former
theory, liability can be imposed for treating people differently based on a protected
trait (race, color, religion, national origin,
or sex), e.g., hiring a white person but
not a Hispanic with comparable criminal
histories. The disparate impact theory
prohibits policies that have a disproportionate impact on a protected group and
are not justified as being job related for
the position and consistent with business
necessity. Because African-Americans and
Hispanics are arrested and convicted more
often than whites, a policy of excluding
applicants with a criminal history could
run afoul of this theory.
Roughly 20 years ago, the EEOC enacted guidelines on how employers could
comply with Title VII in using criminal
history information in making a hiring
decision. In April of 2012, the EEOC
published new Enforcement Guidance
(the Guidance) – the focal point of this
article – that goes beyond anything it had

previously said. After several false starts,
and by a 4–1 vote of the commissioners,
the EEOC acted in recognition of the fact
that its prior policy statements, which
appeared when the Internet was in its
infancy, needed to be updated. That the
EEOC had just months before announced
a $3.13 million settlement with Pepsi Beverages involving charges of discrimination
in its background check policy also, no
doubt, made it believe employers would
welcome fresh, more detailed advice. The
Guidance focuses on race and national origin discrimination, the Title VII protected
classes that the EEOC has decided are
most often implicated in the use of criminal history in employment decisions.
No sooner had the Guidance appeared
than interest groups began protesting it.
The main complaint is that it puts employers in a Catch-22. If employers adhere
to its strictures and do not use criminal
history information in at least some
instances, they risk losses from employee
theft and fraud and in a negligent hiring claim. As well, some states mandate
criminal background checks for certain
positions. But if they ignore the Guidance,
they risk being challenged for disparate
treatment or impact by the EEOC and,
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down the road, a hefty damage award or
settlement. Oddly enough, the Guidance
does not even mention the negligent hiring
conundrum.
The EEOC maintains that its Guidance does not reflect any change in its
fundamental positions on criminal record
exclusions. The differences are that it
discusses disparate treatment and impact
more fully, gives examples of both forms
of discrimination, and better explains
how the EEOC analyzes the “job related
and consistent with business necessity”
standard for criminal record exclusions.
In one of its most controversial statements, the Guidance provides that federal
laws that restrict employing people with
certain records afford a defense to a Title
VII claim but that state and local laws are
preempted if they permit any act which
would be unlawful under Title VII. Thus,
if an employer adopts an exclusionary
policy to comply with state or local law, it
is not shielded from liability if the policy
does not meet the job-related standard;
stated differently, an employer could violate Title VII, as construed by the EEOC,
if it rejects someone based on a criminal
history background check required by
state or local law.
The Guidance also notes that the
Uniform Guidelines on Employee Selection Procedures provides that employers
should maintain information on the adverse impact of their employment selection procedures, and that if an employer
fails to do so, the EEOC may draw an
inference of adverse impact of the selection process.
Excluding its 167 often lengthy footnotes, the Guidance is over 20 pages long.
The first few pages provide background:
the disparity in the arrest, conviction, and
incarceration rates of African-Americans
and Hispanics versus whites; sources
from which criminal history data can be
obtained, e.g., court, law enforcement, and
correction agency records, registries and
watch lists, state criminal record repositories, and the Interstate Identification Index
of the Federal Bureau of Investigation;
and a discussion of the disparate treatment
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and impact theories and how to avoid liability under both. In the latter discussion,
the Guidance notes that evidence of a racially balanced workforce is not sufficient
to disprove disparate impact. After this
overview, the Guidance gets into specifics
involving arrest and convictions.
Arrest Records

Even today it is not unusual for an application form to ask if an applicant has ever
been arrested on a criminal charge. Some
add the caveat “other than for a minor
traffic offense”; some do not. The Guidance, however, states that
The fact of an arrest does not establish
that criminal conduct has occurred. Arrests are not proof of criminal conduct.
Many arrests do not result in criminal
charges, or the charges are dismissed.
Even if an individual is charged and
subsequently prosecuted, he is presumed innocent until proven guilty. . . .
Another reason for employers not to
rely on arrest records is that they may
not report the final disposition of the arrest (e.g., not prosecuted, convicted, or
acquitted). . . . Arrest records also may
include inaccuracies or may continue to
be reported even if expunged or sealed.
The example involves an African-American man arrested, but not prosecuted,
for disorderly conduct when he accused a
police officer of stopping him for “driving
while black” in a white neighborhood. If
his employer found the arrest in a background check conducted after he sought a
promotion and rejected him for that reason
alone, Title VII would be violated.
The Guidance adds than an arrest “may
in some circumstances trigger an inquiry
into whether the conduct underlying the
arrest justifies an adverse employment action.” It counsels employers to make a factbased analysis of this issue. The example
involves an employee fired by a school
district after it found that his explanation of
how he happened to have touched several
young girls was not credible; he was also
arrested on various charges. He argued

that his firing was illegal because there was
no conviction, but the EEOC concluded that
Title VII was not violated because the employee was fired for the underlying conduct,
not the fact of the arrest.
Convictions

According to the Guidance, given the
procedural safeguards in the criminal justice
system, “a record of a conviction will
usually serve as sufficient evidence that a
person engaged in particular conduct.” The
caveats are that there may be evidence of an
error in the record, an outdated record, or
some other reason for not relying on the fact
of the conviction; a database could, for example, continue to report a conviction that
was later expunged or one for a felony that
was later downgraded to a misdemeanor.
In deciding whether a policy has a disparate impact, the EEOC will examine the
text, associated documentation, and information about how the policy was implemented. It will consider which offenses
were reported to the employer, e.g., all felonies, all drug offenses; whether convictions
(including sealed or expunged), arrests,
charges, or other criminal incidents were
reported; how far back in time the reports
reached; and the jobs for which background
screening was conducted. Whether the employer has a reputation for excluding people
with criminal records will be examined, and
training documents used by the employer
will be relevant in this inquiry. Finally,
although the EEOC takes the position that
national data regarding the disparate impact
of criminal record exclusions affords a
basis for investigating a disparate impact
charge against an employer, it will give the
employer an opportunity to exonerate itself
by showing that African-Americans and
Hispanics are not arrested or convicted at
disproportionately higher rates in its geographic area.
The EEOC asserts that an employer is
more likely to objectively assess the relevance of a conviction if it learns of that fact
after it knows the applicant’s qualifications.
Accordingly, the Guidance recommends
that employers not ask about convictions on
applications and that, if and when an inquiry
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is made, it be limited to convictions for
which exclusion would be consistent
with business necessity. Employers will
meet this standard if they: (1) validate
the criminal conduct screen per Uniform
Guidelines on Employee Selection Procedures standards, or (2) develop a targeted
screen considering the nature of the crime,
time elapsed, and nature of the job (criteria derived from a court decision) and
individually assess people excluded by the
screen. This assessment would consist of
notice to the applicant that he or she has
been screened out due to a conviction and
a chance for that applicant to show that
the exclusion should not be applied to him
or her.
Regarding the nature of the crime, an
employer should consider the harm it
caused, e.g., theft causes property loss; the
legal elements involved, e.g., felony theft
involves deception, threat, or intimidation;
and whether it was a felony or misdemeanor. As for the time elapsed, while
permanent bans for any offense are not
consistent with business necessity, only
a case-by-case determination that might
involve studies on how much the risk of
recidivism declines over time can determine whether the duration of an exclusion will be sufficiently tailored to satisfy
the business necessity standard. Finally,
the third criterion, the nature of the job
sought, should involve an identification
of the essential functions of the job, level
of interaction with co-workers and others,
environment in which the job duties will
be performed (out of doors, private home,
etc.), and amount of oversight involved.
The Guidance states that individual
assessments are not required in all cases
but can help employers avoid Title VII
liability by allowing them to consider
more complete information on applicants.
Besides allowing someone to show that he
or she was not correctly identified in the
criminal record or that the record is otherwise inadequate, other relevant evidence
includes:
•

The facts or circumstances surrounding the offense or conduct;
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•

The number of offenses for which
the individual was convicted;

•

Older age at the time of conviction,
or release from prison;

•

Evidence that the individual
performed the same type of work,
post conviction, with the same or a
different employer, with no known
incidents of criminal conduct;

•

The length and consistency of employment history before and after
the offense;

•

Rehabilitation efforts, e.g., education/training;

•

Employment or character references and any other information
regarding fitness for the particular
position; and

•

Whether the individual is bonded
under a federal, state, or local
bonding program.
If an employer shows that its policy is
job-related, a plaintiff may still prevail by
showing that there is a less discriminatory alternative that serves the employer’s
goals as effectively as the challenged
policy but that the employer refused to
adopt.
The Guidance also discusses hiring
policies in industries that are subject to
specific laws regarding criminal convictions, e.g., security screener, federal law
enforcement official, and bank employee.
Best Practices

The Guidance offers the following best
practices for employers:
1. General
• Eliminate policies or practices that
exclude people from employment
based on any criminal record.
• Train managers, hiring officials,
and decision makers about Title
VII and its prohibition on employment discrimination.
2. Developing a Policy
• Develop a narrowly-tailored
written policy and procedure for
screening applicants and employ-

ees for criminal conduct.
°° Identify essential job requirements and the actual circumstances under which the jobs
are performed.
°° Determine the specific offenses that may demonstrate
unfitness for performing such
jobs.
• Identify the criminal
offenses based on all
available evidence.
°° Determine the duration
of exclusions for criminal
conduct based on all available
evidence.
• Include an individualized
assessment.
°° Record the justification for
the policy and procedures.
°° Note and keep a record of
consultations and research
considered in crafting the
policy and procedures.
• Train managers, hiring officials,
and decision makers on how to
implement the policy and procedures consistent with Title VII.
3. Questions about criminal records
• When asking questions about
criminal records, limit inquiries
to records for which exclusion
would be job-related and consistent with business necessity.
4. Confidentiality
• Keep information about applicants’ and employees’ criminal
records confidential. Only use it
for the purpose for which it was
intended.
Major Concerns about the Guidance

The U. S. Commission on Civil Rights
heard from stakeholders on December
7, 2012. Several witnesses expressed
concerns about the Guidance. A Society
for Human Resource Management spokesperson stated that it “places employers
between a rock and a hard place” in that
they could lose their license and/or be
open to liability if they do not comply
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with state or local laws mandating criminal background checks for certain jobs,
e.g., health care professional, day-care
provider, teacher, police officer, and firefighter. He also said that the interpretation
of disparate impact makes employers
vulnerable to an EEOC investigation any
time they take an adverse action against
people of certain races or national origins
based on a criminal background check
even if they have made an individualized
assessment; in effect, this makes criminal
convictions a new protected status. Noting that it is unclear how finding disparate impact based on national data can be
reconciled with the concept of individualized assessment, he sought clarification of
this issue.
Other spokespeople complained that
the Guidance places an undue burden on
smaller employers and that it is unclear
when individualized assessments are
necessary and bright-line rules are permissible. A Heritage Foundation speaker
claimed that, when it passed Title VII,
Congress did not authorize the EEOC
to promulgate regulations; despite this,
EEOC guidance has become de facto
regulations. Other critiques are that the
statement that an arrest may “in some
cases” trigger an inquiry into whether the
underlying conduct justifies an adverse
employment action is hardly a model of
clarity, and the examples do not pin down
when these circumstances exist. The
same criticism can be raised about the
statement that a conviction will “usually”
serve as evidence that a person engaged
in particular conduct. As well, although
the Guidance states that the EEOC will
closely examine whether an employer has
a reputation for excluding people with
criminal records, it is not explicit on how
reputation will be proved.
Conclusion

In sum, the Guidance is useful in many
respects. It shows employers who use
criminal history information in making hiring decisions how to withstand
a disparate treatment challenge to that
practice. It explains the origins and evo-

March 2013
lution of the controversial and difficult-tounderstand disparate impact theory and is
replete with data – far more so than prior
iterations of the Guidance – showing that
criminal background check policies are
susceptible to attack under that theory.
And it gives employers updated advice on
how to avoid liability under the theory.
But the Guidance is also problematic.
It is vague in many areas. Employers,
especially smaller ones, may find it difficult
and expensive to follow. Marshaling social
science research, deciding how long a ban
should last and for what crimes, and individually assessing applicants, particularly
in industries with a high turnover rate, will
not be easy tasks to carry out. The EEOC
must also be faulted for not acknowledging
the risk to an employer if it fails to conduct
a criminal history check on a new hire
who harms a third party. Plaintiffs often
seek ways to go after the deep pocket if an
employee harms them; the goal of a negligent hiring claim is to reach those with the
money, especially if the employee caused
the harm while acting outside the scope of
employment. Such conduct is actionable in
a negligent hiring claim.
Until the Guidance is clarified or discarded, employers have little choice but to
make, with the aid of counsel, a cost-benefit assessment of how to proceed. Much
will depend on the size of their workforce,
nature of their employment positions and
risk of harm to third parties that these entail, constraints imposed by state and local
law, the extent to which minorities versus
whites are disqualified from employment
in their geographic area, how willing the
employer is to gamble that it can steer clear
of an EEOC investigation, and whether it
has the time, money, and will to comply
with the Guidance in all respects. That
an employer has carefully analyzed the
issue should stand it in better stead if the
policy it develops is challenged. Finally,
if an employer decides not to comply with
some parts of the Guidance, it can take
some comfort in the fact that, just as they
are free to ignore rules promulgated by any
administrative agency, courts do not always
honor the policy statements of the EEOC.

Jon D. Bible is a professor of business law
at Texas State University–San Marcos.
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Keeping Current:
Ethics Update: Lawyers Must Keep Up With Technology Too
By Lois D. Mermelstein

Is your smartphone permanently attached
to your fingers, and your office virtual and
paperless? Or do you only touch a computer under duress, and take comfort in
paper files and legal research from actual
books? Either way, your ethical obligations may now include keeping up with
the latest and greatest.
The ABA has recently updated several of its Model Rules of Professional
Responsibility, including both rules and
comments, to better deal with technology
and its effects on lawyers’ practices. All
business lawyers should know what has
changed. While the rules are not binding in themselves, they do form the basis
of most states’ rules governing lawyers.
Comments to the rules expand on their
meaning and provide additional interpretive guidance.
Rule Changes

Rule 1.1 deals with lawyer competence,
and states, “A lawyer shall provide competent representation to a client. Competent
representation requires the legal knowledge, skill, thoroughness and preparation
reasonably necessary for the representation.” To maintain this competence, as now
set forth in Comment 6, lawyers should
keep up with changes in the law and its
practice, “including the benefits and risks
associated with relevant technology.”
Rule 1.4 deals with client communica-

tions. Recognizing that lawyers and clients
no longer simply call each other, Comment
4 to this rule expands the requirement to
respond or acknowledge client telephone
calls to cover all client communications.
Rule 1.6 deals with confidentiality of
information. A new section (c) now requires lawyers to make “reasonable efforts
to prevent the inadvertent or unauthorized
disclosure of, or unauthorized access to,
information relating to the representation of a client.” Comment 18 to Rule 1.6
elaborates on the meaning of “reasonable
efforts” by stating, in part, “Factors to be
considered in determining the reasonableness of the lawyer’s efforts include, but
are not limited to, the sensitivity of the
information, the likelihood of disclosure
if additional safeguards are not employed,
the cost of employing additional safeguards, the difficulty of implementing the
safeguards, and the extent to which the
safeguards adversely affect the lawyer’s
ability to represent clients (e.g., by making
a device or important piece of software
excessively difficult to use).” Clients may
also require special security measures, or
give informed consent to forgo security
measures that the rule would otherwise require. The comment also reminds lawyers
that other laws, such as state and federal
laws governing data privacy or breach notification requirements, may also impose
other requirements.

Rule 4.4, Respect for the Rights of
Third Persons, previously included a
requirement that a lawyer inadvertently
receiving a document related to client
representation should promptly notify the
sender. As amended, the rule expands the
requirement to “electronically stored information,” not just documents. Comment
2 to this rule explicitly includes metadata
(information about a document, often
stored along with an electronic document
in semi-hidden form) in the term “electronically stored information,” but creates
an obligation “only if the receiving lawyer
knows or reasonably should know that
the metadata was inadvertently sent to
the receiving lawyer.” An amendment to
Comment 3 to this rule adds the option to
meet the obligation by deleting electronic
information unread.
Next Steps

Now that you know about the changes,
what can you do to meet your ethical
obligations? First, don’t panic – you don’t
have to turn into a tech expert overnight.
Then, do be aware. Think about how you
work, and where you might have vulnerabilities. Not everyone is a likely target of
international-class cyber-hackers, but everyone can lose devices with unprotected
information on them, be overheard on the
phone, mis-send an e-mail, or suffer an
office disaster.
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Think through some likely scenarios
for your particular situation. For instance,
how could you lose access to your client
files? If your entire practice is on paper in
your office, a fire or flood might take you
out. If you’re all-electronic, where are the
electronic files stored? Is everything on
one machine that can be lost, stolen, or
simply doesn’t boot one day? Do you have
backups you can easily use, in places that
aren’t all vulnerable to the same disaster?
If you’re cloud-based, what if something
happens to your cloud provider?
Consider individual documents. If
you send them around electronically, is
their format appropriate for the context?
If something isn’t meant to be edited,
perhaps sending it in an easily-editable
format like Microsoft Word isn’t the best
choice – but if something is meant to be
reviewed and commented on, sending
it in PDF format will make this harder.
Remember, too, that documents can leave
trails. If you e-mail something to yourself
to work on at home, what devices is it
now stored on, and how secure are they?
Did your revisions make it back into the
master file? Also keep in mind that anything can be forwarded on, without your
knowledge. Are there internal comments
in a document that perhaps shouldn’t be
exposed to others? What about metadata?
Not every situation involves paranoia,
either. Perhaps you’re in the middle of
a complicated negotiation, and so many
red-lined drafts are flying around that it’s
hard to keep track of what’s left to finalize. Maybe there’s an online collaboration
tool that will save time and your client’s
money. Don’t you owe it to your client to
at least know such tools exist and when
they might be appropriate?
If you don’t know something, ask questions, read up, or hire help. You don’t have
to make yourself an expert – just know
enough to make informed decisions using
the professional judgment you already use
every day for your clients.
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Some ABA Resources to
Get You Started:
Cloud ethics opinions

http://www.americanbar.org/groups/departments_offices/
legal_technology_resources/resources/charts_fyis/cloud-ethics-chart.html

Metadata ethics opinions

http://www.americanbar.org/groups/departments_offices/
legal_technology_resources/resources/charts_fyis/metadatachart.html

Encryption resources

http://www.americanbar.org/groups/departments_offices/
legal_technology_resources/resources/charts_fyis/FYI_Playing_it_safe.html

General technology FYIs

http://www.americanbar.org/groups/departments_offices/
legal_technology_resources/resources/charts_fyis.html

General professional responsibility resources

http://www.americanbar.org/groups/professional_responsibility/
resources.html

Lois D. Mermelstein practices at the Law
Office of Lois D. Mermelstein in Austin,
Texas.
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Delaware Insider:

Executive Compensation Lessons from Freedman v. Adams
By Rudolf Koch and Christopher H. Lyons
On January 14, 2013, in Freedman v.
Adams, 58 A.3d 414 (Del. 2013), the
Delaware Supreme Court reaffirmed that
executive compensation decisions are
business judgments vested in the board
of directors that will rarely be secondguessed absent a showing that the board
acted on an ill-informed basis or in bad
faith. In Freedman, the plaintiff alleged
that the board’s decision not to adopt a
compensation plan under Section 162(m)
of the Internal Revenue Code – which
provides public companies the ability to
deduct from their taxes qualified, performance-based compensation in excess of
$1 million paid to covered employees –
constituted corporate waste. The Court of
Chancery and then the Delaware Supreme
Court disagreed.
Although the ruling in Freedman
should be no surprise, to understand its
true import it must be placed in context.
Traditional compensation claims, alleging that particular compensation awards
were excessive and thereby constituted
corporate waste, have not fared well
under Delaware law. Most fail the rigors
of Rule 23.1 and are dismissed at the
pleading stage. Apparently reacting to the
difficulties facing such claims, enterprising plaintiffs’ lawyers have taken a new
approach to challenging compensation decisions in recent years. Rather than claim
that compensation is excessive, plaintiffs
have increasingly targeted companies and

their directors in lawsuits alleging that
they have materially misrepresented the
tax deductibility of incentive compensation under Section 162(m) of the Internal
Revenue Code.
The typical complaint is predicated on
an allegation that the company has failed
to comply with the technical requirements of Section 162(m), and that the IRS
will inevitably disallow a deduction for
incentive compensation. On this basis,
plaintiffs argue that the proxy statement
soliciting stockholder approval of the plan
is false and misleading when it states that,
if approved, the plan will result in favorable tax treatment pursuant to Section
162(m). Plaintiffs typically add claims
for corporate waste (based on the alleged
payment of nondeductible compensation)
and unjust enrichment. Several complaints challenging seemingly compliant
plans have withstood motions to dismiss;
consequently, these cases have settlement
value for the attorneys who bring them.
See Rudolf Koch & Jason J. Rawnsley,
“Section 162(m) Litigation: What We
Know so Far,” The Review of Securities &
Commodities Regulation, Vol. 45, No. 20
(Nov. 21, 2012).
Freedman represented a new twist
in Section 162(m) litigation. Instead of
challenging the mechanics of a Section
162(m) plan, the plaintiff challenged the
board’s decision not to adopt such a plan.
This article briefly summarizes Freedman

v. Adams and sets forth practical lessons
from the case when read in this context.
The Court’s Decision

In Freedman, the plaintiff alleged that the
directors of XTO Energy Inc. breached
their fiduciary duties and committed
waste by failing to structure cash bonuses
as tax deductible. One form of relief the
plaintiff sought was a mandatory injunction requiring the directors to implement
a tax-deductible bonus plan under Section
162(m). After being sued, the company
implemented a Section 162(m) plan, and
the plaintiff later agreed to dismiss her
case. The plaintiff’s attorneys sought fees,
arguing that the lawsuit had benefited the
company and its stockholders by causing
the company to adopt the plan. The Court
of Chancery refused the request because,
as the defendants argued, the claims were
not meritorious when filed – that is, they
would not have survived a motion to
dismiss. Freedman v. Adams, 2012 WL
1345638 (Del. Ch. Mar. 30, 2012).
On appeal, the plaintiff challenged only
the holding that the plaintiff had not stated
a claim that the directors committed waste
by failing to implement a Section 162(m)
plan. The Delaware Supreme Court noted
that the directors knew of the possible tax
benefits of such a plan, but opted not to
adopt one because they believed doing so
would “constrain the compensation committee in its determination of appropriate
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bonuses.” The court affirmed, reasoning
that the “decision to sacrifice some tax
savings in order to retain flexibility in
compensation decisions is a classic exercise of business judgment.”
The Court of Chancery had reached a
similar result in Seinfeld v. Slager, rejecting claims that a bonus paid to an executive was wasteful because it was not tax
deductible. It reasoned that a “decision to
pursue or forgo tax savings is generally a
business decision for the board of directors” and “there is no general fiduciary
duty to minimize taxes.”
It is Important for the Board to be
Disinterested

Freedman highlights the importance of
disinterest and independence with respect
to compensation decisions. The Freedman court rejected the arguments that the
outside directors had a self-interest in the
decision not to adopt a Section 162(m)
plan or were controlled by the officerdirectors who would have been subject to
that plan. Because disinterested outside directors constituted a majority of the board,
the plaintiff bore the “heavy burden” of
rebutting the presumption that the directors acted honestly, in good faith, and on
an informed basis. The allegations were
not up to that task.
Slager, on the other hand, shows that
when directors are interested in a decision,
the business judgment rule will not protect
the directors. Although the directors in
Slager were not interested in the executive bonus discussed above, the court
found that they were interested in stock
awards made to themselves. Although
the stockholders had approved the stock
incentive plan under which these awards
were made, the court found that the plan
provided “no effective limits” on how
much compensation directors could award
themselves. Because the plan theoretically
permitted the directors to award themselves tens of millions of dollars worth of
stock, the protections Delaware law affords to directors who receive stock under
a stockholder-approved plan with “sufficiently defined terms” were unavailable.
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Accordingly, the court denied the motion
to dismiss and held that the directors
would bear the burden of proving that the
awards were entirely fair.
The outer limits of what constitutes
“sufficiently defined terms” for a stock
incentive plan, such that stockholder approval will provide directors the protections of the business judgment rule,
remain unclear. Helpful in this regard
is the case distinguished by the Slager
court: in In re 3COM Corp. Shareholders Litigation, 1999 WL 1009210 (Del.
Ch. Oct. 25, 1999), the Court of Chancery found a plan sufficiently definite to
confer business-judgment-rule protection.
Notably, the board in 3COM sought stockholder approval to expand the option plan.
That is, the limits under the existing plan
had been tight enough that when circumstances required significantly larger stock
option awards, those awards required
further stockholder approval. In Slager, by
contrast, the plan permitted the directors
to award themselves nearly 30 times the
amount of the largest challenged award
without stockholder approval.
Thus, a key question is whether the plan
meaningfully constrains the directors’
unilateral ability to increase their own
compensation. With respect to compensation a director earns qua director, the
precise limits await further developments
in the law, but one imagines that limiting
the yearly increase in a directors’ compensation to a reasonable percentage of
the prior year would adequately balance
the need for flexibility with the need for
meaningful constraint. Companies should
also consider separating incentive compensation plans for directors from those
for executives, to reduce the likelihood
that a board is found interested in executive-compensation decisions.
It is Important for the Board to be
Informed

Freedman also underscores another
bedrock principle underlying the business
judgment rule – that directors must act
on an informed basis. It was important
to both the Court of Chancery and the

Delaware Supreme Court that “the XTO
board was aware of the ‘tax deduction
issue,’” but consciously “did not believe
that its compensation decisions should be
‘constrained’ by Section 162(m).”
Proxy Statement Disclosures are
Important

Finally, Freedman demonstrates the
importance of compensation-related proxy
statement disclosures. In Freedman, the
proxy disclosed that the compensation
committee was informed of the potential
tax benefits of adopting a Section 162(m)
plan and chose not to take advantage of
its benefits. Similarly, precise disclosure
language was important in Seinfeld v.
O’Connor, 774 F.Supp. 2d 660 (D. Del.
2011), where the plaintiff alleged that the
proxy statement misled stockholders into
believing that bonus payments would be
tax deductible, when in fact those payments (allegedly) would not be deductible
because they did not comply with Section
162(m). The court rejected this argument
because the proxy statement stated only
that the plan was intended to comply with
Section 162(m).
Proxy statements have also assumed
additional importance due to plaintiffs’
recent efforts to enjoin compensation-related stockholder votes at annual meetings
by alleging that executive-compensation
disclosures are false and misleading.
Plaintiffs have met limited success in
these efforts, which are reminiscent of
the many merger-related lawsuits brought
primarily seeking additional disclosures.
Stay tuned.
Conclusion

Enterprising plaintiffs’ lawyers continue
to find novel ways to challenge executive
compensation decisions. Often, the precise
language in a company’s proxy statement dictates whether a challenge to an
executive compensation plan or decision
withstands a motion to dismiss (or results
in an injunction). Boards, and their counsel, need to remain informed of the latest
case law developments to limit the risk of
being targeted in these suits.
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Rudolf Koch is a director, and Christopher
H. Lyons is an associate, in the corporate
litigation group at Richards, Layton &
Finger, P.A., in Wilmington, Delaware.
Richards, Layton & Finger was counsel in
several of the cases discussed herein, but
the opinions expressed in this article are
those of the authors and not necessarily
those of the firm or its clients.
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Member Spotlight:

Professional Reflections of Richard W. Pound
before the Council at the Midwinter Meeting of
the ABA Business Law Section
The Sanctuary Hotel, Kiawah Island, South Carolina
January 12, 2013
Richard W. Pound, in his capacity as
Business Law Advisor, offered the following
remarks at the Council Meeting during
the 2013 Midwinter Meeting. William
Rosenberg provided the introduction.
Please take an extra minute to enjoy these
comments as did those who attended the
Council Meeting.
*

*

*

RICHARD W. POUND: Thank you very
much. I feel like my job today is to thank
the guest speaker, but…. (Laughter.)
Anyway, it was nice to see those pictures
up there. There was one, the second one,
I think, that shows that I actually had ribs
at one point – haven’t seen them for quite
a while. (Laughter.) Anyway, thank you
for this opportunity to speak to such a
distinguished group, and thanks, William
[Rosenberg], I suppose, for your customary overselling of used goods. (Laughter.)
As he has mentioned, I am by profession a tax lawyer and I had thought of
giving an overview of a lifelong and
unrepentant tax practitioner. But then
it occurred to me that there’s only so
much excitement that a group like
this can stand, so I decided against it.
(Laughter.)

In fact, I doubt very much that the
reason I’m here today springs from my
citywide reputation as a tax lawyer.
My path to the law was both direct and
indirect. Indirectly it came from my
father’s profession as an engineer. He
was a superb engineer in the pulp and
paper business, the reward for which
was that we lived in small, stinking
towns hundreds of miles from civilization. So no engineering, thanks.
I actually started off to become a
chartered accountant, which is a CPA
here. I studied accounting at McGill
University in Montreal. About halfway through that, I thought I should
have some kind of a hedge against
obsolescence. The fork in the road for
somebody in commerce in those days
was that you either went to become an
MBA or you went to the law. It was
pretty easy for me to choose the law
and I’ve now been practicing for some
45 years and have enjoyed every single
bit of it.
But I want to say that the combined academic credentials, plus two additional interests of sport and higher education have
provided me with some extraordinary
experiences and some very valuable life
lessons. I was in Montreal at the age of

26, and the club where I swam every day
used to be where the “mafia” that ran the
Canadian Olympic Committee had lunch.
One day, one of these venerable people
(who probably looked a little like me at
this point) came over and said, “Young
Pound,” – I was Young Pound, “you’re
a Chartered Accountant, aren’t you?” I
said, “Yes, sir,” – which is what you said
in those days. “And you’re going to be a
lawyer?” I said, “Yes, sir, assuming I pass
my bar exams next year.” And he said,
“Well, how would you like to become
the Secretary of the Canadian Olympic
Committee?” I’m a well-educated guy on
the way to a second profession, and I said
something really intelligent, like, “Gee,
that would be swell. What do I have to
do?” And he held up his hand and he said,
“We’ll, take care of that.” So I became, at
the age of 26, the Secretary of the National Olympic Committee in Canada.
Two things followed very shortly
thereafter. One was that the new President
of the Canadian Olympic Committee
was from Vancouver, so he’s 3,000 miles
away. And the second was that Montreal
was awarded the 1976 Olympics. So there
I was at age 26, 27 by now, effectively
running the National Olympic Committee
of the host nation. So that was kind of fun.
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After the Games, I became the President
of the Canadian Olympic Committee and
then a couple years later I was co-opted
by the International Olympic Committee.
For those of you who are not sure how the
IOC picks people, if you’ve ever been to
the Sistine Chapel and you’ve seen that
mural where the (laughter)… the finger
of God comes out and touches you on the
shoulder, that’s pretty much what happened to me. By then I was 36, but by
IOC standards, a mere child who should
be neither seen nor heard. We had a new
President very shortly after that and I was
lucky enough to be put in charge of our
television negotiations. I had said, “I don’t
know anything about television negotiations,” and he said, “Well, neither do I and
we’re going to have to learn.” Television
was our major source of revenue and the
IOC was so old-fashioned about it that we
used to allow the Organizing Committees
for each Games to negotiate the television
rights – our main source of revenue, our
main window on the world and how we
presented the games and so on. Eventually, we said, “Look, this is nuts, so we’ve
got to take this in hand.”
I must say that there are some fascinating legal issues involved in Olympic television rights, I’m sure, and others. What
happens if the Games are canceled? That’s
easy enough. What happens, though, if
you’re selling the rights to NBC and the
United States decides not to participate?
Do they get their money back? Do they
get a reduction? What happens if the IOC,
in its infinite wisdom, decides to take
basketball off the program – a huge sport
here in the United States? So there were
some pretty fascinating questions that had
to be negotiated. One was, when has the
IOC finished discharging its obligations?
When it puts on the Games? When it gives
the camera positions that we’ve negotiated
with the broadcasters? Or do we have to
make sure that the signal gets from (say)
Korea back to the United States? Whose
responsibility is that? When have we done
our job and when does the risk pass to
the broadcaster? So that was kind of fun.
The biggest problem I had was having to

pretend we were doing all the negotiations in Italian Lire so that the numbers
didn’t scare me to death. When we had
the Games in Montreal – just to give you
some examples – the total worldwide
television rights were $35 million. By the
time we got to Atlanta, 20 years later, they
were $935 million, and now they’re well
north of $2 billion. So it’s a big issue for
the IOC.
But it also didn’t take a rocket scientist to understand that we had all of our
economic eggs in one basket – television
– and in that basket probably 95 percent of
the rights at the time came from the United States. It would make your hair stand
on end as an economic model. One day
the IOC President called me up and said,
“You’re now in charge of our Marketing
Commission.” And I said, “I don’t know
anything about marketing and we don’t
have a Marketing Commission.” He said,
“Well, we have a Marketing Commission
now and you’re in charge, to balance our
revenue sources.” So we developed something that brought together – it was kind
of an innovative concept, looking back on
it – where we brought the two organizing committees, Summer and Winter, in
each quadrennial period, the IOC itself,
and 205 National Olympic Committees
around the world, all in a single contractual arrangement to contribute marketing
rights in certain categories and then share
the revenues. So the contractual aspects
of that and the negotiation aspects of that
were quite fascinating. And this program
produces well north of a billion dollars
now in every quad.
All was not always great. We had a
couple of major hiccups in the late 1990s.
One was the Salt Lake City bidding scandal. Through a failure to avoid eye contact
I got stuck with heading up the investigation, which led to expelling or forcing the
resignation of 10 or 11 of our members.
I got a life lesson from that experience,
which is that organizations like the idea of
being clean – what they don’t like are the
cleaners. The second hiccup arose from a
doping scandal in the 1998 Tour de France
in cycling, a sport in which drug use is

really embedded. That led to the creation of
the World Anti-Doping Agency (WADA),
of which I became the initial President. To
make this work on a legal basis, we had
to really develop a completely parallel
system of law, including a mechanism for
dispute resolution, to avoid the problems
that would come from judgments of State
courts. A U.S. court, for example, can give
a judgment that is enforceable in the United
States, but if you want to enforce it in
Belgium you’ve got to go through an awful lot of hoops. So the dispute resolution
system that we developed for doping was
the Court of Arbitration for Sport, which is
recognized now as an international arbitral
tribunal, which gives us the advantage of
the New York Convention, so that in an
international sports system you can enforce
these awards. There’s no point in being
allowed to compete in the United States by
judgment of a U.S. court if, when you go
anywhere else in the world, they say, “I’m
sorry, you’re ineligible.”
Thus, in creating WADA, we established a hybrid organization which was
50 percent governments. The United
States has been represented since the
beginning, along with Canada and others.
And 50 percent of control rests with the
sports movement – people like me from
the IOC, the International Sports Federations, National Olympic Committees and,
because it’s doping and the big impact of
doping affects athletes, we have athletes
in the governance structure. There were
some very “iffy” early days where, you
know, the governments are looking at
the athletes, the athletes are looking at
these monolithic states, and someone
says, “Well, just… let me get this straight.
Can this cross-country skier’s vote on
the question, cancel out the vote of La
France?” You say, “Yep, that’s the way
it works.” It took a little while to get that
sorted out. We adopted a single set of
rules called the World Anti-Doping Code
that applies to all sports, to all athletes,
all countries. Governments negotiated an
International Convention Against Doping
in Sport under the aegis of UNESCO. It
has now been ratified by 175 countries,
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including the United States, which is not,
as you know, known for its enthusiasm in
signing up for treaties. But it certainly is
a real problem. Doping, no matter what
you read in the media, is not accidental.
The odd kid takes some supplements that
may be tainted, but by and large, it is
organized, deliberate, cheating to get an
advantage.
In any event, all these opportunities
came to me in part because I was a lawyer.
The organizational skill sets of law, the
rigor of analysis that we’re used to, the
advocacy aspects of many of the things
that we were trying to accomplish were all
critical to whatever success we enjoyed.
In my case I had the additional advantage
that these were all volunteer positions. I
earn my living as a tax lawyer and these
were all opportunities to put back into the
well from which I had drunk. The activities of volunteers had helped me achieve
whatever success I had in swimming and
I figure you’ve got to put back at least as
much as you take out.
Life-wise, every morning, going to the
office, when the phone rang, I didn’t know
whether it was a tax problem, a McGill
problem, a doping problem, an IOC marketing problem, whatever it was… I found
that a lot of people would say, how do you
do that… isn’t that upsetting or fatiguing? I said, no, no, if I were sitting there
searching for 212(1)(b)(vii) exemptions
all day, every day, I would probably…
(makes a noise)… do this. (Laughter.)
Instead, I found it quite energizing.
As I mentioned a minute ago, there are
a number of life lessons that I’ve learned
from all this over the years and they may
be of interest to you. They are, for the
most part, observations of others. The
only credit I claim is that I had enough
energy to write them down and not forget
them. But here are half a dozen or so that
I’ve found particularly appropriate.
First is choose a job you love and you’ll
never have to work a day in your life.
Secondly, as a young person, I learned
that you cannot build a reputation on what
you’re going to do.

Third was, keep your mind on the objective and not on the obstacle.
Again – as a young person – those who
would be noticed by the gods must first
take care to place themselves in their path.
It’s easy to make a buck – it’s much
harder to make a difference.
And the last two… one of them I actually have in my letterhead drawer and I
look at it almost every day when I pick it
up. I found it in a newspaper and it was
attributed, oddly enough, to Vidal Sassoon: the only place… the only place…
where success comes before work is in the
dictionary.
And finally, when I was in university,
Bishop Fulton Sheen was very active at
the time and something that he said many,
many years ago I have found particularly
helpful in setting one’s personal compass.
And that is: if it’s wrong, it’s wrong, even
if everybody’s doing it and if it’s right, it’s
right, even if nobody’s doing it.
Thanks very much.
(Applause)
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Focus on Professional Responsibility

The mission of the Professional Responsibility Committee is to improve the law
and inform section members with respect
to issues of legal ethics, professional
responsibility, professional conduct, and
the law governing lawyers. As a reminder,
the committee has expertise in model rules
of professional conduct, formal opinions
of the Standing Committee on Ethics and
Professional Responsibility, issues of ethics
and professional responsibility law that
affect lawyers whose practice (whether
transactional, counseling, or dispute resolution) involves business law or the governmental regulation of business, the interface
between general rules of ethics and professional responsibility and specialized rules
of ethics and professional responsibility
promulgated by statute or administrative
regulation, and issues of multinational ethics and professional responsibility encountered in the transnational practice of law,
including issues affecting multinational law
firms and law departments.
This month’s quarterly newsletter is
published right in time for the ABA’s
Spring Meeting in Washington, D.C., held
from April 4 to 6. The committee newsletter provides useful information on the
use of social media in law, new case law
developments in certain states, and an
update on subcommittees.

Nonprofit Organizations Committee

The Nonprofit Organizations Committee
provides a resource for nonprofit lawyers
on issues affecting nonprofit organizations
in a rapidly changing legal and regulatory
environment and monitors and updates
the Model Nonprofit Corporation Act. For
recorded webinars and the Spring Meeting
schedule, visit their main committee page.
The Nonprofit Organizations Committee Chair, Michael E. Malamut, provides
an overview of the upcoming programs
at the Spring Meeting in the first quarter
newsletter. The committee is a main sponsor of “Setting up a Social Entrepreneurship Organization,” a panel discussing
the different legal structures for a social
entrepreneurial organization. It has participated in the preparing the following CLE
programs for the Spring Meeting:
•

“Lawyer’s Obligations Servicing
on Boards of Nonprofits.”

•

“Health Care M&A Legal and Financing Issues: 2012 and Beyond.”

•

“Showcasing Diamonds: An
Interactive Discussion with Glass
Cutters.”

The newsletter, packed with useful information, provides a summary of law review
articles relating to nonprofit organizations,
national updates, and state updates. Some
of the featured articles include:
•

Christyne J. Vachon’s article
“Scratch My Back, and I’ll Scratch
Yours: Scratching the Surface of
the Duty of Care in Cross Sector
Collaborations – Are For-Profits
Obligated to Ensure the Sustainability of their Partner Nonprofits?” in the Hastings Business Law
Journal, Winter 2012, addressing
cross-sector collaborations between
nonprofit and for-profit institutions.

•

Kavita Gupta’s article in the California Bankruptcy Journal 2012,
“Representing a Nonprofit Debtor
in Bankruptcy” which provides
useful information for practitioners
on the bankruptcy process for nonprofit organizations.

•

Lloyd Hitoshi Mayer’s article,
“Nonprofits, Politics and Privacy,”
in Case Western Reserve Law
Review, Spring 2012, on the disclosure obligations for tax-exempt
nonprofit organizations engaged in
political activity.
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