The Ambac Decision and the Future of the Common
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Commercial lawyers and their clients now need to be
more vigilant when sharing privileged communications
with third parties in business or transactional settings
where there is no reasonably anticipated or pending liti-
gation. In June 2016, the New York Court of Appeals is-
sued an important decision narrowing the scope of New
York’s common interest doctrine, an exception to the
traditional rule that a third party’s exposure to attorney-
client communications voids the attorney-client privilege.

The common interest privilege, as it is also called, is
designed to preserve the privileged status of attorney-
client communications shared with others who have a
common legal interest with the client. In modern legal
practice, the doctrine has often been applied in commer-
cial transactions, such as mergers and acquisitions, to

cal implications of the Ambac II decision and the growing
interest in and possibility of the New York legislature
codifying and modifying the common interest privilege to
cover non-litigation, commercial transactions.

The Origins of the Attorney-Client Privilege and
Common Interest Privilege

The origins of the attorney-client privilege date back to
English common law, where it was considered an essential
tool to facilitate open and honest dialogue between law-
yers and their clients. Armed with the assurance that their
communications with counsel would remain confidential,
the privilege allowed clients to freely converse with their
attorneys without fear of retribution, and, in theory, the cli-
ents would share more information than they would with-
out the privilege. This open channel of communication en-

“Despite its critical role in the facilitation of sound legal representation,
the attorney-client privilege runs contrary to the prevailing preference in
American law for openness through liberal discovery.”

enable individuals and entities with aligning interests to
coordinate their positions without waiving the privileged
status of their communications with counsel. In several
state and federal jurisdictions across the country and in
the Restatement (Third) of the Law Governing Lawyers, a
“common legal interest” and “communication in further-
ance of that interest” between the client and third party
are the doctrine’s only prerequisites. Until June of last
year, the elements of the privilege under New York law
were unclear; while the Appellate Division, Second De-
partment and other New York trial courts also imposed a
litigation requirement for the privilege to apply—i.e., that
there be a pending or reasonably anticipated litigation—
the First Department rejected the litigation requirement
and adopted the same standard applied by many federal
jurisdictions and the Restatement.! In Ambac Assurance
Corp. v. Countrywide Home Loans, Inc.* the New York
Court of Appeals eliminated the ambiguity under New
York law, holding there must be a pending or reasonably
anticipated litigation for the common interest doctrine to

apply.

While Ambac IIs first anniversary is quickly ap-
proaching, transactional lawyers and litigators continue
to grapple with the uncertainty left in its wake. This arti-
cle will discuss the history and evolution of the attorney-
client privilege and common interest doctrine, the practi-

sured that the attorney was able to provide the best quality
legal services to the client and that the client’s rights were
properly protected. Like most common law concepts, the
attorney-client privilege eventually migrated to the United
States and first emerged in American jurisprudence in the
Nineteenth Century.® In 1888, the United States Supreme
Court formally recognized the attorney-client privilege in
Hunt v. Blackburn,* and later reaffirmed the privilege and
its purposes of encouraging the free flow of information
between client and attorney and enhancing the quality of
legal advice in Upjohn Co. v. United States.® It remains one
of the oldest and most revered evidentiary privileges in
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American law and is recognized by all state and federal
courts in the United States.

Despite its critical role in the facilitation of sound
legal representation, the attorney-client privilege runs
contrary to the prevailing preference in American law for
openness through liberal discovery. As a result, courts
generally construe the privilege narrowly in order to safe-
guard the public’s interest in “the truth-finding process.”®
To that end, the presence of a third party or the disclosure
of an otherwise privileged communication to a third
party after the fact generally results in the waiver of the
privilege.

Since the attorney-client privilege’s formal debut
in Hunt v. Blackburn, however, a handful of exceptions
to this general “waiver” rule have emerged. One such
exception is known as the joint defense privilege, which
applies when co-defendants and their counsel in a single
or related litigations engage in communications concern-
ing a joint defense strategy. This concept actually predates
the United States Supreme Court’s first recognition of the
attorney-client privilege in Hunt. Indeed, about a decade
earlier, in Chahoon v. Commonweath,” the Virginia Supreme
Court held that a criminal defendant did not waive the
attorney-client privilege by sharing confidential informa-
tion with his co-defendants” attorneys. In the court’s view,
there was no meaningful difference between three defen-
dants being represented by a single attorney and three
defendants being represented by separate attorneys: “[T]
he counsel of each was in effect the counsel of all.”8 The
court concluded that extending confidentiality to com-
munications among co-defendants with a common de-
fense strategy advanced the two overarching goals of the
attorney-client privilege—fostering open communication
and enhancing the quality of legal counsel.”

Slowly but surely, the joint defense privilege crept
into the civil arena. In 1942, in Schmitt v. Emery, the
Minnesota Supreme Court applied the same principles
employed by the Virginia Supreme Court nearly seven
decades earlier in Chahoon and held that co-defendants in
a personal injury case did not waive the attorney-client
privilege by openly discussing the details of the case in
the presence of each other’s lawyers.!? The court reasoned
that the privilege should apply because the attorneys
were “engaged in maintaining substantially the same

cause on behalf of other parties in the same litigation.”!!

A descendant of the joint defense privilege, the com-
mon interest doctrine developed as yet another exception
to the traditional rule that the presence of a third party
waives the attorney-client privilege and effectively ex-
tended the reach of the joint defense privilege.!? While
the joint defense privilege applied to disclosures made
among co-parties and their lawyers on the same side of a
pending litigation, the common interest doctrine was in-
tended to apply to confidential disclosures made to third
parties, which are represented by separate counsel and
share any common legal interest (litigation or transaction)

with the client when those disclosures are made in further-
ance of that common legal interest.!® Indeed, the common
interest privilege is broadly defined in the Restatement
(Third) of the Law Governing Lawyers:

If two or more clients with a common in-
terest in a litigated or nonlitigated matter
are represented by separate lawyers and
they agree to exchange information con-
cerning the matter, a communication of
any such client that otherwise qualifies as
privilege . . . . that relates to the matter is
privileged as against third persons.!*

As the doctrine’s recognition grew in the second half
of the 20th Century, many state and federal courts adopted
the expansive view of the common interest privilege set
forth in the Restatement and applied the privilege in litiga-
tion and non-litigation settings.!®> Under this expansive ap-
proach of the common interest doctrine, not only could co-
defendants and co-plaintiffs share legal strategies amongst
themselves without waiving the privilege, a corporation
interested into acquiring another could review otherwise
privileged communications and strategies of a target cor-
poration when both corporations had a “common interest”
in merging, without risking waiver of the attorney-client
privilege and disclosure.

New York, however, did not immediately embrace
the common interest doctrine with such open arms, and
declined to adopt the Restatement’s definition. The first
time the New York Court of Appeals even addressed the
common interest privilege was in People v. Osario, when it
refused to extend the common interest privilege protection
to communications between an attorney and two sepa-
rately represented co-defendants where one co-defendant
was acting as the other’s language interpreter.'® While this
appeared to be a significant departure from the principles
established by the courts in Chahoon and Kovel, the critical
difference in Osario, according to the Court of Appeals,
was that the interpreter’s exposure to the confidential dia-
logue between his co-defendant and the co-defendant’s
attorney was unrelated to his own defense. As a result, the
Court ruled that there was no common interest, and the
communication was not privileged.”

Even as New York courts began to apply the com-
mon interest privilege in the civil context following Osario,
they proceeded cautiously and applied the privilege as a
narrow exception to the traditional rule of waiver of the
attorney-client privilege. One way the New York courts
limited the scope of the common interest privilege was to
require that any shared interest between clients be “identi-
cal” (or nearly identical) as opposed to merely similar.!®
In addition, many New York courts imposed a “litigation
requirement” to the doctrine, providing that parties must
face pending or reasonably anticipated litigation for the
privilege to apply to communications made in furtherance
of a common legal interest.?
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The First Department Changes Course and Adopts
a Broader Application of the Common Interest
Privilege

In 2014, in a unanimous decision, the Appellate Divi-
sion, First Department, in Ambac I broke with the rulings
of the Second Department and other New York State trial
courts and eliminated the litigation requirement to appli-
cation of the common interest privilege.

Ambac I concerned a merger transaction between
Bank of America (“BoA”) and Countrywide Home Loans
(“Countrywide”) wherein Countrywide merged into a
wholly owned subsidiary of BoA in 2008. As part of the
transaction, the parties entered into a merger agreement
and written common interest agreement to facilitate their
negotiations on various pre-closing aspects of the deal,
and exchanged certain privileged communications relat-
ing to their pre-closing obligations.

In 2010, when some residential mortgage-backed
securities issued by Countrywide and insured by Ambac
failed, Ambac filed suit against Countrywide, which it
claimed had fraudulently misrepresented the quality of
the mortgage loans, and against BoA, as Countrywide’s
successor-in-interest following the merger. During discov-
ery, Ambac sought the disclosure of the “pre-closing com-
munications” between Countrywide and BoA, which BoA
and Countrywide refused to produce on the grounds that
they were protected by the common interest privilege.
Ambac, in turn, argued that the voluntary sharing of such
privileged communications before the closing of the merg-
er waived any attorney-client privilege because BoA’s and
Countrywide’s common legal interest did not relate to any
pending or reasonably anticipated litigation. On Ambac’s
motion to compel, a special referee held that, despite the
parties” written common interest agreement, the common
interest privilege did not protect the parties’ communica-
tions because at the time the communications occurred,
there was no litigation pending or reasonably anticipated.
BoA then moved to vacate the special referee’s order, but
the trial court denied the motion.

On appeal, the First Department reversed the trial
court’s decision, and held that the common interest privi-
lege could apply to pre-closing communications regard-
less of the presence of a pending or reasonably anticipated
litigation.2? While the court cited several factors that
influenced its decision, perhaps most persuasive was the
court’s observation that the attorney-client privilege—in
which the common interest privilege has its roots—can be
invoked in both litigation and non-litigation contexts.?!

In fact, “advice is often sought, and rendered, precisely to
avoid litigation, or facilitate compliance with the law, or
simply to guide a client’s course of conduct.”?? The court
reasoned that highly regulated businesses like BoA and
Countrywide routinely consult with counsel to navigate
“the vast and complicated array of regulatory legislation”
even in the absence of litigation.?® In addition, the court
recognized that the Restatement’s version of the com-
mon interest privilege lacks a litigation requirement.?*

Moreover, the court cited to a series of federal decisions
which, as the First Department put it, had “overwhelm-
ingly rejected a litigation requirement,” and to Delaware
law which codified the common interest exception so as

to apply to non-litigation circumstances.? Finally, the
court rejected the line of New York cases that required the
litigation element, stating that such an element did not ad-
equately address the situation at issue—where two entities
had entered into a merger agreement and common interest
agreement and required the shared advice of counsel to
“navigate the complex legal and regulatory process in-
volved in the transaction.”°

This decision caused a split between the First and
Second Departments of the Appellate Division, which
ultimately landed the issue before the New York Court of
Appeals.

The Court of Appeals Restores the “Litigation
Requirement”

In June 2016, the New York Court of Appeals re-
versed the First Department’s holding in Ambac I and,
in a lengthy 4-2 decision, held that the common interest
privilege only applies if a pending or reasonably antici-
pated litigation exists at the time of the communication.?
Tracing the lineage of the common interest privilege to its
origins in criminal law, and concluding that the removal
of the litigation requirement increased the risk of abuse,
the Court of Appeals reinstated the order of the trial court,
which held that communications made outside the context
of a pending or anticipated litigation were not privileged.

7

In rejecting the more expansive application of the
common interest privilege, the Court of Appeals reasoned
that it should be limited to “situations where the benefit
and the necessity of shared communications are at their
highest, and the potential for misuse is minimal.”?® For ex-
ample, when litigation is pending or imminent, “the threat
of mandatory disclosure may chill the parties” exchange
of privileged information and therefore thwart any desire
to coordinate legal strategy.”?’ By contrast, the Court rea-
soned that “the same cannot be said of clients who share a
common legal interest in a commercial transaction” in that
they have an incentive to close the transaction and, more-
over, because there is a “greater danger that the underly-
ing communications will be for a commercial purpose
rather than for securing legal advice.”*

The Court of Appeals also rejected BoA’s argument
that the failure to adopt the broader interpretation of the
common interest privilege would have adverse policy con-
sequences for the State of New York. Specifically, the Court
disagreed with BoA’s assertion that companies would
conduct their transactions in other jurisdictions because of
New York’s narrow common interest privilege. “There is
no evidence,” the Court opined, “that mergers, licensing
agreements and other complex commercial transactions
have not occurred in New York because of our State’s liti-

Continued on page 34
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The Ambac Decision ...

Continued from page 31

gation limitation on the common interest doctrine; nor is
there evidence that corporate clients will cease complying
with the law.”3! As an additional reason for rejecting the
expansion of the common interest privilege, the Court
stated that a broader exception “could result in the loss

of evidence of a wide range of communications between
parties who assert common legal interests but who really
have only non-legal or exclusively business interests to
protect.”3? The Court of Appeals ultimately concluded
that the policy reasons for keeping a litigation require-
ment on the common interest doctrine outweighed any
purported justification for doing away with it, but nev-
ertheless acknowledged that the “legislature is free. . . to
expand the common interest exception as other state legis-
latures have done (see e.g. Del. Rules Evid. rule 502 [b]).”33

The Implications of Ambac and a Potential
Legislative Modification

In light of the Court of Appeal’s ruling in Ambac I,
parties to commercial transactions and their lawyers,
particularly in mergers and acquisitions, should be wary
of sharing privileged communications and work prod-
uct with third parties or their attorneys in the absence of
pending or reasonably anticipated litigation even if those
communications concern a common legal interest. A few
options parties may consider under these circumstances
are to (1) avoid sharing confidential and privileged pre-
closing information altogether to circumvent the discov-
ery risk; (2) obtain special joint counsel to represent both
the parties in such transactions through which privileged
information can be exchanged and shielded from dis-
closure;** or (3) separate legal communications from
business communications, and share due diligence on a
transaction that arguably relates to reasonably anticipated
litigation while redacting or segregating out non-litigation
business communications during the due diligence or ne-
gotiation process.

The implication of the first option is that parties to
commercial transactions may ultimately provide incom-
plete or inaccurate public disclosure during the due dili-
gence stage, thereby creating a greater risk of potential
litigation and liability. Judge Jenny Rivera recognized this
risk in her dissent in Ambac 11, stating that, “Given that
the attorney-client privilege has no litigation requirement
and the reality that clients often seek legal advice specifi-
cally to comply with legal and regulatory mandates and
avoid litigation or liability, the privilege should apply to
private client-attorney communications exchanged dur-
ing the course of a transformative business enterprise, in
which the parties commit to collaboration and exchange
of client information to obtain legal advice aimed at com-
pliance with transaction-related statutory and regulatory
mandates.”3 The Appellate Division, First Department,
in Ambac I similarly raised these concerns, opining that

“imposing a litigation requirement. . .discourages parties
with a shared legal interest, such as the signed merger
agreement here, from seeking and sharing that advice, and
would inevitably result instead in the onset of regulatory
or private litigation because of the parties’ lack of sound
guidance from counsel. This outcome would make poor
legal as well as poor business policy.”3

Although the New York Court of Appeals insisted in
Ambac 1I that New York’s litigation requirement would
not deter commercial transactions from taking place in the
state, many practitioners and legal commentators remain
unconvinced and are putting pressure on the New York
legislature to craft a common interest privilege exception
that continues to maintain New York'’s status as a com-
mercially viable and desirable venue for sound business
practices. To that end, both the dissent in Ambac II and
some practitioners have recommended that the New York
legislature adopt a narrow expansion to the common inter-
est doctrine to cover communications made in commercial
transactions in furtherance of or related to compliance
with statutory or regulatory requirements.*” Judge Rive-
ra’s dissent in Ambac II specifically advocated for such an
approach, noting that:

[W]here parties to a merger agreement
have a common legal interest in the suc-
cessful completion of the merger, the
privilege should apply to communications
exchanged to comply with legal and regu-
latory requirements related to consumma-
tion of the merger. This application of the
privilege functions as a narrowly crafted
exception to third-party waivers in the
merger context, and is justified because
signatories to a pre-merger agreement are
bound with a common interest in comple-
tion of the merger.

Judge Rivera further noted that this approach “would
maximize the quality of disclosure necessary for accurate
and competent representation leading to compliance with
regulatory and legal mandates” and would encourage
“parties committed to a merger to disclose confidential in-
formation to avoid submission of incomplete or noncom-
pliant documents.”* In other words, without some leg-
islative expansion, some practitioners and commentators
believe that the majority’s opinion in Ambac I may have
a chilling effect on the quality and quantity of disclosure
made by parties in commercial transactions to their coun-
terparties, investors and regulators.*’

Perhaps anticipating some backlash from the transac-
tional bar, the Court of Appeals expressly raised the pros-
pect of New York following in Delaware’s footsteps and
codifying a more expansive common interest privilege.*!

34
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Delaware, like New York, has a favorable corporate regu-
latory landscape, making the state a perennial favorite
for jurisdictional clauses and choice of law provisions in
commercial agreements. Recognizing the value that the
common interest doctrine adds to the complex legal and
regulatory processes involved in corporate transactions,
Delaware codified the common interest privilege specifi-
cally to ensure its applicability in non-litigation, commer-
cial settings.*?

With increasing pressure from the transactional bar, it
appears likely that the New York legislature may be com-
pelled to codify a non-litigation version of the common
interest privilege to supersede Ambac II in the near future,
similar to what Delaware has done. All this remains to be
seen as clients, attorneys and the courts continue to navi-
gate the landscape of the common interest doctrine in the
coming months and years.

Conclusion

Absent some legislative modification, the New York
Court of Appeals in Ambac Il made clear that the common
interest doctrine applies under New York law only if the
following three elements are met: (1) the parties share a
common interest; (2) the communications are made in
furtherance of the common legal interest; and (3) the com-
munications relate to a pending or reasonably anticipated
litigation.
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