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Securities and Exchange Commission
450 Fifth Street, NW

Washington, D.C. 20549-0609

December 17, 2002
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Re: Proposed Rule: Implementation of Standards of Professional Conduct for

Attorneys, 17 CFR 205: Comments of Susan P. Koniak, Roger C. Cramton and
George M. Cohen (with List of Academics Who Arein General Agreement)

Dear Mr. Katz:

Wearewritingto provide commentson the proposed rul esissued by the Commission to
implement § 307 of the Sarbanes-Oxley Act. Wearelaw professorswho have spoken, taught and
written ontheprofessiona responsibilitiesof lawyersin client fraud Situationsfor many years. With
Geoffrey Hazard, we are coauthors of theforthcoming fourth edition of The Law and Ethicsof
Lawyering (Foundation Press), oneof theleading teaching booksonthe subject. Professor Koniak
testified beforethe Senate Judiciary Committeeearlier thisyear at ahearing onlawyer conductinthe
Enronaffair. Professor Cramton hasrecently published an articleon the samesubject (“ Enronand
the Corporate Lawyer: A Primer on the Legal and Ethical Issues, 58 The Business Lawyer 143
(Nov.2002.) Professor Cohen hasparticipated inanumber of recent CLE programsdealingwith
theroleof lawyersinthenumerouscorporatefraudsand failuresthat have damagedinvestor trust
in the integrity of securities markets.

Wehavecirculated adraft of these commentsto anumber of academic colleagues, inviting
themto endorsethe commentsor to submit commentsof their owntotheCommission. Attheend
of thesecomments, welist the namesand affiliations of thosewho arein general agreement with our
commentsand recommendations. Becausetimedid not permit consideration of eachindividual’s
suggestions, they are not responsible for our language or the details of each comment or
recommendation. They have, however, authorized usto attach their namesand to say thet they agree
generally with the substance and tone of this letter.

Wehave organi zed our commentsunder headingsto facilitatethe Commission’ swork. We
begin by providing an overview of theissuesweaddress. Thebody of our commentsdiscusseseach
issueinturn and offerslanguagethat we believewouldimprovethe effectiveness of therulesand
clarify their meaning. Thetext of changeswe proposeareincludedin each comment, following our



discussion of the need for the change.

OVERVIEW
1. Standardsthat Trigger the Attorney’s Duties

Our most important recommendati on concernstheoneissuethat morethan any other will
determinewhether the Commission’ sregulationswill achievethe objectivesfor which § 307 of
Sarbanes-Oxley wasenacted: thestandardsthat trigger theattorney’ sreport dutiesrequired by the
Statute.

Thelanguageand history of § 307 requiresan objective standard at each of thereporting
stageswithinthe corporation, asthe Commissionrecognizesinits Comments. Section 307 also
requiresstandardsthat turn ontheexistence of “ evidence” of amateria violation rather that onthe
existence of amaterial violation. The purpose of § 307 was to ensure that “evidence” of law
violations, indicating that the company faceslegal risks, should beknown and considered by higher
authority inthecompany, not brushed off by lower-level managers. Requiring morethanwhat the
satuterequires—" evidence” —will crippletheeffectivenessof thereport ruleand runscounter tothe
language of the statute.

Notwithstanding the language concerning an objective standard in the Comments, the
“reasonably believes’ standard will not achievethat result becauseitsusageinal other areasof the
law and itsplainlanguage meansthat the particul ar lawyer must “believe’” something and that the
belief be“reasonable.” Tort law, criminal law and thelaw of professiona responsibility al usethe
phrasereasonably believe, aswe havejust described and no amount of redefinitioninthe Comments
herewill avoid the confusion and mid eading nature of thewordsthe Commission haschosen. Trying
to redefine this phrase even in the text of the rule would be a mistake and would not forestall
confusion. When confrontingacommonly used legal phrase, such as* reasonably believes,” most
lawyerswoul d not bother to ook for auni queinterpretation of thosewordsin the definition section
of aruleor statute, nolessinthe Comments. Seea so Part X, bel ow, on accessto the Comments
to theserules.

Thenatural and usual useof the* reasonably believes’ standardiswhenthelaw istryingto
deter particular conduct, e.g., thelaw of sdf defenseintort and criminad law. Inthosesituationsthe
law wantsto imposeaheavy burden on an actor: action should not betaken unlesstheactor believes
theactionisnecessary and, in addition, that theactor’ sbelief isreasonable. Here Congressintended
that attorneysberequired to communi cate evidence of amateria violation up the corporateladder,
sothat higher authority inthe company would learn about themagjor risksinvolved and handlethem
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appropriately. Using a standard designed to deter action undermines the purpose of § 307.

Weagreewith thegraduated approachincluded inthe Commission’ sproposal, usingless
demanding triggersfor reporting within the corporate client and more demanding standardsfor
required notification of withdrawal to the Commissionand disaffirmance of documents(the* noisy
withdrawal provisionof 8 305.3(d)), and for permissivedisclosureof confidentia information (8
205.3(€)). Our proposal keeps that graduated approach.

We propose new objective standardsto govern an attorney’ sduty to report and ahigher
standard to govern the duty to make a noisy withdrawal.

2. Enforcement Policy (Sanctions)

Weurgethe Commissionto remove discussion of enforcement policy fromthetext of 8
205.6(b)(2) . At most, enforcement policy should be mentionedinacomment and the comment
should beclear that the policy doesnot changethetermsof theruleitsdf, particularly that it doesnot
alter thetriggering standards for action. We also propose some new language to the Sanction
section.

3. “Noisy Withdrawal” and Discretion to Report to the Commission

Wesupport theCommission’ snarrowly circumscribed rulerequiring lawyerstomakeanoisy
withdrawa by notifying the Commissionin circumstancesthat will, asthe Commissionrightly notes,
berare. What the Commission proposesislargely cons stent with therulesof professiond ethicsof
most states: first, withdrawal isrequiredinall stateswhen continued representationwould asssta
client’scrimeor fraud; second, notification of that withdrawal a ongwith disaffirmance of documents
or representationsthat aretainted by the ongoing or prospectiveviolation, i.e., anoisy withdrawal,
Ispermissiblein virtually all states.

Theexistenceof thealternativereporting proceduresof 8 205.3(c), involvingaqualifiedlegd
compliancecommittee of theboard (QL CC), meansthat theinstancesinwhich noisy withdrawal is
required may turnout to belimited. It seemshighly likely that many or most companieswill establish
aQL CC, withimportant effectsonthereporting and other obligationsof insideand outsidelawyers.
First, an attorney would satisfy theinitial report obligation by reportingthemateria violationtothe
QLCC. Second, thereporting attorney would no longer haveaduty to makea* noisy withdrawal”
tothe Commissionunder §205(c). Third, aCLOwhoreceivesareport of amateria violation may
refer thereport to the QL CC, shifting theresponsibility to conduct aninquiry tothe QLCC. Fourth,
onceamateria violation hasbeenreported to the QL CC, the obligation to notify theCommission
of thematerial violation, whenit hasnot been appropriately addressed by theboard, shiftsfromthe
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reporting attorney to the individual members of the QL CC, who would be acting in abusiness
capacity.

However rarely noisy withdrawal will haveto beused, itisnonethelessan important part of
theentireregulatory structureand, asweexplain, completely consistent with § 307. If therecent
scandal sand those of the past havetaught usanything, itisthat the boards of somecompaniesare
either kept inthedark by management or arerel uctant to oppose management actionsthat areor
may beillegal. Inthosesituations, illega conduct will bestopped or rectifiedif everyoneknowsthat
thecompany’ sattorneyswill havetoexit noisily. Ontheother hand, if everyoneknowsthat all an
attorney can do, if the board persists, isto exit quietly without any signal to anyone, theillegal
conduct may continueindefinitely and causeirreparable harm to thecompany, itssharehol dersand
investors.

We also support the “permissive disclosure” allowed by § 205.3(e) and urge the
Commissionto beclear that nothingit saysinthisprovision or elsewhereisdesigned to weaken
dutiesimposed on attorneyshby thestatesthat may requireor allow disclosurein moresituationsthan
contemplated by these regulations. We also discuss this matter in the next topic, preemption.

4. Preemption of State Ethics Rules

Wethen explainwhy it isnecessary and proper that the Commission’ srulespreempt state
ethicsrulesthat may prohibit what the Commission’ srulesrequireor permit. Atthesametime, we
believeitisimportant that, with oneexception, therulenot preempt any stateethicsrulethat require
or dlow morereporting or moreaction on the part of thelawyer to prevent or rectify client fraud than
the Commissionrulerequires. Theexceptiontowhichwerefer concernsin-housecounsel (see?,
below). The commentsthroughout should be reviewed to eliminate any suggestion that more
rigorous statedisclosurerules, mandatory or permissive, arenullified by theserules, gpart fromthe
one exception noted.

5. Foreign Lawyers

Wesupport theagpproach of includingforeign lawyerswithintheambit of theruleand explain
why excludingthemwould adversely interferewiththemarket for lega servicesand underminethe
Commission’s rules and the purposes of § 307.

6. “Appearing and Practicing” Beforethe Commission

Wediscusshow important itisthat thedefinition of “appearing and practicing”includethose
who advisethat information need not bediscl osed to the Commissioninany particular filing or writing
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aswell asthosewho adviseagainst theneed for any particular filing or writing. Further, webdieve
itisimportant that those who advise on thelegality of statements by management to particular
individuals or institutions be included within the rules purview.

On the other hand, we believe that the Commission’s approach to lawyers acting as
advocates, instead of advisors, should be clarified to ensure no diminution in appropriate and
aggressive advocacy due clientsin adversary proceedings. We suggest clarifying language.

Wecriticizetherulefor failingto addressclearly whether alaw firm* gppearsand practices’
before the Commission and, if so, when. We elaborate on this problem in the next Part.

7. Law Firms, Imputation and Subordinates and their Supervisors

The proposed rulessuffer from thefailureto addresstheimportant questionsof imputation
of knowledgewithinalaw firmand of law firm censureand discipline. Wesuggest languageto
addressthoserelatedissues. Oneconsequenceof failingto addressimputationisthat it rendersthe
definition of “ practicing and gppearing” confusing. Aneven moretroubling consequenceisthat this
failure may encourage the decentralization of legal work within law firms, undermining the
Commission rules, the purposes of § 307, and the provision of quality legal services.

The Commission’ srulesshould dso addresstheneed for disciplineof law firms. Specidized
corporate and securitiespracticeinvolvesthe participation of ateam of lawyerswho bring differing
skillsand knowledge. Responsibility for decisionsisoften divided up or sharedinwaysthat are
uncertainor shifting. Thediffuson of respongbility and knowledgeleadsto theargument that no one
attorney can be held responsiblefor what wasdone. The Commission should add arulepermitting
thecensureor reprimand of alaw firm and assessment of monetary penaltieswhenthefirm, which
isclearly responsiblefor therepresentation, hasfailed to conformto responsibilitiesrequired by the
Commission.

TheCommissioniscorrect inassuringin-house counsd that they do not need toresigntheir
employment when notifying the Commission that areported viol ation hasnot been appropriately
addressed by their employer. That approach is consistent with, and perhaps required by, the
whistle-blower protectionsthat are part of the Sarbanes-Oxley regime (see §806). The proposed
rule, however, should makeit clear that inside attorneys may not continue to participate in the
reported matter. Continuationinmost, if not all, instanceswould run afoul of ethicsrulesinevery
gatethat demand that |lawyersnot assist anongoing crimeor fraud. Relievingin-houselawyersfrom
theduty towithdraw combined with the prohibition againgt firingin-houselawyersfor having acted
inaccordancewith theserulesmay otherwiseberead to counteract ethicsrulesor decisionsthat
rightly state that all lawyers, including in-house counsel, cannot assist unlawful conduct.
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8. Successor Counsdl

Weapplaud the Commission for attempting to deal with the problem of successor counsel
lacking theknowledge necessary to ensurethat thewithdrawal of predecessor counsel wasnotin
vain. Wedo not, however, think the Commission’ sproposed solutionisby itsel f adequateto the
task and we suggest adding arequirement that successor counsel inquireinto past reportsfiled under
theserules.

9. Professional Duty of Confidentiality and the Attorney-Client Privilege

The Commission’ sduty under § 307 to establish * minimum standards of professional
conduct” authorizesthe Commission to definethe scope of and exceptionsto the professiona duty
of confidentiality applicabletolawyersappearing and practicing beforethe Commission. Section
205.3(e) of theCommission’ sproposed rules, which permitsan attorney under certain circumstances
to disclose confidential information to the Commission, establishesan exceptionto theprofessiona
duty of confidentiality. The rule should be described as such in the Comments.

On the other hand, we do not believe that the Commission has authority to modify the
evidencerulesappliedinfedera and state courtsunder therubric of “ attorney-client privilege.” Nor
Isit necessary or wiseto ventureinto anareaof law that isprimarily the provinceof judgesin federal
courtsand judges and state legislaturesin state courts. Nor should the Commission attempt to
resolve controvertedissuesof privilegesuch aswaiver, other thantoindicate how variousactions,
suchasatorney disclosureor company report, will betreated inthe Commission’ sown proceedings
and activities.

10. Miscellaneous M atters

A final part discussessevera other mattersthat did not fit neatly under theabove headings.

That concludesour overview. Wenow proceed to adiscussion of these mattersand our
proposal of specific recommendations that will improve the effectiveness and clarity of the rules.

DISCUSSION AND PROPOSED CHANGES

I. The Standardsthat Trigger the Lawyer’s Duties

Toavoidrepetitionin our recommendations, the substitutelanguageto therulesthat we
proposeinthispart iscollected below under heading D. Wefirst discussour problemswiththe
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current language and the reasons for our revisions.

Section 307 dictates that the Commission adopt arule that requires lawyers to report
“evidence of a material violation of securities law” to the CLO or the CEO (we adopt the
Commission’ sabbreviationsthroughout our comments) and in some circumstancesfurther upthe
corporatechainof command. Two thingsareobviousfromtheuseof theword“evidence’ andthe
lack of any referencetothelawyer’ ssubjectivestate of mind: Congressintended the Commission
to use an objectivestandard, not asubjectiveone; and it intended theruleto requirethereporting
of “evidence of violations,” not just the reporting of “violations.”

The proposed rulemuddiesboth matters, running therisk that it will beread by lawyersto
requirereportingonly of “violations’ of law that thelawyer “believes’ exist and then only whenthe
lawyer issurethat his* belief” is* reasonable.” Indeed, webelievetheruleencouragesthat reading
and thus undermines the legislation the rule is designed to implement.

A. “ Reasonably Believes’ |sthe Wrong Standard

The*“reasonably believes’ standard, defined in § 205.2(1), pervadesthe Commission’s
proposed rule. The standard repeatedly occurs, not only directly in the various substantive
provisionsof therule, but indirectly aspart of thedefinitionsof “ appropriateresponse’ in § 205.2(b)
and “evidence of a materia violation” in § 205.2(e). The reasonably believes standard is
Inappropriate and should bereplaced in al but one of the situationsinwhichitisused (see Part
[.C.4, below).

Asapreliminary matter, we notethat the Commi ssion asked for comment onwhether the
ruleshould be* subjective’ or “objective.” Weseeno plausiblereading of 8 307 that would support
theadoption of a“ subjective” standard. Congresssaidlawyersshouldreport “evidence.” While
itissurely true that deciding what is*evidence’ requires thought, the law generally treatsthe
determination of what constitutes* evidence” asan objectivematter, not afunction of aparticul ar
person’ spoint of view. Thosewho drafted thisamendment werewel | awarethat oneapproachwas
torequirelawyersto“know” or “believe” something asthetrigger for their duty to report. That
approach wasre ected by thedrafters, thefull Senate, the conferees (towhomthe ABA madeclear
itsviewsand provided numerousoptionsfor lessrigorous standardsthan thoseincorporatedinto 8
307), and the House before final passage of this legislation.

Weunderstand that the Commi ssion thought it wasadopting an objectivestandard. The
Commissiontried mightily in § 205.2(l) andits Commentsto stressthat “ reasonably believes’ is
objective. Wenotethat the Commission’sCommentsstate, for example, that itsdefinitionwas
based onthat includedin“the ABA’ sMode Rulesof Professiona Conduct, modifiedto eliminate
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any implied subjective element.” (Emphasis added.) The problem is that the attempted
modification will not work.

Striveasthe Commission might, the plain meaning of wordscounts, asit should, andthe
manner inwhichthelaw generaly employsthephrase* reasonably believes’ a so counts. Andthe
plain meaning of thewords* reasonably believes’ isthat thelawyer must subjectively “believe”
something before the duty to act istriggered. As, or more, important, the phrase “ reasonably
believes’ isalongstanding oneinthelaw, andin every other instanceinwhichthelaw employsthat
phrase, e.g., incrimina andtort law (at least any areaof law inwhich any of thethreeof usisaware,
and that covers awide body of law as we teach various and diverselegal subjects), the phrase
describesamenta statethat hasasubjectiveaswell asan objective component. TheModel Rules
usethephraseasitisused el sewhereinthelaw. Any attempt to modify alegal term of long usage
isunfair in that it fails to give notice to those required to live by the term or risk punishment.

Moreover, thenatural and usual useof the* reasonably believes’ standardiswhenthelaw
Istryingto deter particular conduct. Consider oneexample: thelaw of salf defenseof criminal and
tort law. It isadefenseto ahomicide charge that one killed another because one “reasonably
believed” one' slifetobeindanger. Ineveryjurisdictionthat meansthat oneisexcusedfor having
acted (killed) in sdlf-defenseonly when oneactually believed one' slifewasin danger andthenonly
if, inaddition, that subjective belief wasobj ectively reasonable. By setting up two hurdles, thelaw
expressesitsdesireto curb action. Thesamethingisgeneraly truewhenthe* reasonably believes’
standardisusedintheethicsrules, for exampleintheModel Rules general provision on conflicts
of interest. Thefear isthat the lawyer, acting on subjective belief alone, will be too quick to
undertake arepresentationresultinginaconflict. Theadditional “ reasonableness’ hurdleisthus
added as a check on action.

Here, by contrast, the Commissionisnot trying to deter lawyersfromreporting withinthe
corporationto higher level sof authority. Quitetheopposite: itistryingto mandatethat lavyers, who
too often have beenrel uctant to do so, notify ahigher authority if an appropriate response doesnot
takeplaceat alower leve. “ Reasonably believes’ would beingppropriateevenif al theCommission
was supposed to do wasto encourage internal reporting, but the Commissionistrying (andis
required by § 307) to do more than provide “encouragement.”

Beginning with a“ deterrence” standard —words and legal usage that do not match the
Commission’ spurpose— and thentryingtofix all that through Commentsand aline or two of
“redefinition” isunsound andwon’t work. Put smply, noamount of commentary and certainly not
onedefinitioninalist of definitions, issufficient to stop the confusion that the Commission’ snovel
definition, at war with the plain meaning of thewords, will create. Not only will the*reasonably
believes’ test create confusion, it will increase the costs of enforcing this rule by encouraging
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defenses, litigation and appeal s, and it will decreasethe benefitsof thereporting regime Congress
mandated. Theseincreased costsand diminished benefitsare particularly unjustified whenthereare
ready substitutes for “reasonably believes’ that more clearly express the Commission’s and
Congress sintent. The*“reasonably believes’ language must bedropped. Theonly exceptionis8
205.3(b)(5), whichwediscussin Part 1.C.4 bel ow, for whichwearguethat the Commission should
retainthe*reasonably believes’ standard, but substitutethetraditiona definitionfor theCommisson’'s
novel one. Wea so urgethe Commissionto comb the Commentsto removeany hint that thelawyer,
before being required to report, must “believe” that al elements of a materia violation are
established.

A variationonthe"reasonably believes’ standard occursinthedefinitionsof “ appropriate
response” in 8§ 205.2(b) and “evidence of a material violation” in § 205.2(e). “Appropriate
response” isdefined asaresponsethat “ providesabasi sfor an attorney reasonably to believe’ that
appropriate action has been or will betaken by theissuer. “Evidenceof amateria violation” is
defined asinformation“ that woul d lead an attorney reasonably to believethat amateria violationhas
occurred, is occurring, or is about to occur.” The language “reasonably to believe” is an
improvement over “reasonably believes,” astheformer islesslikely to beread by lawyersor courts
asincluding asubjectivecomponent. But the* subjectiveplus’ interpretation remainspossble. Even
if “reasonably tobdieve” isinterpreted ascontaining only an objectivestandard, the very appearance
of the more objective “reasonably to believe’ in these definitions, in contrast to the normally
subjectiveand objective* reasonably believe” test of §205.2(1), only heightensthe probability that
“reasonably believes” will be misread, increasing costs and decreasing benefits from thisrule.

For clarity of presentation we set out our proposed alternativesunder heading D below,
which allows us to address first other aspects of the standards which our aternatives also modify.

B. The Ambiguity on Whether “Evidence” or “Violation” Triggers the Reporting
Requirements

Thedefinition of “evidenceof amaterid violation” in § 205.2(e), whichthe proposedrule
alsousesextensively, presentsanother seriousproblem. Theproblemisthat 8 307 of Sarbanes-
Oxley explicitly uses“evidence’ asthetrigger for action, but the Commission’ sdefinition at best
renderstheword* evidence” ambiguous, and at worst readstheword out of theruleentirely. The
key languagein § 205.2(e) isthe statement that theevidencerequired totrigger actionis*information
that would lead an attorney reasonably to believe that a material violation has occurred, is
occurring or isabout to occur.” (Emphasis added.)

In every state, asamatter of the ethicsrules and substantive law forbidding aiding and
abetting of atort or crime, alawyer may not assist aclient in conduct thelawyer “knows’ tobeillega
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when continuing therepresentationwould further theillegality. Moreover, al stateethicsrules
requirethat thelawyer withdraw when heor she*knows’ of theclient’ sillegal useof hisservices.
Asany reader of reported decisionsknows, that |aw hasnot proved aseffectiveasonewould have
hopedindeterringlawyersfrom recklessly or carelessly aiding client fraud. Why? Becauseany
lawyer worth hissalt knowsthat ngwhether thelaw isactualy being violated isno smpletask.
Oneextrafact, onenuance, oneaffirmative defense, one creative ambiguity, and ajudgment of
“illegality” morphs into something more benign.

Unfortunately, aslawyer behavior inthe S& L scanda and countlessother financia debacles
demonstrates, theinevitable” grayness’ or uncertainty of all law —acharacteristicof al just legal
regimesand not aflaw —hasbecomean excusefor ignoring evidenceof illegality, no matter how
substantial theevidenceor harm being wrought hasbeen. That redlity isprecisely why 8 307 speaks
of “evidence” andnot“illegdity” or established“violations’ of law, anditiswhy itisessential that the
Commissiondiminateany and dl languageinthisruleand itsaccompanying Commentsthat departs
fromtheevidencestandard. Thelanguageinthe proposed rulethat requireslawyerstothink interms
of known, clear, established, obviousor objective*violations’ of law should beabandoned. Not
only istheshiftaway from“evidence” to“ violation” incons stent withtheplainlanguageof 8 307, it
undercutstheruleitsdf, sgnificantly decreasing the benefitsthat thisrulewoul d otherwise produce.

C. The Different Sandards for Different Courses of Conduct

TheCommissionusesseveral differingtriggersfor lawyer action for thethreedifferent
reporting stages. Theproposal ssuggest agraduated approach, i.e., ahigher standardisrequired
tojustify reporting asthereceiver of thereport (or thenoise) changes. Weapproveof agraduated
approach, but piled ontop of the* reasonably believes’ and *|ead an attorney to reasonably believe”
andtheshift (at somepoints) from“evidence’ to“violation,” the separatetriggersproposed by the
Commission add only moreconfusion. Our proposal, see Part D, bel ow, preservesthegraduated
approach while clearing up the confusion.

We consider in turn the Commission’s standards for the initial duty to report, the
determination of whether there has been an appropriate response to the initial report, and the
requirement of a noisy withdrawal.

1. Initial report to the CLO or CEO [8205.3(b)(1)]

Section 205.3(b) describesthe standard for theinitia report to the CLO and CEO thisway:

anattorney’ sduty istriggeredif the* attorney becomesawar e of evidence of amateria violation.”
Thesame standard appearsintheruleregarding the reporting obligations of subordinatelawyers,
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§205.5(c). Adding yet another term to describe an attorney’ s state of mind, “ becomes aware”
introducesanother level of uncertainty and againinvitesconfusiononwhat level of “knowledge” of
evidence the Commission hasin mind. We thus eliminate that term from our proposal.

If “becomesaware” isintended to be no different than “ reasonably believes,” why use
different words? If “becomesaware’ isintended to equa “ reasonably believes’ thenthelatter term
should have been used in both places. Wereject that idea, however, for thereasonsstated above
explaining the problemswith trying to modify what “reasonably bdieves’ meansel sawhereinthelaw
and theterm’ snatural function of deterring action. Inaddition, the plain meaning of “becomes
aware” seemsat war with* should haveknown,” whichweview ascrucial to any trueobjective
standard.

TheCommission’ sproposd dsotriesto avoid theambiguity of “ becomesaware’ by building
the*reasonably believes’ standard into thedefinition of “evidenceof amaterid violation,” sayingthat
suchevidenceis*informationthat would|lead an attorney reasonably to believe’ that amaterial
violation*hasoccurred, isoccurring, or isabout to occur.” Wehavealready stated our objection
to the use of avariation on the“reasonably believe” standard and the shift from “evidence” to
“violaion” inthedefinition of “ evidenceof amateria violaion.” Hereour point about that definition
issomewhat different: itispossbleandfar preferableto replace” becomesaware” withlanguagethat
would makeit unnecessary for lawyerstorefer to thedefinition of “evidence” to discover some
description of therequisite mental state. Thedefinition of “ evidence” isnot wherelawyerswould
expect to find the triggering standard of knowledge requiring action.

2. Report to a Qualified Legal Compliance Committee (QLCC) [8 205.2(j)(5),8
205.3(C)]

Section 205.2(j)5) usesthe* reasonably believes’ trigger, and § 205.3(C) usesthe* becomes
aware” trigger for the alternative reporting system involving a QL CC of acompany’ sboard of
directorsor theentireboard. Wehavea ready commented on the problemswith thosetriggersand
thosecriticismscarry over here. Thepoint wewant to stressnow isthat thealternativereporting
proceduresauthorized by § 205.3(c) should include the sametriggering languagethat isapplicable
toreportstothe CLO and CEO under § 205.3(b). That isespecially the case because many public
companiesarelikely to adopt the QL CC procedurefor reporting evidence of materid violations
becausethe use of this procedure satisfiesthereport obligation of areporting attorney, relievesthat
attorney of theduty to effect a“ noisy withdrawal,” and relievesthe CLO of theduty to conduct his
owninquiry. Havingahigher standard for the QL CC procedurewoul d not befaithful tothe statutory
text andlegidativehistory of 8307 of Sarbanes-Oxley. SeePart 111 below, discussing further how
limited in scopethe* noisy withdrawal” provisonis. Inshort, agraduated approach to stateof mind
at this stage is not appropriate.
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3. What consgtitutes a “ response” sufficient to relieve a lawyer of obligations to take
further action? [ § 205.2(b), § 205.3(b)(4), §205.2(b)(7), §205.2(b)(8)]

The next standard used by the Commission occurs in § 205.2(b), which defines
“appropriateresponse’ as" aresponseto evidenceof amateria violation. . . that providesabasis
for an attorney reasonably to believe” that nofurther actionisnecessary. Thisdefinitioniscritica
because an “appropriate response” to areport relieves the attorney of further steps under 8
205.3(b)(7), whereas afailureto provide an appropriate response by the CLO or CEO under §
205.3(b)(4), or by theissuer under § 205.3(b)(8), triggersfurther required action. A newwordis
introduced as part of thestandard here, “basis,” which again createsuncertai nty about thedegree
of knowledge necessary to activate the trigger.

We recommend modifying the definition of “appropriate response’ to eliminate the
“reasonably believes’ problem and to emphasize again the objective nature of the* appropriate
response” judgment. Our substitute definition can be found in Part D, below.

We aso recommend two modifications to the Comment to § 205.2(b). First, we
recommend del eting thefollowing sentencefrom the Comments: “ The Commission’ sintentisto
permit attorneys to exercise their judgment . . . so long as their determination of what is an
‘appropriateresponse’ isobjectively reasonable.” The Commission hasno choicebut to* permit”
lawyersto“exercisetheir judgment” —that iswhat lawyersare paidtodo. Giventhat reality, this
sentence runs the risk of conveying a comforting enforcement message to the effect that the
Commissionwill beloatheto second guessalawyer’ s“judgment” that aresponseis* appropriate.”
The Comment to 8§ 205.2(b) may betaken as suggesting that the Commissionwill bedoing precious
littleenforcement of any duty imposed onlawyersbeyondtheinitial duty toreport. Later, wewill
discussthe problemswehavewith the enforcement agendadetailed in the Commission’ sproposed
§205.6(b). Herewearesimply pointing out that the Commission’ senforcement policy should be
inoneplace, preferably not intheserules, and wherever itis, it should not bediluted or muddied by
Comments that suggest subtle or not-so-subtle modifications of that policy.

Second, whilewe appl aud the use of examplesinthe Comment to § 203.2(b) and encourage
the Commissiontokeeptheminthefina publication of therule, werecommend that the Commission
eliminatereferencesthat rely onthe* reasonablebelief” standard, e.g., “alawyer could reasonably
believethat theissuer’ sresponsewasappropriate. ...” Here(aselsewhereinthe Comments) we
urgethe Commissionto substitutefor thelanguage quoted above aformul ation that emphasi zesthe
objectivenatureof therule. Thelanguagewesubstitutefor “reasonably believes’ inour revisions,
designedto clarify theobjectivity of thestandards, shoul d be used throughout the Comments, except
for the Comment to § 205.3(b)(5) for the reasons discussed above in Part A, above.
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To demonstrate the approach we have in mind for most of the Comment, consider the
Comment to § 205.2(b) that deal swithrelianceonan outsidelaw firm’ sdetailed and reasonable
report ascongtituting an* appropriateresponse” satisfyingtheattorney’ sreport obligation. The
Comment, instead of turningonthelawyer’ s“reasonablebelief” that thelegal opinionwasadequate,
should employ language similar to the language we propose for § 205.3(b)(1) in Part D, below.

Weal so recommend that the Comment’ sdi scussion of that exampl e shoul d specify that
among thefactorsthat would be cons dered by the Commissionin assessingwhether an outsidelaw
firm’ sresponse constitutesan appropriateresponse arethefollowing: thedescriptioninthereport
of the scope of the investigation undertaken by the law firm; and the relationship between the
investigating firmand theissuer or CLO, particularly whether thefirm had doneany work onthe
transactionsor filingsthat had concerned thereporting lawyer or on any similar transactionsor
related filings. The Comment should al so makeclear that the greater or morecredibletheevidence
triggering thereport to the CL O, themoredetail ed and independent theinvestigation into thematters
must be to permit a reasonable lawyer to conclude that no further action is required.

4. Bypassing the CLO and CEO [ § 205.3(b)(5)]

Section 205.3(b)(5) providesthat if anattorney hasaduty to report under §205.3(b)(1), the
attorney may bypassreporting to the CLO and CEO, and report directly to theboard or rel evant
board committeeasdescribed in 8205.3(b)(4), if theattorney “ reasonably believesthat it would be
futiletoreport evidenceof amaterid violation” tothe CLO and CEO. Inthisoneinstance, weagree
withthe Commissionthat “ reasonably believes’ isthegppropriate standard, and wesupport retaining
thelanguageof §205.3(b)(5) aswritten. AswearguedinPart A, above, the* reasonably believes’
standard makes sensewhen wewant to deter conduct that alawyer may be overly eager to engage
in. Itisplausibleto assumethat lawyers might betoo willing to bypassthe CLO and CEO and
report directly to the board. The“reasonably believes’ standard here would emphasize to the
attorney that his subjective belief that reporting to the CLO and CEO would be “futile’ isa
necessary, but not sufficient, basisfor bypassing these officers. For the*reasonably believes’
standard to serve this purpose, the traditional definition should be stated in the Comment. We
suggest the definition from the Model Rules.

5. Notification to the Commission (“ noisy withdrawal” ) [§ 205.3(d)]

Y et another reporting standard governsthe controversial requirement that an attorney or
membersof the QL CC notify the Commission of an ongoing or prospectivemateria violation under
certaincircumstances. (Wetake up theissueof whether “ noisy withdrawal” shouldremaininthese
rulesinpart 111, below.) Section 205.3(d) of the proposed rulerequiresnoticeof withdrawal tothe
Commission and disaffirmanceof tainted documents (together congtituting “ noisy withdrawa) only
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when “theattorney reasonably believesthat amateria violationisongoing or isabout to occur and
islikely toresultinsubstantia injury tothefinancial interest or property of theissuer or of investors.”
We support, aswe have said, the Commission’ sgraduated approach, requiring moreto trigger
notification to the Commissionwithout the company’ sconsent thantotrigger internd reportingtothe
CLO or to the board.

Wethussupport theinclusion of the substantial injury” clause. But, asweexplained above
indetail, we oppose the “ reasonably believes’ standard aswell asthe shift from “evidence” to
“violations.” Weproposean dternativetothissectionthat preservesthe Commission’ sgraduated
approachincorporatingthe*substantial injury” clauseand increasesthe* evidence” trigger for the
“noisy withdrawal” step without moving to a*“violations’ standard.

6. Permissive Disclosure [ 88 205.3(d)(2), 205.5(d)]

Two rulesproposed by the Commissionthat permit, but do not require, action by thelawyer
raiseasomewhat different trigger issue. Section 205.3(d)(2) permitsthelawyer to makeanoisy
withdrawal inresponseto past wrongdoing if thelawyer “ reasonably believesthat amaterid violation
hasoccurred andislikely to haveresulted in substantia injury tothefinancial interest or property of
theissuer or of investorsbut isnot ongoing.” Section 205.5(d) permitsasubordinatelawyer to
bypass a supervising attorney and make disclosures to the client if the subordinate attorney
“reasonably believesthat a supervisory attorney to whom he or she has reported evidence of a
material violation under §205.3(b) hasfailed to comply with §205.3.” In both cases, webelieve
lawyers would be reluctant to act in the permissive way, so we conclude, consistent with our
argumentinPart A, that “ reasonably believes’ isnot the appropriate standard, and we advocate
subgtituting the objective standard that we set forthin Part D. But that doesnot meanthat permissive
disclosurerules should be framed exactly as mandatory disclosurerulesare. With mandatory
disclosurerul es, the Commission must be concerned not to definetoo broadly thestuationsinwhich
theprohibitionapplies. With permissivedisclosurerules, by contrast, the Commission’ sconcern
should bethe opposite: to avoid constraining thelawyer’ sdiscretion too much, for example by
suggesting that thereisonly one possible conclusionthat areasonabl eattorney would reach. (Infact,
restricting thelawyer’ sdiscretion too much under permissive rulesmay bejust another way of
expanding the prohibition of conduct that isnot permitted. For afurther discussion of thepermissive
disclosurerulesandthisproblem, seePart 111.C. below) Thus, inour proposedrevisionsinPartD.,
weapply theobjective standard to what an attorney “would” concludefor mandatory disclosure
rules, but apply the objective standard of what an attorney “could” concludefor the permissive
disclosurerulesin 88 205.3(d)(2) and 205.5(d). The“could” standard makesit lesslikely that
lawyerschoosing to exercisetheir discretionto makethe permissivedisclosurewill be second-
guessed.
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D. Our Proposed Alternative Standards

Wesuggest alternativelanguageto describethetrigger of alawyer’ sinitial obligationto
report tothe CLO or CEO, and, morebroadly, we propose changesto other partsof thisrulethat
suggest an unauthorized shift froman* evidence” sandardtoa“ violations’ standard. Wedonot here
providerewritesfor all theplacesintheruleswherewebelieve*“reasonably believes’ should be
changed. Instead we provide exemplars, concentrating on key sectionsof theruleand trust that they
will suffice to makeit clear how all similar provisions should be changed.

Our recommended revision of § 205.3(b)(1), Duty to report evidence of a material
violation, reads as follows:

(D) If, in appearing and practicing before the Commission in the representation of an
issuer, an attorney, confronted with information that a prudent and competent attorney,
acting reasonably under the same circumstances, would conclude was credible
evidence of a material violation by the issuer . . . [remainder of subsection follows
unchanged].

The Commentsto therule should state that the standard isatotally objectiveonethat is
governed by anew definition of “ prudent and competent attorney” that substitutesinthedefinitions
section asareplacement for the current definition of “reasonably believes,” which should beded eted.
Thenew definition, repositioned a phabetically with | ater definitionsre-labeled, would read as
follows:

Prudent and competent attorney means an attorney who possesses the skKill,
knowledge and prudence of attorneys who, acting in a reasonable manner, provide the
specialized legal services in question.

Commentsto the new definition should emphasi zethat the attorney isnot viewed asan
ordinary general practitioner, but asan attorney who hasexperienceand knowledge of the same
practicespecidty or specidtieswhich areinvolvedinthe particular matter. Any actionor non-action
by attorneyscovered by theseruleswill be assessed by askingwhat areasonablelawyer, exercisng
theskill, knowledgeand prudence characteristic of attorneys performing thesameactivities, would
havedecidedtodoinlight of theinformationavail ableto the particul ar lawyer involved. If sucha
lawyer would haverefused to perform an assignment for aclient without accessto aparticul ar piece
of information, theattorney’ sconduct will beassessed asif hehad theinformation required for his
job. Otherwise, thereisthechancethat corporate managers, intent on wrongdoing, would deny an
attorney accesstoinformationto avoidtheserules. Thescopeof thelawyer’ sassignment fromthe
clientwill berdevantinsofar asit affectstheinformation an attorney hasor should have, but it will
not otherwi seexcusean attorney fromthe operation of theserules. That isnecessarytoavoidthe
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problem of limiting assignments to circumvent the Commission’s rules.

Anattorney’ sconduct will be assessed, not in hindsight, but by askingwhat aprudent and
competent lawyer would have doneat thetime, with theinformation he had or would have demanded
either to compl etetheass gnment competently or to follow up onfactsor circumstancesabout which
aprudent and competent attorney would haveinquired further before proceeding with hisassgnmen.
For guidance on what i nformation the Commissionwill consider asknownto an attorney, atorneys
should bereferred tothe American Law Institute’ s Restatement (Second) of Agency 8 9(I), which
defines notice as follows:

A person has notice of a fact if he knows the fact, has reason to know it,
should know it, or has been given notification of it.

Thedecisional law employing that common law standard shoul d be consulted by lawyers seeking
guidance. Weencouragethe Commissionto consider incorporating the Agency Restatement’ s
standard just quoted in the body of these rules.

We recommend changing 8 205.5(c) to conform to the standard we advocate for
§205.3(b)(1), asfollows:

A subordinate attorney complies with § 205.3 if the subordinate attorney, in the
course of appearing and practicing before the Commission, is confronted with
information that a prudent and competent attorney, acting reasonably under the
same circumstances, would conclude was credible evidence of a material
violation by the issuer, and reports this evidence to his or her supervising
attorney under § 205.3(b).

Werecommend substitutingtheword*“ credible’ infront of “evidence’ everywhereit appears
inthisrule.

We would eliminate § 205.2(e) and substitute in the right alphabetical order:

[ Applying to the duty to report evidence of a material violation to the CLO, CEO or QLCC:]

Credible evidence means information that a prudent and competent attorney
would consider sufficient to constitute probable cause that a material violation
may have occurred, may be occurring, or may be about to occur. When a
lawyer is hired to advocate in connection with past conduct in which that
lawyer’s, or his law firm's, services were not used, credible evidence does not
include evidence of past wrongdoing that occurred before the lawyer's
representation and did not involve the use of the lawyer’s services.
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[ Applying to the duty to report to notify the Commission of a noisy withdrawal: ]

Credible and substantial evidence means information that a prudent and
competent attorney would consider sufficient to make it more likely than not
that a material violation may have occurred, may be occurring, or may be
about to occur. When a lawyer is hired to advocate in connection with past
conduct in which that lawyer’s, or his law firm’'s, services were not used,
credible and substantial evidence does not include evidence of past
wrongdoing that occurred before the lawyer’'s representation and did not

involve the use of the lawyer's services.

Thelast sentence of thesetwo definitionsisintended to preservethelawyer’ sadvocacy role. See
Part VI.B.

The Commentsto both sections should emphasi zethat thefirst standard isintended to be
lessrigorousthan thesecond. Somemay encourage the Commission to adopt “morelikely than not”
for reporting to the CLO and QLCC. We think that istoo high a standard. A prudent and
competent attorney should informtheclient’ smanaging agentsand entitieswhen heor she concludes
that thereisprobable causethat materid violationsof law areoccurring, have occurred or will occur.
Asweexplained above, wethink the CLO report stage and QL CC report stage should havethe
same standard.

Somemay encouragethe Commissionto use* clear and convincing evidence’ for the* noisy
withdrawal” stage. That standard istoo high, given thelikely adoption of the QL CC reporting
proceduresby many companiesand thefact that thisstage only appliestoviolationslikely to cause
substantial injury. Noisy withdrawal is an option likely to be exercised in very narrow
circumstances. SeePart[11, below, explaining how narrow the* noisy withdrawa” provisonislikely
to bein practice.

Our recommended revision of § 205.3(c)(1), consistent with our proposedrevisionto §
205.3(b)(1), reads as follows:

(1) If, in appearing and practicing before the Commission in the representation of an
issuer, an attorney, confronted with information that a prudent and competent attorney,
acting reasonably under the same circumstances, would conclude was credible
evidence of a material violation by the issuer . . . [remainder of subsection follows
unchanged].

The Commentsexplaining the standard for triggering aduty to report would track thesame
issues discussed in connection with the identical language in § 205.3(b)(1).

Koniak, Cramton and Cohen Comments -- Page 17



Our recommended revision of § 205.2(b) reads as follows:

Appropriate response means a response to credible evidence of a material
violation reported to appropriate officers or directors of an issuer that would
provide a prudent and competent attorney with a reasonable basis to believe:

Our recommended revision of § 205.3(d)(1) reads as follows:

(1) Where an attorney who has reported evidence of a material violation
[to a CLO or CEO and does not receive an appropriate response]. . .,
and a prudent and competent attorney would conclude that there is
credible and substantial evidence that a material violation of law is
ongoing or is likely to occur and is now causing or is likely to cause
substantial injury to the financial interest or property of the issuer or of

Our recommended revision of § 205.3(d)(2) reads as follows:

Where an attorney who has reported [evidence of a material violation to
a CLO or CEO and does not receive an appropriate response]. . ., and
a prudent and competent attorney could conclude that there is credible
and substantial evidence that a material violation of law has occurred and
is likely to have resulted in substantial injury to the financial interest or
property of the issuer or of investors but is not ongoing: [the attorney may
make a ‘noisy withdrawal]. . . .

Itisimportant that the Commission makeclear throughout the proposed rulesthat “ ongoing”
injury does not require current activity by theissuer. For example, if theissuer prepared and
submitted inthe past aprospectusupon which current investorsarerelying to makeinvestment
decisons, every day that the prospectusisextant and investorsrely onitisaday inwhich new frauds
areoccurring. Thatiswhat ongoing fraud hasawaysmeant inthelaw and what it should mean here.
For example, perjury or the presentation of fal sedocuments constitute ongoing fraud on thetribunal
until the proceedings are compl ete because the court and thejury arerelying on that material to
assessother evidenceuntil that time. For purposesof the Commission’ srules, ongoing material
violationsshouldincludepast material violationsthat invite continuing and new relianceand which
thusinvolvetheissuer in new actsof fraud. Our revision of § 205.3(d)(1), above, reflectsthat
understanding of “ongoing” and that understanding shoul d be uniform throughout therulesand their
Comments.

Thissenseof “ongoing” should befamiliar to securitieslawyersgiventhesubstance of the
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law of securities fraud, and these rules should reflect that substantive law, not contradict it.
Moreover, thisunderstanding of the ongoing effectsof past wrong should befamiliar toall lawyers.
It ariseswhenever acrime, such asthe possession of stolen property, isformulated as continuing until
thestolen property isreturned to theitsrightful owner or when afugitivefromjusticeremainset large.
Asalludedto above, trial lawyers encounter acontinuing obligation when they have presented
evidencethat they later cometoknow isfase. SeeABA Model Rule 3.3(a)(3) (requiring alawyer
totakereasonableremedia measures, including disclosureto thetribunal, to correct prior submission
of faseevidence). Thelatter ruleincludesavery hightriggering standard, i.e., that thelawyer comes
to"know" that theevidenceisfalse, but theruleoperatesonly intheadvocacy setting, not when
lawyersare acting as advisors (see part VI.A, below, on the difference between the two rol es).

Finally, our recommended revision of § 205.5(d) reads as follows:

A subordinate attorney may take the steps. . . if a prudent and competent
subordinate attorney could conclude that a supervisory attorney to whom
he or she has reported evidence of a material violation under 8 205.3(b)
has failed to comply with 8205.3.

I1. Enforcement Policy (Sanctions)

Section 205.6isentitled Sanctions. Section (b) of that provisionisnot about sanctions.
Rather, it is a restatement of the SEC’ s current enforcement policy. Aslong asthe SEC's
enforcement policy remainsunchanged, thereisnoneed torestateit here. If it doeschange, asthe
Commentsto thisruleremind peopleit might, the Commissionwould haveto revise § 205.6, which
would create unnecessary paperwork and beawaste of staff, timeand resources. Moreover, unless
the Commissionintendsto reviseall itsrulestoinclude an enforcement section, it signalsaunique
attitude toward this rule to include an enforcement statement here.

Ingenerd, neither lawsnor regulationsinclude provisonsdetailing thevigor withwhich the
statewill enforcethe substantivelegal provisionlaid out inthelaw or regulation. Andfor good
reasons. First, enforcement policiesoften change, not rule by rule, but over abroad rangeof rules.
Second, few lawsor rulesare enforced to their full extent; resourcelimitationsaswell aspolicy
consderationsdictatethat. Nonethel ess, including aruleastatement that only * highly unressonabl e’
violationswill bethe subject of SEC proceedings confusesand undercutsany higher standard of
conduct articulated inthebody of therule. To say throughout theserulesthat alawyer isrequired
todo“x” when someobjectivetest of reasonabl enesshasbeen met and toend with arulethat seems
to requiresomething, not of lawyersbut of the Commission, namely, torequiretoleration of single
instances of unreasonabl e conduct, isto suggest that the earlier provisionsof theruledo not mean
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what they say.

In addition, webelievethe Commission should revisit itsenforcement policy inlight of §307
andthesenew rules. Thepolicy may not be appropriateinthisparticular regulatory context nor for
that matter inrelated contexts, given the Sarbanes-Oxley | egid ation and therevel ations of thelast
year. TheCommission, asitsCommissionersand staff know all toowell, haslimited resources.
Enforcing rulesdesigned to deter violations of the securitieslaws, liketherulesmandated by § 307,
may beoneof themost cost effectivemeansfor your agency to carry out itsbroader responsibilities.
Indeed, webelievethatisso. Attheleast, however, the Commissionshouldtakethetimetoreview
Itsenforcement policiesinthispost-Enronworld. The Commission’ senforcement policy, werepest,
isamatter of record. 1t needsno repeating here, particularly giventhe costsof doing so, not theleast
of which isto muddy the meaning of the standards articulated el sewhere in these rules.

Oneissuerdevant to sanctionsand enforcement policy —thedesirability of aruleauthorizing
disciplinary proceedingsagaingt alaw firmasdistinct fromindividua attorneys—isdiscussedin Part
VII, below.

We therefore urge the Commission to eliminate al of the language of proposed §
205.6(b)(2). The following should be substituted in its place:

(b) Nothing in this rule limits the Commission’s authority to proceed against attorneys
under any other law, regulation or enforcement authority. No other Commission action
IS necessary as a prerequisite of action under the provisions of 8 205. Nor is action
under this rule necessary as a prerequisite for any other form of enforcement
authorized by any other Commission authority or law.

Werecommend you adopt the above new paragraph (b) along with explanatory comments
tomakeit clear that the provision of disciplinary proceedingsbrought under therulesimplementing
8307 of Sarbanes-Oxley not betaken asrestricting the Commission’ sauthority to proceed against
attorneysfor theviolation of other SEC regul ations, e.g., an aiding and abetting proceeding or an
injunction proceeding. Thecreation of new sanctionsshould not affect, or beapredicateto, theuse
of other enforcement power of the Commission. Alternatively, thiscould beexpressedinanew
paragraph (d) of 8 205.6 stating: “Nothinginthispart atersor affectsthe Commission’ sauthority
to proceed againgt attorneysor other agentsof i ssuersunder other regulations, law or authority.”
We believe that paragraph (c) of 8§ 205.6 should remain unchanged.

I11. Noisy Withdrawal and Discretion to Disclose Confidencesto the SEC

Severa major issuesareraisedin connectionwith“ noisy withdrawal” and disclosure of
confidential information without the company’ sconsent. First, what standard shouldtrigger an
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attorney’ srequired withdrawal, requiretheattorney to signal thewithdrawal by astatement tothe
Commissionthat thewithdrawal wasfor professional considerations, and permit theattorney to
disclose confidential information to the Commission or to third parties? Second, should the
Commission’ sruledeal with each of these actionsor belimited to“ noisy withdrawa” (withdrawal
accompanied by ancticeto the Commissonthat withdrawa wasfor professiona considerationsand
disaffirmanceof any tainted filingsor documents)? Third, shouldtheattorney’ saction bepermissve
or mandatory? And fourth, what effect should the Commission’ srule have on sateethicsruleswhich
requirewithdrawal intherelevant circumstance, but either permit, requireor forbid further actionthat
may or does have the effect of revealing client confidential information?

Wededlt inthe prior section of thesecommentswith thestandard triggering alawyer’ sduty
totakeactionwithout aclient’ sconsent that may havethecollateral effect of signaling or disclosing
confidential information. Weded herewith the second and third issuesand inthe next part withthe
fourth issue, preemption of state ethics rules.

A. Noisy Withdrawal [§ 205.3(d)]

Section 205.3(d) requiresareporting attorney who has not recel ved an appropriateresponse
inareasonabl etimeand who concludesthat thereported viol ationiseither ongoing or isabout to
occur andislikely toresultinsubstantial injury tothecompany or investors, to takethreeactions:
(2) withdraw fromtherepresentation (if theattorney isnot aninsidelawyer); (2) notify the SEC,
within one business day, that the withdrawal is based on professional considerations; and (3)
disaffirmany falseor materially mideading submissionto the SEC that theattorney has participated
inpreparing. If theviolation hasprevioudy occurred, but hasno ongoing effect, areporting attorney
would be permitted, but not required, to withdraw, notify the SEC and di saffirm tainted filingsunder
§ 205.3(d)(2).

Wesupport theproposed rules narrowly-circumscribed rulerequiring outsidelawyersto
makenoisy withdrawd tothe Commissonincircumstancesthat will, asthe Commissonrightly notes,
berare.

1. History of withdrawal and disclosure in client fraud situations

Noisy withdrawal ispermitted under theethicsrulesof dmost every state. Thecomments
by the Commission mentionthe ABA’ sCanonsof Professional Ethics(1908-1969), which required
lawyers to disclose ongoing client fraud, at |east when the lawyer’ s services had been used to
perpetratethefraud. That continuedtobethe ABA’ sposition after 1969, whenthe ABA’ snext
rendition of model ethics rules was adopted. The ABA’s Model Code of Professional
Responsibility, DR 7-102(B)(1), asoriginally drafted and adopted by the ABA in 1969, not only
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allowed, itrequired, lawyersto disclosetheir clients fraudsinwhichthelawyers serviceshad been
used. Moreover, that provision withitsrequirement of disclosurewasthelaw inamost every state
in the country until 1974 and in al but about a dozen or so states until the late 1980s.

In1974, the ABA amended DR 7-102(B)(1) to add thewords* except if privileged” tothe
end of the rule and proceeded in short order to interpret the word “privilege” to include all
confidentia information, not just material covered by theattorney-client privilege. See ABA Forma
Op. 341(1975). Thecombination of theamendment and theopinioninterpretingitrendered DR
7-102(B)(1) arulewhosemeaningwasat war withitstext. A “shall disclose’ rulewastransformed
inthiscircuitousmanner toa“shall not disclose” provision. Thehistory isimportant becausethe
transformation by the ABA of DR 7-102(B)(1) wasmotivated by thebar’ sresistancetothe SEC's
actionsin the National Sudent Marketing case, 457 F. Supp. 682 (D.D.C.1978), in which the
Commission’ senforcement division argued that the securitieslaws demanded precisely what the
ethicsrulesof most statesand the ABA required: disclosureof client fraud when effortsto get the
clienttorectify ongoingfraudfailed. The ABA wasapparently comfortablewith DR 7-102(B)(1)’s
required disclosureaslongasno onein authority sought to sanction lawyerswho did not do what
theruleinsisted they must do. Whenthe Commissiondemanded, in effect, that lawyersliveupto
theprinciplesarticulatedin ABA rulesand in statelaw, the ABA abandoned theprincipleit hadlong
articulated.

But the states were not quick to follow the ABA’s departure from the traditional
understanding. Of theover 40 statesthat had adopted DR 7-102(B)(1) initsoriginal form, only 14
were persuaded by the ABA to changetoa“ shall not disclose” rule. The ABA, however, fought
onin 1983, adoptingModd Rule1.6in 1983, whichisa*shall not disclose” ruleinsofar asclient
fraudisconcerned. Thisdespitethefact that the stateshad overwhelmingly rejectedthe ABA’s
rewritingof DR 7-102(B)(1) tothesameeffect. The ABA should not have been surprised that most
statesre ecteditsnew position onclient fraud: silent withdrawal astheonly permitted responseto
client fraud situations, softened by the* noi sy withdrawa” comment. Thehigh courtsof thestates,
charged with primary responsibility for the maintenance of anindependent, vigorousand trustworthy
legdl profession, could not be persuaded by argumentsthat the bar should abandonitslongstanding
positionthat alawyer should discloseconfidentia information to prevent or rectify aclient’ songoing
or prospective fraud.

TheCommission’ sproposed rulesdo not requiredisclosureof confidentia informationto
theCommissionor tothird parties. “Noisy withdrawa” isrequired only inlimited circumstances; and
neither the ABA nor the Commission treat notice of withdrawal and disaffirmance of tainted
documentsasadisclosureof confidential information. The Commission’ sruledo not goasfar as
the ABA itsdlf went for most of that organization’ shistory. NothingintheABA’sownMode Rules
prohibitslawyersfrom complyingwiththe Commission’ srule. Indeed, the Comment toModd Rule

Koniak, Cramton and Cohen Comments -- Page 22



1.6, adopted by the ABA House of Delegatesin 1984 and still inforce, either requiresor permit
lawyerstowithdraw noisily in moresituationsthan those contempl ated by the SEC' sproposedrule.
Comment [14] to Rule 1.6 of the ABA Model Rules as amended in February 2002 provides:

If thelawyer’ sserviceswill beused by theclientin materialy furthering acourse of
criminal or fraudulent conduct, thelawyer must withdraw, asstatedin Rule 1.16(a)(1). After
withdrawal the lawyer is required to refrain from making disclosures of the client’s
confidences, except asotherwisepermittedin Rule 1.6. Neither thisRulenor Rule 1.8(b)
nor Rule 1.16(d) preventsthelawyer from giving notice of thefact of withdrawal, and the
lawyer may also withdraw or disaffirm any opinion, document, affirmation or the like. . . .

Seeds0 ABA Formd Op. 92-366 (1992) (amplifying and explainingthe ABA’ s*noisy withdrawal”
comment andjustifying notice of withdrawal and disaffirmanceasimplied fromthelawyer’ sduty to
avoid assisting a client’s crime or fraud, prohibited by Rule 1.2(d)).

TheCommisson’snoisy withdrawal provision, likethe ABA view of itsMode Rules, kicks
inafter thelawyer hasbeenrequiredtoresigninanongoingor prospectiveclient fraud situation.
TheCommisson’srulegoesfurther inonly onerespect: theproposed Commissionruleisexplicitin
requiringall of theactionsin question—withdrawal, notice of withdrawal, and disaffirmance of any
filingor document tainted by theclient’ sprior filingsor representations— actionsthat the ABA ethics
opinion says are sometimes required to avoid aviolation of Rule 1.2(d).

2. Noisy withdrawal is consistent with § 307

Thenoisy withdrawal provision doesnot overstep the SEC’ slegidativemandate. Section
301 requiresthe Commissionto “issuerulessetting forth the minimum standards of professional
conduct for attorneys’ including arulerequiringlawyerstoreport illegal conduct upthecorporate
chainof command. Y es, Congresscould haverequired noisy withdrawal tothe Commissionor
disclosure, but it issignificant that the statute does not removedisclosureto the Commission, noless
noisy withdrawal, fromtheregul atory optionsopento the SEC. Congresssurely understood that
8307 gavetheagency discretion to expand ontheup-the-ladder rule: theconfereeswerelobbied
on these matters by the ABA.

Somehaveargued that at |east one of the sponsorsof § 307 said that “ disclosure” tothe
Commission was not hisaim. Whatever their aim, the amendment passed by both houses of
Congressdoesnothing to prevent the Commission fromrequiring outright disclosuretoit of client
fraud, and the Commission has stopped far short of that by only requiring notification to the
Commission of thefact that theattorney haswithdrawn, an actionthat isnot trested asadisclosure
of confidences.
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3. Why noisy withdrawal is necessary for the proper working of the up-the-ladder
requirement

Sometake the position that mandating noisy withdrawal isnot necessary and that silent
withdrawal without any signal to the Commission should suffice, at least for thoselawyerswho have
not been in recent contact with the agency. We disagree. We believe the “ noisy withdrawal”
provisionisanimportant, necessary, and well-advised proposa. Inthoserareinstanceswhenthe
highest authority with power to act on behalf of aclient insistson continuing an ongoing fraud or
pursuing plansto commit afraud in thefuture, requiring nothing morethan theresignation of the
lawyer who hastried invainto stop thisactivity doesnothing to protect shareholdersand investors.
Thefraud-doing company isfreeto continuebilkinginvestorsuntil the next lawyer hasto withdraw
slently and thenthegamebeginsagain. Incontrast, imposingaduty onthefirst lavyer tomakenoisy
withdrawal tothe Commission givesthefraud-doing client-board every incentiveto comply with the
law toavoidthenoise. Inthehandsof lawyersdedicated to following thelaw, including, of course
theregulationsof thisagency, wefindit difficult toimagineacircumstancein which aboard would
choose noise over voluntary compliance.

4. Why all the controversy?

Given how rarely noisy withdrawal would even need to bethreatened, nolessused, itis
worth addressing just what has gotten the ABA and many securities lawyers so exercised.
Argumentsaremadethat the noi sy withdrawal requirement (or the minimum report-within-the-
organization rulemandated by Congress) will comebetween lawvyersand clients, makingitlesslikely
that clientswill confidein securitieslawyers. Theseargumentsareunpersuasive. Theethicsrulesof
most statespermit (and four require) lawyersto discloseconfidentia information to prevent or rectify
aclient’sfraud. No lawyer isarguing that the existence of thisoption hasruined lawyer-client
communication or that the attorney-client rel ationshi p hasbeen destroyed inthefour Sates, including
Florida, New Jersay and Virginia, that requiredisclosure, not merenoisy withdrawal, intheseclient
fraud situations. Theattorney-client privilegein every jurisdiction providesthat conversations
between clientsand lawyers (including communi cations between boards of directorsand corporate
counsel) are not protected by the privilegewhentheclient (or itsagents, the board) isusing the
lawyer tocommitacrimeor fraud. If lawyer-client communicationscanwithstand all of that, the
argument that they will be destroyed or seriously impaired by the SEC’s very limited noisy
withdrawal provision is nothing more than hyperbole.

TheCommisson’ sgraduated approach, requiring moreevidencetotrigger noisy withdrawal
thaninterna reporting by thelawyer, showsjust how moderatethe Commission’ sgpproachisinthis
rule. The Commission could havegonefurther. Wearenot sure, however, that going further is
necessary: only timewill tell. That the Commission hasbegun so conservatively demongtratesjust
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how much caretheagency istaking to be sensitiveto the exaggerated concernsof somemembers
of thesecuritiesbar andthe ABA. Lawyerswho opposethisprovision purport to beactingintheir
clients’ best interest, out of loyalty and in keeping with the highest traditions of the bar. We
respectfully remind our colleaguesof the bar that our highest traditionsrequired usto exposeclients
who use our servicesto break thelaw. Managers and directorsare not the clients of corporate
entities; their shareholdersand investor organizationsare not complaining about the noisy withdrawal
rule. Theclientsarecompanieslike Enron, Ade phia, Globa Crossing, Tyco, etc., whoselawyers
made no noise and did not withdraw. Those clients are now bankrupt and the shareholders
investment largely worthless.

B. Use of the Alternative Reporting Procedures (QLCC) Is Likely to Limit the Number of
Stuationsin Which Attorneys Will Be Required to Make a* Noisy Withdrawal” [§ 205.3(c)]

The heated reaction of some members of the bar to the noisy withdrawal provision of 8
205.3(d) hasignored the practical reality that many or most |arge public companieswill adopt the
alternativereporting proceduresprovidedin 8 205.3(c). Thelatter section permitsacompany to
establishaqualifiedlegal compliancecommittee (QLCC) composed of at |east one member of the
company’ saudit committeeand two or moreindependent directorstoinvestigatereportsof materia
violations.

Thecresation of aQL CC hasimportant effectsonthereporting and other obligationsof insde
andoutsidelawyers. First, anattorney satisfiestheinitial report obligation by reporting thematerial
violation to the QLCC. Second, the reporting attorney no longer has a duty to make a*“ noisy
withdrawal” under 8 205.3(c). Third,aCLOwhoreceivesareport of amateria violation may refer
thereport to the QL CC, shifting theresponsibility to conduct aninquiry tothe QLCC. Fourth, once
amateria violation hasbeenreported tothe QL CC, the obligation to notify the Commission of the
materia violation, whenit hasnot been appropriatel y addressed by theboard, shiftsto themembers
of the QL CC; thereporting lawyer (other than the CLO) nolonger hasan obligationto report up
theladder or to makeanoisy withdrawal. Althoughamember of the QL CC may beapracticing
attorney, he or shewould be acting in abusiness capacity asacorporate director in making the
required notification and not as alawyer.

Itisdifficult to estimateat thistimewhether some, many or most public companieswill adopt
thedternativereporting procedures, but many experienced practitionersbelieveit will beadopted
by many or most large companies. Totheextent that companiesdofollow thiscourse, alawyer
employed or retai ned by the company would not have an obligation to notify the Commission that
thereported violation hasnot been appropriatel y addressed. Theobligationsof that lawyer would
continueto bedetermined by the applicablestate’ sethicsrules. Becauseat | east four-fifthsof the
statesnow permit or requiresuch disclosure, the effectsof § 205.3(e)(2) would beprimarilyinthe
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minority of statesthat may or do prohibit any action by alawyer in client fraud situationsother than
slent withdrawal . Despitetheuncertainty about thelaw on thissubject in somejurisdictions, wedo
now that forty stateseither permit (and four of them require) disclosureof confidentia information
to prevent or rectify an ongoing or prospectiveclient criminal fraud inwhichthelawyer’ sservices
havebeenused. Andan uncertainnumber of additiona jurisdictionspermit noisy withdrawa inthose
situations.

Section 205.3(d)(2) of the Commission’ sruleswouldin somecircumstances permit (but not
require) thelawyer to disclose confidential information necessary to prevent an ongoing crimeor
fraud. That ishardly amajor interferencewith existing staterulesnor asubstantial changeinthe
current respong bilitiesof most lawyers. If, assome practitionersexpect, many companiesadopt the
alternativereporting procedures, thefrequency of notification required of attorneysby Commisson
rule will be dramatically reduced.

Securitieslawyersand public companies are given new optionsunder § 205.3(c). If an
attorney or alaw firmwantsto avoid the potentia obligation of reportingtothe SEC, it can condition
acceptance of employment or representati on on the company’ swillingnessto establishaQL CC.
Ontheother hand, if acompany preferstoretain atorneyswho aresubject toal possibleobligations
arising under the Commission’ simplementation of 8 307 of Sarbanes-Oxley, thecompany will hire
andretain attorneyswho are comfortablewith thoseresponsibilities. Somecompaniesmay prefer
to havetheultimatejudgmentsof whether thereisa® materia violation” and, if so, whether it hasbeen
appropriately addressed, madeby lawyers; othersmay reasonably takethe contrary view that the
QLCC, agpecid committeeof theboard, should makethosedecisions. Theprovisionof choiceon
the part of both lawyer and client, with the solution flowing from their agreement on wherethe
ultimateresponsi bility should be placed, strikesusasadesirableinnovation of thetypehasbeen
urged by Richard Painter. SeePainter, RulesLawyersPlay By, 76 N.Y.U. L. Rev.716-722 (2001)
(urging SEC rulesthat would allow issuersto direct up-the-ladder reporting by attorneysto an
independent compliancecommitteeinstead of tothefull board of directors, providing thecompany’'s
choiceisdisclosedto shareholders). Section 205.3(c) isapromising development that may provide
alaboratory for determining whether giving lawyersand clientsan opportunity to agree on the
allocation of legd respongbilitiesoffersgreater promisethantheusual “onesizefitsal” regulatory
approach.

Thelargerolethat QLCCsmay play requiresthat therule permitting themincorporate sound
principles. Wethink that isgenerally the case under the proposed rul e, but that someimprovements
arenecessary. First, theruleshould makeit clear that all QL CC members, includingtheonefrom
theaudit committee, must beindependent membersof theboard. Second, the establishment of the
QL CC should beanindependent choicethat ismadein advanceof areport of amaterial violation.
Thustheruleshould providethat the QL CC must bein placebeforeamaterial violation hasbeen
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reported rather than after the eventsin question have become known to the CEO and the board.
Third, the Commission should requirethat anissuer notify shareholders of the establishment of a
QLCCbyincludingthat disclosurerequirement in oneof the Commission’ sdisclosurerules, such
as Regulation S-K.

C. Discretion to Disclose Confidences [§ 205.3(€)]

Aswehavejust said, we believe the Commission could have mandated that lawyersmake
disclosurestoit when the highest authority that can act for theentity clientinsistson continuing fraud
or pursuingfutureillegal conduct. Indeed, the ABA’ sKutak Commission, which drafted theABA
Model Rulesof Professional Conduct of 1983, aswell asthe Ethics2000 Commission’ sreportin
2002, recommended rulesthat would have given lawyersdi scretion to makethat kind of disclosure,
aprovision regjected onthoseand another occasi on by the ABA Houseof Del egates. Morerecently,
the Preliminary Report of the ABA Task Force on Corporate Responsibility, 58 Bus.Law. 189
(Nov. 2002), hasgonefurther than the Ethics 2000 Commi ssion, recommending that disclosure
under Model Rule 1.6 be

mandatory, rather than permissive, in order to prevent client conduct knownto thelawyer
toinvolveacrime, including violaionsof federd securitieslawsand regulation, infurtherance
of whichtheclient hasused or isusingthelawyer’ sservices, and whichisreasonably certain
toresultin substantial injury to thefinancial interestsor property of another. [1d., at 206
(emphasis added).]

TheCommission’ sdisclosureproposal, 8 205.3(e), ismodel ed onthe Task Force' spreliminary
recommendation and, becauseitispermissverather than mandatory, evenlessof athreat tolawyer-
client communication.

Theuseof a“may” formulationinthe Commission’ srulesdoes, however, raiseapotentialy
serious problem. A rule prescribing when alawyer “may” disclose could naturally beread to
prescribewhen alawyer “may not” disclose. Theproblemisthat thevast majority of stateethics
ruleshave permissivedisclosureprovision and thereisnolegitimatereason for thisCommissionto
narrow extant ethicsrulesthat may be more protectiveof investors. But thatishow a“may” rule
withitspregnant “may not” may well beread. Moreover, theimplicit*may not” could a'so beread
assuperceding rulesinthosefew statesthat requiredisclosure, rulesthat again are moreprotective
of investorsand which thisCommission, in our opinion, hasno legitimatereason or authority to
override, aswe explain further in Part IV below.

Wedo not think the Commissionintended to overridemorerigorous state ethicsrules, and
the Commission needsto makethat absolutely clear. Unliketheethicsrules, which purport to cover
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all lawyer behavior, the Commission haschosen (wisely inour view) tolimititsregulatory ruletoa
narrow subset of lawyer conduct that wasthe particular concern of Congress. A “may” formulation
makessense, asit appearsin state ethicsrul es, asan exception to theduty of confidentiality that
thoserulesset forth. The Commissionisnot setting forth and should not set forth any overarching
definition of lawyer confidentiality and thusthe* may” discloseformulationisnot well-suitedtothe
structure of the Commission’srule.

Toavoidthisproblem, webdlieveitiswiser for the Commissionto avoid describingwhat
alawyer “may” disclose. Instead, the Commission should formulatethe* discretionary” part of this
ruleaspreempting any stateethicsruletothecontrary. And, webdievethe Commissionrightly limits
that preemption to a carefully described set of circumstances. In short, we believe that the
Commission should rewrite 8§ 205.3(e) to state that any state ethics rule to the contrary
notwithstanding, an attorney may makethedisclosures permitted by the section. Wetakeupthe
broader question of preemption in Part 1V, which follows.

V. Preemption of State Ethics Rules

Thefederal government’ spower to regul atethe securitiesindustry under the Commerce
Clauseisindisputable, asisitspower to do so throughthe SEC. Inpursuit of that |egitimategoal,
the Commission’ sauthority to regul ate, for example, accountantsand anal ystsengaged in securities
work, isa so, onewouldthink, beyond cavil. Y et, although the Commission haslong asserted and
exercised the power to regul atel awyerspracti cing and appearing beforethe commission, the ABA,
segmentsof the securitiesbar and now, weunderstand, agroup of state court judges, maintain that
the Commission should slow down, rethink many or al of these rules (8 307's mandate
notwithstanding), and write rules that acknowledge their subordinate status to state ethics rules.

A. Federalism Arguments Do Not Trump the Federal Mandate

Federalism, aprinciplethat most of usrevereasabulwark of freedomand apillar of our
congtitutional structure, isnot violated, offended or evenweakened by 8 307 or the SEC’ sproposed
rules. First, we note that the amendment that became 8§ 307 passed the Senate, evenly divided
between thetwo major political parties, unanimously and was accepted by theleadership of the
House, by House and Senate conferees, and then by the House of Representativesbefore being
signed by the President. Sometimes all that may happen without anyone considering serious
problems with a bill, but that is not what happened here.

Prior to the Senate vote on 8§ 307, the Senate considered the question of preemption

becauseit wasrai sed by opponentsof theamendment. Theargumentswererejected. Whilethe
bill wasin conference, the ABA sent aletter totheconfereesarguing, inter dia, that federalism either
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mandated or counsel ed thelegislatorsto declare that any Commission rulesissued under § 307
would yield to state ethics codes. The conferees rejected the ABA’s pleas. Now, the same
argumentsare being presented to the Commission, which has no authority to rewrite, ignore or
modify 8 307'smandate. Moreover, theargumentsarenot meritorious. Inthepast, evenbefore
the Commi ssion had aspecificlegidative mandateto regul ate the conduct of lawyersappearing or
practicing beforeit, smilar argumentsagai nst the Commission’ sdisciplineof lawyerswererg ected
by federal courts.

Aslong asthefederal government has authority under the Constitutionto regulateina
particular area, the Supremacy Clause of the Constitution makesit clear that statelaw that conflicts
orinterfereswith federd regulation must yield. Wehaveadready asserted that thegeneral power of
thefederal government to regulate securitiesisindisputable, so the questioniswhether thereis
something about lawyer regulation that forces a different conclusion.

Anti-preemption argumentsemphasi zethetraditiona roleof thestatesintheregulation of the
bar. Itistruethat |awyer regul ation hastraditionally been the province of the states, but so hasthe
regulation of corporationsand accountants. Y et, infurtherance of theregulation of securitiesthat
tradeininterstate commerce, the Commiss on regul ates some aspectsof corporategovernanceand
the accounting profession and no onewoul d seriously arguethat statelaw in conflict withthose
regul ations should somehow trump thoseregul atory effortsbecause“traditionally” states, not the
federal government, have been the primary regulators of those groups.

Anti-preemption argumentsemphasi zetheimportant rolean independent bar playsinour
constitutional system. We agree, but rhetoric about lawyer independence is no substitute for
reasoned argument. If thefederal government’ spower under the Interstate Commerce Clauseto
regulatelawyers(and thus, the Commission’ spower) ismorelimited than itspower to regul ate other
groupstraditionally regul ated by the statesthat areinvol vedintheissuanceand trading of securities,
it canonly bedueto someother |anguagein the Constitution that providesthat singular statusfor
lawyers. The Sixth Amendment isofteninvoked for that purpose, but the Supreme Court haslong
held that the Sixth Amendment’ sguarantee of counsel doesnot generally extend beyond criminal
prosecutions. The Supreme Court hasnever held that the Sixth Amendment extendsto the provision
of legal adviceto companiesrelating to compliancewith the securitieslawsor to regulating the
conduct of attorneysinadministrative proceedingsbeforethe SEC. Andno court, of whichweare
aware, hassuggested that any other clause of the Constitution, including the Due Process Clauses
of the Fifth and Fourteenth Amendments, performsthefunctionthat sometry to attributeto the Sixth
Amendment.

Assertionsthat the Commissionisgoingwhereno arm of thefederal government hasgone
before, and that thefedera regulation of any lawyer issomenovel, alien and dangerous concept are
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false. ThelRSregulatestax lawyersin some respects, the Patent Office regul ates patent and
copyright lawyers, federa bankruptcy judgesregul ate bankruptcy lawyers (with rules, by theway,
that conflict with theconflict of interest rulesinvirtualy every state), to providethree prominent
examples. Thefederal government rightly exercisestheright to regulatelawyersinthoseareas
because al involve areas where the government’ s power to legislate and regul ate are beyond
question, just asitisintheareaof securitieslaw. Thereisnoargument for singling out thesecurities
bar,amongall lawyersengaged infedera practiceareas, asbeing entitled toimmunity fromfederal
regulation.

B. Effective Regulation Isthe Issue

Why do many lawyersarguefor stateregul ation of the securitiesbar, an approach that woul d
involvediffering standards and multi pleregul atory bodies—an outcomethat would beanightmare
for multi-stateand multi-nationa law firms? To spesk plainly, bar organizationsarenot arguing for
stateor self-regulationinlieu of federal rulesbecausethosearenot thechoices. They arearguing
for no effectiveregulation of corporatelawyershandling complex securities-related mattersversus
effectiveregulation. Viewedinthat light, the pleas of some segmentsof thebar areunderstandable.
Everyonewould prefer beingfreeof thelaw’ sgrasp, although that argument isfraught withironyin
themouthsof lawyersand distressingin demongtrating how littlefaithinlaw thosededicated toit are
willing to display.

Wesay the choicesarenoregul ation versusregul ation for two reasons. First, theABA and
other voluntary associations of lawyers have no power to regulate anyone. Notwithstanding
complaints about the bar’ s independence from the government, it is the states through rules,
proceduresand proceedings promul gated or supervised by thehighest court in each statethat are
empowered to regul atethebar (with somestatelegidativeparticipationin afew states). Second,
thestateshave never madeany effort to regulatethe securitiesbar and areunlikely todo sointhe
future. Thisisnot becausethey areunconcerned with lawyer misconduct or the securitieslawsbut
becausebar counsel’ sofficeslack (and will continuetolack) the expertise, resourcesand political
clout totakeonamajor law firmfor misconduct connectedtothat firms' securitiespractice. Weare
expertsinthisfield and noneof usknowsof asingleinstanceinwhich bar counsel hassuccessfully
prosecuted (or even brought charges against) amajor law firm relating to securities law practice.

Thisabsenceof state enforcement cannot be attri buted to an absence of evidenceof serious
misconduct by securitieslawyersinmajor law firms. Published casesdetail, in many casesthrough
theinternal memorandaand testimony of lawyerswithin afirm, what can only be described as
compelling evidence of misconduct connected to securitieswork at asubstantial number of successful
and venerablelaw firms. Thebulk of lawyersinthosefirmsand € sewhereare decent, dedicated and
highly competent people. Nevertheless, solid evidenceexigsthat lawyerswithin many firmsat one
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timeor another did thingsthat in any effectiveregulaory regimewould, a aminimum, judtify thefiling
of charges. But thereis nothing in the way of formal state proceedings.

Wearenot blamingthestates. Bar counsel’ sofficesdo not usualy pay enoughto attract and
keep lawyerswith securitiesexpertiseand lawyersare unwilling to support theincreasesin bar dues
that would financehigher pay and larger staffs. Moreover, unlikethe SEC, which needsmorefunds
to attract and retain top-notch securities lawyers, bar counsel employment does not offer as
promising arouteto aprestigiouscareer in private practicefollowing government service. Lawyers
with considerabl e expertisein securitieslaw woul d berequired to prosecutedi sciplinary violations
involvinglawyer conduct in connectionwith complex corporate fraud situations, and such lawyers
arelackinginbar counsd offices. Theattorneysthey would be prosecuting would dmost awaysbe
fromlargelaw firmsthat have such expertise, not to mention themoney and theincentivetofight such
chargestoothand nail. Hiringoutside counsal to bring disciplinary chargesisnot aviableoption.
Contingency feearrangementsare not and should not beavailableto tempt such lawyerstotake
thoseassgnments. Ethical andlegal prohibitionsconstrain public prosecutors, evenindisciplinary
as opposed to crimina proceedings, from working for personal profit.

Itisunredlisticto suggest that bar counsals' officeswill suddenly betransformed —infused
with enough cash and prestige—to do theregul atory job that the ABA and some statejudgeswould
have the Commission leave entirely to the states. Nor does § 307 permit that approach: the
statutory mandate saysthat “rules’ must bepromulgated, “including,” not “limitedto,” theup-the-
ladder ruleembodiedinthelegisiationitself. Thechoiceisregulation by the Commissionor no
effectiveregulation. The Commission’ sduty under 8 307 isto adopt appropriate” rules’ to protect
investorsandinthe publicinterest. The Commission’ smandate neither assumesnor alowsthe
Commission to yield to state regulatory regimes that have not and cannot do the job.

C. Waiting for the ABA and the Sates to Change Their Rules

Doesit makesensefor theCommissiontowait for the ABA to act beforedoing morethan
adoptingasimpleup-the-ladder interna reporting rule, theonerulespecifiedin 8§ 307? Aswehave
said, wedo not believe § 307 givesthe Commission the option of adopting thereport ruleand no
other “minimum standardsof professional conduct.” But, assuming for thesakeof argument it did,
waiting would be a huge mistake.

The ABA and state bar associationsdo notissuebindingrules. Let usassumethe ABA,
after yearsof resistance, now doeswhat it should have doneyearsago: adopt moreresponsible
rulesto governtheconduct of corporate/securitieslawyers. Thoserecommended ruleswould then
haveto beconsidered by that state’ slocal bar, then by acommittee appointed by the state’ shigh
court, and then adopted by action of that court. Past experienceindicatesthat thisprocesstakesa
lot of timeand producesresultsthat areneither consistent nor uniform. Thedelay would becostly
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andgiventhejumbleof stateruleslikely to emerge, not worththewait. Congresswasright toforego
that route.

Lettingthe ABA act firstisabadideafor other reasons. Thevast mgority of statesnow
have ethicsrulesthat demand moreof securities(and other lawyers) thanthe ABA’ scurrent rules
(most permit an attorney to disclose confidential information to prevent aclient’ s ongoing or
prospectivecrimeor fraud and al requirewithdrawal in ongoing fraud Situations). Theproblemisthat
thestateshave not enforced those current rulesagainst securitieslawyersand appear nottobeina
position to do much moreinthefuture. Second, some stateswith weak rulesmight adopt more
stringent ones, but agai n absent the means of enforcement thoserul escannot be expected to have
much of aneffect. Inthemeantime, investorsareno better protected than they werebeforeEnron’s
demise. That would defy Congress sintent and would beanirresponsiblestancefor theCommission
to take.

D. Sate Rulesthat Require More of Securities Lawyer s than the Commission’ s Rules Should
Not Be Preempted

A number of statesa ready haveethicsrulesthat requiremoreof securitieslawyersthanthe
Commission’ sproposed rules. Thoserulesshould not bepreempted. Preemptioninthissituation
Isnot justified under 8 307 and is inconsistent with the broader regul atory regime set forthin
Sarbanes-Oxley and federd securitieslegidation. The Commission should takecareto iminateany
referencesor suggestionsinthefinal rulesand commentsthat assert or imply that stateethicsrules
requiring (or allowing) more disclosure than that prescribed by the Commission’s rules are
preempted in favor of the Commission’s more limited requirements.

Section 307 requiresthe Commission to adopt “ minimum” standardsto govern the conduct
of securitieslawyers, not “ maximum” standards. That iswhy werecommendedinPart 111, above,
that 8 205.3(e) beamended to providethat any stateethicsruleto the contrary notwithstanding, an
attorney may makethedi sclosurespermitted by the section. Thislanguagewould preempt theethics
rulesof thesmall minority of states(e.g., Californiaand the District of Columbia) that may or do
prohibit alawyer from disclosing confidential informationinthesituationscontemplated by the
disclosureprovisionof 8 205.3(e). Attorneysinthosestatesshould be permitted by federal lawto
make such disclosures. Theprovision should be phrased asafederd rulethat preemptsstaterules
that conflict with or interfere with the rule's purpose of protecting companies and investors.
Alternatively, the provision could be placed in § 205.3(d).

The Commissionisnot charged with general respons bility for regul ating the practiceof law.

It is charged with regulating lawyers only as anecessary adjunct to itsauthority to regulate the
securitiesmarkets. Itisnot plausibleto maintainthat givinglawyerslessauthority (discretionary or
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mandatory) to disclose securitiesfraud or connected viol ations of law than stateregulatorsallow or
requirefurthersany legitimatefederal regulatory goal. Indeed, it would impedethe Commission’s
mission.

V. Foreign Lawyers

Wesupport the Commission’ sproposal to regulateal lawyerswho* practiceand appear”
beforethe Commission onan equal basis, whether licensed hereor abroad. Exempting foreign
lawyerscan only have harmful effectsfor investorsand either domestic or foreign lawyers, if not for
all three. Toexempt foreignlawyersfromtheserulesbut allow them to practice and appear before
the Commissionwould undermine8 307 by providing many corporations, and all large ones, with
anessy routearound theCommission’ srules. That inturnwouldresultinviolencetothelegidative
scheme, harm to investors, and harm to the domestic securities bar who would be placed at a
competitive disadvantage vis-a-vis their foreign counterparts.

Ontheother hand, to exempt foreignlawyersand a so precludethem from practicing before
the Commission, assumingitislega under other law and treatiesfor thefedera governmenttodo
this, would unfairly and unduly restrict multi-national corporationsto domesticlawyersfor their
securitieswork, which might well driveup corporatelegal costsand result inlesscompetent legal
representation on securities-related matters that foreign lawyers are more competent to handle.

That |eaves, asan aternativeto the Commission’ sproposed approach, grantingforeign
lawyersor barsthediscretionto practice bef orethe Commission by optingin or opting out of rules
promulgated under § 307, coupled with a requirement that corporations who choose a non-
participating lawyer would haveto a ert the Commission and investorsto that fact and risk greater
scrutiny by thisagency. But Congressdid not choose* transparency” asthesolution to theproblems
it saw with the securities bar. It chose regulation. To have a bifurcated system in which
“transparency” isavailableto corporationsaslong asthey chooseforeign lawyerswould beto ater
thelegidativescheme. Further, ittoo would put domestic lawyersat an unfair disadvantagein
competing with their foreign counterparts.

Anopt-insystemfor foreign lawyerspreferableto the Commission’ sproposal inthat it could
be seen asdemonstrating morerespect for foreign countriesand their own systemsfor regulating
lawyers. But it doesnot demonstrate morerespect than the Commission’ sproposal. Thepaththe
Commission hasrecommended givesforeign nationsand foreign barsan opportunity to decideto
forego securities practicein the United States or, if necessary, to amend their rulesfor lawyers
practicing beforethe Commission. No foreign country, lawyer or corporation hasa“right” to
participatein our securitiesmarketsontheir ownterms. They haveachoice: toplay by our rulesor
not.
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To cedetoargumentsthat foreign rulesor lawsmerit an exemption from securitiesregulaion
would betoinviteforeign nations, foreign accounting enterprises, foreigninvestorsandforeign
investment bankerstolobby for legidation or regulaion a homethat would merit further exemptions.
Perhapsthe Commission would not take such arguments seriously, which promptsoneto ask what
justifiesceding here. Themagicof lawyering? Thespecia character of regulatinglawyers? If those
argumentsareinsufficient to prevent the Commission from regul ating our own bar, weareat aloss
to understand why they would be persuasive when it comesto foreign lawyers.

Theargumentsmadeby foreign barsarevirtualy indi stingui shablefrom those made by the
ABA toward off SEC regulation of domestic lawyers. What we know of foreign enforcement
effortsagainst securitieslawyerssuggeststhat their argumentsareasillusory asthose advanced by
domesticlawyersintheeffort toward off effectivefederal regulation. The Commission should
maintainitsprincipled, wiseand legid atively judtified sanceto regulateforeign and domesticlawyers

equally.
V1. " Appearing and Practicing” Before the Commission
A. Advising as* Practicing’

Wesupport the Commission’ sinclusion of lawvyerswho adviseand/or draft, but do not sign,
documentsfiled withthe Commission, aswell aslawyerswho advisethat documentsneed not be
filed with the Commission. Any other rule would facilitate circumvention of these rules by
encouraging corporate managersand corporate counsd to confinelawyer sgnatureson Commission
documentsor filingsto abareminimum to ensureno up-the-ladder reporting of wrongdoing. That
wouldrisk guttingtheserulesand 8 307. Thereisevidence, sadto say, that |lawyersand corporate
managershavedready implemented thisstrategy inan aitempt toavoid “primary” liability for violating
thesecuritieslawsincivil suits, whereliability for “mere” aiding and abettingthelaw isnolonger
available.

Theargument that lawyersshould haveno responsibility for clientillegdity, short of Sgning
documents, isan embarrassment. Thelaw rejectsthis hamstrung vision of lawyer ethics. For
example, itis, ataminimum, ma practicefor alawyer, whether negligently, recklesdy, or intentiondly,
tosit by silently or passively when areasonablelawyer would not, to advisethat legally required
documentsneed not befiled, or to counsel that information that shoul d bedisclosed need not be.
Seee.g., FDICv. O’ Melveny & Myers, 969 F.2d 744 (9th Cir.1992) (holding alaw firm guilty of
mal practicefor such conduct). In SEC v. National Student Marketing, 457 F. Supp. 682 (D.D.C.
1978), the court said in somecircumstances, such conduct ismorethan mal practice; it amountsto
aiding and abetting securities fraud.
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Anditisusdesstoarguethat civil suitswill handlesuch conduct. First, private partiescan
no longer bring civil suits for aiding and abetting. More important, investors cannot rely on
mal practi ceactionsto deter such behavior. Until and unlessacorporationisforcedinto bankruptcy
and atrustee hasbeen appointed, experience hastaught usthat amal practiceactionisvery unlikely
tobebrought. Corporate managerswould much prefer to keep thewholematter “private.” They
havetoo muchtolose. Withthelaw aready labeling such conduct mal practice, and sometimes
more, and civil actionsunlikely to bebrought dueto either thelimitsof law or what economistscall
an*“agency” problem, Congresswasright to requirethe Commiss onto regul ate behind-the-scenes
assistance, which is precisely what the Commission’ s rules do.

Inintroducing and debating 8 307, theamendment’ ssponsorswereabsol utely clear that the
conduct at which 8 307 wasdirected had nothing to dowith who signed what and everythingtodo
withlawyersfallingto adviseandins st that thelaw’ srequirementsbemet, including disclosureof all
required information to the Commission andfiling al necessary paperwork, whoever sgnedit. The
argument that advising asdescribedin 8§ 205.2(a)(1), (4), and (5) should not be covered by these
rulesisimplausible and unwise.

We understand that the bar sometimes speaksasif every lawyer’ sjob wasto behave as
lawyersinadversary adjudicatory proceedingsareprivileged to behave. Butthat isnot so: lawyers
whofacilitatetransactionsor adviseclientsin private on complying with thelaw performdistinct
functionsin our democracy and operateinradically different environmentsfromthoseinhabited by
advocates engaged in adversary proceedings. Moreover, the implications of these very real
differencesto the Commission’ s proposed regulatory regime do not disappear becausetheline
between advocating and advisingisoftenuncertain. Thatistrue. Butitisasotruethat everylegal
distinction of any import issubject totheblurry linecritique. Thelinebetweenlegal andillegal
conduct —which 8 307 and theserulesempl oy and withwhich all lawyersmust struggleevery day
— isasorather blurry. Lawyersunderstand theseredlitiesand are better equippedto deal withthem
than ordinary Americans, who areheldto account for crossinglegal linesthat also aregray at the
edges. And ordinary Americansareneither trained or paid for making thesejudgments. Securities
lawyersare paid good money for negotiating thosegrays, including the gray between advocacy and
advice. TheCommission’ srulesdo not demand perfection of lawyersinany area, just reasonable
conduct, reasonable judgment and reasonable efforts to find the right side of blurry lines.

Inour system, advocatesarerequired to put the other side, particularly if that sideisthe
government, toitsproof. They areprivilegedto put forth al nonfrivolousjustificationsof their dients
conduct and all nonfrivolousargumentsthat thelaw should bereadin novel, even unprecedented,
ways. But advocates operatein an environment designed to guard against abuses of that broad
licensetomoldfactsandlaws. First, thereisan adversary party equipped (in almost every case)
with alawyer both armed with information sufficient to challengevigoroudy every theory, far-fetched

Koniak, Cramton and Cohen Comments -- Page 35



or standard, that the opposing lawyer can make. Second, thereisajudgewho isacting aslegal
umpire (and sometimesasaneutral fact finder) and frequently aseparatefact finder, thejury, in
addition to the judge — actors obligated to decide with objectivity and neutrality between the
contrasting visions of law and fact presented by the battling lawyers. None of those checksis
present when, intheprivacy of theoffice, alega advisor counselsaclient or corporate manager that
it can act based on some unprecedented vision of what thelaw requiresor somebarely plausible
interpretation of facts. Inshort, advocateshave much morelicenseto manipulatelaw and factsthan
advisors do.

Andthatishow it should be. Lawyersasadvisorsareaprivatesector solutiontointrusive
government dternativesto ensurethat corporations, other entitiesandindividua soperatewithinand
not without thelaw. Itissimply not truethat theadvisor’ sjobisto stand by theclient’ sposition, no
matter how implausibleasamatter of fact or law, and not judgetheclient, aslawyersoften assert.
Advocatesshould not judge becausethere are otherscharged with that roleintheenvironmentin
whichthey operateand they are present to guaranteethe clash of positionsthat our adversary system
dependsupon. But advisorsarerelied uponto giveadvice madeon prudent judgments. How else
arethey totell anyonewhat the law requiresand what it doesnot? Andthat istherolethey are
retained and paid to perform.

Lawyersawaysseek to fend off regul ation by claiming thegovernment istryingto turnthem
intowhistle-blowersor government agentsexpected toinfiltrateand influence private entitiesfrom
within. Thisisnonsense. Again, the Commission’ srulerequiresno action by lawyersother than
those actionsthey are now allowed to takein almost every state. Moreover, the applicablelaw
other than theethicsrules— such astort law, agency law, and criminal law — aready providesthat
advisorswho act asadvocatesin stretching thelaw and factsrisk running afoul of that law. The
Commission’ sruledoesnot changethetraditional responsibility and roleof lawyer-advisors; it just
ingststhat lawyersproperly fulfill that roleand not act asadvocatesin Situationswheresuch behavior
IS not permitted or appropriate.

TheCommission’ srulesonthissubject, however, should berevised to indicate how they
apply to lawyers acting as advocates, and to lawyers advising (or representing as advocates)
individual swho, unlikecompanies, haveno CLO, board or board committees. InPartsVI.B. and
VI1.C, below, we present aframework for how that might be done.

B. Lawyers Advocating Before the Agency
Weagree, asprovidedin §205.2 (a) (2) and (3), that lawyersacting asadvocates should

be covered by theregulationsissued under 8 307, but, asour discussion of theroleof advocates
above suggests, the Commission needstotread carefully hereto avoid chillinglegitimateand vigorous
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advocacy. Traditiondly, theethicsrulesandthelaw of lawyering have protected theadvocacy role
by distinguishing between thelawyer’ sobligationswith respect to ongoing or futurewrongdoing on
the one hand and past wrongdoing on the other.

Withrespect to ongoing or futureviol ations, lawyersacting asadvocateshave been, and
should be, treated no differently than lawyersactingin atransactiona capacity. Clientshavenoright
to useadvocatesto planfutureviolationsof law nor to conceal or further ongoingviolations. All
jurisdictionsrequirelawyerstowithdraw if theclientinsststhat lawyers“ad” theminthat manner,
andthat issoevenincrimina caseswherethe Sixth Amendment guaranteestheright to counsel as
it doesnot in SEC proceedings. In Nix v. Whiteside, 475 U.S. 157 (1986), the Supreme Court
stated that rulesrequiring criminal defenselawyersto withdraw inthose circumstances, eventhough
that withdrawal necessitatesnoticetothetribunal, do not offend the Sixth Amendment. Individuas
involvedin SEC proceedingsarenot entitled to moreloyalty thanthe Supreme Court hassaidis
owed to criminal defendants. In Whiteside, the Court stressed that the legal system and our
adversary processisstrengthened and preserved by rulesthat prohibit clientsfrom using lawyers,
even advocates in crimina proceedings, to further ongoing or future violations of law.

The Comment to thisnew subsection should emphasizethat nothingintheserulesprohibits
advocatesin SEC proceedings, or lawyers* appearing and practicing” beforethe Commissionwho
areacting asadvocateson matterscovered by theserulesin other fora, who arepermitted todo so
under therulesof therelevant tribunal, from making anoisy withdrawal or disclosing pastillegal
conduct of any client, whether corporateor individual, for conduct such asthe submission of false
evidenceintheproceeding. That principleshould bestated directly to ensurethat clientsand lawyers
arenot misled and so that communi cation necessary and proper to vigorousrepresentationisnot
chilled. Noticeherethat weencouragethe SEC to defer totherelevant tribunal’ srulesindealing
with advocatelawyersbecausethetribuna must be ableto ensureorderly processwithout disruption
froman outsideregulatory force. The Commission could deal withthetribunal permissionissueby
adoptingarulethat lawyersarenot required towithdraw noisily or otherwisein any Stuationinwhich
atribunal’ spermissionisfirst necessary, thelawyer hasrequested permission and thetribunal has
refused permission.

Theargument that toavoid chillinglegitimate communi cation between clientsand advocates,
advocates should beexempt from theduty to withdraw thusrestson ami sunderstanding of thelimits
onrepresentation. Anattorney, even an advocate, cannot beused to further violationsof law. When
that occurs, the attorney must withdraw, assuming the permission of any tribunal when permission
isrequired beforealawyer withdraws. Theattorney-client privilegehasnot and doesnot protect
client communi cationsintended to further ongoing or futurecrimes. Giventhat longstanding legal
framework, itisspeciousto argue that the Commission’ s proposed ruleswill somehow disrupt
lawyer-client communication or trust as it never has been disrupted before.
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Thered difficulty occursnot with ongoing or futureviolations, but with past violations. With
respect to past violations, theethicsruleshavetraditionally protected thelawyer’ sadvocacy roleby
limiting obligationsto rectify the past wrongdoing to situationsin which thewrongdoing occurred
duringthelawyer’ srepresentation, and usual ly to Stuationsin which thelawyer’ sserviceswereused
infurtherance of thewrongdoing. The problemisthat neither l[imitation appearsanywhereinthe
Commission’ sproposed rule, which usesan“ evidenceof amaterial violation™ trigger for action
without any temporal limitation or connection betweentheevidenceandthelawyer’ srole. Thus,
under alitera reading of the proposed rule, alawyer hired solely to defend anissuer clientinlitigation
against achargeof past securitiesfraud would haveaduty towithdraw noisily under 8205.3(d)(2)(i),
and reports by that lawyer required under 8205.3(b) would imposeimproper obligationsonthe
CLO and the QLCC or Board.

Webedlievetherulesshould berewrittento clarify that no dutiesunder therulearetriggered
when alawyer retained to be an advocate acquires evidence of past wrongdoing that occurred
before the lawyer’ srepresentation and did not involvethe lawyer’ sservices. Itistruethat the
Commissionamost certainly did not intend the dutiesunder itsproposed ruleto apply to thiskind
of advocacy situation, andthat it isextremely unlikely that any court wouldinterpret theruleto apply
tothissituation. Itisalsotruethat the danger ismitigated by thefact that theinternal reporting
obligationswould causeno particular hardshipinthissituation sincethe CL O and CEO would most
likely know therelevant information already, and by thefact that thewithdrawal provisionsare
permissiveonly, anditishardtoimaginealawyer in an advocacy role choosing to makeanoisy
withdrawa . Neverthel ess, becausewebelievethat itisimportant to protect theadvocacy role, we
think the rules should remove all doubt.

Wethereforesuggest adding to theend of our proposed revision of 8205.2(€), defining (in
our new version) “credible evidence” and “ credible and substantial evidence,” the following:

When a lawyer is hired to advocate in connection with past conduct in which that
lawyer’s, or his law firm’s, services were not used, credible [or credible and
substantial] evidence does not include evidence of past wrongdoing that occurred
before the lawyer’s representation and did not involve the use of the lawyer’s services.

Webelievethat changeissufficient to preservethelegitimate advocacy role, whileat thesametime
not exempting advocates from legitimate regulation by the Commission.

C. Representation of Individuals Rather than Entities

Section 205.2(8)(2) and (3) includenot only lawyersacting in an advocacy role, but lawyers
whorepresent individualsother thanissuers. Y et the Commission’ sproposed rulesfocusal most
exclusvely onlawyerswho represent issuers, which aretypicaly entity clients. Themainsubstantive
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rule, 8205.3, which containsthe duty to report and further obligations, appliesonly to lawyerswho
practice beforethe Commission“intherepresentation of anissuer.” See§205.3(a), (b)(1), (¢)(1).
That raisesthe question of what obligations, if any, the Commissionintendstoimposeonlawyers
who represent individual s. The Commission may simply have had in mindjoint representation
situations, inwhich thelawyer representstheissuer (an entity) and simultaneously representsan
employee, officer or board member. The concern might bethat lawyersin joint representation
situationsmight believethemsa vesexempt from theduty to report for informationthey discover as
part of their representation of theindividual. If that isthe sole purpose of includinglawyerswho
represent individuals, the Commission needs to make that clear.

If, ontheother hand, theideaistoincludewithintherule sambit lawyerswho represent
solely individuals, then §205.3 needsto be changed to refl ect that fact, for exampleby replacing“in
therepresentation of anissuer” with something like*in connection with therepresentation of an
Issuer.” Inaddition, thereporting requirementswoul d need to be changed to refl ect the differences
between individua sand entities. That may needto bedoneinany case, since”issuers,” asdefined
in 8205.2(g) (piggybacking on the securities law definition) includes individuals.

Therefore, we propose that the Commission replace §205.2(a)(2) and (3) with a new
subsection §205.2(a)(2), which would read as follows:

Representing any party to, witness in, or subject of any Commission
investigation, inquiry, information request, subpoena or administrative
proceeding, provided that an attorney representing such an individual
exclusively and who does not simultaneously represent the individual’'s
company jointly or exclusively:

(i) Is not required to report information learned from the individual to the
company’'s CLO, any Board Committee or the entire Board, even if the
individual client has fiduciary responsibilities to the individual’'s company.

(ii) Is required to report to the individual client in the same circumstances and
applying the same standards as those set out in 8 205.3 to govern reporting
toa CLO. Ifthe individual does not provide an appropriate response and seeks
to use the attorney to conceal ongoing or future violations of law covered by
these rules, the attorney must withdraw, assuming permission can be
obtained from the requisite tribunal or tribunals, if any, and must inform the
Commission of the fact of withdrawal. The attorney must also withdraw any
documentfiled or statement made that furthers or conceals ongoing or future
violations of law covered by these rules.

Moregeneraly, the Commission needsto clarify how theserulesapply to securitieslawyers
with individual clients.
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D. Law Firmsas Legal Persons Who “ Appear and Participate’

Section 205.2(a) should includeasubsectionmakingit plainthat law firms, not just individual
lawyers, practice beforethe Commission. When alawyer within afirm advisesacorporation or
individua onthesecuritieslaws, thelaw firm, not someindividua lawyer, representstheclient, and
inmattersof any sizeor complexity multiplelawyersinthefirm, not just one partner and afew
subordinates, are likely to be involved.

Makingit clear that law firms, not justindividud lawyers, arelega persons(entities) subject
totheserulesis essentia to an effectiveregulatory regime. The Commission’ sruleson accountants
and other groupsacknowledgethat fact, and it should berecognized and applied hereaswell. The
duty toregul atelawyersimposed by 8 307 implieseffectiveand efficient regulation. Toachieve
either god, therulesmust includelaw firmsand specify sanctionsthat will bevisited onfirmswhen
they arefound in violation of the rules. When should law firms be responsible for the acts of
individual lawyers? We addressthat in Part VI of these comments.

E. Resignation and Withdrawal of Attorneys Employed by an Issuer

TheCommissionshould clarify 8 205.3(d)(1)(ii), dealing with the obligations of an attorney
employed by theissuer “when thereisno appropriateresponse [ to thereport of amateria violation]
withinareasonableperiod of time.” Theproposed rule, webelieve, issoundinrelievinginside
attorneysfrom any obligationto resigntheir jobs, whilerequiring themto notify the Commission that
he or sheintendsto disaffirm atainted document or representation that the attorney prepared or
assisted in preparing and to submit awriting actua ly disaffirming the particular items. However, the
rule does not deal with the effect of the attorney’ s actions on continued representation of the
company on the tainted matter or matters closely related to it.

TheCommission’ srule should beamendedto makeit clear that aninsidelawyer cannot
continueto participatein representing the company inthevery matter inwhichaviolationisongoing
or prospective. Thisshould bedonefor tworeasons: First, current state ethicsrulesand decisional
law arecorrect in requiringtotal withdrawal from the particular matter (and perhapsfromclosely
related mattersaswell). Nolawyer should be permitted to continuearepresentation that would
assist ongoingfraud (seeModd Rule1.2(d)). Second, any failuretoincludesuchaprovisionislikely
to beinterpreted aspreempting state ethicsrulesand law that requirewithdrawal fromtheparticular
matter. Preempting a state rule that furthers the Commission’s mission is both unsound and
unnecessary. State ethicsrulesappear to takethe sameapproach that the Commission hastaken,
i.e., requiringtheinsidelawyer towithdraw from representationinthe particular matter, but not
requiring them to quit their jobs. See ABA Formal Op. 92-366 (1992).
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Toensurethat in-house counsel isnot subjected to any Sate ethicsruleor interpretation that
requirescompletewithdrawal, incons stent with thewhistle-blower protectionsof Sarbanes-Oxley,
weearlier advisedin Part 1V.C. that the Commission makeplainthat theoneinstanceinwhichan
attorney isrelieved from state ethicsrulesrequiring abroader duty to withdraw (or to other action
designedto providemore protectiontoinvestors) concernsin-housecounsel. Any stateethicsrule
or interpretation of astate ethicsrulerequiringin-house counsel to give up employment by theissuer
completely should be preempted.

VII. Law Firms, Imputation, and Subordinates and their Supervisors
A. Law Firm Discipline

TheCommission’ srulesshould addresstheneed for disciplineof law firms. Speciaized
corporate and securities practiceinvol vesthe participation of ateam of |awyerswho bring differing
skillsand knowledge. Responsibility for decisionsisoftendivided up or sharedinwaysthat are
uncertainor shifting. Thediffusion of respongbility and knowledgeleadsto theargument that no one
attorney can be held responsiblefor what wasdone. The Commission should add arulepermitting
thecensureor reprimand of alaw firm and the assessment of monetary fineswhen thefirm, which
isclearly responsblefor therepresentation, hasfailed to conformto responsibilitiesrequired by the
Commission. Therationalefor thisapproachispersuasively argued by Ted Schneyer, Professional
Disciplinefor Law Firms?, 77 Cornéll L.Rev. 1(1991), and hassincebeen adoptedin New Y ork
and afew other states.

B. Imputation of Knowledge Within a Law Firm

If law firms, inaddition toindividual attorneys, aresubject tothe Commission’ snew rules,
questionsof imputation of knowledgewithinthelaw firm must befaced: when should anentity, inthis
casealaw firmthat providespublic companieswith|egd ass stanceconcerning their responsibilities
under thefederal securitieslaw, be charged with the actionsand menta state of theagentswithinit?

It would be costly and confusing for the Commission to devise nove theoriesof imputation.
Instead, the Commi ssion should adopt i mputation principlesaready found infederal law. Namely,
anentity, herealaw firm, isresponsiblefor actsof itsagentsperformed within the scope of their
employment, and the mental state of an entity isthat of the agentswithinit. Onthemensrea of
entities, federal law holdsthat the knowledge of individual agentsiscombined to determinethe
knowledge, negligence, intent or recklessness of the entity itself.

Weunderstand that AttorneysLiability Assurance Society, amutua insuranceorganization
of many of thelargest law firmsin thenation, would havethefedera courtsadopt aconsiderably
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morelenientimputation rulefor law firms, onethat would modify or reject thenormal approach that
wouldimputeto alaw firmtheknowledge of itsagents. Itispredictableand proper for aninsurer
toarguefor suchleniency and understandabl ethat law firmsthemsel veswoul d prefer such arule.
The problem isthat no legitimate policy objective supportsthat approach. On the question of
imputation, therulesadopted for other entitiesby thefederal courts(andlong appliedtolaw firms
aswell without any significant dispute) statetheappropriaterule. If law firmswerenot subject to
ordinary rulesof respondeat superior, they would have anincentiveto decentralizelegal work to
minimizethenumber of lawyerswith accessto sufficient client informationto bring themwithin the
purview of theserules. Asaresult, thequality of legal work donein securitiesmatterswould decline,
perhapsindramaticways. If thecollectivity rulewereto be abandoned, law firmswould havean
even greater incentiveto prevent any onelawyer from knowing too much about theclient’ saffairs,
again threatening the quality of legal services and the goal of compliance with the securities laws.

Ontheother hand, respondeat superior combined with thecollectivity approachto mens
rea providelaw firmswith a powerful incentive to provide the highest quality representation.
Partners-in-chargeor committeeswithinlaw firmsareencouraged to monitor theoverall securities
work that thefirmisprovidingtoindividud clients. Compliancewiththoseruleswouldincrease, and
the costs of SEC enforcement would decrease. There aretwo potential objectionsto thisrosy
picture: Wouldlaw firm fees skyrocket to compensatefirmsfor theadded cost of monitoringthe
overall securitieswork for each client? Andwould some companiesseek to avoid thereporting
requirementsof theserulesby dispersinglegal businessamong many firmsand giving eachonly
discrete and limited assignments?

Excessive costincreasesseemunlikely becausetoday’ sbhest practicesdictatethat law firms
coordinateand monitor theeffortsof multiplelawyersworking on an engagement for thesameclient.
First, afailure to coordinate is likely to result in duplication of legal work that itself would
unnecessarily escalatefees. Second, failureto coordinateand monitor resultsin poorer quality
representation. Thefear that corporationswill disperselega work among firmsalso encountersthe
great risk that limited scope of representation and limited knowledgeinevitably resultsin shoddy lega
work. Moreover, ethicsrulesand the hazardsof doing inadequatework shouldleadlaw firmsto
declinerepresentation when they are provided withtoollittleinformationto do thejob right or the
limitationson the scope of representation are so severethat adequate representationisnot possible.

Should firms be rewarded for having compliance programsand procedures reasonably
designedto prevent violationsof theserules? Y es, but they should not berendered exempt fromthe
rulesbased on such programsor proceduresfor the samereason that such programsand procedures
do not exempt other entities, likecorporations, fromthereach of law. But other entitiesareentitled
to reduced penalties based on the existence of quality compliance programsand proceduresto
provideanincentivefor entitiesto devel op and maintain such programs. Weurgethe Commission
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to adopt that approach.
C. Coverage of Firm Lawyers not Practicing or Appearing Before the Commission

Theproposed rulesareunclear onwhether, for example, anantitrust lawyer withinafirmin
which lawyersarepracticing beforethe Commission, isal so subject tothisrule. Thecommentsto
§ 205.2(a) should makeit clear such an attorney isnot covered if the attorney, asan individual
lawyer, doesnot meet thecriteriaset forthin that subsection. Ontheother hand, webelieveafirm
engaged i n securities practi ce should be subject to sanction under thisrulewhen thefirm asan entity
has knowledge of a material violation.

D. Subordinates and Supervisors

TheCommission’ sproposed ruleson thissubject arenecessary and wel | drafted. Section
205.3(d)(4) isan important rule; however, its scope needs to be broadened. There should bea
corollary to § 205.3(d)(4) to protect subordinatel awyers, including those practicingin outs defirms,
fromretaliatory action by alaw firmfor complying with or taking any other actionin furtherance of
theserules. Thewhistle-blower provision of Sarbanes-Oxley 8 806 coupled withtheCommisson’'s
duty to establish* minimum standards of professiona conduct” for securitieslawyersprovideample
authority for sucharule. Congstent with our earlier discussion of preemption, the Commentsshould
make clear that nothingintheserulespreemptsany stateethicsruleor interpretation that requires
more action to protect victims of client wrongdoing than these rules.

E. Withdrawal of Inside Attorneys

AsindicatedinPart V1.D., we support the Commission’ spositionin § 205.3(d)(ii) that a
reportinginsdelawyer doesnot havetoquit hisjob, i.e., therequired notificationto the Commission
when the company doesnot makean appropriate response does not extend to loss of employment.
However, the rule should be amended to makeit clear that an inside lawyer cannot continueto
participate in representing the company in the very matter in which aviolation is ongoing or
prospective. Althoughtherulewill havetheeffect of preempting state ethicsrulesthat interpret
withdrawal asrequiringjoblass, they should not preempt state ethicsrulesthat limit therequirement
of withdrawal in this instance to withdrawal from the particular matter.

VIII. Successor Counsel
Section 205.3(d)(1)(iii) providesthat anissuer’ schief legd counsel must “inform any attorney

retained or employed to replace the [reporting] attorney who has withdrawn that the previous
attorney’ swithdrawal washbased on professional considerations.” That requirement, however,
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should be supplementedtorequireall lawyersaccepting alega assignment fromaclient that would
Involve practicing or appearing beforethe Commission asdefined by theserulestoinquireinto the
existenceof any reportshby attorneysforced to withdraw that have been madeby prior counsel, not
just thosetheclient deemsrel ated to the representation, and to declinetherepresentationif theclient
refusesthelawyer accessto thosereports. A lawyer should also berequired to makeareport to
QLCC, if thereisoneor theboard, if thelawyer discoversduring therepresentation that the CLO
or any other agent of the client has withheld a report from the lawyer.

Placing the burden on both the issuer and on successor counsel is the surest way to
guaranteethat successor counsel isnot innocently drawninto aiding thelegal violationsthat § 307
addresses. Many substantial corporatefraudsthat have become publicinvolveschemesthat are
oftenreplicatedin new areasand one pattern of seriouswrongdoing by acorporation oftensignals
apropensity by oneor moremanagersto engagein other formsof wrongdoing. Inshort, al prior
reportsof lawyersforced to withdraw within agiven recent period arerelevant. Thenumber of
required withdrawalsislikely to berelatively small evenintheaggregateand nonexistent for most
public companies. Any indication of earlier wrongdoing, however, provides awarning that a
particular company need closer monitoring.

I X. Professional Duty of Confidentiality and Attorney-Client Privilege

The Commission’ sduty under 8 307 to establish * minimum standards of professional
conduct” authorizesthe Commissionto definethe scope of and exceptionsto the professional duty
of confidentiality applicabletolawyersappearing and practicing beforethe Commission. Section
205.3(e) of theCommission’ sproposed rules, which permitsan attorney under certain circumstances
to disclose confidential information to the Commission, establishesan exceptionto the professional
duty of confidentiality. The rule should be described as such in the comments.

Wedoubt whether the Commission hasor should havetheauthority to dictatethe scope of
theattorney-client privilege, whichisaruleof evidence—amatter of statutein most statesand of
federa common law inthefederd courts. Section 307 extendsno such authority tothisagency. We
assumethe Commi ssionisauthorized to announce and may want to announcethat it shall not deem
somethingawaiver of the privilegeinitsown proceedings, but going beyond that rai sesissues of
authority and propriety. The Commission has no special expertise that would render it an
appropriate body to determine the scope or application of the privilege outside its own walls.

Moreover, the SEC isaparty, not thejudge, in an enforcement proceeding broughtina
federa court. For any onesideof anadversary proceeding to claimtheright to determinewhat rules
of evidenceapply isinappropriateand may offend dueprocess. Weunderstand that theagency is
not seeking unfair advantagein attempting to definethe privilegeintheserules, and we understand
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that solong asthe SEC ispurporting to adopt aprivilegethat islawyer and corporatefriendly, its
potential adversariesin court may wishto go alongwiththisstretch of power. Butif theSECis
authorized to broaden the scope of the privilege, what principlewoul d stop the Commissionfrom
deciding to contract the privilege?

Themain point isthis: writing rules of evidence to be applied in court proceedings or
discovery (whether thisagency isaparty or not) exceedsthelegitimate scopeof the SEC’ sauthority.
Wethinkitisalso unwisefor thereasonsgivenabove. For further discussion of theprivilege, we
refer you to Professor Richard Painter’ s comments.

X. Miscellaneous Matters
A. Definition of “ Breach of Fiduciary Duty [ § 205.2(d)] .

TheCommission’ sdefinition of “ breach of fiduciary duty” limitsthetermto breachesof
fiduciary duty “ recogni zed at commonlaw.” Many fiduciary dutiesapplicableto corporateofficers,
directorsor agentsarestatutory in character under either statelaw or, morerarely, under federal law
(e.g., fiduciary dutiesto pension funds created by ERISA). They should beincluded aswell as
common law breaches. The definition should be revised to read:

(d) Breach of fiduciary duty refers to any breach of fiduciary duty recognized by state
or federal law, including fiduciary duties recognized at common law, including, but not
limited to, misfeasance, nonfeasance, abdication of duty, abuse of trust, and approval
of unlawful transactions.

B. Access to the Comments to These Rules

Weunderstand that usually the Commission’ scommentsappear only intheoriginal release
and notinthe CCH or other publicationsof Commissionrules. Giventhat theserulesarefor lawvyers
and that normally the Commentsto rules of professional conduct provideimportant clarifying
information, asistrueof the Commission’ srules, wethink it important that the Commission provide
easy accessto these Comments. Publishersshould beencouraged to ensurethat their publication
of therulecontainsthe commentsor at | east indi catesthat the Comments, which areextensiveand
important, should be consulted by |awyers seeking to comply with any of the provisionsof thisrule.
Initsown publicationsand onitsInternet website, the Commission should publish the Comments
with the text of therule.

C. Suggestion for Further Regulation: Conflicts of Interest Arising Out of Stock-Option
Arrangements
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The Commission hasasked for suggestionson futureregulationto consider under § 307.
Wethink animportant areaof new regulation isthethreat to objectiveand quality legal advice
presented by lawyers and law firms holding stock options in corporations whose securities
compliance work those outside counsel and firms perform. Other practices that threaten the
objectivity and quality of securities’ legal servicesshould aso beconsidered, such asoutside counsel
serving ontheboardsof their corporateclients; and corporationsor their managersprovidingloans
and other benefitstotheir lawyers(inside and without) that are outside of normal salary packages
or feearrangements. The Commission should aso consider whether law firmswho areresponsible
for acompany’ ssecuritieswork should berotated, asaudit teamsnow must be, toavoidinthecase
of lawyerstoo muchincentiveto stay inthe good gracesof managersby adopting alenient approach
to compliancewiththelaw. Weare not now recommending any particular ruleson any of these
mattersand some of theseissues may proveto need no regulation. But webelievethat they are
worth the Commission’s study and review.

Concluding Comment

TheCommission’ sstaff, Chairman and Commissionershave produced in short order an
Impressiveset of ruleson very complicated and sensitivematters. All thoseinvolved deservegrest
praisefor their work on thisdifficult project. We havetried to demonstrate our respect for the
agency’ swork by commentingindetail and ascomprehensively aswehavefound possibleinthe
timeavailable. Itisour sincerehopethat thesecommentsprove hel pful tothe Commissionindrafting
afinal version of these rules.

If membersof the Commission staff desiresmoreinformation or totalk with any of usabout
our comments, we would be pleased to be of assistance.

Susan P. Koniak

Professor of Law

Boston University School of Law
<gpkoniak @bu.edu>
Tel: 617.491.3038

Roger C. Cramton
Stevens Professor of Law Emeritus
Cornell Law School
<rcclO0@cornell.edu>
Tel: 607.255.3379
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George M. Cohen
Edward F. Howrey Research Professor
University of Virginia School of Law
<gmc3y@viginia.edu>
Tel: 434.924.3814
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LIST OF ACADEMICS WHO SUPPORT THESE COMMENTS

[ The co-authorsof these commentshavecircul ated adraft of them to anumber of academic
colleagues, inviting them to endorse these commentsor to submit commentsof their ownto
the Commission. Here we list the names and affiliations of those who are in general
agreement with our comments and recommendations. Because time did not permit
consideration of each individual’ s suggestions, the signers are not responsible for the
language or detail sof each comment or recommendation. They haveauthorized usto attach
their names and to say that they agree generally with the substance and tone of this
letter.]

Anthony Alfieri Harvard University
University of Miami

Stephen M. Bainbridge Paul D. Carrington
University of California (Los Angeles) Duke University
Richard Balnave Robert F. Cochran, Jr.
University of Virginia Pepperdine University
Debra Lyn Bassett John C. Coffee, Jr.
Michigan State University Columbia University
Edward C. Brewer James D. Cox

Northern Kentucky University Duke University

Lester Brickman David A. Dana

Y eshiva University Northwestern University
Jennifer G. Brown Joshua Paul Davis
Quinnipiac University University of San Francisco
Stephen M. Bundy Deborah DeMott
University of California (Berkeley) Duke University
Richard M. Buxbaum Robert F. Drinan, S.J.
University of California (Berkeley) Georgetown University
Elizabeth Chambliss Melvin A. Eisenberg
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University of California (Berkeley)

Robert W. Gordon
Y ale University

Robert W. Hamilton
University of Texas

Geoffrey C. Hazard, Jr.
University of Pennsylvania

Thomas Lee Hazen
University of North Carolina

J. Gordon Hylton
Marquette University

Drew L. Kershen
University of Oklahoma

Reinier H. Kraakman
Harvard University

John Leubsdorf
Rutgers University (Newark)

David Luban
Georgetown University

Jonathan R. Macey
Cornell Law School

Judith L. Maute
University of Oklahoma

David McGowan
University of Minnesota

Nancy J. Moore
Boston University

Carol Needham
St. Louis University

Dale Oesterle
University of Colorado

Richard W. Painter
University of Illinois

Rex R. Perschbacher
University of California (Davis)

Deborah Rhode
Stanford University

Harriet Rubin Roberts
University of Miami

Thomas Ross
University of Pittsburgh

TaninaRostain
New Y ork Law School

Irma S. Russell
University of Memphis

Mark Sargent
Villanova University

William H. Simon
Stanford University

Marc Steinberg
Southern Methodist University
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Steve Thel
Fordham University

Eli wald
University of Denver

David Wilkins
Harvard University

CharlesW. Wolfram
Cornéll University
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