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Implementation of Standards of Professional Conduct for Attorneys

L adies and Gentlemen:

On behalf of the American Bar Association (the “ABA” or the Association”),
| am pleased to submit this letter in response to the request of the Securities and
Exchange Commission (the “Commission™) for comments on its proposals to implement
Section 307 of the Sarbanes-Oxley Act of 2002 (the “Act”) as set forth in Release Nos.
33-8150, 34-46868; |C-25829 dated November 21, 2002 (the “Release”). The
Commission has proposed to add Part 205 to its rules and regulations which would
require attorneys appearing and practicing before the Commission to report evidence of
certain material violations up-the-ladder within an organization and, under certain
circumstances, require or permit them to effect a noisy withdrawal and report out. The
Commission has also proposed to apply to lawyers the negligence standards for improper
professional conduct now applicable to accountants under Section 4C of the Securities
Exchange Act of 1934 added by Section 602 of the Act and Rule 102(€) of the
Commission’s Rules of Practice. As provided in Section 3 of the Act and proposed by
the Commission in Rule 205.6, a violation of Part 205 will be treated in the same manner
asaviolation of the Securities Exchange Act subject to the same penalties and remedies.
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The ABA, with over 400,000 members throughout the U.S. and abroad, supports strong
ethical standards for all lawyers, including those who practice in the corporate and securities
area. Indeed, for aimost one hundred years, the ABA has provided leadership in the field of legd
ethics by crafting professional standards that have been adopted by the vast mgjority of the state
and federal coutsthat oversee the legal profession. The original Canons of Professiona Ethics
were adopted by the Association in 1908. The current ABA Model Rules of Professional
Conduct (the “Model Rules’), first adopted in 1983, are a comprehensive and uniform set of
ethical standards for lawyers. In addition, the ABA adopted model rules for enforcement of
lawyer ethical standards by state and federal courts in the 1970s.

In March of this year, my predecessor as President of the ABA, Robert E. Hirshon,
created the ABA Task Force on Corporate Responsibility to examine the systemic issues relating
to corporate responsibility arising out of the corporate failures we have witnessed which have
shaken confidence in the effectiveness of governance and disclosure systems for public
companies in the United States. This Task Force issued its Preliminary Report on July 16, 2002
addressing potential changes in corporate governance mechanisms and lawyer ethical rules
designed to improve corporate responsibility and enhance public trust in corporate integrity. It
has held extensive hearings throughout the country on the issues raised by the Preliminary
Report and is now in the process of evaluating the comments and formulating a final report and
recommendations for submission to the ABA House of Delegates.

In August of this year, Chairman Pitt invited the ABA to participate in a “thoughtful and
constructive dialogue” with the Commission as it seeks to craft the rules required by Section 307
of the Act. Accordingly, in November, the ABA Board of Governors authorized me to appoint a
task force for the purpose of providing comments to the Commission on this important subject.
The ABA Task Force on Implementation of Section 307 of the Sarbanes-Oxley Act of 2002 (the
“Task Force”) iscomprised of adistinguished group of attorneys and judges with expertise in the
fields of legal ethics, corporate law and securities law; the members, liaisons, and staff of the
Task Force are listed in Attachment 1 to this comment letter. The views expressed in this
comment letter were prepared by the ABA Task Force and then approved for release by the
Executive Committee of the ABA Board of Governors as the position of the Association.

l. I ntroduction

The ABA joins the Commission in seeking to restore a culture of integrity and confidence
in our financial markets that will warrant the trust of the American public. We recognize the
important role lawyers play in this mission. We commend the Commission and its Staff for their
effortsin responding to the requirements of Section 307 of the Act and addressing the complex
issues involved in the short time period allowed by Congress. In particular, we commend the
Commission for exercising restraint in not adopting a comprehensive code of professional
standards but rather focusing on the obligations of attorneys to the organization as the client.
While we believe that some of the Commission’s proposals will adversely affect issuers' ability
to obtain sound legal advice and suggest revisions accordingly, we are appreciative that the
Commission and its Staff have structured the proposals in away that facilitates identification of
the issues and formulation of comments.
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Our comments address principally:

Implementation of the up-the-ladder reporting requirement mandated by Section
307.

Noisy-withdrawal and reporting out provisions proposed in the Release that were
not mandated by Section 307.

Revision of the standard for determining improper professional conduct of
attorneys that also was not mandated by Section 307.

For ease of reference, please note that the topics discussed in this letter appear in the
following order:
Table of Contents
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. Summary

The ABA strongly believes that lawyers have an important role in assisting clients to
comply with the law and meet high standards of ethical and responsible conduct. We therefore
agree that when a lawyer representing an issuer becomes aware of material violations of law that
are likely to substantially injure the organization, the lawyer has a clear duty to take appropriate
remedial action including, in some cases, a duty to bring the matter to the attention of the highest
authority in the organization if the violation has not been remedied. These principles, outlined in
Model Rule 1.13 and embraced by virtualy all state and federal courts, are necessary and
appropriate and serve the public interest.

By enacting Section 307 of the Act, Congress has instructed the Commission to adopt a
national rule establishing minimum professional standards for lawyers appearing and practicing
before the Commission, including a rule requiring lawyers to report misconduct up-the-ladder
within the corporate client. This national up-the-ladder reporting requirement, which would
override the reporting standard contained in Model Rule 1.13 for lawyers covered by the SEC's
rules, rests on the understanding that the highest authority, typically the board, is capable of
performing and in fact will perform its responsibilities. In thisway, corporate governance will
work effectively together with the reporting obligations of attorneys.

The rules that currently govern the professional conduct of lawyers are fashioned from
the ABA’s Model Rules and promulgated by state high courts, as the regulators of lawyer
conduct. These rules seek to ensure that clients, including organizations, have access to
independent and effective representation by counsel. An integral part of independent and
effective representation is that lawyers must preserve client confidentiality subject to limited
exceptions when necessary to prevent significant harm.

Our response to the Commission’s Section 307 proposals is made with these
considerations in mind, and we stand ready to work with the Commission to fashion fina rules
that serve the public interest. We agree that, with changes suggested in this |etter, the
up-the-ladder reporting rule required by Section 307 can be effectively implemented by the
January 26, 2003 deadline. We strongly urge, however, that the Commission defer final action
and at the least allow more extended comment for provisions in the proposed rules that are not
specifically required by Section 307.

The following are the major issues we address in this |etter:

Up-the-Ladder Reporting Requirements Need Better Definition. The rules relating to up-
the-ladder reporting are ambiguous and need better definition as to the circumstances
under which reporting is required in order for lawyers and issuers to comply effectively
with therules. Specifically, the scope of persons proposed to be covered as “ attorneys
appearing and practicing before the Commission in the representation of an issuer” istoo
broad and would subject to the requirements of the rules persons who do not know that
they are subject to the rules and who are not in a position to comply with them. These
could include non-securities specialists only remotely involved with a securities matter,
persons licensed as attorneys who are not acting in that capacity, and attorneys for third
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parties who do not even have an attorney — client relationship with the issuer. We
suggest instead a functional approach that would subject to the requirements of the rules
only those lawyers with significant responsibility for the issuer’s compliance with U.S.
securities law or with overal responsibility for advising on legal compliance and
corporate governance matters under U.S. law.

It would be preferable if the Commission’s concept of “awareness of evidence of material
violation” as the triggering standard for reporting were based on a “knowledge” standard,
as currently provided in Model Rule 1.13. If the Commission should proceed with the
proposed objective standard for determining from the information the attorney knows that
amaterial violation has occurred, is occurring, or is about to occur, this standard would
be more acceptable if it were applied to just the category of attorneys we propose rather
than to all attorneys that would be covered under the rules as proposed.

The nature of the violations that must be reported should be better defined. They should
be limited to violations related to the attorney’ s representation in appearing and
practicing before the Commission. Also, the term “material” should be defined as the
Supreme Court has defined the term, with a clear tie to harm to the issuer. In addition,
“violation of securities law” and “breach of fiduciary duty” should be defined in terms
more closely related to the subject matter of SEC regulation and expertise, and “similar
violation” should be defined so that it does not undermine the defining of the other terms.

The Rules Should Allow For More Flexibility. The rules should be less prescriptive in
requiring specific procedures to be followed and should allow issuers and law firms the
flexibility to establish legal compliance procedures and policies that work for them. The
requisite flexibility includes such matters as identification of a chief legal compliance
officer, timing requirements, internal reporting chains, documentation requirements, and
establishing which independent committees or the board as awhole is to receive and
consider the required reports.

Defer Action on the Proposed Rules Not Required by Section 307. Because the
Commission’s noisy withdrawal and disaffirmation proposals raise complex issues that
would significantly change the traditional attorney—client relationship, and because of
concernswith the substance of these proposals that we identify (including uncertainty as
to the effectiveness of the Commission’s attempt to maintain protection of the attorney—
client privilege and conflicts with state client confidentiality obligations), we believe that
the Commission, acting in the public interest, should for the present not adopt these
proposals as part of an up-the- ladder reporting rule or not adopt them at all.

The Commission should instead ook to the substantially improved corporate governance
systems that have been developed to address legal compliance matters coupled with
recognition of the requirements of existing state rules of professional conduct, and should
give the Association’s efforts underway to review the related Model Rules an opportunity
to proceed.
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Similarly, because the Commission’s proposal to extend to attorneys the negligence
standard applicable to accountants for determining improper professional conduct is not
required by Section 307, the Commission should, at the least, defer action on this
proposal until there is an opportunity for more considered comment and Commission
deliberation or should not adopt it at all. Asthe Commission has previously recognized,
imposition of such a standard can significantly impact an attorney’s ability to represent
the client’s interests zealoudly and independently before the Commission.

. Limit Rulemaking to Matters Specifically Required by Section 307

Before addressing the substance of the Section 307 proposals, we express our concern
over the scope of the rulemaking the Commission has proposed to undertake in the limited time
frame allowed by Congress. The ABA is concerned that adequate time has not been allowed to
comment upon the proposed rules relating to noisy withdrawal and disaffirmation of documents
and to extending to attorneys a negligence standard for determining improper professional
conduct that are not specifically mandated by Section 307 of the Act. These proposals raise
fundamental and complex policy issues. A more extended comment period would permit a more
careful analysis and response by many constituencies who are or should be vitally interested in
the effect of the nonmandated proposals, including public company officials and other lawyer
organizations.® 1t would also permit more careful consideration and deliberation by the
Commission. Additionally, adeferral will provide an opportunity for the ABA’ s review of the
Model Rules now underway to be completed. There are, moreover, many difficult issuesin the
proposed Section 307 rules. Our comments relating to the proposals noted below will illustrate
why some of the provisions that are not required to be adopted by January 26, 2003 warrant
broader comment and further analysis if not omitted entirely.

Our concerns regarding the non-mandated proposals relate to serious problems that we
believe would be created not only for attorneys, but also for issuers and their shareholders,
including the following:

The proposals would have the effect of interfering with the relationship of trust and
confidence between clients and attorneys and thereby undermine the ability of
lawyers to advise clients to comply with legal requirements.

The uncertain effectiveness of the purported nonwaiver of attorney — client privilege,
which isacritical element of requiring or permitting noisy withdrawal or disclosure,
would put both attorneys and clients at risk.

! For example, very few state bar associations are capable of responding comprehensively on the lengthy proposed
rules contained in the Release within so short atime. Even within the ABA, only afew of the sections and other

groups have been able to provide commentsto the Task Force. In addition, U.S. and foreign companies, which will
be directly affected by the proposals, need time to become aware of their potential impact and to prepare comments.
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Theinclusion of investigating and defending attorneys within the reporting
requirements would interfere with the ability of clientsto have effective
representation.

Mandated noisy withdrawal from representation and disaffirmation of documents
filed with the Commission would reduce rather than enhance legal compliance and
increase the likelihood of unnecessary disruptions in securities markets.

The creation of unnecessary, duplicative and, in some instances, contradictory
standards of attorney conduct would impede effective representation of issuers.

The burdens imposed on supervisory attorneys would create overly broad and
inappropriate requirements.

The imposition of a negligence standard on attorneys as a basis for denying the right
to practice before the Commission and applying additional sanctions would interfere
with the ability of counsel to effectively represent clients.

For these and the other reasons discussed below, the ABA urges the Commission to defer

action on those proposals that go beyond the reporting up-the-ladder requirements of Section

307.

V.

Basic Concepts

Before addressing the proposed rules in detail, we believe it is useful to identify some

basic concepts that guide our comments and should help assist the Commission’s consideration
of them.

The ABA concurs in the Commission’s overall objectives and concerns. The American
Bar Association concurs with the Commissionin recognizing the important role lawyers
play in promoting legal compliance and the obligations that lawyers have to the
organization as the client. The Model Rules incorporate these important policies. Those
rules aso recognize the importance of the fundamental policy that require attorneys to
preserve client confidences in order to ensure access to counsel and effective
representation. We therefore share the concerns expressed by the Commission at page 8
of the Release that zeal ous advocacy not be impaired and that companies not be
discouraged from seeking and obtaining effective and creative legal advice. It isthrough
this access to counsel that lawyers are able on an ongoing basis to counsdl their clients to
comply with law and to serve as ethical advisers to their clients.

Professional independence and preservation of the attorney-client privilege and client
confidentiality are important values to be protected. A core principle of our democratic
valuesis the right of everyone, including organizations, to representation by independent
counsel of their choice to advise and protect against adversarial actions, especially those
of governmental agencies. To ensure that independence, lawyers need to be able to act in
the best interests of the client without self interest or concern over the lawyer’s personal
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exposure to civil liability. Also, to have access to effective legal representation and
obtain the best legal advice, clients need to feel free to confide al relevant information to
counsel without undue concern that counsel will be required to disclose those confidences
to others, particularly governmental agencies. Accordingly, the strong principles of
attorney-client privilege and a lawyer’ s obligation to preserve client confidentiality,
subject only to limited exceptions, have developed as a bedrock policy of our legal
system. An important collateral benefit of this confidentiality policy isthat it enhances
the ability of lawyersto counsel legal compliance.

Lawyers are regulated by state and federal courts. Recognizing the important role they
play in our legal system, lawyers operate under a set of rules of professiona conduct
established by the highest courts of the states, territories, commonwealths and the District
of Columbia.? Thus, athough the ABA has developed the Model Rules for use by the
states, the actual professional rules governing lawyers are adopted and administered by or
under the direction of the highest court in each state and in the federal courts. This
structure for regulation of lawyer professional conduct is imbedded in our federal system
that recognizes the lawyer’ s primary role as an officer of the judicia branch of
government. It also distinguishes regulation of lawyers from systems of self regulation of
other professions, such as accountants. Far from being self regulated, lawyers are subject
to adetailed system of regulation established by the judicial branch of government, both
state and federal.

Existing state court rules of professional conduct, patterned on the Model Rules, protect
the public interest. The rules particularly relevant to the Commission’ s implementation
of Section 307, relating to lawyers conduct involving organizational clients, include:

Model Rule 1.13: Organization as Client, is the primary rule concerning the duties
of alawyer when representing an organization and the lawyer’ s relationship to the
organization’s officers, directors, employees, shareholders and other constituents.
Model Rule 1.13 provides that a lawyer employed or retained by an organization
represents the organization acting through its duly authorized constituents. The Rule
also provides that if alawyer learns that an officer, employee, or other person
associated with the organization is engaged in, or intends to engage in, a violation of
alegal obligation to the organization, or a violation of law which reasonably might be
imputed to the organization, and is likely to result in substantial injury to the
organization, the lawyer shall proceed as is reasonably necessary in the best interests
of the organization. Among the enumerated measures a lawyer may employ is
reporting the matter to the highest authority in the organization that can, under
applicable law, act for the organization. But such reporting is not mardatory. Rather,
the rule leaves it to the judgment of the lawyer to proceed as reasonably necessary
under the circumstances. Section 96 of the Restatement of the Law Governing
Lawyers (ALI 2000) (the “Restatement”) provides standards substantialy similar to
Mode Rule 1.13.

2 For convenience, we refer throughout this letter just to the states.
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Model Rule 1.2(d) involving the Scope of Representation prohibits alawyer from
assisting a client to engage in conduct that the lawyer knows is criminal or fraudulent.
The Rule, however, permits alawyer to discuss the legal conseguences of proposed
conduct with a client, and to assist a client to make a good faith effort to determine
the validity or application of the law. Section 94(2) of the Restatement is generally to
the same effect.

Model Rule 1.16(a)(1): Declining or Terminating Representation, requires a
lawyer to decline or withdraw from representation of aclient if the representation will
result in violation of the rules of professional conduct (including Rule 1.2(d) and Rule
4.1), or other law.

Model Rule4.1: Transactions With Persons Other Than Client, prohibits a lawvyer
from knowingly failing to disclose a materia fact when disclosure is necessary to
avoid assisting a criminal or fraudulent act by a client, unless disclosure is prohibited
by Rule 1.6.

Model Rule 1.6: Confidentiality of Information, in paragraph (a), prohibits a
lawyer from revealing information relating to the representation of a client except in
specified circumstances. Rule 1.6, however, under paragraph (b)(4), permits a lawyer
to reveal client confidences “to comply with other law or a court order.”

Furthermore, versions of Model Rule 1.6 that have been adopted in most states permit
alawyer to disclose client confidences to prevent, mitigate, or rectify the
consequences of aclient’s crimina or fraudulent conduct that is likely to result in
substantial financial loss. This standard is substantially similar to Section 67 of the
Restatement. The ABA’s Task Force on Corporate Responsibility is presently
reviewing Model Rule 1.6 in this regard.

Consistent state and federal rules governing lawyer conduct would be beneficial. Asan
optimal goal, the Commission should seek to make its rules under Section 307 as
consistent as possible with the prevailing state court rules of professional conduct. Doing
so will help avoid conflicts between SEC requirements and state mandates and will
facilitate compliance by lawyers. Consistent rules will aso enhance the ability of state
authorities to enforce compliance.

The organization, and not its various constituencies, is the client. Section 307 and the
SEC’ s proposals to implement it focus on the obligations of lawyers to the organization
asthe client. The Commission, in the Release, as distinguished from some earlier
statements, correctly characterizes the organization, and not its shareholders or other
constituencies, as the client. This distinction is important in identifying to whom a
lawyer owes duties — namely the organization and not particular shareholders, whose
interests may differ. The interests of shareholders are, of course, relevant in assessing the
consequences of matters affecting the organization — for example, whether aviolation is
material — but not for defining a duty.
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Attorney responsibilities should be considered in conjunction with enhanced cor porate
governance. Asthe Commission correctly recognizesin its Qualified Legal Compliance
Committee (QLCC) dternative, the duties of alawyer to the organization as a client need
to be considered in conjunction with corporate governance measures in place to
effectively address matters reported by the lawyer within the organization. Substantial
improvements have been made to corporate governance over the past year in the wake of
the corporate scandals that have rocked investor confidence, ard these improvements are
ongoing. They are provided for in provisions of the Act, SEC initiatives and stock
exchange listing standards. The public interest will be best served by a system under
which lawyers report matters within the organization to the appropriate body where
action can be effectively taken because enhanced corporate governance standards arein
place. Establishing effective legal compliance systems should be the responsibility of
corporate boards, with lawyer reporting as an important component of those systems.

Legal compliance systems need to be flexible. It isaso important that the Section 307
rules alow flexibility in the legal compliance systems and procedures to be followed so
that companies can establish those processes that work for them. This flexibility will
promote compliance. Companies should be permitted to identify who within the
organization performs legal compliance functions, the various steps within the
organization to be followed in reporting matters and any particular procedural and
documentation requirements. Similarly, flexibility should be allowed for law firms to
establish procedures and to designate responsible attorneys.

Application of the rules to law firms needs to be clarified. The distinction between
requirements applicable to individual attorneys and those applicable to their law firm or
organization should be carefully considered in formulating professional conduct
standards. As a genera matter, the Model Rules address individual actions and do not
impute knowledge or responsibility among members of the firm or organization. This
issue becomes particularly acute in the context of withdrawal requirements.

Increased sanctions require carefully tailored rules. The sanctions imposed on attorneys
under Rule 205.6 for violation of the Section 307 rules are quite severe and go well
beyond the past remedy of censure or denia of the right to practice before the
Commission. Consequently, it is especially important that the Section 307 rules be
carefully tailored and limited in their reach to permit ready compliance.

The corporate and securities areas present issues requiring difficult judgments. There
needs to be recognition that when a material violation is black and white it is easy to
understand an attorney’s professional obligations, but when the matter isin the gray area
the issues are more difficult and complex. Most often, the judgments regarding
compliance formulated by lawyers in the corporate and securities area are in the gray
area. The Commission’s Section 307 rules need to be tested against that situation.

Many factors mandate that the Commission exercise restraint in the regulation of
lawyers, asit traditionally has in the past. Finally, the Commission should exercise
restraint in regulating attorney professional conduct and should limit its rules at this time
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to those the Act requires be adopted by January 26. In addition to the short time frame
discussed in Part |11 above, the reasons for restraint are those considerations that have
prompted the Commission’s historic restraint in this area. These considerations include
(2) recognition of principles of federalism, comity and separation of powers under which
lawyers are primarily regulated by the highest courts in jurisdictions in which they are
admitted to practice, (2) preservation of the attorney — client relationship that permits
clients to obtain quality legal advice and places lawyers in the position to advise on
compliance with law in the interests of the investing public, and (3) avoidance of the
chilling effect on zeal ous representation that can arise from lawyers being subject to
threat of enforcement by the very regulatory agency before which they must advocate on
behalf of their clients.

It is against the background of these basic concepts that the proposed rules should be
evaluated.

V. Up-the-Ladder Reporting
A. General

Section 307 of the Act requires the Commission to issue rules setting forth minimum
standards of professional conduct for attorneys appearing and practicing before the Commission,
including arule requiring the attorney to report evidence of a material violation of securities law
or breach of fiduciary duty or similar violation by the company or any agent thereof to the chief
legal counsel (“CLQO") or the chief executive officer (“CEQ”) of the company. Section 307 also
requires the rule to provide that if the CLO or CEO does not respond by adopting appropriate
remedial measures or sanctions for the violation, the attorney must report the evidence to the
board of directors, to the board’ s audit committee, or to another board committee comprised
solely of independent directors.

Both the origin of Section 307 and its subsequent legidative history indicate that the
central purpose of the provision was to instruct the Commission to adopt a rule requiring lawyers
to report misconduct “up-the-ladder” within the corporate client. The impetus for thisrule
change began with aletter from forty law professors to SEC Chairman Harvey Pitt dated March
7, 2002. In that letter, the professors criticized the discretionary standard contained in Model
Rule 1.13 described above in Part 1V and urged the Commission to use its powers under Rule
102(e) of the SEC’ s Rules of Practice to require lawyers appearing or practicing before the
Commission to report violations of the securities laws that senior management refuses to rectify
to the company’ s board of directors. When the Commission’s then General Counsel, David
Becker, responded by letter dated March 28, 2002, that the proposal might more appropriately be
considered through congressional action, Sen. John Edwards (D-NC) decided to introduce
legidation on the issue.

On July 10, 2002, Sen. Edwards, with the support of Sens. Michael Enzi (R-WY) and Jon
Corzine (D-NJ), offered an amendment to the corporate responsibility legislation then pending in
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the Senate, S. 2673, and the Edwards Amendment ultimately became Section 307 of the Act.® In
explaining his amendment, Sen. Edwards stated that although the proposal directed the
Commission to establish minimum standards of professional conduct for attorneys appearing and
practicing before the Commission, the one rule the Commission is required to adopt is the up-
the-ladder reporting requirement specified in Section 307.

B. Scope of Rul€'s Application
1 “ Appearing and Practicing Before the SEC”

The Commission states at page 7 of the Release that “the proposed rule would adopt an
expansive view of who is appearing and practicing before the Commission.” While such an
expansive view may be appropriate when addressing whose conduct may be sanctioned by the
Commission generally under its Rules of Practice, we believe it is not the appropriate approach
for imposing SEC-mandated affirmative obligations subject to severe sanctions in the event of
noncompliance. It isfundamental fairness to impose regulatory obligations only on thosein a
position to know that they are subject to the obligations and who are in a position to comply. As
now proposed, the definition could subject to the rules attorneys who do not practice securities
law and may have only limited or tangential involvement with particular SEC filings and
documents. For example, it could inappropriately encompass non-securities specialists who do
no more than prepare or review limited portions of afiling, lawyers who respond to auditors
letters or prepare work product in the ordinary course unrelated to securities matters that may be
used for that purpose, and lawyers preparing documents that eventually may be filed as exhibits.
(See the examples below.) We also believe it is inappropriate for the Commission to include
lawyers who simply advise on the availability of exemptions from registration. Consider the
non-securities specialist advising smaller nonpublic companies or municipa bond lawyers
advising on the availability of the exemption under Section 3(a)(2) of the Securities Act of 1933.
The breadth of coverage of the proposals will have the counterproductive impact of discouraging
broad participation in assuring quality disclosure and providing expert transactional planning.
Additionally, the overbreadth of coverage makes more acute other problems of the proposal
described below, including establishing the proper triggering standard.

We therefore recommend that the Commission provide that the Section 307 rules apply

only to those lawyers with significant responsibility for the company’s compliance with U.S.
securities law, including satisfaction of registration, filing and disclosure obligations, or with
overall responsibility for advising on legal compliance and corporate governance matters under
U.S. law. Thisfunctiona approach would subject to the rules those lawyers in the best position
to understand their obligations under the rules and to comply with them. Other lawyers who
might be encompassed within the expansive proposed definition would not be free of regulation
because they would still be subject to the professional obligations under Model Rule 1.13, as
well as the other state court rules of professional conduct.

3 See Senate floor debate regarding Amendment No. 4187 to S. 2673, Congressional Record, July 10, 2002, pgs.
S6551-6559 (hereafter referred to by page number).
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If the Commission were nevertheless to retain its expansive definition, it should give
clearer guidance asto who is covered by the rules. The following are examples of areas of
potential uncertainty:

Lawyer A, who has a limited non-securities specialty, prepares a draft of a section for
inclusion in a prospectus (e.g., description of a patent, regulatory requirements or
litigation).

Lawyer A instead reviews a draft of the section prepared by a securities lawyer.

Lawyer B, alitigator, prepares a summary of pending litigation for general use,
knowing it may be used as a diligence checklist for future securities offerings.

Lawyer B responds to a routine auditor’s request for information on pending litigation
in connection with the auditor giving its corsent for a registration statement.

Lawyer C, ared estate specialist, drafts a complex lease that will be filed as an
exhibit to the company’s Form 10-K.

The potential overbreadth of these examples, even under the expansive approach to
“appearing and practicing before the Commission,” is obvious and should be circumscribed in
the final rules.

In addition, if the Commission decides to follow an expansive approach to coverage
under the rules, it becomes even more important to recognize the functional aspect of the
supervisory — subordinate attorney relationship. Under this approach, a non-securities specialist
should be able to satisfy her obligations by reporting a matter to the responsible securities
attorney and, similarly, aforeign attorney could report to a U.S. attorney responsible for
securities law compliance.

We also note the importance of allowing organizations and law firms to define
procedures and identify responsible persons as discussed in Section D of this Part V below.

We address the special problems that application of the Section 307 rules create for
foreign lawyers separately in Part X below. We also discuss the special problems of
litigation/enforcement counsel in Section E of Part VI below.
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2. “In the representation of an issuer”

Acting as an “ attorney” . The up-the-ladder reporting required by Section 307 of the Act
is predicated on the professional obligation of attorneys to the organization as the client.* That
requirement is designed to ensure that lawyers fulfill their professional obligations to the
organization as a client by reporting evidence of material wrongdoing up-the-ladder, ultimately,
if necessary, to the proper body within the organization authorized to act. It isgrounded in a
lawyer’s professional obligations to the client and is not intended to be a genera whistleblower
provision.

Accordingly, the Section 307 rules should not apply to someone who happens to be a
lawyer but is not acting in the capacity. Instead, they should apply only to attorneys who are
rendering legal advice to the organizational client (or those holding themselves out as doing so)
and therefore have the professional obligations of an attorney. It is not uncommon for persons
who were attorneys and may still retain their license to move into other non-legal capacitiesin
the organization. For example, an attorney may become a business development officer or even
chief executive officer. Similarly, personsin nonlegal positions, such as a human resources
officer, may be admitted to the bar but continue in their non-legal position. Attorneys may also
serve as directors of a company where neither they nor their law firm renders legal services.
These persons should be subject to no greater obligations to the organization than someone who
is not an attorney.

The concept of acting in the capacity as an attorney is sufficiently understood that it need
not be defined separately. It arises from the rendering of legal advice, which creates the duties
and obligations, such as the duty of confidentiality, owed by an attorney to the client as a result
of the attorney-client relationship. We believe the rules are appropriately applied to any attorney
for the issuer acting in that capacity whether or not that attorney is formally a member of a
company’s law department.

Existence of an attorney-client relationship. In addition, the requirements of the rules
should only apply to alawyer with an attorney — client relationship with the issuer. The
Commission should revise the concept of “acting on behalf, at the behest, or for the benefit of an
issuer” to make that clear. That concept, unfortunately, can be read broadly to encompass
attorneys who have no attorney — client relationship with the issuer. For example, the
obligations under the rule should not apply to an attorney in the following situations:

Lawyer V acts as counsel for the underwriters (whether a firm commitment or best
efforts underwriting) or for the placement agent in a securities offering for the
company (whether or not that lawyer is designated by the company to serve in that

capacity).

4 See the discussion of the amendment proposed by Senator Edwards that became Section 307 of the Act, whichin
turn was based on the March 7, 2002 letter from forty professors to the Commission, at note 3 supra.
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Lawyer W, who has no other relationship with the company, is designated by the
company to represent certain officersin connection with an internal investigation
(even if the lawyer is paid by the company).

Lawyer X represents the target in an acquisition and in that capacity reviews portions
of the prospectus of the acquiring company relating to the securities to be issued in
the acquisition.

Lawyer Y represents the lenders in a going private transaction and is asked to review
the description of the loan arrangements in the tender offer documents.

Lawyer Z represents the counterparty to a materia contract that is used as the
collateral and source of payment for a securities offering by the company and renders
athird party closing opinion as to the validity of the counterparty’ s obligations that is
referred to in the offering documents.

In each of these situations, the lawyer does not have an attorney — client relationship with
the issuer and should not be subject to the obligations to that issuer under the rules. It would be
contrary to the objectives of the Commission to ensure full and accurate disclosure if these
lawyers were discouraged from reviewing disclosure documents for fear that they would become
enmeshed in the Commission’s professional conduct rules with obligations to a company that
was not a client.

Attorney for subsidiaries. We are concerned that the Commission does not adequately
address the position of an attorney for a subsidiary of an issuer. Thereis not a problem if the
subsidiary is wholly-owned but the attorney can have conflicting interests in the case of a
partialy-owned subsidiary. The examples given by the Commission of an attorney for a non
public subsidiary at page 18 of the Release are fine as far as they go. However, if the nonpublic
subsidiary is not wholly-owned, the attorney could be in the position of violating a duty to that
subsidiary. Therefore, the Commission should provide an exception from reporting to the issuer
if the attorney for the subsidiary reasonably believes she would be violating a duty to the
subsidiary. The Commission should also make clear whether or not the obligation to report to
the issuer applies only to attorneys for consolidated subsidiaries or majority-owned subsidiaries.
Finally, the Commission should address whether the obligation to report to the issuer applies to
public subsidiaries.

We discuss separately below in Part | X the special issues relating to attorneys for
investment advisers of investment companies.

3. Definition of issuer

In response to the questions at page 20 of the Release, the ABA believes that Section 307
requires that the Commission use the definition of “issuer” set forth in Section 2(a)(7) of the Act
asit proposesto do in Rule 205.2(g). We do not believe, however, that the Commission should
go beyond “issuers’ under the Act to include attorneys for non-public regulated entities, and
certainly not during this limited time frame for consideration. Congress focused on the
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obligations of attorneys for public companies as part of the efforts to restore investor confidence.
These same considerations do not apply to nortpublic companies, even if they are regulated
entities. Moreover, entities regulated by the Commission can present especially difficult
problems when imposing obligations on attorneys regarding compliance, and the corporate
governance structures that support compliance activities by attorneys may not be present in the
non-public company. Additionally, action by the Commission regarding entities it regul ates
could result in uneven treatment between entities regulated by the Commission and those
regulated by other agencies.

C. Triggering Standard
1 Use of reasonably believes standard

The ABA agrees with the Commission’s general approach to dealing with “evidence of
material violation” as comprised of three elements: (i) the attorney’s knowledge of information,
(i) the standard for evaluating the attorney’ s determination regarding a material violation and
(iii) the standard to be applied to the existence of a material violation. We discuss each of these
elements in turn, and suggest changes we believe necessary.

a Meaning of “ aware.” Rule 205.3(b) uses the phrase “aware of
evidence.” “Aware’ is not defined but we assume that the Commission equates “aware” to
“knows.” We believe it would be preferable to use the term “knows.” Its meaning is defined in
Rule 1.0(f) of the Model Rules as “actual knowledge of the fact in question,” and includes the
concept that “a person’ s knowledge may be inferred from circumstances’ (or put another way —
an attorney may not ignore the obvious).® We recommend that this important aspect of the term
“knows’” be emphasized by the Commission in the adopting release so that attorneys fully
appreciate the scope of their responsibility.

We believe that it would be helpful if the Commission indicated in the adopting release
that the information of which the attorney is aware must be of a quality sufficient to cause the
requisite conclusion to be reached (e.g., it must be more than a suggestion, shred of evidence or
uncorroborated accusation).

b. Use of objective standard of belief. We believe that the more
difficult issue is the Commission’s use of an objective stardard to evaluate an attorney’s
determination regarding the existence of a material violation. Model Rule 1.13, which addresses
up-the- ladder reporting, uses a knowledge standard regarding wrongful action. The ABA
believes there are advantages to having SEC rules and state rules of professional conduct as
consistent as possible, and these advantages would weigh in favor of utilizing the Model Rules
knowledge standard in the Section 307 rules. The ABA recognizes, however, that Model Rule
1.13 is currently being reevaluated with regard to the proper standard to be used, and is the
subject of review by the ABA Task Force on Corporate Responsibility, which may result in
recommendations to the ABA House of Delegates. Accordingly, we address the SEC proposal

Separately.

s See note 6 infra.
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Although the ABA prefers the use of the knowledge standard,® we believe that the
suitability of the objective standard proposed by the Commission would depend upon whose
conduct will be governed by the rules. If our suggestion that the requirements of the rules be
imposed only on lawyers with significant responsibility for securities law compliance or overall
responsibility for advising on legal compliance and corporate governance matters, then the
objective standard might be a more acceptable measure than it would be if it were applied to all
lawyers that would be covered under the rules as proposed. It may be reasonable to hold lawyers
with such responsibilities to the standards of comparable securities law or corporate specialists.
On the other hand, if the Commission uses the expansive approach it proposed, we believe an
objective standard would be difficult to apply, would present problems for compliance, and
would subject the non-securities specialist to inordinate second guessing and exposure. If the
expansive approach is followed, we would urge that the knowledge standard be used.

If an objective standard is used, however, we believe that it needs to be defined with
greater clarity. Section 205.2(1) defines the term “reasonably believes’ as meaning that an
attorney, acting reasonably, would believe the matter in question. The term “reasonably,” as
defined in Modd Rule 1.0(h) and Rule 205.2(k), denotes the conduct of a reasonably prudent and
competent attorney. The Release states at page 17 that the definition of “reasonably believes’ is
based on the term’s Model Rule 1.0(i) definition “modified to eliminate any implied subjective
element.” But in fact “reasonably believes’ under the proposed Section 307 rules establishes a
distinctly different standard than do the same words in the Model Rules. Model Rule 1.0(i)
defines the term as denoting that the lawyer believes the matter in question and that the
circumstances are such that the belief isreasonable. Moreover, Rule 1.0(a) defines “believes’ as
denoting that the person involved actually supposed the fact in question to be true. However, the
Release states at page 17 that the persona belief of the attorney does not matter.

Importantly, under the proposed Section 307 rules, “reasonably believes’ isused as a
standard when alawyer is obligated, rather than merely permitted, to act in a certain way. But in
the Model Rules, “reasonably believes’ is used only in circumstances where alawyer is
permitted to take action. We believe that aterm familiarly associated with permissive lawyer
conduct should not in the Section 307 rules be employed where alawyer’s conduct is mandatory
because it will lead to confusion. Furthermore, its use, as defined by the Commission, is
unworkable as a standard for mandated action. For example, if there is arange of reasonable
actions, is the lawyer held to the standard of an attorney who would reasonably believe when
there are others who would not reasonably believe? |f the Commission decides to apply an

® This standard customarily is used in the Model Rules and other lawyer regulatory codes when obligating alawyer
to act. Model Rule 1.0(f) defines “knowingly”, “known”, or “knows” as denoting “actual knowledge of the fact in
question. A person’s knowledge may be inferred from circumstances’. Thus, alawyer cannot evade knowledge by
closing eyesto the obvious. See Comment [8] under Model Rule 4.2. See also ABA Formal Ethics Opinion 346R
(1982) (in preparing tax shelter tax opinions: lawyers cannot shut their eyes to what was plainly to be seen; alawyer
should not accept as true that which he should not reasonably believe; recklessly and consciously disregarding
information strongly indicating that the facts expressed are fal se and misleading involves dishonesty); United States
v. Cavin, 39 F.3d 1299, 1310 (5‘h Cir. 1994) (lawyer cannot close eyesto the obvious). Thisstandard is akinto the
recklessness standard used el sewhere by the Commission (see Rule 101 under Regulations FD).
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objective standard, it would be better expressed as “the attorney knows information based upon
which it is unreasonable not to believe that a materia violation has occurred, is occurring or will
occur.” Under this standard, a lawyer would not violate the rules unless the lawyer’ s conduct
were outside the range of reasonableness.

In addition, under an objective standard, whether formulated as proposed by the
Commission or as suggested by us, the lawyer’s conduct should be judged, not only by the
standard of what a reasonably prudent and competent attorney” would do, as specified in Rule
205.2(k), but by the standard of what a lawyer with similar training and experience as the lawyer
in guestion would do. Also, that conduct should be judged at the time and under the
circumstances of the conduct in question.’ This more precise standard is especially important
because the rules form the basis for sanctions against attorneys, which could include disbarment
and substantial fines. Asthe Commission correctly recognized at page 27 of the Release,
referring to an attorney’s “training, experience, position and seniority,” “what the reasonable,
experienced securities lawyer might regard as a clear violation of the law may appear different —
or not appear a all —to an unseasoned attorney with a different level of expertise.”

C. Sandard for material violation. The ABA believes that the
Commission uses the correct standard for determining a material violation by referring to
“evidence that would lead an attorney to . . . believe that a material violation has occurred, is
occurring, or is about to occur” [emphasis added]. Any lesser standard would prompt a
proliferation of reports that would both interfere with efficient corporate operations and attorney
— client relationships and would obscure the significant matters that deserve specia attention.

2. Nature of violation

a Relation of violation to engagement. The Commission should
make clear that the violation required to be reported is one related to the attorney’s
representation of the Company involving appearing and practicing before the Commission.
Otherwise, attorneys will be put in an untenable position of having to report violations unrelated
to their engagement and practice before the Commission and the rul€’' s reach will be further
expanded.

It would be unfair to subject lawyers to sanctions for failure to report material violations
based on an objective standard that would be applied with 20/20 hindsight when those violations
were not related to the lawyer’ s engagement. Matters unrelated to the lawyer’s engagement are
unlikely to be given the same level of attention or to be viewed with the same degree of
knowledge and expertness. Consider the position of an attorney whose only engagement for the
company is handling a non-recourse project financing who learns through casual conversation
with ajunior officer of the company of an environmental problem unrelated and not material to
the project financing but that might otherwise be material. Although that attorney might choose

" These concepts can be reflected by revising the definition of “reasonable’ or “reasonably” to read “denotes the
conduct of areasonably prudent and competent attorney of similar training and experience, judged as of the time and
under the circumstances of the conduct in question.”
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to take action, it would not be appropriate to require reporting in this situation because the
attorney’ s involvement in the matter is too remote. On the other hand, if the undisclosed
environmental problem was material to the project financing the attorney was handling, the
reporting obligation would apply. The Commission could address this issue by referencing
“materia violation related to the representation” in appropriate places, such as, in Rule
205.3(b)(2).

b. Definition of “ material.” The ABA believes that the term
“material” should be defined in a manner consistent with the U.S. Supreme Court’s decision in
TSC Industries v. Northways, 426 U.S. 438 (1976), and applied to Rule 10b-5 under the
Securities Exchange Act of 1934 (the “Exchange Act”) in Basic v. Levenson, 485 U.S. 224
(1988). The proposed rules, in Section 205.2(h), define “material” as referring “to conduct or
information about which a reasonable investor would want to be informed before making an
investment decision.”® The threshold set in this definition is well below the threshold set by the
Supreme Court. In TSC, the Supreme Court rejected the Seventh Circuit’ s standard for
materiality, which included “all facts which a reasonable shareholder might consider important,
warning of an overly-broad standard which would result in “liability for insignificant omissions
or misstatements,” and which would give rise to issuers trying to avoid exposure from 20/20
hindsight claims by “simply . . . bury[ing] shareholdersin an avalanche of trivial information.”
Instead, the Court announced as the standard for materiality that a fact is material if thereisa
substantial likelihood that a reasonable shareholder would consider it important and that there
must be a substantial likelihood that the disclosure would have been viewed by the reasonable
investor as having significantly altered the “total mix” of information made available.

The term “material” should also be clarified to make it clear that it relates to matters (i)
material to investors generally as opposed to particular investors and (ii) material to the business,
financial condition or results of operations of theissuer. The first clarification addresses a
violation that may be material to some investors but not to the company as a whole (e.g., a non
exempt unregistered offering that creates a right of recission for the particular investors but is not
material to the company). The second clarification avoids concepts such as “ ethical materiality”
and other non-financial considerations (such as a director failing to adequately perform his
fiduciary duty of attentiveness but without material consequences to the company).

C. Definition of violations. The Commission has attempted to clarify
the types of violations that trigger an obligation under the rules by indicating, as statutory
construction rules would require, that “material” modifies each of the items. We believe,
however, that further clarification is necessary if the requirements of the rules are to work as
intended and to be properly administered by the Commission.

First, the nature of the violations should be limited to matters over which the Commission
has regulatory authority and therefore the competence to assess compliance. Therefore,

8 We note the use of this language by Senator Edwards in his statement on the Senate floor on July 10, 2002
(S6552). However, we do not believe that this explanation should be determinative of the correct legal standard to
be applied. Thereisno indication that Congressintended “material” to have a different meaning under Section 307
than otherwise applicable under the Exchange Act.
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violations of securities law should be limited to federal securities law and should not include, as
proposed, state securities law. State securities laws are varied and subject to different degrees of
enforcement, and represent alegal speciaty of their own. They therefore provide too difficult a
basis upon which to premise a lawyer’ s reporting obligation. Even more clearly, alawyer’'s
obligations under the rules should not be based on violations of foreign securities law, of which
the U.S. lawyer islikely to have little knowledge. Although the Commission did not include
foreign securities law under “violation of securities law,” the vague concept “similar violation”
discussed below might be construed to cover violations of foreign securities laws and therefore
specific exclusion of such laws may be necessary.

Next, breach of fiduciary duty should be defined in terms of breach of fiduciary duty
under state common law involving financial harm to the organization that has not been
adequately disclosed to investors. This definition would focus the breach on matters involving
harm to the organization for which there has not been adequate disclosure in accordance with
SEC requirements. It would avoid arange of breaches that do not result in harm to the
organization or that previously have been disclosed. An expanded definition of “materiality” as
we suggest would help address these issues but we believe a proper definition of breach of
fiduciary duty should also be included.

Also, “similar violation” is so vague as to create serious problems for compliance and
subjects attorneys to serious risk of being judged by hindsight. That term, if undefined, could
also result in undermining any effort by the Commission to define the terms * securities law
violation” and “breach of fiduciary duty.” We suggest that the Commission adopt a narrow
definition of “similar violation.” One approach isto define it in terms of “a violation that the
attorney reasonably recognizes as substantially similar to the enumerated violations.”

D. Processfor Reporting
1. Prescriptive Process

The ABA bdlievesthat it is a mistake for the Commission to be as prescriptive as it has
been in the proposal in mandating in a regimented way the process required to be followed. This
IS an unnecessary intrusion into internal corporate affairs that does not provide the flexibility
needed to alow attorneys to take actions they consider appropriate in the circumstances and to
allow companies to establish procedures that work for them.

We believe that the objectives of Section 307 will be best served if companies are
permitted to define their own legal compliance procedures within parameters established
consistent with Section 307. This will then accommodate the different circumstances that can
arise and the differences within organizations. By allowing companies to establish their own
procedures, the legal compliance function will be enhanced and the requirements of the Section
307 rules will more easily be met.

Specifically, we believe that companies should be able to define their legal compliance
and reporting procedures so long as they require timely reporting of unremediated material
violations to a designated chief legal compliance officer or the chief executive officer and
ultimately, if necessary, to one or more designated independent committees of the board or to the
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full board. Companies should be free to designate a chief legal compliance officer, who might
be the general counsel or chief legal officer, another in-house lawyer, a norntlawyer compliance
official or outside counsal. Not all companies have a general counsel and even some that do look
to othersto perform the legal compliance function. Some companies, such as defense
contractors, financial services organizations and other regulated businesses, may have their
compliance functions or parts of them located outside the legal department. Accordingly,
flexibility is needed to fit particular circumstances. We also believe that reporting should be
permitted to either the legal compliance officer or the CEO to reflect the flexibility specifically
provided for in Section 307.

Company legal compliance policies might cover timing requirements for reporting, to
whom reports should be made in the first instance (which might vary based on subject matter),
the appropriate chain of reporting, opportunities for consultation and further inquiry, and similar
topics. The critical point is that companies are more likely to have effective reporting procedures
if they have the flexibility to design those that work for the particular company rather than being
subject to a one-sze-fits-all procedure mandated by the Commission. An attorney who follows a
qualifying compliance procedure should be protected in complying with the rules. We believe
law firms should similarly be permitted the flexibility to define their procedures, including
designating the lawyer or lawyers with responsibility and those acting in a supervisory capacity.

Regardless of the approach adopted with respect to procedures, the Commission should
make clear that an attorney may, depending on the immediacy of the violation, make further
inquiry if the attorney chooses to elicit more information to better inform the attorney’ s judgment
and to seek to have a matter redressed before a reporting obligation is triggered.

2. Reporting to the Board L evel

Similarly, we do not think that the Commission should be prescriptive with respect to
reporting to the board level. We agree that the reporting of material violations that have not been
appropriately addressed should be to the board as a whole or to a committee of the board
consisting solely of independent directors. However, companies vary in their governance
approaches — in some cases the audit committee provides the legal compliance oversight, in
others a different or separate committee may perform that function, and sometimes the
committee to which a matter is referred depends on the subject (e.g., financial matters might be
referred to the audit committee, while violations of company’s conflict of interest policies might
be referred to another committee); in till other cases, matters might appropriately be referred to
the full board. With the enhanced corporate governance standards being put in place, such as
requirements for a majority of independent directors and independent committees, we believe the
flexibility we suggest is appropriate. Additionally, we are not concerned about bifurcation of
reporting that could obscure a pattern of violations because board activities are rarely handled in
isolation. Also, an attorney should always have the discretion to report to the full board if the
attorney considers that appropriate.

We also do not believe that reporting by the CLO to the board level of remediated
violations should be mandated. Rather, it should be l€eft to the reasonable judgment of the CLO
and the company’s own internal reporting procedures. Mandated reporting would place an
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inordinate burden on the CLO by requiring a difficult judgment to be made in numerous cases of
remediated violations as to whether a reporting obligation was triggered.

3. Documentation

The Commission should not prescribe a requirement that attorneys maintain
documentation but rather should leave appropriate documentation to be decided by lawyers as a
matter of good practice. In those cases where the need for documentation is most evident, most
lawyers are likely to maintain it. The problem, however, with the Commission’s mandating
specific documentation and retention requirements is that, (i) it will create an impediment to
open discussion and consultation among colleagues for fear that such a discussion will generate a
documentation requirement and (ii) it will increase the vulnerability of clientsin litigation
because the mandated documentation could provide a roadmap for claimants, particularly given
the uncertainty as to the effectiveness of the Commission’s attempt to protect the privilege and
client confidentiality.

E. Determining Appropriate Response

The concept of “appropriate response” is critical to the determination whether a matter
needs to be brought to the board level. We believe it isimportant that the Commission recognize
that a reporting attorney may rely on the considered judgment of the CLO so long as that
judgment is in the range of reasonableness even though the reporting attorney would not
necessarily come out that way. Lawyers advise clients on matters that fall in the gray area,
particularly when dealing with disclosure issues and materiality judgments. W e often advise
based on arisk analysis when the conclusion is not clear and leave the judgment to the client
when that judgment isin the permissible range. Sometimes we advise the client that they do not
have a choice because the matter is outside the reasonable judgment range. Lawyers need to be
free to continue to advise on that basis, including in assessing the appropriateness of a response,
and should not be placed in the position of substituting the lawyer’ s judgment for that of the
client when the client is in the permissible range of reasonable judgment.

F. Supervising — Subordinate Attor neys

Ability to report to supervisory attorney. We believe that the Commission correctly
approaches in Rule 205.5 the treatment of subordinate lawyers who report to a supervisory
lawyer and in Rule 205.4 (c) the shifting of responsibility for compliance to the supervisory
attorney to which the matter was reported. We recommend that the Commission recognize that a
designated legal compliance officer, even if not alawyer, can qualify as playing a supervisory
role.

We also recommend that the Commission extend this approach beyond the structural or
hierarchical relationships that seem to be contemplated by the rules to a functional relationship.
For example a specialist (to the extent subject to the rules)® should be able to discharge his or her

® These might include, for example, employee benefits, environmental, intellectual property, litigation, real estate,
regulatory and tax lawyers.
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responsibility by reporting to the lawyer with general responsibility. Similarly, alawyer should
be able to rely on the advice of another lawyer reasonably believed to have greater expertise or
experience. For example, an in-house attorney should be able to consult with an outside expert
and rely on that advice; aforeign lawyer, if covered by the rules, should be able to consult with a
U.S. lawyer and o rely.

Obligations imposed on supervisory attorneys. We believe that the Commission has
unnecessarily and inappropriately proposed in Rule 205.4 to impose entirely new and overly-
broad obligations on supervisory attorneys. These proposals are not a necessary part of the
reporting up-the-ladder provisions required by Section 307 and go well beyond the obligations of
supervisory lawyers under Model Rule 5.1.2° First, Rule 205.4 expands the definition of lawyers
subject to responsibility as a supervising attorney by including any attorney with supervisory
authority over another attorney. This could include all partnersin alaw firm and even senior
associates, and it appears to be unrelated to the particular matter. Model Rule 5.1 islimited to a
lawyer who has direct supervisory authority over the other lawyer. Second, the obligation
imposed on supervisory attorneys, totally without regard to any particular matter, is to “make
reasonable efforts to ensure,” not only that a subordinate attorney conforms with the Section 307
rules, but also that the subordinate attorney complies with the federal securities laws. Rule 205.4
then goes on to deem the supervisory attorney to be appearing and practicing before the
Commission to the extent the subordinate attorney appears and practices before the Commission,
without regard to whether the supervision relates to the matter involving appearing and
practicing before the Commission or whether the supervisory attorney is even aware the
subordinate attorney is so practicing. These are extraordinary burdens to place on attorneys and
go well beyond the obligations imposed by Rule 5.1. Under that rule, the supervisory lawyer
(more narrowly defined) is required to make reasonable efforts to ensure that the subordinate
lawyer conforms to the Model Rules and is responsible for a violation of those rules if he orders
or knowingly ratifies the conduct or knows of the conduct and fails to take reasonable remedial
action.

The ABA urges the Commission to refrain from adopting rules that impose these
unprecedented burdens on supervisory lawyers. Instead, the Commission should rely on the
existing Model Rules, referencing them for emphasisin itsrelease. At most, the Commission
should make compliance with Rule 5.1, as it relates to the Section 307 rules, part of itsrules
rather than creating a whole new set of supervisory attorney obligations.

10 Model Rule 5.1 imposes an obligation on partners, managers and supervisory lawyersin law firms (including
company legal departments) to ensure that the firm hasin effect measures giving reasonabl e assurance that all
lawyersin the firm comply with the rules of professional conduct. It also imposes an obligation on supervisory
lawyers to ensure that lawyers they directly supervise conform to therules. The Rule also makes partners, managers
and supervising lawyers responsible for violations of the rules committed by other lawyersif they knew about the
violations at a time when something could have been done to prevent or mitigate the consegquences and took no
action. Model Rule 5.2(b) provides that a subordinate lawyer does not violate the rules if the lawyer actsin
accordance with a supervisory lawyer’ s reasonabl e resolution of an arguable question of professional duty.
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G. Discharged Attorney

The Commission recognizes the problem of an attorney who has been discharged for
reporting evidence of a material violation in Rule 205.3(d)(4) but does not adequately address
the responsibilities of that attorney. We believe that the Commission should make clear that, as a
general matter, once an attorney is discharged, her obligations under the rules cease since the
attorney-client relationship is ended. Because the organization, acting through its highest
authority, is the client, we believe that it would be appropriate, if an attorney believes that he or
she has been discharged to prevent the reporting of a material violation thet has not been
remedied, for that attorney to be entitled, but not required, to report the circumstances of the
dismissal to the board or an appropriate committee of the board.

We would not make the reporting mandatory in recognition of the difficulties a
discharged attorney might face in trying to report. We also would not require reporting out of
the discharge because that would pose the same difficulties as the noisy withdrawal proposal
discussed in Part V1.

VI.  Noisy Withdrawal and Disaffirmation
A. Deferral of Action

Asdiscussed in Part 111 above, the Commission should limit its actions at this time to the
matters specifically required by Section 307. The Commission’s noisy withdrawal and
disaffirmation proposals are not required by Section 307. Quite to the contrary, the legidative
history of the Act indicates that Congress did not intend there to be an external reporting
requirement.** The Commission should not make such a fundamental change in the role of
counsel and the attorney-client relationship that would result from its noisy withdrawal and
disaffirmation proposals in the limited time frame for adoption of the required rules. These are

1 buri ng Senate debate on the Edwards amendment on July 10, 2002, in addition to the statement of Sen. Enzi
referenced in note 57 to the Release (which the Commission attempts to distinguish), the following collogquy (which
the Release does not cite) took place between Sen. Edwards and the chief sponsor of the Act, Sen. Paul Sarbanes (D-
MD):

MR. SARBANES. It ismy understanding that this amendment, which places responsibility upon the lawyer for the
corporation to report up the ladder, only involves going up within the corporate structure. He doesn’t go outside of
the corporate structure. So the lawyer would first go to the chief legal officer, or the chief executive officer, and if
he didn’t get an appropriate response, he would go to the board of directors. |sthat correct?

MR. EDWARDS. Mr. President, my response to the question is the only obligation that this amendment createsis
the obligation to report to the client, which begins with the chief legal officer, and, if that is unsuccessful, then to the
board of the corporation. Thereisno obligation to report anything outside the client—the corporation.

MR. SARBANES. | think that is an important point. | simply asked the question in order to stress the fact that that
isthe way this amendment works. This has been avery carefully worked out amendment...

See Congressional Record, July 10, 2002, page S6557.
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among the most controversial of ethical proposals because they involve difficult and competing
public policy considerations.*? At the least, they deserve the thoughtful analysis, extensive
comment and deliberative Commission consideration that the present schedule does not permit.

B. Consideration of the Merits

We address the merits of the noisy withdrawal/disaffirmance proposals both to illustrate
the difficulties of dealing with them at this time and to provide the Commission with the benefit
of our views should it nevertheless proceed to consider these proposals. We start with the
premise that an objective of the Section 307 rulesis to assist attorneys to guide an issuer’s
managers and board to make decisions in compliance with law that are in the best interests of the
issuer and its shareholders. We believe the standards in the Model Rules accomplish this
purpose.

It is clear under the Model Rules and under virtually al state court rules of lawyer
conduct that a lawyer must withdraw from representing a client if the lawyer’s services will be
used to assist the client to commit a crime or fraud. Model Rule 1.16(a)(1) or its state court rule
counterpart, adopted in virtualy all jurisdictions, requires that a lawyer withdraw from the
representation of a client “if...the representation will result in...violation of the rules of
professional conduct or other law.”

Comment [10] to Model Rule 1.2 also makes clear that by reason of Model Rule 1.2(d),**

A lawyer may not continue assisting a client in conduct that the lawyer originally
supposed was legally proper but then discoversis crimina or fraudulent. The
lawyer must, therefore, withdraw from the representation of the client in the
matter. See Rule 1.16(a). In some cases, withdrawal alone might be insufficient.
It may be necessary for the lawyer to give notice of the fact of withdrawal and to
disaffirm any opinion, document, affirmation or the like See Rule 4.1.%°

In addition to these provisions, many jurisdictions permit disclosure of client confidences
to the extent necessary to prevent, mitigate or rectify the consequences of a client crime or fraud

12 \we note that deferral of action on the noisy withdrawal and disaffirmation proposals would avoid issues
regarding the authority of the Commission to impose such requirements.

13 Rule 1.16(a) also prohibits commencing the representation in such circumstances.
14 Rule 1.2(d) prohibits alawyer from assisting a client in conduct that the lawyer knows is criminal or fraudulent.

15 Emphasis added. Model Rule 4.1(b) requires that “alawyer shall not knowingly...fail to disclose a material fact
when disclosure is necessary to avoid assisting acriminal or fraudulent act by aclient, unless disclosureis
prohibited by Rule 1.6.” Seealso Comment [3] to Model Rule 4.1. Disclosure would not be prohibited by Model
Rule 1.6 “to the extent lawyer reasonably believes necessary:...to comply with other law or court order....” Model
Rule 1.6(b)(4). See ABA Formal Opinion 92-366 (lawyer must withdraw from representation if lawyer knows
services are being used to perpetrate afraud and may disaffirm documents being so used). See also Hazard &
Hodes, The Law of Lawyering (2000 ed.) § 9.31, 9.23, and 9.26-9.27 (disclosure under the circumstances also might
be permitted under Model Rule 1.6(b)(3) to establish a defense by the lawyer to acharge or claim based on a
client’s conduct).
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that is likely to result in substantial financial harm to another. The ABA Task Force on
Corporate Responsibility in its preliminary report has recommended that the Association again
consider the ABA Ethics 2000 Commission’s proposals to amend the Model Rulesto alow
similar disclosures.*®

We believe that the proposed Section 307 rules that mandate withdrawal from
representation, notice to the SEC and disaffirmance’ risk destroying the trust and confidence
many issuers have up to now placed in their legal counsel, creating divided loyalties and driving
awedge into the attorney-client relationship. Providing notice to the SEC that the attorney has
withdrawn “for professional considerations’ and disaffirming specific documents will have a
similar effect as aviolation of client confidences, and may itself be a violation of the attorney’s
duties to the client under state court rules, because it will promptly trigger an enforcement
investigation and potentially civil lawsuits. As a consequence, some issuers might not even
consult qualified attorneys regarding close issues of whether or not to disclose information in a
filing or otherwise because the attorney might engage in a noisy withdrawal even though all that
may have been involved was a matter of business judgment as to the materiality of certain
information.

Moreover, mandating withdrawal and disaffirmance removes the flexibility that lawyers
need in order to have time to counsel their corporate clients effectively. In some instances,
premature withdrawal and disaffirmance of documents might seriously and unfairly harm the
issuer and its shareholders or create disruption in the market for issuer’s securities, when more
time spent with managers or expert advisers might have avoided the need for the attorney to
employ so extreme a measure. Such consultations also may prove the attorney to be wrong in
believing any materia violation will occur. Indeed, one wonders whether noisy withdrawal is
not an undesirable, costly and unnecessary supplement to reporting up-the- ladder as specifically
required by Section 307 of the Act.

% The ABA House of Delegates declined to adopt the Ethics 2000 Commission proposal to provide exceptions to
confidentiality:
to the extent the lawyer reasonably believes necessary:...

(2 to prevent the client from committing a crime or fraud that is reasonably certain
to result in substantial injury to the financial interests or property of another and
in furtherance of which the client has used or is using the lawyer’ s services;

3) to prevent, mitigate or rectify substantial injury to the financial interests or
property of another that is reasonably certain to result or has resulted from the
client's commission of a crime or fraud in furtherance of which the client has
used the lawyer’ s services;

These exceptions are substantially similar to 8 67 of the Restatement.

17 See Rule 205.3(d)(i) respecting ongoing or future material violations likely to result in substantial financial injury
to the issuer or investors. Under Rule 205.3(d)(2)(ii), in-house counsel need not withdraw, but must disaffirm
material the attorney assisted in preparing and reasonably believesis or may be materially false or misleading. Rule
205.3(d)(2) permits withdrawal and disaffirmance by aretained attorney and disaffirmance by in-house counsel.
This provision may not often apply because the ongoing effects of many SEC filings are unclear and attorneys
therefore might opt for disclosure to protect themselves.
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The proposed Section 307 rules provide that they preempt the professional conduct rules
of the states. The proposed withdrawal/disclosure standards are, however, sure to increase the
attorney’ s exposure to civil liability if the attorney discloses client confidences or otherwise
violates a duty to the client under the state court’s rules in the mistaken belief that noisy
withdrawal is mandated or permitted under the standards of the Section 307 rules. We discuss
the issues regarding attorney-client privilege and confidentiality in more detail in Part VII below.

The noisy withdrawal proposal focuses principally (although not entirely) on the conduct
of individual attorneys. Unclear, however, is how the noisy withdrawal rules would operate
when either the same firm handles many matters for the issuer or when a large multinational
corporation is represented on multiple matters by many lawyers in afirm from offices in severa
states ard foreign jurisdictions. For example, must the firm withdraw from representing the
multinational corporation in al the different matters it is currently handling for the large
multinational corporation when the rules call for noisy withdrawal in one matter? Even if the
Section 307 rules do not so require, the applicable rules of professiona conduct may require
withdrawal from all matters because the noisy withdrawal and disaffirmance and its
consequences might create such adversity between the law firm and its clients asto result in an
impermissible conflict of interest. The problems law firms may face is discussed in greater detail
in Part X1 below.

Under these circumstances, we urge that the Section 307 rules omit any standards for
either mandatory or permissive withdrawal. They should instead on the lawyer conduct rules
adopted by the applicable state courts to govern proper lawyer conduct before the SEC. Thisis
especially important in view of the broad coverage of the Section 307 rules to governthe conduct
of attorneys wholly unfamiliar with securities law and not providing any securities services, but
who represent issuers in isolated transactions that must be reported or documents which must be
filed with the Commission.

The ABA recommends thet the Commission at the very least wait until there is clearer
justification than now exists for providing rules that differ in significant respects from those
applicable in the state courts, particularly when Section 307 does not mandate promulgation of
those rules.

C. Alternatives

We believe that there are preferable alternatives for addressing the Commission’s
concerns underlying its noisy withdraw/disaffirmance proposals.

Enhanced corporate governance. In providing the QLCC dternative, the Commission
properly acknowledged the importance of corporate governance mechanisms in ensuring proper
legal compliance once material violations are reported to the board level. We believeit is
important to recognize that a sea change has taken place in corporate governance since the
failures that contributed to the corporate scandals and produced the Act and other measures
designed to restore investor confidence. Dramatic corporate governance reforms are being put in
place to address these failures, spurred by the requirements of the Act, SEC actions and stock
exchange responses through enhanced listing standards. These include requirements for a
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majority of independent directors on boards, committees comprised solely of independent
directors under tighter stardards of independence, executive sessions of independent directors,
corporate governance guidelines and codes of conduct and ethics. Most importantly, the attitude
of directors and their recognition of their role and responsibilities to provide critical oversight
have changed. We believe these corporate governance reforms and changes in attitude have
made substantial progress in addressing the problems of the past and make it far more likely that
appropriate action will be taken in response to reports of material violations.

We recommend therefore that the Commission embrace the strengthening of corporate
governance coupled with up-the-ladder reporting to address the problems of past failures of
compliance by putting responsibility for compliance in the right place in the organization. The
Commission should give this new system the time and opportunity to work before taking further
significant actions beyond those contemplated by Congress which could have unintended
consequences. Those consequences would include interfering with the attorney-client
relationship with the result that lawyers will be left out of the process and therefore less able to
counsel legal compliance, which would undermine the very purpose for which Congress enacted
Section 307. In order to further strengthen corporate governance mechanisms to ensure legal
compliance, we recommend that the Commission encourage the exchanges to require companies,
as part of listing standards, to adopt legal compliance procedures that include an independent
committee of the board (which may be an existing committee, such as the audit committee) with
responsibility for overseeing the company’s legal compliance function and addressing any
material violations brought to its attention. Additionally, the exchanges could require the legal
compliance committee to regularly meet in executive session with the chief legal officer and
other counsel and compliance personnel in order to ensure that the committee receives timely
and candid reports. These requirements could be buttressed by disclosure requirements.

We do not believe, however, that an external reporting obligation should be imposed on
members of the committee. Besides the inappropriateness of requiring self reporting of
violations, such a requirement would discourage able people from serving on such a committee.
Moreover, requiring reporting by individual members would be especially disruptive because it
would give a single member of the QLCC or other independent committee the ability to dictate
decisions.

Application of existing professional conduct rules. The Commission should aso
expressly recognize and emphasize the existing professional conduct rules applicable in most
states discussed above. These include rules prohibiting an attorney from assisting a client in the
commission of acrime or fraud and requiring withdrawal and disaffirmation under certain
circumstances when the attorney’ s services are being used and those permitting an attorney in
certain circumstances to disclose client confidences to the extent necessary to prevent a client
crime or fraud.
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D. Specific Suggestions

If the Commission should neverthel ess decide that additional obligations should be
imposed on attorneys when there is afailure at the board level to appropriately respond to a
report of evidence of a materia violation, we make the following specific suggestions:

Withdrawal in all circumstances should not be mandated by the Commission.
Rather it should be l€ft to the attorney to decide what action is appropriate under the
circumstances consistent with applicable state codes. Clearly an attorney may not
permit her services to be used to assist the violation, but an attorney’ s continuing to
counsel compliance may serve the public interest and the interests of the company
and itsinvestors. The Commission recognized the value of continued lawyer
representation in its Carter and Johnson decision.*® One can imagine a situation
where the violation does not involve salf-interest and the board is seeking in good
faith to act, perhaps mistakenly, in the company’s best interests.

Even if withdrawal from a particular representation is necessary, this should not
automatically require withdrawal from all matters, even those unrelated to the
violation. This withdrawal requirement could be a concern for individual attorneys,
but it would be a major concern if the attorney’s law firm had to withdraw from
unrelated matters. Withdrawal in these circumstances could be injurious to the
company and its shareholders and might be inconsistent with state professional codes
and court rules.

Even if withdrawal is required, for the reasons discussed above, noticeto the SEC
and disaffirmation of documents should not be required in all cases. Rather, this
should be addressed by existing requirements of state court rules that require alawyer
to disaffirm documents when the failure to do so would result in the lawyer’s
assisting her client to perpetrate a crime or fraud. Thiswould provide a clearer
standard that attorneys can understand and follow than the Commission’s proposal .

Because of the significant consequences flowing from a noisy withdrawal and
disaffirmation of documents, the attorney’s actual knowledge that a materia
violation is ongoing or about to occur and is likely to result in substantial financial
injury should be the standard to trigger the obligation. The Commission
acknowledges this at page 40 of the Release when it refersto “actualy believes,” but
Rule 205.3(d) uses the term “reasonably believes,” which the Commission has
defined in Rule 205.2(1), contrary to the Model Rules’ definition of the same term, as
an objective standard. As discussed above, if the Commission uses the Model Rule
definition of “reasonably believes,” it would then be the appropriate term and more
understandable. If the Rule 205.2(1) definition is retained, Rule 205.3(d) should be
revised to include a knowledge standard.

18 | the matter of William R. Carter, Charles J. Johnson, 22 S.E.C. Docket No. 292 (Feb. 28, 1981).
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Thetime periods established by the Commission in Rule 205.3(d) for attorneys to act
areunrealistically prescriptive and inflexible. In practice, the circumstances
surrounding a withdrawal and the reasons for it are not always clear. Attorneys may
need time to consult in order to evaluate the situation and determine their obligations.
The rule should provide for a*“reasonably promptly” standard to allow sufficient
flexibility and permit the exercise of reasonable discretion based on the particular
circumstances.

The rules or accompanying release should make clear that an attorney may initiate
the QLCC alternative at any stagein the process. For example, an attorney could
start the process of reporting to the CLO pursuant to Rule 205.3(b) and then decide to
take the matter to the QLCC. Similarly, an attorney might decide to report to the
QLCC after amatter has been brought to amother committee. Alternatively, the
company or the board or another committee of the board might, on its own motion,
refer amatter to the QLCC. In each case, because the mater has gotten before the
QLCC, the dternative of Rule 205.3(c) should apply.

We do not believe that a distinction should be drawn between the obligations of a
retained attorney and of a CLO if a matter has been reported to the QLCC. In each
case, the matter has gotten to the appropriate authority within the organization in a
position to address the matter. Accordingly, we urge eliminating the requirement in
Rule 205.3(b)(3) that the CL O notify the Commission and disaffirm documents if
remedial measures directed by the QLCC are not taken. It isthe responsibility of the
QLCC and the board to see that their directives are implemented.

E. Problems of Investigative or Defense Counsel

Rules 205.2(a)(1), (2) and (3) would broadly include within the definition of appearing
and practicing before the Commission the defense of a party in a Commission administrative
proceeding or investigation. Conducting internal investigations into allegations of impropriety
within public companies also would be included. Apparently, this would include counsel
retained by the QLCC or other board committee to assist in dealing with a matter brought to its
attention.

Literally read, Rule 205.3(b) and (d) would then require the attorney representing the
issuer to ask the client to publicly correct the defective filing that is the subject of the
investigationor administrative proceeding. Absent correction, the attorney would then be
required to withdraw from the representation and disaffirm the defective filing the attorney is
attempting to investigate or to defend.

It is well established that the attorney-client privilege belongs to the client, and only the
client can waiveit. In practice, to require investigating or defending attorneys to withdraw and
disaffirm would change this principle, and thereby threaten to chill the free flow of
communication and candor between attorney and client that is the cornerstone of our legal
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system.'® Not only would this impair the ability of organizations to obtain an effective defense,
but, by creating an impediment to the use of and communication with investigative and defense
counsel, the benefits that these counsel bring to the remediation of problems and resolution of
proceedings would be less available.

Thisis particularly the case insofar as the proposed rules require reporting/noisy
withdrawal with respect to completed, past conduct if such conduct implicates what could be an
on-going violation of law. To recognize the serious issues that are thereby raised for attorney
and client, one need only consider the discussion between them concerning a previously-filed
document which, in the context of the fraud-on-the- market doctrine, may be deemed to give rise
to an on-going violation, as the Commission recognizes.?°

If it is not feasible to exclude such attorneys from the definition in Rule 205.2(a)(1), (2)
or (3), we suggest that they be excepted from the responsibilities in Rule 205.3(b) and (d) to the
extent that the operation of those sections would interfere with the judgment of the CLO and
CEO whether to release the results of internal investigations or with the ability of the attorney to
properly defend the client. Rule 205.2(j)(5) also should be revised to make clear, at the least,
that a QLCC member has no obligation to notify the Commission that a material violation has
occurred if the QLCC determines that such action would impair the ability of the issuer zealously
to defend itself in a Commission administrative proceeding or lawsuit or in alawsuit brought by
athird party.

A similar problem applies to attorneys who advise in specialized areas involving
investigation or defense of claims. For example, environmental investigations performed by
lawyers could be encompassed within the Section 307 rules requirements. Accordingly,
environmental lawyers would be required not only to report up the ladder, but absent correction
by the issuer, would be required to withdraw from the representation and to disaffirm.

Although reporting up the ladder in such cases may be appropriate in order to assure that
proper attention is given to the matter by the CLO and CEO, environmental lawyers and other
specidty lawyersin similar circumstances ought not be required to withdraw or disaffirm. Other
lawyers representing the issuer and utilizing the specialists' services would, of course, remain
fully subject to the Section 307 rules with up the ladder reporting responsibilities and be subject
to any withdrawal or disaffirmance requirements in connection with false or misleading filings.

VII.  Attorney-Client Privilege and Confidentiality

The proposed rules provide that a noisy withdrawal, including notice to the Commission
that the attorney is withdrawing for professional considerations, and subsequent disclosure of

19 Such aresult directly contradicts the Commission’ s expressed intent that “the Commission does not want the rule
to impair zeal ous advocacy, which is essential to the Commission’s processes.” Release at 8.

20 5ee Release at 14: “A pastinstance of misconduct that nevertheless may have an ongoing impact (e.g., a
misstatement contained in a prior Commission filing that investors may continue to rely upon) will need to be
rectified.”
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information by the attorney to the Commission, shall not constitute a waiver of any otherwise
applicable privilege or protection asto other persons. See Rules 205.3(d)(1)(i), 205.3(d)(3), and
205.3(e)(3). The Commission relies heavily on these proposed rules as avoiding the risk of
liability of, or disciplinary action against, attorneys that is inherent in the proposed rules. The
provision, however well- motivated, may not provide the protection that the Commission intends
and may indeed prove to be atrap for the well-intentioned and unwary.

While it is true that Diversified Industries, Inc. v. Meredith, 572 F.2d 596 (8th Cir. 1978)
(en banc), and several district courts have ruled that privilege is not waived by disclosure to the
Commission, in other jurisdictions the Diversified approach has been rejected.?* The
Commission cites the dissent in In re Columbia/HCA Healthcare Corp. Billing Practices
Litigation, 293 F.3d 289 (6th Cir. 2002), in support of its position; but the majority in that case
rejected the selective waiver approach.

Moreover, under Federd Rule of Evidence 501, privileges are to be governed by state law or
federa common law unlessthereisan Act of Congress or arule prescribed by the Supreme Court
providing otherwise. Thus, while the courts may (and often do) recognize the selective waiver
principle, it is not apparent how the Commission can adopt arule that will control the courts and
that will determine the nature, scope and applicability of a privilege, absent legidation
specificaly granting such authority. It is unclear whether the Act grants such authority. 2

The uncertainty of whether the Commission’s proposed rules will preempt state privilege
laws isitself a problem. It would place an attorney who has initiated up-the-ladder reporting
without receiving an appropriate response in the untenable position of having to decide whether
complying with the Commission’s notification provisions will waive the attorney-client
privilege. A wrong decision to withdraw, disaffirm and notify the Commission can cause
substantial injury to the attorney’s client, who may now find that a wide range of
communications between the client and the attorney (and possibly the documentation the
attorney is required to prepare and retain under the proposed rules) are no longer protected from
disclosure or discovery in other matters. Once again, there is the threat of a malpractice action
against attorneys acting in good faith.

2L See, eg., In re Subpoena Duces Tecum 738 F. 2d 1367, 1370 (D.C. Cir. 1984); Westinghouse Electric Corp. V.
Republic of the Philippines, 951 F.2d 1414 (3d Cir. 1991). In yet other jurisdictions, “selective waiver” may be
found in certain circumstances. See generally In re Seinhardt Partners, L.P., 9 F.3d 230 (2d Cir. 1993). Case law
also suggests that the applicability of any judicially recognized rule as to selective waiver may vary as between
attorney-client privilege and work-product privilege, and may turn on the existence of an appropriate confidentiality
agreement with the governmental agency to which documents are provided, or other circumstances. As the Release
(at 49) notes, protection through a confidentiality agreement as Rule 205.3(e)(3) contemplates represents the
Commission’s position on an unsettled question. The Commission itself concedes that the noisy withdrawa and
disclosure rules exceed the standards explicitly required by Section 307 of the Act. Releaseat 7.

2210 1984, the Commission proposed legislation in this regard, but Congress did not adopt it. See 16 Sec. Reg. & L.
Rep. at 461 (BNA March 2, 1984) (SEC statement in support of proposed Section 24(d) of the Exchange Act),
referenced in Westinghouse, supran. 21, 951 F.2d at 1425.
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It is fundamentally unfair to clients and their attorneys to require the attorneys to make
these two decisions regarding the pre-emptive effect of the Commission’s rules when the
consequences of awrong decision may be disastrous to the attorney or the client. It creates an
unreasonable conflict between the interests of attorney and client. The uncertainty also will have
achilling effect on the attorney-client relationship, as companies will be uneasy about retaining
or freely communicating with counsel that may or may not eventually rely on the Commission’s
privilege rules and disclose confidential information to the Commission.

Most troubling, there is no easy way for the Commission to resolve this uncertainty. The
Commission cannot itself establish its authority to preempt state privilege rules. Only Congress
can speak to that. In light of the uncertainty regarding preemption, and the inability for the
Commission to resolve the uncertainty, the Commission should refrain from considering noisy
withdrawal, disaffirmation, and disclosure provisions unless and until it receives express
Congressional authority to preempt state privilege rules.

VIIl. Sanctionsand Liability

The rules should state expressly that they may be enforced only by the Commission and
that a violation of the rules does not provide a basis for claims by any third parties. Thisis
important because exposure to third-party liability could have a chilling effect on a lawyer’s
ability to act solely in the interest of and zealously advocate for a client. I1n addition, the
Commission should provide that actions by an attorney pursuant to the rules do not subject the
attorney to claims by aclient for breach of professional dutg to theclient. Such aprovision
would be consistent with the legislative intent of Congress.*

We aso believe that it is important that the Commission expressly reaffirm its historic
policy of restraint in bringing actions against attorneys for violation of professional conduct rules
because of the chilling effect such actions would have on the ability of attorneysto effectively
represent clients before the Commission. The Commission should make clear that proceedings
under Part 205 will only be brought when there are clear violations®* and that the Commission’s
policy of not bringing proceedings against attorneys for violation of other state professional
rules, absent ajudicia or administrative determination that the attorney has violated the
securities laws, will continue.?® Thiswould help foster confidence in the bar that lawyers may

23 Sen. Edwards, in his statement on the Senate floor on July 10, 2002 (S6552), stated: “Nothing in this bill gives
anybody aright to file a private lawsuit against anybody. The only people who can enforce this amendment are the
people at the SEC.” In response to Sen. Sarbanes’ question whether the amendment can only be enforced by the
SEC through an administrative proceeding, Sen. Edwards responded (S6557): “The answer isyes. The only way to
enforce thislegal requirement is through an administrative process.” Sen. Sarbanesresponded: “That was an effort,
of course, to deal with the idea that somehow it might bring causes of action from outside, or somewhere else. So it
islimited to the SEC.” Sen. Enzi, a co-sponsor of the amendment, similarly stated (S6555): “. .. [T]his amendment
creates a duty of professional conduct and does not create aright of action by third parties.”

24 A “clear and convinci ng” standard of proof generally prevailsin disciplinary proceedings for violation of state
professional conduct rulesfor lawyers.

25 see Edward F. Greene, Lawyer Disciplinary Proceedings before the Securities and Exchange Commission,
Remarks to the New Y ork County Lawyers Association, (Jan. 18, 1982), Fed. Sec. L. Rep. (CCH) 1 83,089.
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continue to vigorously represent their client’s interests before the Commission without fear of
retribution unless they have clearly violated the requirements of Part 205.

Furthermore, the Commission should seek to forestall courts from using the requirements
of the Section 307 rules as establishing a standard for attorney performance by expressly
negating their use that way. We suggest inclusion of the following:

Proof of violation of these Rules does not (1) give rise to an implied cause of action for
professional negligence or breach of fiduciary duty, or (2) except for willful or reckless
conduct, establish a standard of care that is relevant to prove professioral negligence or
breach of afiduciary duty.?

Finally we recommend that the Commission provide a transition period before the
Section 307 rules become effective so that companies and law firms can establish appropriate
procedures for compliance and education of the bar and clients can take place.

IX. Special Issues Relating to Counsel for Investment Advisers

We are concerned that the Commission’s views in the Release that would apply the
reguirements of the Section 307 rules to attorneys representing privately- held investment
advisers to registered investment companies would fundamentally change the nature of the
attorney-client relationship between those investment advisers and their counsel. We note that
the Commission did not state whether these views extend to publicly-held investment advisers
that are otherwise “issuers’ under the Act, nor did the Commission state that its views extend to
investment advisers, either privately-held or publicly held, to investment companies that are not
registered with the Commission, when an issuer may not be involved at all.

Under the proposal, an attorney employed by a privately- held investment adviser who
prepares, or assists in preparing, materials that the attorney has reason to believe will be
submitted to or filed with the Commission by or on behalf of a registered investment company,
or will be incorporated into any document submitted to or filed with the Commission, would be
considered to be “appearing and practicing before the Commission in the representation of an
issuer” and thus subject to the requirements of Rule 205.3(b). By implication, the “issuer” being
represented by counsel to a privately-held investment adviser would be the registered investment
company contracting with the investment adviser.

% See the Restatement §52 (The Standard of Care), providing:
(1) For purpose of liability under 88 48 and 49, alawyer who owes aduty of care must exercise the
competence and diligence normally exercised by lawyersin similar circumstances.
(2) Proof of aviolation of arule or statue regulating the conduct of lawyers:
() doesnot giveriseto animplied cause of action for professional negligence or breach of fiduciary
duty;
(b) does not preclude other proof concerning the duty of care in Subsection (1) or the fiduciary duty; and
(c) may be considered by atried of fact asan aid in understanding and applying the standard of
Subsection (1) or 8 49 to the extent that (i) the rule or statute was designed for the protection of
personsin the position of the claimant and (ii) proof of the content and construction of such arule or
statuteis relevant to the claimant’s claim.
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The release states that an attorney for a privately-held investment adviser who discovers
“evidence of a materia violation by an officer of the investment adviser that is related to the
investment company” must report the evidence to the chief legal officer of the investment
company client of the investment adviser as required by Rule 205.3(b).

The Commission, applying an agency theory, states that the obligation to report “up the
ladder” to the chief legal officer of the investment company (and which ultimately may lead to a
noisy withdrawal) does “no violence to the attorney-client privilege,” because the attorney is
“providing legal services for the registered investment company.” In effect, the Commission is
stating that an attorney retained by a privately- held investment adviser also represents the
registered investment company, regardless of whether that investment company had any rolein
the retention of that attorney, and regardless of whether the investment company has otherwise
retained separate counsel (which may also serve as independent legal counsel to the independent
directors).

The Commission points out that the investment adviser is an agent of the investment
company and owes the investment company a fiduciary duty under common law and under
Section 36 of the Investment Company Act of 1940. We acknowledge that the investment
adviser is afiduciary of the investment company, but we question the basis for concluding that
this fiduciary duty extends to an attorney retained by the investment adviser.

We believe that obligating an attorney to report client confidences to athird party
fundamentally changes the nature of the traditional attorney-client relationship, which is based
on concepts of trust and confidentiality. We further believe that there is nothing inherent in the
relationship between a privately- held investment adviser and its registered investment company
clients that requires so radical an overhaul in this context.

It goes without saying that investment advisers frequently consult with counsel to discuss
business strategies, disclosure issues and other matters. The possibility that an investment
adviser’s counsel may be required to reveal to advisory clients the nature of any consultation
would undermine the essence of the attorney-client privilege and would discourage advisers from
seeking the advice of counsel, perhaps when they could most benefit from it. Moreover, the
nature of these consultations often concern matters of business judgment that could be subject to
second- guessing after the fact should the attorney decide it would not be appropriate to revea the
confidence.

The sound structure of the Investment Company Act of 1940 and the Commission’s long
history of interpretations under it, recognize that the nature of the relationship between an
investment adviser and its investment company clients is arms-length and can at times be
adverse. The Commission has taken the position that counsel representing an investment adviser
or its affiliates is conflicted from many representations involving an investment company’ s board
of directors.
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Given the conceptual inconsistency between that position and the Section 307 rule
proposals, we suggest that the Commission ssimply require counsel to report up the ladder within
the investment adviser organization, and not report to the third party investment company.
Absent that, the Commission, in effect, is forcing a model in which counsdl to the investment
adviser also represents the investment company, whether or not the independent board members
have retained their own independent legal counsdl.

X. Application of Section 307 Rulesto Foreign Attorneys

The Commission proposes to include foreign attorneys within the scope of the definition
of “attorney” in the proposed rules, and foreign attorneys employed or retained by issuers,
domestic or foreign, who may be deemed to be “appearing and practicing” before the
Commission, would be subject to the obligations imposed on attorneys. While the breadth of the
Commission’s proposals create problems for U.S. attorneys, we believe that the adverse impact
will be even stronger on foreign attorneys. Therefore, for the reasons set forth below, the ABA
believes that the Commission should, at the very least, defer subjecting foreign attorneys to the
obligations of attorneys under the rules until the problems created for foreign attorneys can be
adequately addressed. If the Commission chooses to subject them to the rules at this time, the
ABA urges the Commission to do so only in alimited way.

First, the proposed rules would impose extremely burdensome obligations on many
foreign attorneys who are employed or retained by companies that are or may become issuers,
many of whom may prepare or review home country disclosures or documents that later will be
reflected or included in documents filed with or submitted to the Commission. Because aforeign
private issuer must submit to the SEC on Form 6-K whatever information the issuer (i) makes or
is required to make public pursuant to the law of the jurisdiction of its domicile or in which it is
incorporated or organized, (ii) files or is required to file with a stock exchange on which its
securities are traded and which was made public by that exchange, and (iii) distributes or is
required to distribute to its security holders, a great number of foreign attorneys would be subject
to obligations under the proposed rules, often without knowing it. We believe that, especially in
the case of foreign attorneys, the extraordinary breadth of the term “appearing and practicing” is
likely to lead to confusion as to who is subject to the obligations of the rules, and to its sanctions
in the event of noncompliance.

An attorney subject to the rule is obligated to determine if he or she has evidence of a
material violation of the securities laws, material breach of fiduciary obligations or similar
materia violations. While many U.S. attorneys are not familiar with the U.S. securities laws, or
laws relating to fiduciary duty, the information is at least generally accessible. Thisis not
necessarily the case for foreign attorneys. Except those attorneys with an international practice,
very few foreign attorneys have any knowledge of U.S. securities laws. In addition, because
fiduciary obligations in many non-U.S. jurisdictions are governed by civil law rather than
common law, attorneys practicing in jurisdictions other than in the jurisdiction where the issuer
is organized may not necessarily be familiar with the standards applicable to determining
breaches. Foreign attorneys who provide services for foreign subsidiaries of issuers are aso
affected by the proposed rules, insofar as the burden imposed on them under the rule would
appear to require that they be obligated to respond to violations at levels above that of the entity
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for whom they provide services. Many foreign attorneys do not believe they are adequately
positioned to serve in this capacity.

A number of foreign jurisdictions treat the attorney-client privilege as a * professional
secret,” and treat the violation as a matter of criminal law and professional ethics. [examples are
Code Penal art 226-13 in France; Section 203(1) No. 3 and Section 356 Strafgesetzbuch in
Germany.] Compliance by an attorney with the obligations imposed by the proposed rules could
possibly result in sanctions against the attorney under the laws of the jurisdiction where the
attorney is admitted to practice. Although the federal system of the United States may provide
an arguable basis for the pre-emption of attorney-client and confidentiality obligations applicable
to U.S. attorneys, it is hard to understand the basis upon which the Commission can claim that
the proposed rules would supervene obligations of attorneys admitted to practice outside the U.S.

Implicit in the proposed rulesis the view that an attorney isin a position, even if he or
she believes to have evidence of aviolation, to determine its materiality. In the event aforeign
attorney were to be performing work for a subsidiary of an issuer, or with respect to asingle
document or disclosure by that issuer, it may be unrealistic to expect that the attorney will bein
the position to know whether a perceived violation would be material at the parent level. Too
senditive atrigger will result in the activation of significant corporate resources to the potential
waste of resources by the issuer and detriment of the reporting attorney. Moreover, most foreign
attorneys are not in a position to assess whether the issuer has adopted an appropriate remedial
response.

We are also concerned that foreign attorneys' fears as to the scope and consequences of
the proposed rules may cause foreign attorneys to advise clients not to list their securitiesin the
United States or, if possible, to delist in the United States. Additionally, we are concerned that
foreign private issuers, operating under a different governance structure, will not respond
appropriately as mandated by the Commission, thereby precipitating excessive remedial actions
by attorneys that will be disruptive to the markets.

Finally, we are concerned that subjecting foreign attorneys to regulation by the SEC
could result in foreign agencies seeking to regulate the conduct of U.S. attorneys representing
U.S. companies abroad or foreign companies.

If the Commission proceeds to include foreign attorneys under the rules, we believe use
of the functional approach we suggest above for defining “ appearing and practicing before the
Commission” could mitigate somewhat the problems for foreign lawyers. Under that approach,
only those foreign lawyers with responsibility for compliance with U.S. securities law, and
therefore in a position to know their responsibilities, would be subject to the rule. Because of the
possibility of inconsistent foreign law requirements, however, even those foreign lawyers should
be exempt from taking any action that would be inconsistent with or violative of governing local
law.
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XI.  Application of Section 307 Rulesto Law Firms

A client often retains alaw firm to provide lega services rather than an individual
attorney. Although the proposed rules appear on the surface to impose obligations only on
individual attorneys, the scope of the definitions and the obligations imposed on attorneys under
the proposed rules create the possibility that in many cases the rules would apply to an entire law
firm, and that sanctions for violation could also effectively be imposed on an entire firm. The
Release does not specifically address these important issues. We have a number of concerns
regarding this isste.

First, it is not clear from the definition of “appearing and practicing” whether the term is
limited to individua attorneys at alaw firm or could apply to the entire firm. The Commission
should make clear that the term “appearing and practicing” is intended to relate solely to
individuals, rather than to afirm. To do otherwise would risk subjecting many attorneys at a
firm to obligations they may not have the capacity to undertake.

Related to the above, as discussed elsewhere the proposed rules provide that if a
subordinate attorney appears and practices before the Commission on behalf of an issuer, that
subordinate attorney’ s supervisory attorneys also appear and practice before the Commission.
This has serious implications for law firms. We believe that only the supervisory attorney or
attorneys to whom a subordinate attorney actually reports evidence of a material violation should
be subject to the requirements of the rules pursuant to Rule 205.4.

We aso believe that it should be made clear in the adoption of final rules that information
known to or in the possession of an attorney at alaw firm will not be imputed to any other
attorney. For example, knowledge of a potential violation of afiduciary duty by an attorney
practicing in the area of employee benefits (and who would not otherwise be deemed to be
“appearing and practicing” before the Commission) should not be attributed to another attorney
at the firm who would be deemed to be “appearing and practicing.” 1f such knowledge were to
be attributed, each attorney at alaw firm could be deemed to have an affirmative obligation to
determine the information other attorneys may possess, a burden that would be excessive and
unrealistic. We believe that the rules as adopted should clarify that attorneysin alaw firm
should only be held responsible for information actually known by them.

It is unclear to us how an attorney employed by alaw firm is required to act under the
proposed rules where alaw firm, rather than an individual, is retained by an issuer. If
withdrawal is required, isit by the individua attorney or by the law firm, particularly where the
law firm was engaged? If the entire firm were required to withdraw from all matters, the
consequence could be severe and may well result in significant prejudice not only to the issuer
but also to its shareholders. 1n some cases, resignation may not be possible, asin the situation of
a litigation matter where resignation will require leave of a court. In other cases, the forced
termination of regulatory attorneys, intellectual property attorneys and others could result in
significant disruption to the issuer’ s ongoing business, and consequential harm and cost to the
issuer and its shareholders.
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We also are concerned that if an entire firm were deemed to be subject to the proposed
rules, a determination that an entire firm had violated the rules could potentially lead to
disastrous consequences for the entire law firm and for its clients. This exposure might cause
law firms to decline representation of certain public companies, making it more difficult, for
example, for smaller issuers to obtain quality counsel.

Because of the serious consequences of imposing obligation under the Section 307 rules,
directly or indirectly, on alaw firm the ABA recommends that the Commission clearly limit
their application to individual attorneys and to individual supervisory attorneys.

XIl.  Revision of Standards for Practice Beforethe Commission

The Commission proposes to amend the standards for practice by attorneys before the
Commission by subjecting attorneys to the negligence standards applicable to accountants. This
change in the standards is not required by the Act and should not be dealt with by the
Commission during this short time period.

When the Commission amended Rule 102(e) in 1998, it specifically did not impose the
negligence standard on attorneys but limited it to accountants. The Commission recognized that
the roles and responsibilities of attorneys and accountants differed significantly. Even imposing
a negligence standard on accountants was not without controversy. 2’

The Commission’s decision to refrain from including lawyers was consistent with its
historical recognition that, as a regulatory agency with enforcement authority, subjecting lawyers
to discipline by the SEC for negligence would have a chilling effect on the ability of lawyersto
represent their client’s interests zealously and independently. Congress, in codifying Rule 102(e)
in Section 602 of the Act, recognized this distinction and limited the negligence standard to
accountants.

There is no justification for the Commission to change the decision it made in 1998 and
that Congress codified in the Act, particularly in the limited time frame for comment and
Commission deliberation imposed by Congress for implementing the up-the- ladder reporting
requirement. Subjecting lawyer conduct across the board to a negligence standard, even one
with ostensibly higher thresholds, puts a powerful and potentially coercive tool in the hands of
enforcement staff that could seriously interfere with the independence of counsel and the
freedom of counsdl to effectively represent the interests of the client. Thisis even more
problematic today because of the additional sanctions available for aviolation of Section 4C of
the Exchange Act as aresult of Section 3 of the Act. The reasons that led the Commission to
decline to impose a negligence standard on attorneys in 1998 remain equally, if not more,
applicable today.

27 ee Dissenti ng Statement of Commissioner Norman S. Johnson, Release No. 33-7593, File No. S7-16-98
(Oct. 19, 1998). Among other issues raised by Commissioner Johnson was the authority of the Commission to
impose a negligence standard.
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The ABA appreciates the opportunity to submit these comments, and we are available to
meet with the Commission or the Staff, to respond to any questions and to assist in the
formulation of final rules. We also stand ready to work with the Commission, as we have with
state and federal courts and other agencies, on an ongoing basis to develop appropriate rules
governing the professional conduct of lawyers that serve the public interest.

Respectfully submitted,
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