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This issue of Delaware Lawyer
focuses on corporate responsibility.
While tales of corporate irresponsibili-
ty normally last but a news cycle of
three-to-four days, the topic has been
“front page” since at least the third
quarter of 2001. In the argot of news
reporters, this story has “legs.”
Indeed, more than eighteen months
since we first read of Enron (in fact
Enron was preceded by Global
Crossing and Waste Management), the
news breaks, feature stories, follow-
ups, side bars, columns, editorials,
“perp walks” and investigative ac-
counts continue. Only the names
change, as WorldCom, Tyco, Adel-
phia, and now HealthSouth are added
to the story lines.

These actions reactions.

spawn

Congress has passed the Sarbanes-
Oxley Act, the SEC seeks to imple-
ment it, stock exchanges amend their
rules, the ABA has created a high-
profile Task Force on Corporate
Responsibility, and ethics precepts
change.

Lawvers perceive themselves walk-
ing a tightrope — hence the title of
this issue. Our contributors emphasize
the practical — the “nuts and bolts” of
Sarbanes-Oxley in an article by Charles
McCallum, the changing world of in-
house counsel by Harold Barron (him-
self a former General Counsel at
Bendix and Unisys), a peck behind
the curtain at the ABA’s Task Force
on Corporate Responsibility by its
reporter, our own Larry Hamermesh,
and a reassessment of the Private

Securities Litigation Reform Act by
the nationally-known Gregory Joseph.
David McBride, my co-editor, book-
ends this issue with a perspective
uniquely engaging and thought pro-
voking.

Thanks to all of our authors. They
make this issue a “keeper,” even if the
topic is — to borrow a phrase from the
Jate Rodney Layton — “[l]ike the
proverbial pig on ice, we don’t know
where it will stop.”
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SOME P
ASPECTS OF COUNSELING
IN THE NEW
CORPORATE GOVERMNANCE
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awyers who counsel publicly held corporations are in a
unique position to make important contributions to
corporate governance and responsibility. The so-called
“perfect storm” of Enron, WorldCom, etc., has pro-
duced a flood of new laws and regulations relating to
corporate responsibility, with more to come. There is,
of course, the need for all corporate counsel,
whether inside or outside, to know the specifics
of the new laws and regulations and to counsel
chcnts on them. Since there is a plethora of materials already
published on those subjects, this article focuses on practical
considerations of complying with these new laws and regu-
lations.

It has been said that good corporate counsel must have
five key attributes — namely, courage, strength, wisdom, pas-
sion and vision. The situation at hand will surely test all five.
In many ways, corporate governance has always been, like
politics, something of the art of the possible. What was done
with respect to the way a corporation was governed was
largely up to the chief executive officer of the corporation. As
we have seen, there has been a wide variance in the practice
of corporate governance. Now, the bar has been raised for all
companies. New minimum stdndards have been specified and
broadly published. For listed companies, certain best prac-
tices will be mandated across the board, at least on paper.
Chief executive and chief financial officers face increased
potential liabilities. They and their boards of directors are
looking to their corporate counsel for guidance. Such guid-
ance should go beyond simply advising about compliance
with the new laws and regulations. Corporate counsel must
also step back and view the corporation’s whole corporate
governance structure and process and give a more thorough
and realistic view of whether the process in place will func-
tion so as to meet the spirit as well as the letter of the new
laws and regulations. The key will be in the execution, not in
the mere drafting of written policies and procedures.

The first step should be to look at the whole corporate
responsibility and governance process and the structure in
place under which the board fulfills its role to govern respon-
sibly. If your client’s board is one of the minority that has yet
to adopt guidelines on significant corporate governance
issues, this is a good place to start. Having in place guidelines
for board structure and composition, operation of the board
and its committees, board methods of monitoring perform-
ance, board conduct of officer appointments, evaluations and
succession planning, board evaluation of its own perform-
ance, and board oversight of the effectiveness of corporate
compliance programs, is essential. It is too late to start to get
the board organized to function effectively when an issue or
problem confronts it. Guidelines set the stage for appropri-
ate governance. Without them, precious time and thought-
ful wisdom may be lost when the significant corporate gov-
ernance principles that can be scttled in advance by the
guidelines have to be confronted in a crisis situation.

Having such guidelines in place will also help answer some
of the questions that must be addressed under the new laws
and regulations. For example, when will executive sessions of
the board be conducted? Who will act as chair of such ses-
sions? What record will be kept of such sessions? Will corpo-

rate counsel attend such sessions?

The last question raises some significant issues for corpo-
rate counsel. The often-cited ideal relationship of corporate
counsel, particularly in-house counsel, to the client corpora-
tion is one where counsel is a respected and valued member
of the corporation’s management team. At the same time,
the board of directors of the corporation must have confi-
dence in such counsel so that the board is comfortable that
his or her advice, particularly in troublesome situations, is
objective and candid as well as accurate. Will participation in
executive sessions of the board affect how the rest of the
management team views corporate counsel? Surely, there are
matters to be discussed in executive sessions where the pres-
ence of corporate counsel would be beneficial to the board.
In addition, there may well be good reason to formally and
carefully document what occurs in an executive session. The
proper answer may depend on the particular counsel, the
corporation and the existing relationship between counsel
and the board.

Boards should be encouraged to use corporate counsel in
all its deliberations, whether in executive session or not.
Boards should understand that corporate counsel operate
under the long-standing provision of state codes of profes-
sional responsibility which provide that a lawyer employed or
retained by a corporation represents the entity as distinct
from its directors, officers or employees. Thus, it is clear that
corporate counsel is professionally required to place the
interests of the corporation above those of its management.
Often, this makes corporate counsel the embodiment of the
legal and ethical conscience of the corporation. Boards
should receive and value this point of view in their delibera-
tions. Because of the new law and proposed regulations,
there is currently vigorous debate about what specific actions
corporate counsel should be required to take in fulfillment of
this long-standing provision. However, the basic duty re-
mains unchanged.

The wisdom of the corporate counsel will certainly be
tested in connection with participation in executive sessions
of the board. First, candor is demanded of corporate counsel
in such sessions. Then, once outside of the boardroom, to
the extent corporate counsel must act on the information
gained, he or she must do so with the utmost diplomacy and
skill, since it is necessary for an effective corporate counsel to
be able to play both roles — counsel to the board and mem-
ber of the management team — to be effective.

There are, of course, some matters to be discussed in an
executive session that would be inappropriate to be heard by
any member of the management team, including corporate
counsel. Corporate counsel should not take any umbrage at
being excluded from any such executive sessions of the
board. Rather, this presents an opportunity for corporate
counsel to inquire discreetly whether there was any subject
discussed or action taken which might be important to doc-
ument in the minutes of the meeting.

Independence is a consistent theme that emerges from the
new laws and regulations. Independence of board members
and board committee members is being demanded and new
standards of independence have been established. Here, it is
not only with the corporation’s compliance with the letter of
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the laws and regulations, but also their
spirit, thar corporate counsel will be
judged. Undoubtedly, there will be
facts and circumstances not contem-
plated by the laws and regulations
where corporate counsel will have to
weigh in. The wisdom and vision to sce
how those might be viewed in hind-
sight and the courage and strength to
address them before they become an
issue will be the hallmark of effective
corporate counsel.

The new laws, existing regulations
and the proposed revised listing stan-
dards spell out quite specific new inde-
pendence standards for certain commit-
tees of the board. Here again,
compliance with the letter of
the law may not be sufficient.
How the committees function
In practice is an integral part
of the test of independence.
Corporate counsel is in an
excellent position to sce how
the board committees function
and can give continuing coun-
sel on whether the processes in
place meet the spirit of inde-
pendence demanded by the
new laws and regulations. The
tasks set out for the audit com-
mittee present a test of inde-
pendence at almost every turn.
Corporate counsel should be
alert to the maintenance of the
independence of the audit
committee in its dealings with
the independent auditors, the internal
auditors and management and counsel
against slipping into old, perhaps more
comfortable, ways that might compro-
mise independence.

Similarly, a new standard of inde-
pendence is being demanded of the
compensation committee of the board.
Although corporate counsel does not
often get involved in hiring compensa-
tion experts and making presentations
about compensation to the committee,
he or she should stay aware, with the
help of the chief executive officer and
the human resources professional, of
the processes being employed. Corp-
orate counsel is in the unique position
of being able to give a judgment of how
such processes will appear in hindsight.
As we have seen, perceptions become
reality. Again, it is the spirit of the new
laws and regulations that corporate
counsel should keep in mind.

While there has been plenty of focus
on board committees, there seems to
have been too little discussion of the

role of the full board in committee mat-
ters. The board does not discharge all
of its duties simply by establishing a
committee and selecting its members.
First, let us remember that it is the full
board that selects the committees of the
board and that the board’s selection
process and criteria may be subject to
scrutiny. Second, the board is entitled
to, and should receive, regular reports
from each board committee on its
activities. If this ever has been treated as
a perfunctory matter, that clearly
should no longer be the case. Just as
the board should properly discuss and
question matters which the manage-

It is the job of a

director to ask the

hard questions and

test to see if the

answers are thoughtful.

Management needs to

be counseled to

expect and value this

important role of

the board and

its committees.

ment puts before it for approval, the
board should discuss and question the
work of its committees. Corporate coun-
sel can render advice on these processes
as well.

The need for discussion and ques-
tioning of board committee actions
provides a good example for corporate
counsel to use in conditioning manage-
ment to a new level of scrutiny of man-
agement proposals brought to the
board. It is the job of a director to ask
the hard questions and test to see if the
answers are thoughtful. It is not a bad
thing for a new idea or issue to arise in
such a discussion. It should be viewed
as a healthy result of good corporate
governance. Management needs to be
counseled to expect and value this
important role of the board .and its
committees, and corporate counsel is
often in the best position to do so.

It is typical for boards to grant man-
agement authority to operate the busi-
ness within set parameters. Often, this
takes the form of a schedule of
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approvals for such things as mergers
and acquisitions, divestitures of lines of
business, capital expenditures, purchas-
es and sales of property, compensation,
licenses, and a whole host of other mat-
ters. The schedule generally delegates
to management certain limited dollar
levels of authority. Actions that would
exceed the stated dollar limits are those
for which management must first seek
board approval. These limits on author-
ity deserve at least an annual review and
regular reports of delegated activity
should be made. Adjustments may be
desirable for a whole host of reasons,
including changes in the business or the
management of a particular
part of the business. Corporate
counsel should suggest this
review.

Independence of corporate
counsel has become a more
prominent issue as well. Reg-
ular corporate counsel must be
vigilant in determining those
matters where they cannot and
should not render advice. The
classic case seems to be where
there is an investigation of a
matter involving potential
wrongdoing that may affect a
director, officer or senior man-
ager of the corporation. In
such a case, regular corporate
counsel would be wise to use
other counsel who will be able
to do the job at hand without
worrying about damaging existing rela-
tionships with other members of the
management team and thus the ability
of regular corporate counsel to contin-
ue to be an effective member of that
team. Similarly, where counsel is asked
to review such a matter in which they,
individually or as a firm, had prior in-
volvement, using other counsel for such
review eliminates the issue of whether
the review will be independent and
unbiased.

Another role that corporate counsel
may be in the best position to fulfill is
to orchestrate the continuing education
of the board about the business of the
corporation. Directors must not only
be independent; they must be properly
knowledgeable. In most corporations,
corporate counsel prepares an orienta-
tion program for new directors and
gives each director a manual of key in-
formation and basic documents about
the corporation. This is where the edu-
cation process begins but must not end,
particularly in light of the new laws and
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regulations. It is really up to manage-
ment to make sure that the board
understands the business of the corpo-
ration and the key business and finan-
cial levers that may affect it. The annu-
al strategy reviews that boards typically
engage in as a normal part of their over-
sight responsibilities will be far more
meaningful if the board understands
what really makes the business tick. The
knowledge that the board should have
is akin to a risk assessment of the
business of the corporation. The board
needs to know what can happen, be-
yond general economic conditions, that
can affect the results of the business. In
addition, the board should have an
understanding of the opportunities that
may have positive effects on the corpo-
ration’s business.

These matters tell the story for each
corporation of what it takes to be suc-
cessful. They will, taken as a whole,
spell out the differences between suc-
cess and failure. As a participant in board
processes, corporate counsel can take a
broad view of what knowledge is being
imparted to the board on an ongoing
basis. Working with the chief executive
officer and the chief financial officer,
corporate counsel can help assure that
the relevant ongoing information is
provided to the board and that the
board has an opportunity to digest and
discuss it. In this connection, the board
should also receive reports directly
from the leaders of the various business
units of the corporation. Appearances
by these executives before the board
should help the board better under-
stand the business of the corporation. It
will also give the board an opportunity
to get to know and assess the people
running the business units. This contin-
uing process is necessary so that the
board can perform the required task of
effective oversight of the business of the
corporation.

In many ways, corporate counsel
also plays the role of the “ears” of the
corporation. With new mandates to
have more effective compliance pro-
grams and so-called hotlines, frequent-
ly corporate counsel will be the first
to hear about a potental problem.
Heightened awareness is certainly
called for on the part of corporate
counsel. However, the first thing cor-
porate counsel should do is to examine
the established processes for receiving
and handling information that comes in
this way. How are letters addressed to
the board and specific directors and

ofticers handled? Are they forwarded to
the addressee? If a response is appropri-
ate, how is it prepared and reviewed? If
there is an existing hotline, is it ade-
quate to handle the special require-
ments of financial personnel within the
corporation? Should there be a separate
hotline for financial personnel? Are the
calls to the hotline logged in properly?
Who makes the decision of how they
are to be handled? Does that person
understand the financial nuances that
might be raised as a result of the new
laws and regulations? Should the whole
hotline process be outsourced to a firm
that specializes in that function? In
essence, corporate counsel must exam-
ine every aspect of the way incoming
information is handled and ask
whether, in hindsight, the methodolo-
gy and processes used will be viewed as
reasonable and effective.

Corporate counsel is also a key play-
er in the writing of corporate codes of
conduct as well as in the communica-
tion of what those codes mean in the
everyday business life of the corpora-
tion’s employees. Indeed, under the
proposed revised New York Stock
Exchange listing standards, the speci-
fied codes of conduct must also be
applicable to the directors of the corpo-
ration. It has long been established as a
matter of law and not just best practices
that it is not sufficient simply to write
the codes and put them in the drawer.
Whether for Federal Sentencing
Guidelines or corporate governance
purposes, effective delivery and com-
munication of the codes must be ongo-
ing and visible. Training is the accepted
means of delivery and communication,
but it needs to be tailored to the situa-
tion. There are many considerations
and no one plan fits all corporations or
even all units of a single corporation.
For example, whom do you train? How
often should you train? What does the
training consist of? Who does the train-
ing? Are they capable of delivering the
message and answering questions that
may arise during a training session? Has
the training been customized for differ-
ent personnel? How is the training doc-
umented? Does it give employees an
opportunity to report conflicts of inter-
est or other issues of concern? How are
the reports dealt with? The issues are
plentiful, but deserve careful attention.
Again, it is corporate counsel that can
take the lead and view the process as a
whole to test how it will be viewed in
hindsight.
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How can we tell if the job is being
done well? Perhaps there is no single
event or time when corporate counsel
can put the task aside and rest.
Constant vigilance is required. There is
one tool available, however, which can
give periodic indications of how the
corporation’s governance processes are
working. This involves having the
board do an annual self-evaluation
questionnaire. To be effective, the re-
sponses to the questionnaire must be
anonymous. This can easily be accom-
plished by having the completed ques-
tionnaires sent to an outside counsel or
someone at the corporation’s inde-
pendent auditor who is not involved in
the corporation’s audit. That person
then consolidates the results of the
questionnaire, including written com-
ments, without attribution, and pro-
vides the consolidated report to man-
agement. Such a questionnaire can
cover key topics relating to the opera-
tion of the board and board accounta-
bility. It must be tailored to the partic-
ular corporation and can cover other
topics as well. It opens up a new line of
communication. If it is done right, any
director who is unhappy about any-
thing can let it be known. While man-
agement may not know which director
made such a comment, management
will learn about the issue raised and can
deal with it. It’s a good safety valve for
the board and for management.

There are, of course, many other
practical aspects to counseling in the
new corporate governance €nviron-
ment which cannot be covered within
the confines of this article. Corporate
counsel should study each provision of
the new laws and regulations and con-
sider how best they might be imple-
mented and how that implementation
will appear to various potential audi-
ences in hindsight. Some say that the
new laws and regulations and the issues
described above make corporate coun-
sel into a new breed of risk manager.
There is some validity to that notion,
but it should be considered only as a
slight shift from the traditional role of
corporate counsel — helping business
achieve its goals through lawful means.
If it means anything, it should mean
not a diminution in attention to detail,
but a higher level of awareness of how
particular actions will affect the stand-
ing and reputation of the corporation. ¢

The views expressed in this article arve
solely those of the author.
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Charles E. McCallum

THE SEC STANDARDS
OF PROFESSIONAL CONDUCT
FOR ATTORNEYS
UNDER THE
SARBANES-OXLEY ACT

he massive corporate frauds uncovered in 2002
(Enron, WorldCom, ¢t al.) focused attention on,
among other things, the roles perceived to have
been played by the inside and outside lawyers to
those corporations. Losses suffered by investors
and employees resulted in Congressional hearings
and the enactment of the Sarbanes-Oxley Act.! In
the course of Congressional debate, Senator
Edwards proposed an amendment that eventually
became Section 307 of the Act, directing the Securities and
Exchange Commission (“Commission”) to issue rules
setting forth minimum standards of professional conduct
for attorneys appearing and practicing before the Com-
mission in any way in the representation of issuers, includ-
ing a rule
(1) requiring an attorney to report evidence of a
material violation of securities law or breach of fidu-
ciary duty or similar violation by the company or any
agent thereof, to the chief legal counsel or the chief
executive officer of the company (or the equivalent
thereof); and
(2) if the counsel or officer does not appropriately
respond to the evidence (adopting, as necessary,
appropriate remedial measures or sanctions with
respect to the violation), requiring the attorney to
report the evidence to the audit committee of the
board of directors of the issuer or to another com-
mittee of the board of directors comprised solely of
directors not employed directly or indirectly by the
issuer, or to the board of directors.

On November 21, 2002, the Commission issued a
release proposing and inviting comment on rules defining
standards of professional conduct for attorneys.? After
receiving extensive (167 letters) comments the Commis-
sion on January 29, 2003, issued its final rule (the “307
Rules”).? At the same time the Commission issued a
release extending the time for comment on the “noisy
withdrawal” provisions of the original Proposed Rule and
proposing an alternative approach for comment.*

‘Who is Subject to the 307 Rules?
The 307 Rules apply to an attorney appearing and prac-

ticing before the Commission in the representation of an
issuer. Attorneys “appearing and practicing before the
Commission™ are defined to include, in addition to attor-
neys directly transacting business with the Commission and
its staff, or representing an issuer in connection with
Commission administrative proceedings or investigations,®
attorneys who:

(1) provide federal securities law advice regarding or in

connection with the preparation of any document that

the attorney has notice will be filed with or submitted
to, or incorporated into any document that will be filed
with or submitted to, the Commission; or

(2) advise an issuer whether federal securides laws or

~ regulations require that any information, statement, or
opinion be filed with or submitted to, or incorporated
into any document to be filed with or submitted to, the

Commission.

This definition clearly excludes from the application of the
307 Rules lawyers who prepare documents with no intention
or notice that they will be filed with the Commission, even if
they are subsequently in fact filed. It also seems to exclude
non-securities lawyers who prepare documents knowing that
they may or will be filed with the Commission, but do not,
expressly or impliedly, advise as to the requirements of the
securities laws with respect to such documents or their con-
tents.

Attorneys whose activities might otherwise constitute
“appearing and practicing before the Commission” but are
not undertaken in the course of providing legal services pur-
suant to an attorney-client relationship are not subject to the
Rules. For example a CEO or CLO7 who happens inciden-
tally to be an attorney but does not render legal services to
the issuer would not be subject to the Rules. On the other
hand, the mere fact that an attorney is not in the issuer’s Jegal
department does not exempt that attorney from compliance
with the 307 Rules. An attorney in an issuer’s tax department
who advises the issuer as to the requirements of the securities
laws with respect to legal opinions used in the issuer’s secu-
rities filings would be subject to the Rules.

In order to avoid unfairness to foreign legal counsel the
307 Rules exempt from their coverage “non-appearing for-
eign attorneys.” These are attorneys admitted only in a juris-
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diction outside the United States who
meet two requirements. First, they do
not hold themselves out as practicing,
and (except in consultation with U.S.
counsel) do not give advice concerning,
federal or state securities laws. Second,
any activities of such foreign attorneys
that might otherwise constitute appear-
ing and practicing before the Commis-
sion must either be incidental to and in
the ordinary course of their practice
outside the United States, or be under-
taken only in consultation with U.S.
counsel.

“In the representation of an issuer”
means “providing legal services as an
attorney for an issuer, regardless of
whether the attorney is employed or
retained by the issuer.” For purposes of
this definition, the term “issuer” is
defined as including “any person con-
trolled by an issuer, where an attorney
provides legal services to such person
on behalf of, or at the behest, or for the
benefit of the issuer, regardiess of
whether the attorney is employed or
retained by the issuer.”' This means
that services performed by an attorney
who is employed or retained by an
issuer’s non-public subsidiary, but who
in accordance with an umbrella repre-
sentation agrecment or understanding
is in a position to invoke the attorney-
client privilege for communications
involving the parent, are performed in
the representation of an issuer. This is
likewise the case if the attorney em-
ployed or retained by the subsidiary is
assigned work for use in connection
with a Commission filing by the parent
issuer.

The Reporting Up Obligation

The 307 Rules impose reporting
duties on an attorney appearing and
practicing before the Commission in
the representation of an issuer who
becomes aware of evidence of a materi-
al violation by the issuer or by any of
its officers, directors, employeces, or
agents." The attorney must report such
evidence to the issuer’s CLO, or to
both its CLO and its CEO.

“Material violation” means a materi-
al violation of federal or state securities
laws, a material breach of fiduciary duty
under federal or state law, or a similar
material violation of any federal or state
law.? “BEvidence of a material violation”
means “credible evidence, based upon
which it would be unreasonable, under
the circumstances, for a prudent and
competent attorney not to conclude

that it is reasonably likely that a materi-
al violation has occurred, is occurring,
or is about to occur.”® The Commis-
sion’s release states that the circum-
stances to be weighed include, among
other things, the attorney’s profession-
al skills, the attorney’s background and
experience, the time constraints, the
attorney’s familiarity with the client,
and the presence or absence of an
opportunity to consult with other at-
torneys. The release states that “reason-
ably likely” means more than mere pos-
sibility, but less than “more likely than
not.”

Upon receiving such a report, the
CLO must cause such inquiry into the
evidence as the CLO reasonably be-
lieves appropriate.’* If the CLO deter-
mines that there is no material viola-
tion, then the CLO must so advise the
reporting attorney. Unless the CLO
reasonably believes that there is no
material violation, however, he or she
must “take all reasonable steps to cause
the issuer to adopt an appropriate
response” and must so notify the re-
porting attorney.

Unless the reporting attorney rea-
sonably believes that the CLO or CEO
have provided an appropriate response
to the report within a reasonable time,
the reporting attorney must take the
report up the corporate ladder to the
issuer’s audit committee or some other
board committee consisting entirely of
non-employed directors, or if there is
no such committee then directly to the
board of directors.® An “appropriate
response”'’ is a response as a result of
which the attorney reasonably believes
cither (1) that there is no material vio-
lation, or (2) that the issuer has adopt-
ed appropriate remedial measures, or
(3) that the issuer (with the consent of
the board or an appropriate committee
of the board) has retained or directed
an attorney to review the evidence and
either has substandally implemented
any remedial recommendations of such
attorney, or has been advised that such
attorney may ethically assert a colorable
defense in any proceeding or investiga-
tion relating to the reported evidence.

As previously noted, the reporting
attorney must take his or her report up
the corporate ladder unless the attorney
“reasonably believes” that there has
been a timely and appropriate response.
“Reasonably believes” means that the
attorney believes it and that the circum-
stances are such that the belief is not
unreasonable.” The release states that
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in determining whether the attorney’s
belief is reasonable it is appropriate to
consider such circumstances as the
amount and weight of the evidence, the
severity of the apparent violation, and
the scope of the investigation into the
report. While an attorney may not
accept unquestioningly the assurances
of the issuer’s officers, the release states
that the attorney may rely on “reason-
able and appropriate factual representa-
tions and legal determinations of per-
sons on whom a reasonable attorney
would rely.”

If the reporting attorney receives
what he or she reasonably believes is an
appropriate and timely response, then
the attorney is not required to do any-
thing more with respect to the report.™
Otherwise, however, the attorney must
explain to each person or entity to
whom the report was given why the
response is not timely or appropriate.”
An attorney who reasonably believes
that he or she was discharged for
reporting evidence of a material viola-
tion may, but is not required to, so
notify the issuer’s board or any com-
mittee of the board.*

The reporting obligations under the
307 Rules are similar to those impos-
ed on attorneys for organizational
clients by the ABA Model Rules of
Professional Conduct.” Under Model
Rule 1.13, if an attorney “knows” that
an officer, employee or other person
associated with an organizational client
is engaged in action, intends to act, or
refuses to act in a matter related to the
representation that is a violation of a
legal obligation to the organization, or
a violation of law that might be imput-
ed to the organization, and 1s in either
case likely to result in substantial injury
to the organization, then the attorney is
required to “proceed as is reasonably
necessary in the best interest of the
organization.” This may include “refer-
ring the matter to higher authority in
the organization, including, if warrant-
ed . .. the highest authority that can act
on behalf of the organization.”

The Commission intentionally set
the reporting-up trigger in the 307
Rules (“aware of evidence of a material
violation”) lower than that in the
Model Rules, which require actual
knowledge of a potential or ongoing
violation. The Model Rules also give
the attorney discretion in deciding what
action is required, while the 307 Rules,
following the Congressional mandate,
prescribe a precise course of action and




give no discretion to the attorney as to
whether and how to report.

The Qualified Legal Compliance
Committee

An alternative reporting regime is
available under the 307 Rules if the
issuer has a Qualified Legal Compli-
ance Committee (QLCC).2 A QLCC
is a board committee (it may be the
audit committee or some other existing
board committee) that has three or
more non-employed (directly or indi-
rectly) directors, including at least one
member of the issuer’s audit commit-
tee, and that has established proce-

ing before the Commission in the rep-
resentation of an issuer.”® The issuer’s
CLO is deemed to be a supervisory
attorney. The release states, however,
that not every partner in a law firm is a
supervisory attorney, but only those
who actually supervise and direct atror-
neys who are themselves subject to the
307 Rules. A “subordinate attorney” is
an attorney who appears and practices
before the Commission in the repre-
sentation of an issuer on a matter under
the supervision or direction of another
attorney.™

A supervisory attorney must make

reasonable efforts to “ensure” that a
subordinate attorney who appears and
practices before the Commission in the
representation of an issuer complies
with the 307 Rules. This requirement
applies even if the supervisory attorney
does not personally appear and practice
before the Commission. If a subordi-
nate attorney appears and practices
before the Commission in the repre-
sentation of an issuer, all of that per-
son’s supervisory attorneys are deemed
to appear and practice before the
Commission in the representation of
an issuer as well.

dures for the confidential handling of

reports of evidence of material viola-
tions. The QLCC must be given
authority and responsibility to deter-
mine whether an investigation is neces-
sary regarding any report of a material
violation and, if it so determines, (1) to
so notify the audit committee or the
full board, (2) to initiate an investiga-

tion conducted either by the CLO or
outside attorneys, and (3) to retain .
such additional expert assistance as it -
deems necessary. The QLCC must also
have responsibility and authority, at the
conclusion of any such investigation, :

(1) to recommend that the issuer

implement an appropriate response,
(2) to inform the CLO, CEO, and :
board of the results of the investigation :

and the remedial measures to be adopt-
ed, and (3) to take all other appropri-
ate action, including notifying the

Commission in the event the issuer fails

in any material respect to implement a

response recommended by the QLCC.

If the issuer has an existing QLCC, |

a reporting attorney may report evi-

dence of a material violation directly to
the QLCC. After doing so, a reporting

attorney has no further reporting obli-

gation and is not required to assess the ;
issuer’s response to the report or, if the

response is not timely or appropriate,

to so advise the QLCC. A CLO may .
refer a report of evidence of a material |

violation to a QLCC in lieu of con-
ducting his or her own inquiry, so advis-
ing the reporting attorney. Thereafter
the QLCC is responsible for respond-
ing to the evidence of a material viola-
tion.

Supervisory and Subordinate
Attorneys

A “supervisory attorney” is an attor-

ney who supervises or directs another ;

attorney who is appearing and practic-
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A subordinate attorney discharges
his or her reporting obligations under
the 307 Rules by reporting evidence of
a material violation to a supervisory
attorney, who thereupon becomes
responsible for compliance with those
reporting obligations. If a subordinate

attorney reasonably believes that a.

supervisory attorney to whom the sub-
ordinate attorney has reported evidence
of a material violation has failed to
comply with the reporting obligations,
however, then the subordinate attorney
may, but is not required to, report such
evidence in accordance with the
Rules.?

Sanctions and Discipline

If an attorney violates the 307 Rules,
the Commission may pursue the civil
penalties and remedies available to it for
violations of the federal securities laws
and, in addition, administrative discipli-
nary proceedings.®® The Rules provide
that an attorney who complies in good
faith with the requirements of the Rules
is not subject to discipline or otherwise
liable under inconsistent standards
imposed by any jurisdiction where the
attorney is admitted or practices.”
Attorneys practicing outside the United
States need not comply with the
requirements of the 307 Rules to the
extent that compliance is prohibited by
applicable foreign law. Finally, the Rules
state that they are not intended to and
do not create a private right of action
based on an attorney’s compliance or
non-compliance with the requirements
of the Rules, but instead that the Rules
may be enforced exclusively by the
Commission.”

The _Chief Legal Officer

The issuer’s CLO plays a central role
in the process of compliance with the
307 Rules.” Evidence of a material vio-
lation is to be reported, in the first
instance, either to the CLO or to both
the CLO and the CEO. In cither event,
the CLO is responsible for undertaking
such inquiry as he or she reasonably
believes appropriate.®® If the result of
the inquiry is negative, the CLO must
advise the reporting attorney of the
basis for that conclusion. Unless, how-
ever, the CLO reasonably believes that
no material violation has occurred, is
occurring, or is about to occur, he or
she must “take all reasonable steps to
cause the issuer to adopt an appropriate
response,” and must advise the report-

ing attorney with respect to the steps
taken. In lieu of conducting his or her
own inquiry a CLO may refer a report
of evidence of a material violation to a
QLCC.®

As noted above, the CLO is deemed
to be a supervisory attorney,* and can-
not, according to the release proposing
the 307 Rules, “avoid responsibility
under the rule by claiming a lack of
knowledge of, or supervision over, the
actions of subordinate attorneys.”

Confidentiality

An attorney appearing and practic-
ing before the Commission in the rep-
resentation of an issuer may, but is not
required to, reveal without the issuer’s
consent confidential information relat-
ing to the representation to the extent
the attorney reasonably believes neces-
sary:

(1) to prevent a material violation
that is likely to cause substantial
injury to the financial interests or
property of the issuer or investors;
(2) to prevent the issuer, in a
Commission  investigation or
administrative proceeding, from
committing or suborning perjury
or perpetrating a fraud on the
Commission by misrepresenting
or concealing material facts; or
(3) to rectify the consequences of
a material violation in the further-
ance of which the attorney’s serv-
ices were used and that caused, or
may cause, substantial injury to
the financial interest or property
of the issuer or investors,

This provision should be compared
with Model Rule 1.6, which also per-
mits information relating to the repre-
sentation of a client to be disclosed in
limited circumstances, including when
the lawyer reasonably believes it neces-
sary to comply with other law (the 307
Rules, for example) or a court order.®
The ABA’s Ethics 2000 Commission™
proposed in 2001 that Model Rule 1.6
be amended to add further exceptions
that would permit disclosure of infor-
mation relating to the representation to
the extent the attorney reasonably
believes necessary to

- prevent the client from commit-
ting a crime or fraud that is rea-
sonably certain to result in sub-
stantial financial injury to another
and in furtherance of which the
attorney’s services are being or
were used; and
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- prevent, mitigate, or rectify sub-
stantial financial injury to 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 attor-
ney’s services were used.

While the ABA House of Delegates
rejected the Ethics 2000 Commission’s
proposals, similar exceptions have been
adopted in a majority of the states.
There are differences, however,
between the 307 Rules and the Ethics
2000 proposals. First, Ethics 2000
would have permitted disclosure to pre-
vent a crime or fraud only in circum-
stances in which the attorney’s services
were being or had been used in fur-
therance of that crime or fraud. Second,
Ethics 2000 would have permitted dis-
closure only when the client’s crime or
fraud is reasonably certain to result in
substantial financial harm, while the
307 Rules permit such disclosure when
substantial financial harm is likely.

Investigations and Contested
Proceedings

A major concern about the 307
Rules as initially proposed had to do
with attorneys engaged to investigate
evidence of a material violation or to lit-
igate whether a material violation has
occurred. Such attorneys are them-
selves subject to the 307 Rules as attor-
neys appearing and practicing before
the Commission in the representation
of an issuer.* It thus appeared that such
attorneys would be compelled to report
material evidence of a violation uncov-
ered in the course of their investigation
or defense preparations.

Agrecing that these concerns were
legitimate, the Commission responded
by substantially narrowing the circum-
stances when such attorneys would be
required to report up the corporate lad-
der.” An attorney retained or directed
by the CLO to investigate evidence of a
material violation has no reporting duty
if (1) the attorney reports the results of
such investigation to the CLO and (2)
except where the attorney and the CLO
reasonably believe that there is no
material violation, the CLO reports the
results of the investigation to the board
of directors, a QLCC, the audit com-
mittee, or another committee consist-
ing solely of non-employed directors.
An attorney retained or directed by the
CLO to assert a colorable defense on
behalf of the issuer in any proceeding
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