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On Learning of a Corporate Client's Crime or Fraud—
the Lawyer’s Dilemma

By JUNIUS HOFFMAN®*

.

ON A TYPICAL weekday morning—take Thursday, February 3, 1972, for
example—the fictive but archetypal corporate lawyer! was relatively cer-
tain to be occupationally well-occupied with any one of the host of matters
that usually occupies the genus. He was also relatively certain not to be im-
mediately concerned with the focus of this piece: his obligations to the
atypical corporate client that had engaged, was engaging, or proposed to
engage, in a ‘“crime” or “fraud” in a non-litigation setting and his other
professional responsibilities in connection therewith. More often a counselor
or advisor than courtroom litigator,? he could reasonably believe the secur-

* Professor of Law, University of Arizona.

Professor Hoffman feels that his own lawyer’s full disclosure obligation requires
acknowledgment of the debt he owes to his colleagues, Professors Charles E. Ares and
Charles M. Smith for their suggestions and criticisms and to Ms. Nikki Chayet, a third-
year student at the University of Arizona College of Law, for her valuable research
help. None of them, however, should be held liable as an aider or abettor for any crime
or fraud that appears within.

1. For the sake of brevity and readability hereinafter referred to as the “lawyer” or
“counsel.” As used herein, the term also includes partners, associates and other em-
ployees.

2. Even this threshold question of whether one can separate the adversarial from
the counseling-advisory role of a lawyer has been subject to debate.

For example, Dean Monroe H. Freedman has stated:

[Olur legal system is basically an adversarial one, and every lawyer—whether
drafting a contract, counselling in a business venture . . . or performing any other
service on behalf of a client—acts in such a way as to protect the client from being
at a disadvantage in potential future litigation.

Freedman, Professional Responsibility in Securities Regulation, N.Y.L.J.,, April 24,
1974, at 4, col. 3.
On the other hand, Professor E. Wayne Thode has written:

The lawyer as counselor does not represent his client in an adversary proceeding.
Thus, the ethical problems presented to him need not be, and probably should
not be, the same as that applied to the lawyer in an adversary proceeding.

Thode, The Ethical Standard for the Advocate, 39 Tex. L. Rev. 574, 578 (1961).
Ethical Consideration 7-3 of the ABA Code of Professional Responsibility (1975)
also distinguishes between the two roles:

Where the bounds of law are uncertain, the action of a lawyer may depend on
whether he is serving as advocate or adviser. A lawyer may serve simultaneously
as both advocate and adviser, but the two roles are essentially different. In as-
serting a position on behalf of his client, an advocate for the most part deals with
past conduct and must take the facts as he finds them. By contrast, a lawyer
serving as adviser primarily assists his client in determining the course of future
conduct and relationships.
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ity blanket of the attorney-client privilege and the related obligation to pro-
tect a client’s secrets, combined with his own sense of the meet, provided a
secure vade mecum for resolving possible conflicts between duty to client
and responsibility to other segments of society.

That very day, however, the Securities and Exchange Commission (the
“SEC”) filed its Complaint in the National Student Marketing Corporation
cas.e3 and a new epoch had commenced, one in which a hundred commen-
taries and questions—if not flowers—have blossomed and the old verities
have been challenged.

Upf)n learning of the suit, the lawyer’s first reaction was probably shock
and disbelief.* His first action might well have been to consult the Code of
Profes.siqnal Responsibility that had become effective for American Bar
A§socxatlon members on January 1, 19705 (“ABA CPR”) and was ap-
plicable through state adoptions to most practising lawyers. Like Gaul, the
ABA CPR is c.iivided into three parts: Canons (“statements of axion,latic
norms, expressing in general terms the standards of professional conduct
expected of lawyers in their relationships with the -public, with the legal
systen.l, a.nd with the legal profession™), Ethical Considerations (“ECs”)
(“aspirational in character and represent{ing] the objectives toward which

3. SEC v. National Student Marketin
) g Corp., No. 225-72, [1971-1972 Transf
Bll'nder] Fed. Sec. L._ Rep. (CCH) 193,360 (D.D.C. Feb, 3, 1972). To recite thea::;f
% icated facts of this case, now all too well-known to the lawyer, would be to pile
elion atop Ossa. For the purposes of this piece, its importance centers about the SEC’s
cofntentxon'that lawyers may have the duty to cease representing corporate clients who
Sr (l:]::n t;: disclose or clorrle:t allegedly misleading financial statements, and under certain
ances ma i i i
circumstance SECS,, also have the duty to disclose the misleading nature of such state-
For a factual statement of the National Student Marketing C i
; st : omplaint,
At;?omeys ]Securzttes Law Liabilities, 27 Bus. Law, 1153, 115%—55 (f971;) see Karmel,
or settlement of the SEC’s case against the law firm of White & C i
pariner, Marion J. Epply, 111, see [Current] F b
B arc I nt] Fed. Sec. L. Rep. (CCH) § 96,027 (D.D.C.
4. Lawyers are scrambling for copies of an SEC complai i i
r plaint charging National -
df:nt Marketing Corp. and numerous other defendants with violations of federal :ecit:li-
:g:; éz;;v. dThety are keenly interested—and deeply shaken—by the fact that two of
I endants are prestigious law firms. . . . Th i
Hoved o b s arc prestish e attack on these law firms is be-
“Every firm on Wall Street is very, ve i
In , very concerned about this case,” says a
gr%rrl:]i;:;?r;t\l’eshl'awtyer. “I’s going to change the way of doing business.?"s Ad(liqsev:
/ ashington attorney: “I'd st i iti
shakling o hashington y ate conservatively that securities lawyers are
Along Wall Street, almost every fi i i iti i
L s ry firm with a sizable securities-law {5
catosns , e  fir practice has
ey 1‘meetmg to discuss the implications of the case. Wall St. J,, Feb. 15, 1972, at
5. The ABA Code of Professional Res ibili
L ponsibility was adopted by the House of Dele-
ia};es of the American Bar Association on August 12, 1969 and )tl)ecame eﬁic(:ive eflgr
a A mefmbers on meuary 1, 1970. Amendments thereto were adopted by the ABA
A\ox:e of Delegates in february 1970, February 1974 and February 1975. Preface to
Cfnong?gepoffPr9fessllc]>5nzl‘ Responsibility at ii (1975). For a history of the prior
. Professional Ethics and the considerations leading t i
of Professional Responsibility, see id. at i. 1ne 10 adoption of the Code
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every member should strive . . .”), and the ‘Disciplinary Rules (“DRs”)
(“mandatory in character . . . [and] stat{ing] the minimum level of con-
duct below which no lawyer can fall without being subject to disciplinary
action.”).®

A review of that formidable document would probably have focused on
the following Canons, DRs and ECs as being the most relevant both for
determining his obligations to a client having engaged, engaging, or pro-
posing to engage, in a crime or fraud in the non-litigation setting and for
prescribing his other professional responsibilities:

(1) Lawyer's Obligations to Client

CANON 4—A Lawyer Should Preserve the Confidences and Secrets
of a Client

EC 4-1 Both the fiduciary relationship existing between lawyer and
client and the proper functioning of the legal system require the pres-
ervation by the lawyer of confidences and secrets of one who has em-
ployed or sought to employ him. A client must feel free to discuss
whatever he wishes with his lawyer and a lawyer must be equally free
to obtain information beyond that volunteered by his client. A lawyer
should be fully informed of all the facts of the matter he is handling in
order for his client to obtain the full advantage of our legal system. It
is for the lawyer in the exercise of his independent professional judg-
ment to separate the relevant and important from the irrelevant and
unimportant. The observance of the ethical obligation of a lawyer to
hold inviolate the confidences and secrets of his client not only facili-
tates the full development of facts essential to proper representation
of the client but also encourages laymen to seek early legal assistance
(footnotes omitted).

EC 4-4 The attorney-client privilege is more limited than the ethical
obligation of a lawyer to guard the confidences and secrets of his client.
This ethical precept, unlike the evidentiary privilege, exists without re-
gard to the nature or source of information or the fact that others
share the knowledge. A lawyer should endeavor to act in a manner
which preserves the evidentiary privilege; . . . A lawyer owes an
obligation to advise the client of the attorney-client privilege and
timely to assert the privilege unless it is waived by the client.

DR 4-101 Preservation of Confidences and Secrets of a Client (foot-
note omitted). .

(A) “Confidence” refers to information protected by the attorney-
client privilege under applicable law, and “secret” refers to other in-
formation gained in the professional relationship that the client has
requested be held inviolate or the disclosure of which would be embar-
rassing or would be likely to be detrimental to the client.

6. Id. at 1C.
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(B) Except when permitted under DR 4-101(C), a lawyer shall
not knowingly:
(1) Reveal a confidence or secret of his client (footnote omitted).

(3) Use a confidence or secret of his client for the advantage of
himself or of a third person, unless the client consents after full dis-
closure (footnotes omitted).

(C) A lawyer may reveal:

(2) Confidences or secrets when permitted under Disciplinary
Rules or required by law or court order (footnote omitted).

(3) The intention of his client to commit a crime and the infor-
mation necessary to prevent the crime (footnotes omitted).

(4) Confidences or secrets necessary to . . . defend himself or
his employees or associates against an accusation of wrongful con-
duct (footnote omitted).

(2) Lawyer’s Obligations to Other Parties:

CANON 1—4 Lawyer Should Assist in Maintaining the Integrity and
Competence of the Legal Profession
DR 1-102 Misconduct.
(A) A lawyer shall not:
(1) Violate a Disciplinary Rule.
(2) Circumvent a Disciplinary Rule through actions of another
(footnote omitted).

(4) Engage in conduct involving dishonesty, fraud, deceit, or
misrepresentation.

(5) Engage in conduct that is prejudicial to the administration
of justice.

DR 1-103 Disclosure of Information to Authorities.

(A) A lawyer possessing unprivileged knowledge of a violation of
DR 1-102 shall report such knowledge to a tribunal or other authority
empowered to investigate or act upon such violation (footnote
omitted).

EC 1-5 A lawyer should maintain high standards of professional
conduct and should encourage fellow lawyers to do likewise. He . . .
should refrain from all illegal and morally reprehensibie conduct. Be-
cause of his position in society, even minor violations of law by a lawyer
may tend to lessen public confidence in the legal profession. Obedience
to law exemplifies respect for law. To lawyers especially, respect for
the law should be more than a platitude (footnote omitted).

[P —
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CANON 7—A Lawyer Should Represent a Client Zealously Within
the Bounds of the Law
EC 7-1 The duty of a lawyer, both to his client and to the legal system,
is to represent his client zealously within the bounds of the law which
includes Disciplinary Rules and enforceable professional regulations.
The professional responsibility of a lawyer derives from his member-
ship in a profession which has the duty of assisting members of the
public to secure and protect available legal rights and benefits. In our
government of laws and not of men, each member of our society is
entitled to have his conduct judged and regulated in accordance with
the law, to seek any lawful objective through legally permissible means;
and to present for adjudication any lawful claim, issue, or defense
(footnotes omitted).
EC 7-10 The duty of a lawyer to represent his client with zeal does
not militate against his concurrent obligation to treat with considera-
tion all persons involved in the legal process and to avoid the inflic-
tion of needless harm.
DR 7-102 Representing a Client Within the Bounds of the Law.

(A) In his representation of a client, a lawyer shall not:

(3) Conceal or knowingly fail to disclose that which he is re-
quired by law to reveal.

(7) Counsel or assist his client in conduct that the lawyer knows
to be illegal or fraudulent.
(8) Knowingly engage in other illegal conduct or conduct con-
trary to a Disciplinary Rule.
(B) A lawyer who receives information clearly establishing that:
(1) His client has, in the course of the representation, perpetrated
a fraud upon a person or tribunal shall promptly cail upon his client
to rectify the same, and if his client refuses or is unable to do so, he
shall reveal the fraud to the affected person or tribunal (footnote
omitted).
(2) A person other than his client has perpetrated a fraud upon
a tribunal shall promptly reveal the fraud to the tribunal (footnote
omitted).
EC 7-15 providing in part: Where the applicable rules of the agency
impose specific obligations upon a lawyer, it is his duty to comply
therewith, unless the lawyer has a legitimate basis for challenging the
validity thereof. . . .

(3) Lawyer's Rights and Obligations Relating to Continuation or Withdrawal

of Representation
EC 7-8 providing in part: In the event that the client in a non-adjudica-
tory matter insists upon a course of conduct that is contrary to the
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judgment and advice of the lawyer but not prohibited by Disciplinary
Rules, the lawyer may withdraw from the employment (footnote
omitted).
DR 2-110 Withdrawal from Employment (footnote omitted).

(A) In general.

(2) In any event, a lawyer shall not withdraw from employment
until he has taken reasonable steps to avoid foreseeable prejudice
to the rights of his client, including giving due notice to his client
allowing time for employment of other counsel, delivering to thé

clie.nt all'papers and property to which the client is entitled, and com-
plying with applicable laws and rules.

(B) Mandatory withdrawal.
A layvyer representing a client before a tribunal with its permission if
required by its rules, shall withdraw from employment, and a lawyer
fcpresenting a client in other matters shall withdraw from employment,

(2)' He' knows or it is obvious that his continued employment will
result in violation of a Disciplinary Rule (footnote omitted).

(C) Permissive withdrawal (footnote .omitted).
If DR 2-1-10(B) is not applicable, a lawyer may not request permis-
sion to withdraw in matters pending before a tribunal, and may not

]x;vithdraw in other matters, unless such request or such withdrawal is
ecause;

(1) His client;

(b) Personally seeks to pursue an illegal course of conduct.
(c) Insists that the lawyer pursue a course of conduct that is illegal
or that is prohibited under the Disciplinary Rules.

(e) Insists, in a matter not pending before a tribunal, that the law-
yer engage in conduct that is contrary to the judgment and advice
of the lawyer but not prohibited under the Disciplinary Rules.

(2) His continued employment is likely to result in a violation
of a Disciplinary Rule.

Sincsz th.e three general but discrete categories I have arbitrarily created
deal with interrelated problems, it should not be surprising to find that a
Canon, EC or DR placed in one category has a relationship to another;
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nor, given the nature of the problems these Canons, ECs and DRs attempt
to deal with, should it be surprising to find conflicts among some of them.

Even within the construct of the particular Canons, ECs and DRs pur-
porting to deal primarily with one of the three problems, internal conflicts
and ambiguities immediately leap up to greet one.

For example, withdrawal is mandated pursuant to DR 2-110(B)(2) if
the lawyer “knows or it is obvious that his continued employment will re-
sult in violation of a Disciplinary Rule” whereas it is permissive under DR
2-110(C) (1) (c) if the client “[i]lnsists that the lawyer pursue a course of
conduct that is illegal or that is prohibited under the Disciplinary Rules.”
Doubtless, casuists can and will reconcile the two; however, it would seem

. difficult for the lawyer to do so with any assurance.

What is the practical significance between the language in DR 7-102(B)
(1) that the client’s “fraud” must be perpetrated “in the course of the rep-
resentation” against either a “tribunal” or “person” and the requirements in
DR 7-102(B)(2) that for “fraud” perpetrated by someone other than a
client it must be against a “tribunal” only but without regard to whether it is
“in the course of the representation”?

Can a lawyer disregard the command of DR 2-110(A) (2) not to “with-
draw from employment until he has taken reasonable steps to avoid forsee-
able prejudice to the rights of his client” given his right of withdrawal under
DR 2-110(C) (1) (e) where the client “[i]nsists, in a matter not pending be-
fore a tribunal, that the lawyer engage in conduct that is contrary to the
judgment and advice of the lawyer but not prohibited under the Disciplinary
Rules” where the very act of withdrawal prejudices the rights of his client?

Is there a meaningful distinction between the use of the term “crime” in
DR 4-101(C)(3) permitting the lawyer to disclose prospective conduct and
use of the term “fraud” mandating disclosure of past conduct under certain
circumstances in DR 7-102(B) (1)?

Viewed only from the perspective of a need to'resolve a particular fac-
tual situation, the conflicts between those Canons, ECs and DRs primarily
concerned with protection of the client’s interest and those concerned with
the lawyer’s responsibility to other segments of society can indeed be real.

I think it fair to say the great majority of the bar has believed in good
faith that given an adversary system, the goals of society are best served by
postulating that the lawyer’s primary duty is to his client.? A logical way to
insure that such primary duty will be done is to constitute the lawyer a safe
house of nondisclosure for confidential information received from his client.

7. Expressive of such majority view are such statements as these: The attorney’s
obligation of entire devotion to the interests of the client . . . would seem to be beyond
serious controversy. M. Freedman, Lawyers’ Ethics in an Adversary System 9 (1975).

[The] loyalty [of a lawyer in private practice] runs to his client. He has no other
master. . . . The lawyer’s official duty, required of him indeed by the court, is to devote
himself to the client. The court comes second by the court’s, that is the law’s, own
command! Curtis, The Ethics of Advocacy, 6 Stan. L. Rev. 3 (1951).
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And of course the particular foundation upon which such safe house has
been built is the attorney-client privilege.

Curiously enough though, such privilege was not created primarily for
benefit of the client, but apparently found its beginnings as a lawyer’s pro-
tective device. In the words of Professor John Noonan:

Since bankefs, accountants, psychiatrists, and confessors are not en-
titled at common law to confidentiality in their relationships with those
with whom they deal, one may well inquire why lawyers possess such an
extraordinary privilege. In the early English case which established the
lawyer-client privilege, counsel offered several justifications: (1) A
“gentlemen of character” does not disclose his client’s secrets. (2) An
attorney identifies himself with his client, and it would be “contrary to
the rules of natural justice and equity” for an individual to betray him-
self. (3) Attorneys are necessary for the conduct of business, and busi-

ness would be destroyed if attorneys were to disclose their communica-
tions with their clients.?

But 'by the midd{e of the 18th century, the justification for the privilege
had shifted to a basis still seen as the reason for its retention today, to wit:

In order to promote freedom of consultation of legal advisers by clients,
the apprehension of compelled disclosure by the legal advisers must

bef removed; hence the law must prohibit such disclosure except on the
client’s consent.?

Such privilege is of course integrally related both to the right of counsel
and the privilege against self-incrimination.1® Also implicit is the notion that
if a client can discuss matters freely with its counsel without fear of invol-
untary disclosure, it will do so where it otherwise would not. From which it
follows, optimally, that Because of such consultation the lawyer may be ap-
prised of, and able to dissuade the client from pursuing, an unlawful course
of conduct that might otherwise be undertaken.

8. Noonan, The Purposes of Advocacy and the Limits of Advoc. i
, urp acy, 64 Mich. L.
Rev. 1485 (1966) (citing Annesley v. Anglesey, 17 How. St. Tr. 1140, 1223-26, 1241
(Ex. 1743)). See‘also C. McCormick’s Handbook of the Law of Evidence § 87 (2d
ed. 1972); 8 J. Wigmore, Evidence in Trials at Common Law § 2290 (J. McNaughton
rev, 1961).
9. 8 J. Wigmore, supra n. 8, at 545. See also Statement of Policy Adopted b
] , supra n. 8, 5. ABA
gegar;i.mg stpglzszbzlmes and Liabilities of Lawyers in Advisingc?:vith Rpespectyto the
ompliance by Clients with Laws Administered by th iti
s 31 Bon. Lo 545 CLoTS red by the Securities and Exchange Com-
10. Of course, the privilege against self-incrimination is not available to a corpo-

ration. George Campbell Painting Corp. v. Reid, 392 U.S. 286 (1
201 U8 4 1o D A (1968), Hale v. Henkel,
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Yet, from its inception, the privilege has been recognized as a barrier to
justice and attempts have been made to limit it.

Recent commentators have suggested “that in an important sense, the
Code of Professional Responsibility is an attempt to accommodate at least
five interests . . . those of (1) lawyers as individuals, (2) lawyers in their
relationships with each other, (3) clients, (4) the public, and (5) the legal
system™!2 and question whether “the client’s interest [is] always to be fur-
thered above all others.”*3 '

Moreover, the accountant, a fellow laborer in the corporate vineyard,
has no privilege for information received from a client except where created
by statute.} '

Further, the rationale of the recent decisions of the California Supreme
Court in Tarasoff v. Regents of University of California'® involving the
doctor-patient privilege may also serve as a warning that the attorney-client
privilege can be trimmed where the public’s interest requires it. In Tarasoff,
the court held that

11. Nevertheless, the privilege remains an exception to the general duty to disclose.
Its benefits are all indirect and speculative; its obstruction is plain and concrete.

8 J. Wigmore, supra n. 8, § 2291, at 554. Probably, the most coruscating jeremiad
attacking the privilege is to be found in Jeremy Bentham’s Rationale of Judicial Evi-
dence (1827) abstracted in 8 J. Wigmore, supra, at 549.

12. T. Morgan & R. Rotunda, Problems and Materials on Professional Responsibil-
ity 4 (1976). Professor Charles Fried has suggested a sixth relationship, that of friend.
Fried, The Lawyer as Friend: The Moral Foundations of the Lawyer-Client Relation-
ship, 85 Yale L.J. 1060 (1976). However, the end product of the Fried analysis is
emphasis of the lawyer’s primary duty to his client-friend at the possible expense of
other interests.

13. Morgan & Rotunda, supra n. 12. See also, Morgan, Book Review, 89 Harv. L.
Rev. 622 (1976) (review of M. Freedman, supra n. 7).

14. Eleven states have statutes granting privilege for communications to both at-
torneys and accountants. An additional three states have a statutory privilege for ac-
countants, whereas 26 other states have statutes only providing an attorney-client
privilege. 8 J. Wigmore, supra n. 8, § 2286, at 533 n. 22, § 2292, at 555 n. 2.

For a chronological picture of the interplay between the accountant’s peed for in-
formation to discharge his obligations and the lawyer’s need to protect the confi-
dentiality of lawyer-client communications, see Deer, Lawyers’ Responses to Auditors’
Requests for Information, 28 Bus. Law. 947 (1973); Financial Accounting Standards
Bd., Statement of Financial Accounting Standards No. 5 (Accounting for Contin-
gencies) (1975); ABA Statement of Policy Regarding Lawyers' Responses to Auditors’
Requests for Information, 31 Bus. Law. 561 (1975); Am. Institute of Certified Public
Accountants, Auditing Standards Executive Comm., Statement on Auditing Standards
No. 12 (Inquiry of a Client’s Lawyer Concerning Litigation, Claims, and Assessments)
(1976); ABA Comm. on Audit Inquiry Responses, Introductory Analysis and Guides
to Statement of Policy Regarding Lawyers’ Responses to Auditors’ Requests for In-
formation, 31 Bus. Law. 1737 (1976); Second Report of ABA Committee on Audit
Inquiry Responses Regarding Initial Implementation, 32 Bus. Law. 177 (1976); Am.,
Institute of Public Accountants, Auditing Standards Executive Comm., Statement on
Auditing Standards No. 17 (Illegal Acts by Clients) (1977).

15. 17 Cal. 3d 425, 551 P.2d 334, 131 Cal. Rptr. 14 (1976), vacating 13 Cal. 3d
177, 529 P.2d 553, 118 Cal. Rptr. 129 (1974).
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once a therapist does in fact determine, or under applicable profes-
sional standards reasonably should have determined, that a patient
poses a serious danger of violence to others, he bears a duty to exercise
reasonable care to protect the foreseeable victim of that danger (em-
phasis added).®

Of course, Tarasoff can be limited to cases involving crimes of violence
to persons; on the other hand, its reasoning can logically be extended to
require a lawyer learning of a client’s intention willfully to violate the secur-
ities or antitrust laws to disclose such intention to the “foreseeable victims”,
presumably the trading public in the first instance, and suppliers, customers
and competitors of the putative violator in the second.!?

Nor have the results that are thought to follow from zealous representa-
tion of clients under the shield of the attorney-client privilege escaped
criticism from corporate lawyers themselves. As early as 1934, William O.
Douglas saw fit to write:

rather than cure a fundamental condition which underlies the whole
problem. That condition has been reflected by the amazing absence of
social consciousness on the part of directors and business executives
and by their lack of any awareness of the implications and results of
many practices which flourished in recent years. It has not been so
much a matter of depravity and of evil intent as the consequence of
cutting as close to the mythical legal line as possible. This lack of social
mindedness has not been wholly or largely that of business. It has been
equally shared by lawyers. It has been evidenced by the almost perverted
singleness of purpose with which they have championed the cause of
their clients, whether it be in the drafting of a deposit agreement, the
handling of a merger, the conduct of a reorganization, or the market-
ing of securities. It resulted in getting accomplished what clients wanted
but without regard for the long-term consequences of those accomplish-
ments. That singleness of purpose has been wholly incompatible with
the use of these aggregations of capital for either the welfare of the
investors or the good of the public.1®

\\ All of these [regulatory] measures, of course, merely check or control

16. Id. at 429, 551 P.2d at 345, 131 Cal. Rptr. at 25. The possible ramifications of
this decision threaten to draw as much commentary as National Student Marketing
has drawn. Two of the most thoughtful articles, although sharply in conflict, are
Fleming & Makimov, The Patient or His Victim: The Therapist's Dilemma, 62 Calif.
L. Rev. 1025 (1974), and Stone, The Tarasoff Decision: Suing Psychotherapists to
Safeguard Society, 90 Harv. L. Rev. 358 (1976).

17. This would change the “may” of DR 4-101(C)(3) to “must,” a result not in-
consistent with ABA Comm. on Professional Ethics, Opinions, No. 314 (1965). See
discussion, n. 58 infra.

18. Douglas, Directors Who Do Not Direct, 47 Harv. L. Rev. 1305, 1328-29 (1934).
The same strains were echoed almost simultaneously in Mr. Justice Stone’s famous
address delivered at the dedication of the Law Quadrangle, University of Michigan,
memorialized in Stone, The Public Influence of the Bar, 48 Harv. L. Rev. 1, 6-7 (1934).
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Or as Dean Norman Redlich has put it recently:

The only effective answer which the legal profession can give to the
position which appears to have been asserted by the SEC, and others, is
that society’s interest in effective law enforcement will be harmed by
requiring lawyers to divulge information acquired during the course of
representation, concerning the continuing commission of a crime by
the client.

I am not certain that even this answer will suffice. But I am certain
that unless the public, the regulatory bodies and the courts are con-
vinced that communication between lawyers and clients is in fact having
a positive effect on compliance with the law, the legal profession has
little hope in persuading the courts that imposing on lawyers a limited
duty to divulge is harmful, even if such compulsory disclosure does
result in some restrictions on the willingness of clients to consult with
lawyers.

If all or even most, practicing lawyers could come home every night
and say truthfully that they did everything in their power, including the
threat of withdrawing from representation, to make their clients comply
with the law, the effect on law enforcement in this country would be
beyond calculation. The failure of lawyers to do this, and the public’s
full appreciation of this failure, is why lawyers now find themselves on
the defensive in dealing with the issues that confront this Institute {on
Responsibilities and Liabilities of Lawyers and Accountants].

The legal profession is now engaged in a dialogue with the American
people in which the lawyers are saying, “We want to retain our priv-
ileged position in the American system of law enforcement because it is
in your best interests that we do so,” and the American people are
replying, “Unless we are convinced that the legal profession carries on
its day-to-day practice in such a way as to promote compliance with the
law, even among the rich and the powerful, we will seriously consider
restructuring the privileged sanctuary which we have created for you.”
As we lawyers work in the market place, and claim to have the ethics
of the temple, we would delude ourselves if we failed to realize that

_ the outcome of that dialogue is very much in doubt.®

1t is true the SEC itself had, in American Finance Company 2° inferen~
tially recognized the lawyer’s role in securities matters as being primarily
that of advocate by contrasting it with the role of the independent accountant:

Though owing a public responsibility, an attorney in acting as the
client’s advisor, defender, advocate and confidant enters into a personal

19. Redlich, Lawyers, the Temple, and the Market Place, 30 Bus. Law. 65, 72
(Special Issue, March 1975). Those of the plus ¢a change, plus c’est la méme chose
persuasion will perhaps be reminded of Juvenal’s “Quis custodiet ipsos custodes?”

20. 40 S.E.C. 1043 (1962).
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relationship in which his principal concern is with the interests and rights
of his client. The requirement of the Securities Act of 1933 of certifica-
tion by an independent accountant, on the other hand, is intended to
secure for the benefit of public investors the detached objectivity of a
disinterested person. The certifying accountant must be one who is in
no way connected with the business or its management and who does
not have any relationship that might affect the independence which at
times may require him to voice public criticisms of his client’s account-
ing practices.*

However, public statements of individual Commissioners following the
filing of the National Student Marketing Complaint, as well as the filing itself,
appeared to leave little remaining of the American Finance Company dictum
respecting the role of lawyers in securities matters.

For example, Commissioner ‘A. A. Sommer, Jr., in a widely noted speech
declared:

Consequently, I would suggest that all the old verities and truisms about
attorneys and their roles are in question and in jeopardy—and, unless
you are ineradicably dedicated to the preservation of the past, that is
not all bad. I would suggest that in securities matters (other than those
where advocacy is clearly proper) the attorney will have to function
in a manner more akin to that of the auditor than to that of the advocate.
This means several things. It means he will have to exercise a measure
of independence that is perhaps uncomfortable if he is also the close
counselor of management in other matters, often including business
decisions. It means he will have to be acutely cognizant of his responsi-
bility to the public who engage in securities transactions that would
never have come about were it not for his professional presence. It
means he will have to adopt the healthy skepticism toward the repre-
sentations of management which a good auditor must adopt. It means
he will have to do the same thing the auditor does when confronted
with an intransigent client—zesign.

This may seem shocking to many ears, but I would suggest that these
conclusions are already implicit in what the courts and the Commission
have already said; more important, their foundations lie deep in the
past.??

Only shortly before, the then SEC Chairman Ray Garrett, Jr. had noted:

[Although] the lawyers’ position in corporate and financial matters is
subtler and less obvious [than that of accountants] . . . when it comes
to matters affecting public stockholders and investors, we are not pre-
pared to agree that the corporate lawyer’s duty is solely, or even pri-

21. Id. at 1044,
22, Sommer, The Emerging Responsibilities of the Securities Lawyer [1973-1974
Transfer Binder] Fed. Sec. L. Rep. (CCH) {79,631, at 83,689-90.
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marily, to protect the interests of the individuals constituting corporate
management, when he is retained to serve the corporation.2?

A clear theme emerging from the Douglas, Sommer and Garrett state-
v,

ments is this: there may be times in the non-litigation representation of cor-
porate clients when a lawyer’s duty to his client must be subordinated to
his responsibility to protect a particular segment of the public. A coda to
this theme is paragraph 48(i) of the SEC Complaint in National Student
Marketing alleging that lawyers for acquiring and merged corporations had

[a]s part of the fraudulent scheme . . . failed to refuse to issue their
opinions . . . and failed to insist that financial statements be revised
and shareholders be resolicited, and failing that, to cease representing
their respective clients and, under the tircumstances, notify the plaintiff
Commission concerning the misleading nature of the nine month finan-
cial statements.2¢

One can imagine and understand the genuine concern and dismay with
which this theme and coda were heard by lawyers convinced that the public
interest was best served in the end by their adherence to the principle of
primary loyalty to the client.

Not encouraging either was the Second Circuit’s apparent tacit approval
in Meyerhofer v. Empire Fire & Marine Co.%5 of the actions of a lawyer who
voluntarily delivered an affidavit to the SEC in which he alleged that a law
firm from which he had resigned had failed to disclose excessive legal and
possible finder’s fees in a client’s registration statement.26

Moreover, there was the specific language problem of ABA CPR DR
7-102(B)(1). Until its amendment in 1974,% it required a lawyer who

23. Garrett, Sec. Reg. & L. Rep. (BNA), No. 223, A-16 (Oct. 17, 1973). See also
additional statements of the SEC and other Commissioners quoted in Lowenfels,
Emerging Public Responsibilities of Securities Lawyers: An Analysis of the New Trend
in Standard of Care and Priorities of Duties, 74 Colum, L. Rev. 412, 424-426 (1974).

24. [1971-1972 Transfer Binder] Fed. Sec. L. Rep. (CCH) 493,360, at 91,913-17.

25. 497 F.2d 1190 (2d Cir.), cert. denied, 419 U.S. 998 (1974).

26. It should be noted that the lawyer’s act of voluntary disclosure to the SEC was
not at issue in Meyerhofer. For the suit related to the lawyer’s subsequent action in
turning over the SEC affidavit to plaintiffs (who had independently discovered the
alleged nondisclosure) suing the lawyer’s former client in a securities fraud suit when
such plaintiffs included the lawyer as a defendant in such suit. The trial court had
granted an injunction against the lawyer from disclosing confidential information re-
ceived from his former client and had also dismissed the plaintiffs’ complaint because
the lawyer “had obtained confidential information from his client Empire which, in
breach of relevant ethical canons, he revealed to plaintiffs’ attorneys in their suit
against Empire.” Id. at 1194. The Second Circuit reversed, holding that DR 4-101(C)
(4) permitted the lawyer to make such disclosure to “defend himself against an ‘accu-
sation of wrongful conduct’ ” Id. at 1194-95. Although the earlier disclosure to the
SEC was not at issue, there would seem to be an implicit assumption that such conduct
was not wrongful in view of the court’s approval of the subsequent turning over of
the SEC affidavit to plaintiffs.

27. ABA, Summary of Action and Reports to the House of Delegates, 1974 Mid-
year Meeting, Summary of Action 3 (Feb. 4-5, 1974), See text accompanying n. 40
infra.
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received information “clearly establishing” that his client had perpetrated
a “fraud” on a “person or tribunal”®® “in the course of the representation”
of the client to disclose promptly such “fraud” to the “affected person or
tribunal” if the client refused or was unable to do so even if the information
had been received as a privileged communication.

More fundamentally, National Student Marketing spotlighted the fact that
representation of a corporate client involved in a crime or fraud often raises
complex questions for the lawyer not encountered in his representation of
an individual in a non-business context. Reflection reveals at least three
reasons why this is true.

First, in the usual case involving an individual, the distinction between an
intention to commit a future crime and a crime already committed is easily
made and the lawyer’s responsibilities are clear. If a client informs his lawyer
he intends to commit murder, the lawyer can—and I am certain in the view
of most lawyers, must—disclose such intention to the proper authorities.
On the other hand, if during the course of representation, the lawyer learns
that the client has committed murder in the past, such information is clearly
privileged and cannot be disclosed.?® In the corporate setting, failure to dis-

28. The ABA Code of Professional Responsibility defines these terms as follows:
(3) “Person” includes a corporation, an association, a trust, a partnership, and
any other organization or legal entity.

(6) “Tribunal” includes all courts and all other adjudicatory bodies.
Definitions, ABA Code of Professional Responsibility, supra n. 5, at 48.

It at least seems clear human beings are included in the definition of “person.” The
definition of “tribunal” appears to relate to entities involved in the process of adversary
decision making and thus can reasonably be deemed to exclude an agency such as the
SEC when it is not acting in a traditionally adjudicatory manner.

29. But see People v. Belge, 50 App. Div. 2d 1088, 376 N.Y.S.2d 771 (1975), aff'd,
41 N.Y.2d 60 (1976). The court did uphold invocation of the attorney-client privilege
by two lawyers who had not disclosed the location of the bodies of two murder victims
revealed to them by a client and were later indicted for violating a “decent burial”

statute and another requiring report of a death occurring without medical attendance.
However, it then went on to declare:

In view of the fact that the'claim of absolute privilege was proffered, we note that
the privilege is not all-encompassing and that in a given case there may be con-
flicting considerations. We believe that an attorney must protect his client’s in-
terests, but also must observe basic human standards of decency,

regard to the need that the legal system accord justice to the interest
and its individual members.

We write to emphasize our serious concern regarding the consequences which
emanate from a claim of an absolute attorney-client privilege. Because the only
question presented, briefed and argued on this appeal was a legal one with respect
to the sufficiency of the indictments, we limit our determination to that issue and
do not reach the ethical questions underlying this case.

50 App. Div. at 1088, 376 N.Y.S.2d at 772.
When faced with the problem of the lawyer’s obligation to disclose a “continuing
crime,” the position of the former ABA Committee on Professional Ethics and its

sucessor, the present ABA Committee on Ethics and Professional Responsibility, has
hardly been consistent,

ABA Comm. on Professional Ethics, Opinions, No. 23 (1930), held a fugitive
client’s whereabouts should not be disclosed by the lawyer even if the information

having due
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For example, in a securities matter, if the SEC view as evidenced in National
.S:tudent Marketing prevails, the lawyer may be subject to criminal prosecu-
tion,*? discipline under SEC rule 2(e),? an injunctive action by the SEC,3%
even a suit for damages as an aider and abettor under the federal securiti,es
laws®® if he does not disclose certain information. Yet the very disclosure
of‘ such information may require him to violate the applicable state attorney-
che.nt privilege and related DR, subjecting him to the threat of disciplinary
action by his state bar association and a suit for damages by his client.5”

. With the surfacing of the conflict between the lawyer’s duty to client and
his responsibility to others in National Student Marketing, there also came
not ux.maturally a flood of symposia and articles subjecting such conflict to
the microscope and macroscope of academic and practitioner analysis.?®

33, Uni ami : . X
(1964). nited States v. Benjamin, 328 F.2d 854 (2d Cir.), cert. denied, 377 U.S. 953

34. Such rule provides in part:

The Commission may deny, temporaril ivi

] ssi ny, y or permanently, the privilege of appear-
Ing or practicing before it in any way to any person wl;o is found gby the pClljom-
;msi(s_lon ?fter notice of a_nd op.portunity to for hearing in the matter . . . (ii) to be
acl fmg. in character or integrity or to have engaged in an unethical or improper
grboetf:;u:lrial go;xc:pct, ofr (iii) to have willfully violated, or willfully aided and
! e violation of any provision of the federal securiti

rules and regulations thereunder. fos faws . - or the

17 CF.R. § 201.2(e) (1976). Rule 201.2(g) defines “practice” to include * i
z‘avr;zldbelésnggin::u& tl;e Comnlxtiissi;x;'(’) givin)g the SEC a potent weapo‘rjle tht;?n::itlgg
ed ag e lawyer. Id. 1.2(g). See, e.g., Jo i
sponsibilities of Attorneys in Practice Before the SECé’: Disggi?rllzwrf’iofeifi‘;:déngnﬁe-
Rule 2(e) of the Qommission’x Rules of Practice, 25 Mercer L. Rev. 637 (1954) i
35. SEC v. Universal Major Indust. Corp., 546 F.2d 1044 (2d Cir. 1976); SI:ZC v
Spectrum, Lid., 489 F.2d 535 (2d Cir. 1973). The Spectrum holding that negligence
is sufficient to support an injunction is cited in Universal Major even though the United
States Supreme qurt in Ernst & Ernst v. Hochfelder, 425 U.S. 185 (1976) had, after
the Spectrum dec1§1on but before Universal Major was decided, held in a ,rivate
darr'lage action against accountants that scienter was required. Ho’wever in Unll?versal
Ma]or, the court also found that defendant had “acted ‘with knowledée or reckless
dlsrpgard of the truth’:” 546 F.2d at 1047 n.1 (quoting the unreported District Court
gg?sla(;n), thus. rendermg reliance ‘on the negligence ground ilnnecessary. Such foot-
the%‘ pesgr(l:l(:;nﬁﬁz il;v.;l'guage that can be read as casting doubt on the future viability of
36. However, for damages to be awarded against an iolati
securities laws, therq must be scienter. SEC v.g Bausch ;ttlc‘)gr::g, f?{ov?.laéﬁ);p OfIZtgg
;S.D.N.Y. 1976), citing Ernst & Emnst v. Hochfelder, 425 U.S. 185 (19765 The
roposed Fed'e'ral Securities Code places liability on knowing aiders and abe'ttor
Federal Securities Code § 1418 (ALI Tent. Draft No. 2, March, 1973) >
3. Zeiden v. Oliphant, 54 N.Y.5.2d 27 (Sup. Ct. 1945). ’ '

- A representative but by no means complete list would inclu i
Corporat_lo.n‘, .Bankmg and Business Law National Institute, Advisorfvl el‘oAﬂljzltlsge:rtri::t—of
Ilfesponstbt'lmes and Liabilities of Lawyers and Accountants Oct. 3-5, 1974, 30 Bus
Laz. Spsec1a1 Issue (March 1975); Expanding Responsibilities Under the ’Securities.

aws, (S. Goldberg, ed., N.Y.L.J. Special Conference, June 5-6, 1972); Bergadano
Developments and Perspectives in Attorneys’ Professional Liability Zé Fed’n Ins,
Counsel Q. 65 (1975); Cheek, Counsel Named in a Prospectus, 6 Rew,/. Sec. Reg 93§
(1973); Cheek, Professional Responsibility and Self-Regulation of the Secu}ities i.aw-
yer, 32 Wash. & Lee L. Rev. 597 (1975); Cohen, Wheat & Henderson, Professional
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Attempts were made to tesolve directly some of the problems raised by
such conflict. Perhaps previsioning National Student Marketing, the District
of Columbia had fashioned a solution easy for the lawyer to apply by adopt-
ing, on October 1, 1971, its own version of DR 7-102(B) (1) to be effective
April 1, 1972, that provided:

Reésponsibility—The Corporate Bar, in Practising Law Institute, Fourth Annual Insti-
tute on Securities Regulation 181 (1973); Cooney, The Implications of the Revolution
in Securities Regulation for Lawyers, 29 Bus. Law. 129 (Special Issue 1974); Daley &
Karmel, Attorneys’ Responsibilities: Adversaries at the Bar of the SEC, 24 Emory
L.J. 747 (1975); Evans, Disclosure Obligations of Lawyers Advising in the SEC Area,
31 Bus. Law. 468 (1975); Fraidin, Developments in Federal Securities Regulation, 30
Bus. Law. 313, 352-356 (1975); Freedman, A4 Civil Libertarian Looks at Securities
Regulation, 35 Ohio St. L.J. 280 (1974); Freeman, Opinion Letters and Professionalism,
1973 Duke L.J. 371; Fuld, Legal Opinions in Business Transactions—An Attempt 1o
Bring Some Order Out of Some Chaos, 28 Bus. Law. 915 (1973); Garrett, New Di-
rections in Professional Responsibility, 29 Bus. Law. 7 (Special Issue 1974); Goldberg,
Ethical Dilemma: Attorney-Client Privilege v. The National Student Marketing Doc-
trine, 1 Sec. Reg. L.J. 297 (1974); Goldberg, Policing Responsibilities of the Securities
Bar: The Attorney-Client Relationship and The Code of Professional Responsibility—
Considerations for Expertizing Securities Attorneys, 19 N.Y.L. Forum 221 (1973);
Johnson, supra n. 34; Karmel, supra n. 3; Koch, Attorney’s Liability: The Securities
Bar and the Impact of National Student Marketing, 14 Wm. & Mary L. Rev. 883
(1973); Landau, Problems of Professional Responsibility, in Practising Law Institute,
Sixth Annual Institute on Securities Regulation 191 (1975); Lawyers’ Responsibilities
and Liabilities Under the Securities Laws, 121 Colum. J.L. & Soc. Prob. 99 (1974);
Leiman, Responsibility to Report Securities Law Violation, in Practising Law Institute,
Sixth Annual Institute on Securities Regulation 265 (1975); Lipman, The SEC’s Re-
luctant Police Force: A New Role for Lawyers, 49 N.Y.UL. Rev. 437 (1974);
Lowenfels, supra note 23; Messer, Roles and Reasonable Expectations of the Under-
writer, Lawyer and Independent Securities Auditor in the Efficient Provision of Verified
Information: Truth in Securities’ [sic] Reinforced, 52 Neb. L. Rev. 429 (1973); Myers,
The Attorney-Client Relationship and the Code of Professional Responsibility: Sug-
gested Attorney Liability for Breach of Duty to Disclose Fraud to the Securities and
Exchange Commission, 44 Fordham L. Rev. 1113 (1976); Ruder, Multiple Defendants
in Securitics Law Fraud Cases: Aiding and Abetting, Conspiracy, In Pari Delicto, In-
demnification, and Contribution, 120 U. Pa. L. Rev. 597 (1972); Shipman, The Need
for SEC Rules to Govern the Duties and Civil Liabilities of Attorneys Under the Fed-
eral Securities Statutes, 34 Ohio St. L.J. 231 (1973); Small, 4n Attorney’s Responsi-
bilities Under Federal and State Securities Laws: Private Counselor or Public Servant?,
61 Calif. L. Rev. 1189 (1973); Sommer, The Commission and the Bar: Forty Good
Years, 30 Bus. Law. 5 (1974); Sonde, Professional Responsibility—A New Religion,
or the Old Gospel?, 24 Emory L.J. 827 (1975); Sonde, T. he Responsibility of Pro-
fessionals Under the Federal Securities Laws—Some Observations, 68 Nw. U.L. Rev.
1 (1973); Wozencraft, Policies and Procedures for Law Firms, in Practising Law
Institute, Sixth Annual Institute on Securities Regulation 221 (1975).

Comment, David v. Goliath Revisited: Will 10b-5 Become the Security and Ex-
change Commission’s Sling Shot Against Securities Lawyers?, 23 DePaul L. Rev. 737
(1974); Comment, SEC Disciplinary Rules and the Federal Securities Laws: The
Regulation, Role and Responsibilities of the Atiorney, 1972 Duke L.J. 969; Comment,
SEC v. National Student Marketing Corporation: The Extent of Attorney Liability, 46
Temp. L.Q. 571 (1973); Note, A New Ethic of Disclosure—National Student Market-
ing and the Attorney-Client Privilege, 48 Notre Dame Law. 661 (1973); Note, Client
Confidentiality and Securities Practice: A Demurrer from the Current Controversy,
8 Ind. L. Rev. 549 (1975); Note, The Duties and Obligations of the Securities Lawyer:
The Beginning of a New Standard for the Legal Profession?, 1975 Duke L.J. 121.
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(B) A lawyer who receives information clearly establishing that:
(1) His client has, in the course of the representation, perpetrated
a fraud upon a person or tribunal shall promptly call upon his client to
rectify the same,
(2) A person other than his client has perpetrated a fraud upon a
tribunal shall promptly reveal the fraud to the tribunal.3

.The House of Delegates of the American Bar Association sought to deal
with the language problem of DR 7-102(B)(1) in February 1974, by an
amendment adding the italicized phrase below:

(B) A lawyer who receives information clearly establishing that:

(1) His client has, in the course of the representation, perpetrated a
fraud upon a person or tribunal shall promptly call upon his client to
rectify the same, and if his client refuses or is unable to do so, he shall
reveal the fraud to the affected person or tribunal, except when the
information is protected as a privileged communication.*®

Although the pre-adoption history of such amendment available is ellip-
tical,** the House of Delegates of the American Bar Association on August
12, 1975, adopted a statement of policy regarding the ethical duties of
securities lawyers that emphasized the overriding necessity for “[tjhe con-
fidentiality of lawyer-client consultations and advice and the fiduciary loyalty
of the lawyer to the client,”42

In Novemb_er 1976, the New York State Bar Association narrowed the
disclosure requirements of the amended version of the ABA DR 7-102(B)
(1) still further. For in substituting the phrase “except when the information
is protected as a confidence or secret” for the phrase “except when the infor-
mation is protected as a privileged communication,”’*? the New York amend-
ment protects “secrets” as well as the “confidences” protected by the ABA

39. D.C. Code Encycl. app. A (West Supp. 1976-77).

40. Such amendment was first proposed at the 1973 Annual Meeting of the American
Bar Association but was not adopted at such meeting. ABA Summary of Action and
Rgports to the House of Delegates, 1973 Annual Meeting, Report of the Standing Com-
mittee on Ethics and Professional Responsibility 7 (Aug. 6-8, 1973).

41.‘ "ljl}e Report of the ABA’s Standing Committee on Ethics and Professional Re-
sponsxbllxt_y.concerning this amendment which was its proposal 3 to “Other Proposed
nge Revisions” states simply that proposal “3 . . . result[s] from problems we found
with the . . . Code [of Professional Responsibility] in the course of our normal work.”
ABA,. supra n. 27, Report of the Standing Committee on Ethics and Professional Re-
sponsibility 11,

42. Federal Criminal Code, Amnesty, Gun Control, Bank Secrecy are Debated by
the House of Delegates, Lawyers, Clients and Securities Laws, 61 A.B.A. J. 1079, 1086
(1975). See also Report by ABA Comm. on Counsel Responsibility and Liabilit)ll The
Co:?g of Professional Responsibility and the Responsibility of Lawyers Engaged i,n Se-
curities Law Practice, 30 Bus. Law. 1289 (1975). )

43. Memorandum from Frederick C. Stimmel, Counsel, New Yor
sociation, (Nov. 18, 1976). , sel, New York State Bar As-
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CPR attorney-client privilege.** At the same time, it also codified the inter-
pretation of the term “fraud” rendered in ABA Opinion No. 341 by adding
the following definition:

(9) “Fraud” means conduct which involves an element of scienter,
deceit, intent to mislead, or knowing failure to correct misrepresenta-
tions which can be reasonably expected to induce detrimental reliance
by another person, but does not include conduct lacking these elements,
although characterized as fraudulent by statute or administrative rule.*®

Of course, the very existence of the District of Columbia variant, and the

44. See ABA Code of Professional Responsibility DR 4-101(A) (1975), in text ac-
companying nn. 5 & 6 supra.

45. Also, we believe that it is inconsistent with the lawyer’s confidential relationship
with his client to impose at the same time a duty to evaluate the client’s confidences
to determine whether the level of evidence of “fraud” has ben reached that would re-
quire disclosure of such confidences. The lawyer’s problem is not lessened, in this re-
spect, by interpreting fraud in DR 7-102(B), as we do, as being used in the sense of
active fraud, with a requirement of scienter or intent to deceive.

ABA Comm. on Professional Ethics, Opinions, No. 341, at 5 (1975).

46. Memorandum from Frederick C. Stimmel, supra n. 43.

An initial report of the Special Committee to Review the Code of Professional Re-
sponsibility of the New York State Bar Association had recommended that DR 7-102
(B) (1) be amended to read:

A lawyer who receives information clearly establishing that:

(1) His client, in the course of the representation has perpetrated, is perpe-
trating or intends to perpetrate a fraud related to the subject matter of the
representation upon any person or tribunal, shall promptly call upon his client
to rectify the same if the fraud has been perpetrated, or to refrain from the
same if the frand is in progress or is intended. If his client refuses or is unable
to do so, the lawyer shall in a matter pending before a tribunal, with its per-
mission if required by its rules, withdraw from the representation and in other
matters shall withdraw from the representation.

N.Y. State Bar Ass’n., Special Comm. to Review the Code of Professional Re-
sponsibility, Provisions Relating to Confidences, Secrets and the Duty of Diligence to
the Client 9 (April 8, 1975).

In personal correspondence, Professor Gray Thoron, Chairman of Special Commit-
tee to Review the Code of Professional Responsibility of the New York Bar Association
has suggested amending DR 7-102(B) (1) and adding a new DR 7-102(C) as follows:

(B) A lawyer who receives information clearly establishing that:

(1) His client has, in the course of representation, perpetrated, or is per-
petrating or intends to perpetrate a fraud related to the subject matter of the
representation upon any person or tribunal, shall promptly call upon his client
to rectify the same if the fraud has been perpetrated, or to refrain from the
same if the fraud is in progress or is intended.

(C) Where the client refuses or is unable to rectify a past fraud or to refrain
from a continuing or future fraud after being called upon to do so under DR
7-102(B) (1), the lawyer may reveal the fraud to the affected person or tribunal,
or take such other action as is necessary to rectify a past fraud or to prevent a
continuing or future fraud.

The effect of such amendment and addition would be to meld the District of Co-

lumbia variant of DR 7-102(B) with a discretionary authority in the lawyer to reveal
the past fraud should the client be unable or unwilling to rectify it.

5]
4
1
:
£
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AB{& and New York State Bar Association amendments, of the original
version of ABA CPR DR 7-102(B) (1) may support the argument that
lawyers subject to the Disciplinary Rules of the majority of jurisdictions that
still retain the original ABA version*" are required to disclose a past fraud
! where a client is unable or refuses to do so. This in turn would raise the
} apparent anomaly that a past “fraud” must be revealed whereas the lawyer
- may have some discretion in not revealing the intention to commit a future
f‘crime.” It is even conceivable that in a multi-state corporate transaction
. invplving a lawyer admitted to the bars of two states with conflicting versions
; o.f DR 7-102(B) (1% compliance with the rule of one state might submit
him to the threat of discipline for breach of the conflicting rule in the other!

\.  Cast adrift in this sea of general propositions, some conflicting, some

abstruse, some ambiguous, the lawyer still must chart the proper course in
a variety of concrete cases, ’

Fortunately from the lawyer’s viewpoint—and correspondingly unfor-
tunate from that of the client—we are dealing here only with those cases
where the client’s conduct admittedly involves a “crime” or “fraud.” This
ellr.ninates the difficult judgmental process of determining whether the client
action or inaction in question constitutes a “crime” or “fraud.” On the other
hand, it does require the lawyer to face up squarely to the disclosure problem
he might otherwise avoid on the assumption such action or inaction was not
of a certainty a “crime” or “fraud.”

From this point on, I shall use “crime” and “fraud” as synonyms even
while realizing that in DR 4-101(C)(3) and DR 7-102(B) (1) and for
certain other purposes they may be distinguishable from each other. I do
so because it seems to me that in the corporate and securities areas, some-
thing actionable as a “fraud” will almost always constitute a “crime” as well.
Especially is this so since the interpretations given to the term “fraud” in
{\BA Opinion No. 341,*8 its definition in the New York State Bar Associa-
t10n’§ amendment of DR 7-102(B) (1)*® and the Hochfelder decision®® all
require an intent to deceive, manipulate, or defraud. And if such intent is
present, some crime will also almost surely be involved.

But even assuming the past, present or future existence of crime or fraud
anc.1 the exclusive applicability of the amended ABA version and interpre-
tation of DR 7-102(B) (1), the lawyer’s proper course of conduct still
cannot be set on automatic pilot. For surely his duty to disclose ought to
bear some relationship to the seriousness and the effect of the offense.

47. The records of the American Bar Association indicate th
) ; at only Ark:

Colorado, Connecticut, Maine, Nebraska, New Jersey, South Dakota, Te}xlmesrsezn::sé
x_etgmgntRhad la;d’c[{pted tlge ABA version as of March 21, 1977. Telephone interview

i . Russell Twist, Director of Department of Professional 1
Bar Association (March 21, 1977). tonal Standards, American

48. See n. 45 supra.

49. See n. 46 supra.

50. See discussion nn. 35 & 36 supra.

[ —
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For example, a corporation that knowingly intends to include potential
carcinogens in a widely-used drug without warning and a corporation that
intentionally proposes to disregard an applicable state “blue sky” law in
selling 50 shares of stock to a resident of that state are both probably com-
mitting a “crime.” Yet good sense tells us that the “may” of DR 4-101(C)
(3) cries out to be read as “must” in the drug case and that the discretion
provided in the word *‘may” should permit the responsible lawyer not to
disclose the “blue sky” law violation. Thus, the “crime is a crime is a crime”
rationale aids the lawyer little in deciding whether he should disclose in a
particular case.

However, any attempt to provide fast rules for the types of crimes that
must be disclosed will very likely go the way of most fast rules—that is,
they will include some that good judgment would exclude and vice versa.

One could attempt to distinguish between crimes mala in se and crimes
mala prohibita. But without guidelines for distinguishing between the two,
this is still not likely to provide a sure answer. Yet the distinctions usually
made are not of much practical use. For example, one distinction commonly
made between the two is that a crime malum in se is wrong in itself or inher-
ently evil whereas a crime malum prohibitum is wrong only because of pro-
hibitory legislation.?* And yet some statutory crimes have been held to be
mala in se®>—and most would agree others ought to be. To say that “gen-
erally a crime involving ‘moral turpitude’ is malum in se, but otherwise is
malum prohibitum”>® affords the lawyer no sure polestar; to say that “crimes
which are dangerous to life or limb are likely to be classified as mala in se,
while other crimes are more likely to be considered mala prohibita”** simply
shifts the debate to what is “dangerous to life or limb.” In sum, as a crim-
inal punster might have it, one malum’s se is another malum’s prohibitum 5%

Since we cannot prepare a checklist of intended crimes that should be
disclosed, it seems fair to suggest that the lawyer’s obligation to disclose will
turn not only on the nature of the crime, but also on the balancing of other
factors: the effect its disclosure would have on the well-being of the corporate
client, the effect its commission or disclosure would have on third parties and
whether third parties are reasonably relying on the lawyer to protect their
expectations.

For purposes of the following discussion, I am assuming the past crime
or fraud has been committed or perpetrated by the lawyer’s client during
the course of the lawyer’s representation of the client,* that its commission

51. W. LaFave & A. Scott, Jr., Handbook on Criminal Law 29 (1972).

52. Id.

53. 1d.

54. Id. ‘

§5. For a thought-provoking series of life-like hypotheticals illustrating the possible
gradations of crimes, see Kaufman, supra n. 29, at 113-15.

56. The ABA Code of Professional Responsibility seems to be silent concerning the
responsibility of the underwriters’ lawyer who discovers the perpetration or commis-
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or perpetration would subject the client to significant liability to third parties

-if disclosed, that its disclosure would have significant impact on third parties
and that compliance with the ABA CPR would not only protect the lawyer
against legal liability but discharge his other responsibilities as a professional
person.®*” Even after making these assumptions that narrow the area of con-
sideration considerably further, problems in the disclosure area still exist.
Since they illumine those problems the lawyer is most likely to face, I shall
for the most part use securities area examples although the same dilemmas
will undoubtedly arise in other corporate areas.

A. INTENTION TO COMMIT FUTURE CRIME

Let us commence with the easiest—if most unlikely—case first, one un-
related to the securities field. A client informs its counsel of an intention to
bribe United States government officials to obtain an important contract.
Despite counsel’s attempts to dissuade management and the board of direc-

" tors from so doing, a firm decision to proceed is made. At that point, I would

read the “may” of DR 4-101(C)(3) to mean “ ’ requiring counsel to
disclose the information to the proper government authority and ABA Opin-
ion 314 would seem to support this position.’® Whether resignation of any

sion of a past fraud or crime by an issuer from whom the underwriters propose to buy
or have bought securities for subsequent resale to the public. He would undoubtedly
reveal that information to his client, the underwriters, and nothing would appear to
prevent that. If the discovery were made before the transaction was consummated, it
seems certain the underwriters would insist on disclosure as the price for consum-
mation. If the issuer refused to disclose and the underwriters withdraw, to be replaced

. by another group ignorant of the past crime or fraud, the first underwriters’ lawyer

would seem to have no duty to make the disclosure himself. DR 7-102(B) (1), re-
quiring disclosure, is inapplicable since the lawyer’s client, the first underwriters, had
perpetrated no fraud. DR 7-102(B)(2) is also inapplicable since the mandatory dis-
closure provision for frauds perpetrated by persons other than one’s client applies
only to those perpetrated upon a tribunal. Moreover, the first underwriters’ with-
drawal from the proposed transaction would seem 1o end their involvement. Hence,
even if a successor group of underwriters proceeded with the sale without the re-
quired disclosure, the first group would not seem to have any intention to commit
a future crime; thus, DR 4-101(C)(3) permitting disclosure of the intention of a
client to commit a crime would not apply.

If the underwriters’ lawyer discovered the past crime or fraud while sales of se-
curities were still being made in reliance on the fraudulently misleading registration
statement, he would doubtless urge his client to disclose in order to limit his client’s
liability. If the underwriters refused to do so, then it would appear the problems of
the underwriters’ lawyer would be the same as those of counsel for the issuer, dis-
cussed in the text accompanying nn. 74-75 infra. For duties of underwriters’ counsel
generally, see Henkel, Liability of Counsel for Underwriter, 24 Bus. Law. 641 (1969).

57. Of course, U.S. v. Simon, 425 F.2d 796 (2d Cir.- 1969), cert. denied, 397 U.S.
1006 (1970) is a warning that compliance with applicable professional standards may
not insulate a party even from criminal prosecution if a court finds such standards toa
low. In which event, a fortiori, civil liability might be imposed even though such
standards were met.

58. This Opinion dealing with a lawyer’s duties in his practice before the Internal
Revenue Service states: '

Nor does the absolute duty not to make false assertions of fact require the dis-
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. N
further representation should also occur is probably academic. That would *,
probably be forced by corporate action with laser-like speed.®

B. TERMINATED PAST CRIME OR FRAUD SIMPLE

‘Next, suppose that in the course of his general representation of a cor-
porate client, a lawyer discovers or is informed of a past but now terminated
corporate crime or fraud that the client refuses to disclose. stclos.ure l')y
him would not be warranted at that time. DR 4-101(C) (3) permits dis-
closure only of the intention to commit a future crime and DR 7-102(B) (1)
would regard the past fraud as a privileged communication. Of course, s'uch
crime or fraud should be revealed to the appropriate management officials;
if management refuses to make disclosure itself or disclose it .to the. boa{d
of directors, the lawyer should lay it before the board. At which point, his
duty ends.

C. TERMINATED PAST CRIME OR FRAUD WITH FUTURE
SECURITIES LAWS CRIME IMPLICATIONS

" (i) Period before filing of registration statement '

Assume that having knowledge of such terminated past crime or fraud
by virtue of his representation of a client, the lawyer is later asked to l?elp
prepare a Securities Act of 1933 registration statement so tha}t such client
can sell additional common stock. Let us also assume the crime or fra}ld
is one requiring disclosure under the Securities Act of 1933 or the Sgcuritles
Exchange Act of 1934 and that management and the board of ;chrectors
refuse to make disclosure for fear the corporation would be s.ubjected- to
liabilities that might otherwise not arise. On the one hand, the. information
is privileged; on the other, the intention to violate willfully either of suc.h
Acts evidences an intention to commit a future crime® that the lawyer is

closure of weaknesses in the client’s case and in no event does it require the dis- >>

closure of his confidences, unless the facts in the attorney’s possession indicate
beyond reasonable doubt that a crime will be committed.

ABA Comm. on Professional Ethics, Opinions, No. 314, at 691. (196_5 ) (empha51.s
added). It could logically be read to require the disclosure of the intention to commit
a crime, no matter what the countervailing reasons fqr nond1§closurs, at “‘I‘thh poxpt
I would invoke the Emersonian apothegm about “foohsh_cons1st§ncy and hob.goblm
of little minds” as a rebuttal when faced with an appropriately different set of circum-
staglg‘e S(.Z)f course, resignation, usually unpleasant at worst for outside cqunsel, rises to |
the level of crucial life choice for inside corporate coupsel. To sacrifice tk'xe frmtsl
(both present and future) of a carecer devoted singlemindedly to the affairs of a;

single client has perhaps even the slight flavor of Greek tragedy. But given the same [~

circumstances I see no way one can avoid the same decision, individually hf:art-J|
rending though it may be. See Leiman, supra n. 38, at 289.
60. § 24 of the Securities Act of 1933 provides:

Any person who_ willfully violates any of the proYis.ions of this subghapter, or
the rules and regulations promulgated by the Commission under authority t‘hereof,
or any person who willfully, in a registration sgatement filed }mder this sub-
chapter makes any untrue statement of a material fact or omits to state any

Y

P P
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permitted to disclose under DR 4-101(C) (3). One thing would seem clear:
the lawer should not work on the registration statement. But is there als(;
an obligation to resign from general representation of the client or to dis-
close? And if there is a duty to disclose, to whom is it owed?

After all, it is a past, non-recurring crime or fraud and the corporation’s
reason for refusal to disclose it is premised to be protection of its present
and future shareholders, a not unreasonable position. DR 4-101(C) (3) ap-
pears to give the lawyer discretion whether to disclose the intention to c'omnﬁt
a futur.e crime.®! Since the corporation’s reasons for nondisclosure are ra-
tional if not correct and assuming general representation does not require
entangle.:ment with the past crime or fraud, I think the lawyer should neither
be required to resign the general representation nor to make disclosure to
tl;etSEC or the dtrading public since he has assumed no public role in respect
of the proposed registratio i i i i
Vreasonablyphave‘ e Sed_ n statement on which the investing public could

. A nettlesome problem is raised if the corporation decides to proceed with
different counsel representing the client in the preparation of the registration
statement. As an experienced practitioner has put it, if the registration state-
ment as distributed either in preliminary or final form contains no disclosure:

The first lawyer cannot tell from the document whether the new 1awyer
has been smarter than he and figured out some way to get around the
problem, or whether he simply does not know about it. My conclusion

s is that the first lawyer does nothing although I have . . . trouble
with this conclusion. . , .62

Apart from the instinctive feeling that this somehow violates the philos-
ophy of the “game as it’s played” toward another member of the bar, this

mate{ial fact 'requir‘ed to be stated therein or necessary to make the statements
?here}n not misleading, shall upon conviction be fined not more than $10,000 or
imprisoned not more than five years, or both. ,

Securities Acts Amendments of 1975, Pub. L. No. 94-
mp 18 0 S O s e dronts R 0. 94-29, § 27(a), 89 Stat. 163 (amend-

§32(a) of the Securities Exchange Act of 1934 provides in pertinent part:

Any person who willfully violates any provision of this ch
regula‘txon_thereupder the violation ofywhich is made unlafw?llljlt e;; ?lieaggs;ruvl:ng;
of which is required under the terms of this title, or any person who willfull
and knowingly makes, or causes to be made, any statement in any applicationy
report, or document required to be filed under this title or any rule or regulatior:{
tl}ereupder or any undertaking contained in a registration statement as pro-
v1ded' in sqbsect{on (d) of [§]178 O of this title . . . which statement was false
or misleading with respect to any material fact, shall upon conviction be fined
not more than $10,000, or imprisoned not more than five years, or both, . ..

ld. §§ 23,2 ( ), S t. 162'63 (amendmg . .C. § .
61. But see [\BA Comm. on PIOfeSSlO al Ethlc O ons, No 314 96 -
n S, pini N . 1 (1 5), dlS

62. Leiman, supra n. 38, at 278. Such conclusion i
Professional Ethics, Opinions, No. 268 (1945). ion fs supported by ABA Comm. on

Corporate Client’s Crime or Fraud - 1413

conclusion seems sound. Although the shareholder who purchases stock in
reliance on the registration statement would presumably have paid less had
the past crime or fraud and attendant liabilities been disclosed, if such crime
or fraud is subsequently discovered, such purchasing shareholder may at
least have remedies under the sections 11, 12 and 17.(a) of the Securities Act
of 193368 and section 10(b) and rule 10b-5 of the Securities Exchange Act
of 1934.6¢ '

Certainly, if successor counsel inquires as to the reason for the first lawyer’s
resignation, the latter should at least indicate that privilege prevents him from
speaking. That may well trigger the successor’s ferreting out of the past crime
or fraud himself. In which case, the information would not be privileged
under DR 7-102(B) (1) since the fraud would not have been perpetrated
“n the course of the [successor’s] representation” but failure to disclose
would constitute an intention to commit a crime that the successor could
reveal pursuant to DR 4-101(C) (3).

In this example, the original Jawyer would seem to have no relationship
with the trading public that later buys the securities in reliance on the mis-
leading registration statement. Hence, the discretion of DR 4-101(C)(3)
points toward nondisclosure.%5

(ii) Period between filing and effective date of registration statement

Even though it is unpalatable, if counsel insists on disclosure of the past
crime or fraud before the preliminary registration is filed, the corporation
at least has a choice, Hobsonesque though it may be. If it believes conse-
quences of the disclosure will be sufficiently harmful, it can refrain from
filing the registration statement.®® However, if a past crime or fraud is dis-
covered between the time of filing and the effective date and the corporation
wishes to withdraw the registration statement, it may have difficulty doing

63. 15 U.S.C. §8 77k, |, & q(a) (1970) respectively. .

64. 15 U.S.C. § 78j(b) (1970), and 17 C.F.R. § 240.10b-5 (1976) respectively.

65. Even under the exceedingly far reach of the rationale of Black & Co. v. Nova-
Tech, Inc., 333 F. Supp. 468 (D. Ore. 1971), this conclusion should still stand. In
that case involving the allegedly illegal sale of unregistered securities under the
Oregon Blue Sky Law, the court held the law firm, a partner of which had prepared
the legal documents necessary to complete the sale, subject to service since it had
authorized the issuer to include the law firm’s name in its annual reports used in con-
nection with the sale. In our example, there would be presumably no reference to the
original lawyer in any of the registration statement materials. In any event, the vitality
of the Black holding is in.some doubt in view of Adams v. American-Western Se-
curities, Inc., 265 Or. 514, 510 P.2d 838 (1973), a subsequent case decided by the
Oregon Supreme Court.

66. As pointed out by Small, supra n. 38, at 1224-25 nn. 113-14, even this option
may not be available where because of outstanding convertible securities or an agree-
ment with selling shareholders, it is necessary to keep an S-16 registration statement
current or where filings under the Securities Exchange Act of 1934 must be made.
Of course, since the S-16 is an abbreviated form, disclosure of the past crime or fraud
might not be required there even though disclosure would be required if an S-1 regis-
tration statement were used.
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~ so for SEC rule 477 permits such withdrawal only “if the Commission, find-

ing such withdrawal consistent with the public interest and protection of
investors, consents thereto” and requires that the request for withdrawal
“state fully the grounds upon which made.”s7
~ If the client refuses to disclose, should the lawyer resign his registration
statement representation? It is true DR 2-110(A)(2) provides that a lawyer
“shall not withdraw from employment until he has taken reasonable steps
to avoid foreseeable prejudice to the rights of his client”; it is also true such
withdrawal after distribution of the preliminary registration statement ma-
terial indicating the lawyer’s participation will probably be prejudicial to the
client. But the combined force of DR 7-102(A) (7) forbidding a lawyer
from assisting “his client in conduct that the lawyer knows to be illegal or
fraudulent,” DR 7-102(A) (8) also forbidding him from “knowingly en-
gagling] in . . . conduct contrary to a Disciplinary Rule” and EC 7-8 per-
mitting withdrawal in a non-adjudicatory matter where the client insists on
a course of conduct contrary to the lawyer’s advice even where no DR is
involved, should outweigh DR 2-110(A)(2) and dictate resignation. ®8
As a practical matter, if knowledge of the first lawyer’s resignation is
bruited about, the client may be hoist by its own petard. If, for example, an
investment analyst should ask why the first lawyer has resigned his repre-
sentation, the client can either (a) disclose (unlikely, since the original resig-
nation was caused by unwillingness to do so), (b) simply not respond (in
which event suspicions—if not hackles—may be raised), or (c) respond in
a partially or totally misleading manner. If the client’s response is misleading,
it seems reasonable that the first lawyer be permitted to disclose the true
reason for resignation on one of several grounds. First, that by its misleading
statement, the client has inferentially discussed the subject of the privileged
material, thus waiving the privilege;® second, that to allow the false state-
ment to gain public currency might make the lawyer an aider and abettor of

67. 17 C.F.R. § 430.477 (1976).

It is true that in Jones v. SEC, 298 U.S, 1 (1936), the United States Supreme Court
(Justices Cardozo, Brandeis, and Stone dissenting) upheld a registrant’s right to with-
draw a preliminary registration statement despite SEC objections. However, later
lower court cases upholding the validity of Rule 477 cast considerable doubt on the
Jones decision. See R. Jennings & H. Marsh, Securities Regulation 216-17 (4th ed.
1977).

68. Actually, DR 2-110(A)(2) taken as a whole can be read as merely requiring
that the resignation be effected in a manner that will give the client time to get ade-
quate substitute representation, So read, it would not give rise to any conflict with DR
7-102(A)(7) and (8) or EC 7-8. I cannot conceive that a lawyer would continue to
give an opinion as to the legality of the securities being issued while allowing another
lawyer to give a misleading opinion about the registration statement, an opinion re-
quired by the underwriters as a condition of closing. See text accompanying nn. 72-74
infra.

69. Cf. H. Drinker, Legal Ethics (1953), briefly discusses an analogous situation:

When a lawyer-client testifies in a disciplinary proceeding as to the advice given
him by another lawyer, the latter is free to testify as to what advice he actually
gave,

Id. at 134.
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the corporation;™ or third, if the reason assigned for the resignatiot.l casts
reflection on the first lawyer’s competence or integrity, he has the right to
disclose the true reason to protect himself.™

(iii) Post-effective period when trading in reliance on misleading regis-
tration statement continues

More difficult is the case where counsel, publicly identified in the registra-
tion statement as having rendered an opinion in connection with the sale of
securities, later discovers either a past undisclosed crime or fraud or that
the client had an intention to commit a future crime at the time the registra-
tion statement became effective where there is still trading in reliance on the
registration statement. Usually, there is a statement in the ‘Prospectus to tl}e
effect that “[tjhe legality of the [securities] offered by thlS' P.rospectus will
be passed upon for the Company by Messrs. . . .” Such opinion, addressed
to the corporate client and filed as Exhibit 6 to the S- 1. registration state:ment
typically states that based upon examination of certa{n matferl'c.lls,‘ tl?e issuer
is duly organized and existing under the laws of a p-a_rtlcular ;uns‘dlctlon with
a specified authorized capital and that “the securities O}Jtstandln'g are, and
those to be sold pursuant to the registration statement will be, vahdly'lssued
and outstanding, fully paid and nonassessable.””* Unless the past crime or
fraud related to the issuance of the shares itself, such opinion cguld prop-
erly be given even if there were material misstatements or omissions in the
registration statement.” .

However, the typical underwriting agreement usually requires, as a con-
dition precedent to the underwriters’ purchase of :fmd payment.for_ the se-
curities, that counsel for the issuer deliver an opinion to them stating such

counsel

does not believe that the Registration Statement or the Prospectus, on
[the] effective date [of such Registration Statement or .Prospectus] con-
tained any untrue statement of a material fact or omitted to state any
material fact required to be stated therein or necessary to make the
statements therein not misleading.

ral states have statutes providing that voluntary testimqny on tt_le part of a ch.eqt
regs:r‘clieinag a particular comm\fnication or subject will result in a wal(;'ert oi tttx'ef prg\rel;
lege on that matter so that the attorney may, or may be compell; s to§ 2252 ; y.
generally C. McCormick, supra n. 8, at § 93; 8 J. Wigmore, supra n. 8, a .
. n. 33-36 supra.

;(1) Sl‘)eizcrllosure on th!ijs basis may be supported by the analogy of DR 4(—11(f)1(dCil§4)
permitting the lawyer to reveal “[clonfidences or secrets necessary . . . to de etn” Al};rz
self or his employees or associates against an accusation of wrongful conduct.

Code of Professional Responsibility DR 4-101(C)(4) (1975). o . .

72. Except in a jurisdiction like New York where under certain C}ficums ancc:an
shareholders may be liable for specified corporate debts such as unga6130“2;;vg[esl,( _1_
which case an appropriate exception is included. N.Y. Bus. Corp. Law cKin

. 1976). ) o
ne}7l31.9163?11ﬁ‘),s;;§§nes, GZ)rdon & Kjellenberg, Legal Opinions to Th_zrd Parties in Cor-
porate Transactions, 32 Bus. Law. 553, 569 (1977).
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. SI.ICh c.lo.sing opinion usually also includes a statement to the effect that
RThlS opinion is furnished by us, as counsel for the Company, to you as
thﬁ;psr:‘f:zlatxjﬁise;)va rtiltlzr:’e:,,veral Underwriters and is solely for the benefit of
'In these circumstances, does the lawyer have any obligations to the under-
writers or t.he purchasing shareholders when he later discovers the existence
of a past crime or fraud, the issuer’s nondisclosure of which in the registrati
statement can be viewed as an intention to commit a future crime"g .
}Bf:for? trying to answer this question, two facts must be noted .'First the
opinion itself is still correct; for at the time of its delivery, the ia er’ did
not kl?ow——and we posit he could not reasonably have knox;n-—thgg wasla
material omission in the registration statement. Second, he could not—and
would not-—have delivered the opinion, a condition precedent for selli
of the s’ecurities, had he known of such material omission. e
. One’s response to the above question depends largely on whom the lawyer
is regar'ded as representing. Although the underwriters are clearly not CliC?ltS
of ‘th.e 1ssue‘r’s counsel in any traditional sense, they certainly relied on the
opinion of 1s’suer’s counsel in purchasing the issuer’s securities and for that
;gason Issuer’s counsel may owe 2 duty of disclosure to the underwriters.™
ince th§ Issuer can be charged with knowledge that his counsel would never
have delivered the opinion had he known of the material omission, it seems
unfeasonable for such issuer to prevent its lawyer from notifyin tl’xe d
writers of such omission after the client has refused to do so 'lg'he Iaun ef—
filsclo.sure vYould also seem to be permitted by DR 4-101 ()] (:’;) sinc:t}llleerres
IS an Intention to commit a crime under the securities laws. As, a practical
matter, if such material omission is revealed to the underwriters gle w"‘Il
p'rot‘>ably wish to disclose it publicly in order to eliminate an o;s'b'l)" :
liability they might otherwise have. Y possibily of
But if for some reason the underwriters do refuse to disclose, then the law.
yer must decide whether he has the obligation to notify thé SEC bl'~
purchasers of such securities or the trading public. P
. The traditional view is that the lawyer is an advisor or advocate for the
issuer ?nq owes no duty to persons who have purchased or may purchase
securities in reliance on the misleading registration statement.” And certainl
the intendment of the closing opinion, stating it to be “‘solely for the beneﬁ{

pu’r/:t.la’sl;lieisvigycﬁ\txrglose c?f'tl)a\lr(ing tlée opinion of issuer’s counsel addressed to the
¢ privity knot. Commonly, the purchasers also hav i
: e | , e the
:lc]):rt}:eé,o sgge lml negotiation of terms I doubt that many persons would thinli1 tllia?v;sn
§ representing anyone other than the issuer. On th i
by the opinion, however, the relationshi i counsel and 1he purate
, s ship between issuer’s counsel and th
may be one of attorney and client. Shi Tootnote omitiady.
0 . pman, supra n. 38, at 241 (footnot i s
see also id. at 241 n, 30. For a discussion of i ! ent of T
1 n. 30, ) the interplay of the Resrar
anf/isposs1ble securities laws liabilities, see Small, supra n. 38, at 1233-3226?32/‘ Torts
. See, e.g., Karmel, supra n. 3, and Lipman, supra n. 38. ’ '
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of the several Underwriters,” is to eliminate privity between issuer’s counsel
and public purchasers or the trading public.

On the other hand, the requirement that issuer’s counsel deliver the closing
opinion containing the above-quoted comfort language about the registra-
tion statement is also found in the typical underwriting agreement. And that
is a public document, being filed, for example, as Exhibit 1 in a Form S-1
filing under the Securities Act of 1933. From this, one can reasonably argue
that public purchasers and the trading public did in fact rely on the existence
and truth of the opinion at the time they purchased the securities even though
the clean closing opinion delivered to the underwriters included the limiting
language quoted above. If that is so, should not they be entitled to be in-
formed of this, having purchased or traded in reliance on the misleading
registration statement?

It would seem that Fischer v. Kletz,”® although dealing with accountants’
duty of disclosure, supports this view. There, accountants who had certified
a year-end balance sheet and related income statement subsequently dis-
covered that figures contained therein were substantially misleading, but
failed to make disclosure of this. The court held that plaintiffs, suing for
damages because of reliance on the erroneous financial statements, had
stated a cause of action under both the common law and rule 10b-5.

Even though the lawyer’s initial duty of investigation of factual matters
is different from that of an accountant, I think Professor Morgan Shipman

is correct when he argues:

[O]nce there is knowledge of a material defect in the portion of the dis-
closure document passed upon by the [lawyer], it seems artificial and
decidedly contrary to the purposes of the securities laws to treat the
attorney differently from the accountant. Conceiving of the lawyer as
counsel to shareholders and prospective shareholders for purposes of
determining his duties to the trading markets is, therefore, a distinct

possibility.™

If the public purchasers and the trading public are limited purpose clients
of issuer’s counsel, discovery of a fraud perpetrated upon them should not,

76. 266 F. Supp. 180 (S.D.N.Y. 1967). It should be noted that Ultramares Corp. v.

Touche, 255 N.Y. 170, 174 N.E. 441, (N.Y. 1931), although denying a third party

relief for an accountant’s negligence in preparation of financial statements, stated that

such holding “does not emancipate accountants from the consequences of fraud.” Id.
at 189, 174 NLE. at 448, See also Rusch Factors, Inc. v. Levin, 284 F. Supp. 85 (D.R.L
1968) where the court in dictum indicated it might not follow Ultramares even in
respect of an action alleging only negligence. )

77. Shipman, supra n. 38, at 262.
Such cases as Gold v. DCL Inc., 399 F. Supp. 1123 (S.D.N.Y. 1973) and Wessel

v. Buhler, 437 F.2d 279 (9th Cir. 1971), holding that accountants are not subject to
rale 10b-5 liability for mere possession and nondisclosure of material facts in respect
of financial statements in which the accountant has not issued an opinion or publicly
certified, indicate there would be a duty to disclose had there been public reliance on

the offending statements.
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under the rationale of Garner v. Wolfinbarger, be privileged.?® Hence, under
DR 7-102(B) (1) the lawyer’s duty would require him promptly to “reveal
the fraud to the affected person”—here, the public purchasers and the trading
public. Certainly, disclosure to the SEC, as agent for them, should satisfy the
requirement that the disclosure be made to the “affected person” and would
be far more effective than any personal attempt to disseminate it publicly
the lawyer could likely make, be it at 2 a.m. from a front stoop in George-
town or by more conventional means,

(iv) Lawyer’s responsibility to disclose terminated crime or fraud if
nondisclosure constitutes intention to commit future crime where
no opinion is involved

Perhaps the most difficult case facing the lawyer occurs when, in his gen-
eral counseling of a corporate client (as contrasted with the instance in which
the public may be reasonably thought to be relying on his specific opinion),
the crime or fraud has occurred in the past and there is assurance it will not
recur but the failure to disclose constitutes a continuing crime. For example,
he helps in the preparation of a Form 10-K, knowing that if the corporation
willfully fails to disclose a particular past crime or fraud, such failure to
disclose constitutes a separate crime under Section 32(a) of the Securities
Exchange Act of 1934.7® Here the corporation does not even have a Hob-
son’s choice: it must file the 10-K. But there also exist difficult if not impos-
sible cost-benefit trade-offs to weigh. For example, revelation of a prior anti-
trust violation might permit tens of thousands of customers to recover a few
dollars apiece while jeopardizing the corporation’s capacity to continue in
business to the far more direct detriment of employees, suppliers, share-
holders, and perhaps even present customers. Again, where disclosure of a
crime or fraud permits certain security holders to receive payment from the
corporate treasury, it will be at the expense of other security holders who
may be fully as innocent as those recovering. The weighing of such conflicting
considerations may be fit grist for the maw of a computerized Solomon; but
it is not within the proper decisional province of the lawyer, Nestor-like (to
switch epochs) though he may be in other respects.

From which I conclude that where the crime or fraud is past and non-
recurring, management and the board of directors has made a good faith
decision not to disclose to protect the corporation and the lawyer’s opinion
is not being relied on by the public, then the lawyer should neither be required
to disclose nor to resign his representation. It should also follow that he
ought not to be liable as an aider or abettor if the corporation is later found
guilty for not having disclosed.8°

78. Such a result has already been forecast by Professor Shipman, Shipman, supra
n. 38, at 256-57 & n. 99.

79. See n. 60 supra.

80. Inclusion of the lawyer's name as counsel for the corporation in its annual re-
port or the fact that he is generally known to be its counsel should not alter this resuit.
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ME OR FRAUD
D. COMMISSION AND DISCOVERY OF CRI
AFTER EFFECTIVE DATE OF REGISTRATION STATEMENT
WHEN TRADING IN RELIANCE THEREON CONTINUES

If a crime or fraud should both occur and be discove;eq aftfer a reglstrfl-
tion statement has become effective but while the publxc; is still trading 1;:
reliance thereon, the rationale of SEC v. Manor Nyrsmg Cen.ters, Inc'.h
dictates that supplementary material or an up-dated stlcj,ker-be dehvefre}cll wsl:; :
the prospectus in order to prevent liability under section 17(a) o tAc:t .
curities Act of 1933 and rule 10b-5 under the Securities Exchange Act o

82 '
19%1 lawyer, whose clean closing opinion was accurate wh.en delivered, \Lfll}
have no difficulty in persuading the issuer to prepare and deliver such matﬁrla
as soon as possible in order to limit its liabl!lty to t_hose persons who ?tve
purchased its securities in reliance on the original reg}stratxon stateme‘ntla eé
the subsequent crime or fraud should have been dlSCOVGICle and disclose
unless the disclosure of the crime or fraud would expose t.he issuer tq great}c:r
liability than it would incur for violation of the se.curlt.les laws. Sl;cet_t ee
original registration statement was accurate at the t.lme it becarze effec 1\Irn g
those persons purchasing before the subsequent' crime or fraud was cczl :
mitted would have no cause of action for registration statement nondis-
CIOISEIE-IC event the issuer is unwilling to disclose, th'e lawyer’i o'blxgat¥on
should be the same as those set forth in the “Post-effective period” discussion

in C(iii) above.

CONCLUSION

From the previous discussion, it seems apparent t.hat the lawyer’s' 1(iut%rt to
disclose—or not disclose—his corporate chent.’s crime or fr‘aud.wll1 often
require a nice weighing of a number of. competing Fons@eraﬂ;ms, t z;: evrelx;
after such weighing, the decision m}&lly Ztﬂl_ l?e exquisitely difficult to make a

ith risks whichever way the decision goes. ‘
fra;-llgol:;;:, one general principle and an exceptiox} to it do. suggest th:r:;
selves. In the great majority of instances, the lawyer’s obligation to k;:res r‘u
his client’s secrets and confidences will be paramount..However, t ere‘ w;o
be exceptional occasions where the lawyer’s transactional presence is

R N T e 20 08 S B
i -to-fact condition , s A
is good law (a Greek contrary-to-fact c W), i s T
le. For in Black, delivery of the annual rep in whi 1
ir:&so:;p?;?::]p;as a sine qua non for sale of the securities whezeas it is pot in the
ordinary trading situation.
.2d 1082 (2d Cir. 1972). . )
gé gzg Sl;izp(inan, su;(zra n. 38, at 260 for the proposition that the court eried 1;103;32
holdi}lg it to be a violation of Section 5 of the Securities Act of 1933 not to p

such supplementary material.
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pub}ilc and crucial t}aat third parties can reasonably be thought to rely on
lil:i:ngpresenci; asd ebwdence that reasonable third party expectations are not
Jeopardized by the client’s concealment i
diz of crime or fraud. I h i
stances, statistically few in numbe lose should
r I suspect, the duty to disclo
' 1 I se shoul
control, disclosure of the client’s confidence of secret notwithstanding ‘

Supplemental Remarks by Professor Hoffman:

~ SINCE TIME is passing quickly, let me be brief. In one sense, I have an easy

assignment since I can shortcut a good part of today’s discussion by assum-
ing that a corporate crime or fraud has been or will be committed, thus
eliminating the usually protracted factual debate on that issue. Moreover,
Loeber Landau has made the task still easier by limiting my discussion to the
non-litigation context, thus reducing the scope of the problem further.

However, there is a trade-off. For given the existence of past or future
corporate crime or fraud, responsible corporate courisel cannot avoid facing
up to the issue by concliading that management’s resolution of the problem
can be accepted since reasonable persons could disagree as to its existence
and counsel is not an expert.

Moreover, consideration of crime or fraud in the non-litigation setting
raises at least three problems the lawyer does not ordinarily face in dealing
with the discharge of his responsibilities under the ABA Code of Professional
Responsibility.

First, as Frank Wheat mentioned this morning, the Code deals primarily
with the lawyer as advocate and with the adversary relationship; but in the
non-litigation, corporate context, the corporate lawyer is more often a coun-
selor than advocate and there may be no adversary in the usual sense of the
term. Moreover, the corporate lawyer typically has a continuing relation-
ship with the client, often extending over a long period of time, rather than
the one-shot advocate representation that the Code primarily concerns it-
self with. All these factors give raise to problems not found in the usual
lawyer-as-advocate representing his client in an adversary relationship.

Second, the representational simplicity presented where the lawyer owes
his loyalty to a single client may disappear in certain corporate situations
where obligations may be owed to others as I will mention in a minute.

Third, in the corporate, non-litigation setting, the failure to disclose a
past crime or fraud may involve the commission of an additional crime in
contrast with the usual criminal case where the lawyer simply represents a
client who has already committed a crime that involves no future crime
aspects. This duality gives rise to potential conflict between the lawyer’s duty
to disclose and his obligation to maintain the confidentiality of information
relating to his client.

The ABA Code of Professional Responsibility itself sets different stan-
dards for disclosure of past frauds and the intention to commit a future
crime, DR 4-101(C) (3) giving the lawyer discretion to disclose the inten-
tion to commit a crime and DR 7-102(B) (1) requiring disclosure of past
fraud committed during the course of representation except where the in-
formation is protected as a privileged communication.

In deciding whether to disclose the intention to commit a future crime,
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'obviously the seriousness of the intended offense, the harm and benefits flow-
ing from disclosure and management's reasons for non-disclosure all re-
quire the exercise of considerable lawyer judgment.

.W'here the failure to disclose a past crime or fraud constitutes the com-
mxssxpn of a future crime or fraud, another congeries of factors must be
considered. Here, one’s duty to disclose may depend on such factors as these:
whe.ther the lawyer is simply acting as a general counsellor or is expecte(i
to give a legal opinion, and if an opinion is to be given, whether it is rea-
sonably to be relied on by parties other than those to whom jt is addressed;
vyhether the terminated crime or fraud involves the chance of future replica-’
tion; whether the revelation of the past crime or fraud would harm the client
more than it would benefit other parties; whether there are justifiable rea-
sons for not disclosing.

Despite the general primacy of the lawyer’s obligation to preserve the
confidentiality of information received from his client as limned in the
attorney-client privilege, I do believe there are limited instances in which
the flature of the transaction and the role of the lawyer are such that third
parties will be relying on counsel to disclose past crimes or frauds that might
significantly influence their course of action. For example, where a client’s
past violat.ion of the antitrust laws has significantly increase’d its past profits
a prospective purchaser of the client’s securitics might well alter his decision’
to. buy had the doubtful quality of the past profits been disclosed. And a
fal!ure to disclose the relationship between past profits and past antit;ust vio-
lations would constitute omission of a material fact in the registration state-
ment used to sell such securities, a crime under the Securities Act giving the
lawyer discretion to disclose under DR 4-101(C)(3). ’

In s'ta}ting that counsel does not believe there to be any material omission
an opinion required by the typical Underwriting Agreement, a public docu-’
ment, It seems to me counsel owes an obligation to inform purchasers of
securme§ covered by, and others relying on, the registration statement of
such ogussion when he subsequently discovers that, through no fault of his
own, his opinion was wrong if the client will not make the necessary dis-
closure. And this even though the original opinion attempted to disclaim
any responsibility to third parties. In such a case as this, statistically few in
numl?er I suspect, it seems to me the corporate lawyer’s duty of disclosure
to third parties should outweigh his duty of confidentiality to client.

S —

Commentary by Marshall L. Small *:

IT wouLD be useful at the outset of my comments to note the development
of certain trends which we as business lawyers may have to consider in weigh-
ing our responsibility to respond to fraudulent or criminal conduct. First is
the trend toward elimination of the doctrine of caveat emptor outside the
securities area—where we have tended to focus our attention of late—when
considering the problem of professional reésponsibility. There are other types
of business transactions—sales of real property, for example,! where the
client may have an affirmative duty of disclosing problems even where there
is a clearly understood “as is” sale without warranties. Our client’s duty of
disclosure will inevitably have some impact on our own conduct when we
become aware of material facts which have not been disclosed.

A second possible trend is suggested by the balance struck by the Cali-
fornia Supreme Court in the Tarasoff case? cited in Junius Hoffman’s paper,
which required a therapist with information that a patient might cause phys-
ical harm to a third person to warn the potential victim. The court considered
carefully the potential adverse effect on the confidential professional rela-
tionship between patient and therapist of requiring disclosure, but never-
theless struck the balance in favor of requiring disclosure to avoid harm to
others. The Tarasoff case may be distinguishable on the ground that it in-
volved potential physical rather than financial harm® and that no general
publication of the confidential information was required since the intended
victim was known and could be individually warned. By way of contrast to
the result in Tarasoff, the courts to date have declined to impose a general
duty on accountants—who have no legally recognized privilege of confi-
dentiality in most states—to warn of defects in their clients’ financial state-
ments for which they do not assume responsibility.* Furthermore, disclosure
required in Tarasoff-—the intention to commit a future crime-—would not in

* Member, California Bar.

1. See Orlando v. Berkeley, 220 Cal. App. 2d 224, 32 Cal. Rptr. 860 (1963) (fail-
ure of vendor to disclose termite and damp rot damage on sale of residence in “as is”

condition) ; Massei v. Lettunich, 248 Cal. App. 2d 68, 56 Cal. Rptr. 232 (1967) (fail-
ure of subdivider to disclose that lots were on filled land and engineering report as to
depth of foundations). Cal. Civil Code § 1668 precludes use of a sale “as is” clause
to bar liability in the event of fraud. See, generally, 3 Restatement of Torts, Scope Note
to Chapter 22; 1 Harper & James, The Law of Torts (1956), pp. xxxiv-xxxvi, § 7.1.

2. Tarasoff v. Regents of the University of California, 17 Cal. 3d 425, 131 Cal. Rptr.
14, 551 P.2d 334 (1976).

3. In the past courts have been more willing in some circumstances to extend relief
for tortious acts resulting in physical harm than in cases of financial harm. Compare,
e.g., Restatement of Torts 2d, § 311, with Restatement of Torts, § 552.

4. See Wessel v. Buhler, 437 F.2d 279 (9th Cir. 1971); Fischer v. Kletz, 266 F, Supp.
180, 195-96 (S.D.N.Y. 1967); Gold v. DCL, Inc. Fed. Sec. L. Rep. (CCH) 994,036
(S.D.N.Y. 1973); Grimm v. Whitney, Fidalgo Seafoods, Inc., Fed. Sec. L. Rep. (CCH)
196,029 (S.D.N.Y. 1973). Compare Restatement of Torts 2d, §§ 314, 315.
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any event have been protected by the attorney-client privilege. Nevertheless
the Tarasoff case suggests that in the future we as a professional may not bc;
completely free to shape our obligations under the Code of Professional Re-
s'ponsibf']ity without regard to how the larger community may view the rela-
tive §oc1al costs and benefits of preserving the attorney-client privilege when
dealmg'with fraudulent or criminal conduct which may cause harm to others.

A third trend which may be developing is an increased emphasis by gov-

e.rnmental agencies on the use of criminal sanctions to deter socially objec-
tionable business conduct, coupled with an increased responsibility for the
consequences of corporate decision-making being placed on senior manage-
ment and potentially the board of directors, as illustrated by the decision of
the U.S. Supreme Court in United States v. Park.5 Increasingly, we as busi-
ness -lawyers may therefore be called upon not only to consider the criminal
1mp11c€1tions of corporate conduct as it affects our corporate clients and their
executives, but also our own professional responsibility in dealing with these
matters,

Having noted these general trends by way of background, I will now turn
to some of the specific issues which seem to me to be posed in attempting a
definition of the lawyer’s obligation to respond to fraudulent or criminal
conduct.

In dealing with the lawyer’s responsibility to respond to fraudulent con-
duct, we have at the outset a serious definitional problem which must first
be resolved as to what constitutes “fraud.” Before we are able to fashion
workable rules which govern the lawyer’s duty to deal with fraudulent con-
duct, we must have a common understanding as to what will be viewed as
fraud. The law in this area has been changing and will no doubt continue to
e\{olve over a period of years which will require us to proceed slowly and
w'1§h care in attempting to articulate our own rules of professional responsi-
bility. A few examples will serve to illustrate the definitional problems we
face. Flrst, we have for some time been engaged in an on-going debate in the
secur{tles area as to whether we need scienter in order to conclude that con-
duct is fraudulent. Only recently has the matter begun to be resolved with
the decision of the U.S. Supreme Court in the Hochfelder case,® in a private
damagf‘: action, but we are left with many unanswered questions. Conduct
may S‘tlll be viewed as “fraudulent” for purposes of injunctive proceedings
even in the absence of scienter,” although some courts do not agree on this
pomt.8 Furthermore, it is not clear what level of conduct falling short of
Intent to deceive may be viewed as sufficiently reprehensible to warrant the
same consequences as intentional deception under section 10(b) of the Se-

5. United States v. Park, 421 U.S. 658 (1975/).

6. Ernst & Ernst v. Hochfelder, 425 U.S. 185 (1976).

7. See S.E.C. v, Universal Major Industries Corp., 546 F.2d 1044 (2d Cir. 1976)

8. SEC v. Bausch & Lomb, 420 F. Supp. 1226 (S.D.N.Y. 1976) and. S.E C. v
American Realty Trust, Fed. Sec. L. Rep. (CCH) {95,913 (ED. Va. 1977).
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curities Exchange Act of 1934.? If a professional expresses an opinion based
on facts when he knows that he does not have the facts to support the opin-
ion, it was long ago recognized that such conduct may be fraudulent.’® On
the other hand, if reckless failure to investigate troublesome facts may be
viewed as tantamount to fraud, then hard questions will be presented—as to
which reasonable individuals might conceivably differ—as to whether a par-
ticular set of facts is sufficiently troublesome to make it reckless not to inquire
further.’* Under such circumstances, the lawyer’s study to respond may be
far different where the “frandulent” conduct under consideration is reck-
less failure to investigate rather than an intentional attempt to deceive.

A second example of the definitional problem we have is the application
of the evolving of materiality to the characterization of conduct as fraudu-
lent. Although not expressly recognized as such in the Code of Professional
Responsibility’? materiality should be considered as an essential element in
testing whether a “fraudulent” statement or omission may be relied upon
and therefore is actionable.!® The concept of materiality in the securities
law context alone is still being evolved by the courts, and it cannot yet be
concluded that the test only recently annouced by the U.S. Supreme Court
in TSC Industries, Inc. v. Northway'* in a proxy statement setting under
section 14(a) of the Securities Exchange Act of 1934 will be equally ap-
plicable in all settings.’® Furthermore, the views of the Securities and Ex-

9. The question was left open in the Hochfelder case. See supra n. 6, at 193-4, fn.
12. The lower courts are now beginning to explore the extent to which conduct not in-
volving intentional deception may nevertheless be subject to sanction under rule 10b-5.
See Sundstrand Corporation v, Sun Chemical Corp., Fed. Sec. L. Rep. ( CCH) 495,887
(7th Cir. 1977); Sanders v. Jobn Nuveen & Co., Inc., Fed. Sec. L. Rep. (CCH) 196,030
(7th Cir. 1977).

10. “Fraud involves the pretense of knowledge when knowledge there is none.”
Ultramares Corporation v. Touche, 255 N.Y. 170, 174 N.E. 441, 444 (1931).

11. Compare, the majority opinion in Lanza v. Drexel & Co., 479 F.2d 1277 (2d
Cir. 1973), with the dissenting opinion of Judge Timbers, 479 F.2d 1321 (when has
one in fact seen “seagulls on the water”). .

12. DR 7-102(B) (1) of the New York State Bar Association was amended in 1976
to add the following definition of “fraud” to that Association’s Code of Professional
Responsibility:

“Fraud” does not include conduct, although characterized as fraudulent by
statute or administrative rule, which lacks an element of scienter, deceit, intent to
mislead, or knowing failure to correct misrepresentations which can be reasonably
expected to induce detrimental reliance by another.

However, the definition does not contain any limitation as to materiality. .

13. Restatement of Torts, §§ 537, 538. If reliance on fraudulent conduct is not justi-
fiable due to lack of materiality, it is questionable whether its disclosure should be
mandated by the CPR.

14. TSC Industries, Inc. v. Northway, 426 U.S. 438 (1976). .

15. Tt has also been recognized that the SEC has the power to require disclosure of
“non material” information that has economic significance. The consequences of failure
to disclose such information may still subject the issuer to SEC enforcement action
even though civil damages may not be available. See National Resources Defense Coun-
cil v. S.E.C., Fed. Sec. L. Rep. (CCH) 496,057 (D.C.D.C. 1977), at 91,766, n. 26 &
91,769, n. 56.
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change Commission and its staff have changed over the years and will no
dm.xbt continue to evolve as to the types of disclosures which are deemed ma-
terial. ~The questionable business practices area with its emphasis on mis-
recording of transactions and management involvement® affords a current
example of an area which many securities law practitioners may not until
recently. have considered as one which warranted specific disclosure absent
economic materiality to the corporation. Changing economic conditions have
in thej past produced and will in the future produce added rules by the SEC
for disclosure.’” Furthermore, the SEC may through judicial and enforce-
ment pr'oceedings seek to establish requirements for disclosure which are in
good faith resisted by lawyers representing their clients vigorously as con-
‘ templated by the Code of Professional Responsibility. The securities bar ma
not always agree with the SEC as to the need for such disclosures, 18 !

The fact that the SEC or members of its staff announce their. own views
as to the concept of materiality should not thereby trigger an obligation on
the part of the securities bar to agree unquestionably under pain of bein
.charged. either by a governmental agency or a bar disciplinary committee o%
gl a private damage suit with aiding and abetting the commission of a

fraud.” I would not assume that the SEC believes otherwise.

The uncertainties reflected in the recent debates over framing an appropri-
ate response to auditors as to existence of.contingent liabilities of a client
15 a further example of how the concept of materality has continued to evolve
ind also illustrates the problem of defining what constitutes a continuin

fraud.” The ABA Statement of Policy on Responses to Auditorst® oﬁ’eri
a’r.e:asonably balanced approach to disclosure to auditors of contingent lia-
bilities, and permits the lawyer to withhold disclosure to auditors of unas-
s'erte'd claims when the client has a reasonable basis for concluding that the
likelihood of such assertion is not probable. The statement therefore provides
a practical basis for testing whether the existence of an unasserted claim is
of.su‘ch materiality as to warrant its disclosure to auditors. The comparable
principles set forth in Statement No. 5 of the Financial Accounting Standards
Board affords a similar test as to materiality for disclosure in financial state-
ments. It is assumed that the same test would govern disclosure in the nar-

16. See Report of the Securities and Exchan: issi i
ge Commission on Questionabl d
Illegal Corporate Payments and Practices Submitted i using an
. t i
Ur});m S/Zﬁanrs o e, itted to the Senate Banking, Housing and
. See SEC Accounting Services Release No. 133, Fed. Se
| : . , . Sec. L. Rep.
}(Rdnsclosure of price control violations); Sec. Act Rel. No. 5704, ’7?—”5?2221 qIS‘/e%:’IIS,S
Viep. (CCH) 180,495 (1976) (disclosure of material capital expendi,tures for 'en.-
y rcs)nmti,intal purposes); Sec. Act Form S-1, Item 9, Instruction 5, Item 12, Instruction
c}’lar?;é Ai(:::th;nge Alc(t) I;(or;n 10, Item 1, Instruction 6, Item 10, Instruction 4, Sec. Ex-
orm 10-K, Item 1(a)(7), i i ' .
Concerming o OB, (a)(7), Item 5, Instruction 4 (disclosure of matters
18. See, e.g., comments of former SEC Commissi
S , issio . AL
ported in N.. Times, Aprl 5, 1976, p. S1. ner A A Sommer, Jr, as re-
. ABA Statement of Policy Regarding L itors’
for Information, 31 Bus. Law. 561 f 1975’;g. awers Responses fo Auditors” Requests
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rative portion of disclosure documents, such as registration statements and
periodic reports under the Securities Act of 1933 and Securities Exchange
Act of 1934. While it is not certain that this result is as yet fully accepted by
the SEC and its staff,2° it may be concluded that under some circumstances
all would agree that some cases of wrongful conduct by a client giving rise
to unasserted claims need not be disclosed and are therefore not “material”.
In this connection, it becomes important to distinguish between wrongful
conduct which is continuing and wrongful conduct which has ceased. Con-
tinued wrongful conduct poses for the lawyer the problem of avoiding as-
sistance in or seeking termination of the conduct as well as the problem of
disclosing the conduct. Where the wrongful conduct has ceased, the problem
may be more simply posed as one of disclosure, and if under the ABA State-
ment of Policy and FAS 5 nondisclosure would be justified on grounds of
lack of materiality then failure to make a public disclosure should not con-
stitute engaging in a continuing “fraud”?! absent other facts such as senior
management or director involvement.

The definitional problems noted above with respect to what constitutes
“fraud” should not lead one to the conclusion that nothing can or should
be done to deal with the lawyer’s responsibilities when he discovers that a
client has misstated or omitted to state a fact. Rather, it is intended only to
suggest that the subject is a complex one and that DR 7-102(B) (1) of the -
OPR should not be read to mandate disclosure of fraud in any event unless
the intent to deceive is clear and the fraud is in fact ongoing so as not to
be protected by the attorney-client privilege.??

As noted above, if it is determined that a fraud has in fact been committed
by a client, DR 7-102(B) (1) of the Code of Professional Responsibility ap-
pears to mandate disclosure absent a privileged communication. By contrast,
in most instances the CPR leaves it in the discretion of the lawyer as to
whether to report the commission of a crime.?® Although the CPR is not

20. For example, a member of the SEC staff, speaking only for himself during a
recent panel discussion, suggested that this test as to propriety of non-disclosure of con-
tingent liabilities might only be applicable to financial and not to narrative portions
of disclosure documents, and that disclosure would in any event be required even if
assertion of a contingent liability is unlikely if the consequences of assertion would be
materially adverse to the issuer.

21. There may be a different result if the person engaging in the conduct was a mem-
ber of senior management. See, e.g., S.E.C. v. Kalvex, Inc. "75-76 Fed. Sec. L. Rep.
(CCH) 95,276 (S.D.N.Y. 1975); cf. Heit v. Weitzen, 402 F.2d 909 (2d Cir. 1968).
In any event, the lawyer may have an obligation to inform an employee’s superiors of
deceptive conduct which has ceased even if there is no duty to make a public disclosure.

22. In the case of an intent to commit a fraud or an ongoing fraud, the attorney-
client privilege would not be available. See 8 J. Wigmore, Evidence §§ 2298-99 (2d ed.
1961). However, as noted above, failure to disclose a matter which need not be dis-
closed should not turn the nondisclosure into a continuing fraud.

23. CPR DR 4-101(C)(3). A fraud would normally also constitute a crime, but the
CPR does not seem {o recognize this contradiction between DR 4-101(C)(3) and DR
7-102(B) (1). The CPR does impose a duty on the lawyer to report unprivileged knowl-
edge of attorney misconduct. See DR 1-103.
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explicit on the point, the lawyer’s discretion should extend only to situations
such as intended or continuing criminal acts, which do not fall within the
attorney-client privilege. On reflection, the discretion thus vested by the CPR
in the lawyer is probably a necessary one. As Junius Hoffman points out in
his paper, crimes may be classified in a number of ways—for example,
felonies vs. misdemeanors, crimes malum in se vs. malum prohibitum, crimes
involving moral turpitude, and those which do not. The reasons for the clas-
sifications vary, and include matters of substantive criminal law (eg.,

whether a death has been caused in the course of committing a felony), pro-

cedural classifications (for example, the court in which a case may be tried),
and the basis for administrative action (such as grounds for disbarment or
deportation) .2 ,

The lawyer’s appropriate response to commission of a crime by a client
will of necessity vary from case to case depending upon the particular facts.
Take the simple case of the lawyer who is traveling with a client to an im-
portant closing. The client wants to exceed the speed limit to make certain
that they will be on time for the closing. Does the lawyer have an obligation
to take action to prevent that client from speeding or to report the client if
the client ignores the lawyer’s admonition to obey the law? I would think
not. Would it make any difference if the client were under the influence of
alcohol and driving in congested traffic? While the examples used ‘may seem
facetious® they do serve to emphasize that the lawyer’s response to criminal
conduct by the client must of necessity vary with the facts of the particular
case, so that the CPR properly leaves a necessary discretion with the lawyer
as to how to respond.

The lawyer’s response may well involve counselling the client not to en-
gage in the conduct in question. This may require the lawyer to discuss the
matter with senior management or, if necessary, with outside members of the
board of directors in order to secure cessation of the conduct. In so doing,
the lawyer must keep clearly in mind whom he is representing. While the em-
ployee engaging in the wrongful conduct may for some purposes share a
common interest with the corporate client in avoiding prosecution, the cor-
poration itself is usually the lawyer’s client,?® and its interest must be con-
sidered in determining what actions—including public disclosure—may be
necessary or desirable on behalf of its shareholders taken as a whole.

What should the lawyer do if the client is unwilling to cease the wrongful
conduct. In many cases—as in the simple speeding case noted above—the
lawyer may not feel compelled to take any action. But depending upon the

24. See W.LaFave & A. Scott, Jr. Handbook on Criminal Law 26-33 (1972).

25. These examples appear in A. Kaufman, Problems in Professional Responsibility
113-15 (1976).

26. EC 5-18 of the CPR provides that a lawyer employed by a corporation or other
entity owes his allegiance to the entity and not a stockholder, director, officer, employee,
representative or other person connected with the entity.
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seriousness of the conduct, the lawyer may be obliged to do more. The ser-
iousness of the crime and its potential consequences to third parties may well
be deemed to affect the lawyer’s actions and escalate the extf:nt of the re-
sponse—that is, it may not be sufficient for the lawyer to refrain fror:: coun-
selling or assisting in a violation of law, as mandateq by the CPR.

The lawyer may be justified—if not obliged—to w1thdraw. from the rep-
resentation or even to report an intended or continuing violation to authori-
ties or to an actual or potential victim. The CPR properly leaves the matter
to be decided on a case by case basis in the lawyer’s discretion as a matter
of professional responsibility. However, it must be remembered that at some
point the courts may impose a legal duty on the lawyer to act.

To what extent does the responsibility undertaken by the lawyer. affect
the action the lawyer is obligated or permitted to take? The following ex-
amples serve to illustrate the varying situations in which the lawyer may be
required to act:

(1) The lawyer may discover wrongful conduct by one who is. not
a client and while not engaged in the course of representing a che.nt.
In this setting, the lawyer should normally be in no different position
than any other citizen and have no duty to act simply because he or she
is a lawyer. An exception is mandated by the CPR when the wrongdoer
is another lawyer or when the wrongdoer has perpetuated a fraud upon
a tribunal.?® ‘

(2) The lawyer may discover wrongful conduct by one who is not
a client while in the course of representation of a client as, for example,
wrongful conduct by the other party to a business transaction. So }opg
as the lawyer does not assist the client in a conspiracy or other joint
effort to violate the law, the lawyer may not be obligated to report t}}e
violation by the other party except under the circumst.ances note'd in
(1) above. On the other hand, if the wrongful conduct is by gbusmess
which is being acquired by the lawyer’s client, the lawyer will haye t’o
consider not only effecting cessation of the conduct but the c%nents
duty to disclose past misconduct affecting the business once it has
been acquired, and even possibly a suit for any harm caused to the ac-
quired corporation.

(3) The lawyer may discover wrongful conduct by an employee or
agent of a client which does not involve a matter on which the lawyer
is representing the client. Whether or not the lawyer has a legal duty to
do so, consideration must be given to reporting the conduct to superiors
to insure that the conduct will cease and not be repealed, and tbat ap-
propriate attention will be given to any public disclosure responsibilities
which the conduct may require. Furthermore, unlike (1) above, the

27. DR 7-102(A) (7). ) . )
28. DR 1- 103'5 DR 7-102(B) (2). Contrast the potenuall}( broader duty imposed by
DR 7-102(B) (1) upon the lawyer to disclose fraud by a client.
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CPR seems to expand the lawyer’s duty to report fraud committed by
a client on another person as well as on a tribunal unless the informa-
tion is within the attorney-client privilege.2?

(4) The lawyer may discover wrongful conduct by an employee or
agent of a client involving a matter on which the lawyer is representing
the client. Here the nature of the lawyer’s response may well depend
upon whether or not the lawyer’s representation is manifested to third
parties, such as by delivery of an opinion, and on whether the wrong-

ful conduct is discovered before or after the transaction is consum-

mated and any opinion is delivered. However, suppose the lawyer’s
opinion is being delivered on a subject which is not really germane to
the particular conduct in question. If, for example, a lawyer were asked
to pass on the due issuance of stock of a company which was going to
make a public offering, I would assume that the lawyer would want to
make certain that there was some competent review of other aspects of
the issuer’s business before the lawyer would make himself or herself a
party to the transaction. Perhaps we will not need or want to spell out
all of these matters in detail in the CPR. Nevertheless it may be useful
to articulate as a general principle that there are steps that should re-
sponsibly be taken by some qualified person in a transaction before a

lawyer’s professional reputation is lent to helping carry out the trans-
action.

In conclusion, I would suggest that there are several actions we might
want to take in the area under discussion.

First, there are certain inconsistencies in the CPR itself which we may
wish to clarify. Consider, for example, the duty of a lawyer not to engage in
illegal conduct involving moral turpitude (DR 1-102(A) (3) ), or in con-
duct involving dishonesty, fraud, deceit or misrepresentation (DR 1-102
(A)(4)). DR 1-102(A) (3) and DR 1-102(A)(4) of the CPR should
not of course be construed to authorize the lawyer to engage in illegal con-
duct which does not involve moral turpitude or dishonesty, fraud, deceit or
misrepresentation, but it might be desirable to make those provisions con-

. sistent with the broader prohibition contained in DR 7-102(A)(7) setting

|

!

forth the lawyer’s duty not to counsel or assist a client in conduct the lawyer
knows to be illegal or fraudulent. It might also be desirable to consider
further the distinctions drawn between the duty to report unprivileged
knowledge of attorney misconduct in DR 1-103 and the duty to report un-
privileged fraud in DR 7-102(B) (1) with the permission granted in DR
4-101(C)(3) to disclose the intention of a client to-commit a crime—in-
sofar as distinctions are drawn between attorneys, clients and others and

\. between fraudulent conduct and crimes, since fraudulent conduct may itself
be a crime,

29. DR 7-102(B)(1).
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Second, we should consider preparing commentarie§ on §peciﬁc p;c;l{)lems

arising under the CPR to assist us ;s bl{sine.:)s la}wyerlsa$ :::grgl gthe CPR as a
ical guide to professional conduct in a business g

Pﬁi}?}tlli‘;z’ %vue shoullc)i consider articulating for the public the basu{ somal. goals
sought to be advanced by the law in general' anq by .the CPR in partllcular
which cause lawyers to act as they do in specific .sltuatlc_ms.' For example, l\:e
should explain to the general public the following O]E)JGCUV.CS of thedCP -
(1) to encourage compliance with applicabl:s law (including the 2 Ilnqnz-
tion to lawyers to vigorously represent their clients but not counsel violation
of law unless there is a non-frivolous basis for challengf:), ( 2) to encoura'ge
the seeking of legal counsel to minimize Rrosp_ective wolatlon.s of l.aw, with
the resulting trade-off of protecting past violations of law against d.lsclosure
under the attorney-client privilege, (3) to afford adgquate a.nd effective coun;
sel to persons who have violated the law (ind}xdmg placing the bu‘rden od
proof of violation on the government), (4) to dlscqurage the pron.lotlo‘n.ar}
encourage the settlement of legal disputes (including the policy 1'mphc;t in
statutes of limitations which eventually bar suits on unasser-ted c!alms), and
(5) to insure the integrity of the judicial process (including disclosure of
fraud on an affected tribunal). S

Finally, I think it will be important for us to enc'ourage. 1nst1fut10nal safe-
guards within the corporation to assist the lawyer in dealing with c:,orporate
misconduct once it is discovered. For example, the presence of 01.1t51d.e mem-
bers of the board of directors offers a disinterested forum for review in cases

- where members of management may have an interest in the decision. Fur-

thermore, it may be desirable to give corporate la\ivyers who serve as em-
ployees of the corporation a more direct relationship to the boaltd itself b.y
providing that the senior or general counsel (however he.or she 13sodenom1-
nated) is to be appointed and removed by the board of directors.

tion provide for a Gen-
30. For example, the By-Laws of Ger_leral Motors Corpora

eral Counsel as a corporate officer who is subject to appointment and removal by the
Board of Directors.
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