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(1)

THE ROLE OF ATTORNEYS 
IN CORPORATE GOVERNANCE 

Wednesday, February 4, 2004

U.S. HOUSE OF REPRESENTATIVES, 
SUBCOMMITTEE ON CAPITAL MARKETS, INSURANCE, 

AND GOVERNMENT SPONSORED ENTERPRISES 
COMMITTEE ON FINANCIAL SERVICES, 

Washington, D.C. 
The subcommittee met, pursuant to call, at 10:01 a.m., in Room 

2128, Rayburn House Office Building, Hon. Richard Baker [chair-
man of the subcommittee] presiding. 

Present: Representatives Baker, Ose, Gillmor, Manzullo, Kelly, 
Shadegg, Ryun, Capito, Kennedy, Kanjorski, Sherman, Inslee, 
Moore, Lucas of Kentucky, McCarthy, Emanuel and Scott. Mr. 
Gonzalez was also present. 

Chairman BAKER. [Presiding.] I would like to call this meeting 
of the Capital Markets Subcommittee to order. The committee 
meets today to consider the role of professional conduct of attorneys 
and their responsibility toward appropriate corporate governance. 
Unfortunate events all too public now, from Enron to WorldCom 
and others, have necessitated the committee’s work in review of the 
role of accountants, corporate officers, board members, credit rating 
agencies, research analysts and others. 

The hearing today is a continuation of that review of all respon-
sible parties and today we will focus on the professional account-
ability of corporate attorneys in disclosing material violations of se-
curities law. The SEC is now in the process of considering two sig-
nificant modifications to current standards, one referred to as the 
‘‘up the ladder’’ responsibility to disclose to the chief legal counsel 
or the chief executive of the corporation material breaches of pro-
fessional conduct; secondly, to report the evidence to the company’s 
audit committee and the independent director specifically, or to the 
board of directors if the counsel does not appropriately respond to 
the evidence. 

Another recommendation which has seemed to draw more atten-
tion and comment is the obligation of an attorney to file a ‘‘noisy 
withdrawal’’ from representing the company, and simultaneously 
notifying the SEC as to the reasons for this action. Significant de-
bate continues over the appropriateness of the ‘‘noisy withdrawal’’ 
requirement, and we are here today to receive perspectives as to 
the appropriate direction the committee should take in regard to 
the SEC’s consideration of this important matter. 

I would also point out for the conduct of the hearing that we do 
expect at 11 o’clock this morning to have a joint session of the Con-
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gress, of course requiring us to adjourn the meeting for that pur-
pose. It would be my hope that we could proceed in a timely man-
ner this morning, perhaps limiting opening statements as much as 
is possible and asking all witnesses to engage their testimony in 5 
minutes or less in order to give the committee opportunity for some 
interchange before the hour comes for adjournment. It is unfortu-
nate, but at the time this was planned, we did not know and were 
not aware of this development. I suggest that for the witnesses’s 
convenience, because I would not want to keep you here unneces-
sarily while the joint session was proceeding. 

With that statement, I would call on Mr. Kanjorski for his com-
ments. 

Mr. KANJORSKI. Thank you, Mr. Chairman. 
We adopted the Sarbanes-Oxley Act during the last Congress 

after a rash of corporate scandals. This statute modified the regula-
tion of auditors, business executives, corporate boards and research 
analysts. A key section of this law also revised the oversight of at-
torneys in our capital markets. This part of the law and its related 
pending regulatory proceedings at the Securities and Exchange 
Commission are the focus of today’s hearing. 

The regulatory system for our capital markets depends in large 
part on the effectiveness of a variety of independent gatekeepers. 
These skilled professionals include the lawyers and accountants 
who verify and analyze the disclosures and documents of publicly 
held companies. These experts, from my perspective, have a special 
obligation to behave ethically and follow the law. Professionals like 
lawyers also have a responsibility to police themselves. If, however, 
such professionals fail to effectively monitor their actions and those 
of their peers, we have an obligation to protect investors by taking 
action in Washington. 

After examining the corporate scandals at Enron, WorldCom and 
other companies, we ultimately determined that securities lawyers 
played a role in these debacles and decided to alter the rules gov-
erning the profession. One year ago, the Securities and Exchange 
Commission adopted a regulation to implement the reforms affect-
ing securities attorneys mandated by the Sarbanes-Oxley Act. This 
rule requires lawyers to report ‘‘up the ladder’’ evidence of material 
wrongdoing to a company’s officers and, if necessary, a company’s 
board. This regulation, which I strongly support, became effective 
last August. 

When adopting the rule governing the professional responsibil-
ities of securities lawyers, the Commission also extended the public 
comment period on a proposal to require a ‘‘noisy withdrawal’’ by 
attorneys who do not receive a satisfactory response from a com-
pany to internal reports of wrongdoing. This plan to require the no-
tification by the attorney to the Commission of his or her with-
drawal immediately met with strong opposition from many practi-
tioners in the legal community. In response, the Commission put 
forward for review an alternate plan. This substitute would require 
the issuer, rather than the attorney, to report the withdrawal of a 
lawyer for professional reasons. 

The two withdrawal-and-notification proposals presently pending 
before the Securities and Exchange Commission raise important 
questions that we should carefully examine today. Each one has 
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the potential to alter the attorney-client privilege and could have 
a chilling effect on communications between management and 
counsel, making executives less likely to consult and speak frankly 
with lawyers. These proposals might also unintentionally reward 
those lawyers with lower ethical standards, who would stretch the 
law beyond its reasonable interpretations and never withdraw from 
a client. We should closely examine each of these concerns. 

In their observations today, I hope that our distinguished wit-
nesses will answer a question that I have about restoring the abil-
ity of victims of securities fraud to sue those who aid and abet 
issuers in defrauding the public. Prior to a 1994 decision by the Su-
preme Court, individuals had the right to pursue a private cause 
of action against lawyers and other professionals who helped public 
corporations to deceive the public. 

Although we partially overturned this decision when passing the 
Private Securities Litigation Reform Act of 1995 to allow the com-
mission under certain circumstances to bring cases against aiders 
and abettors of securities fraud, we may have failed to do enough 
to protect investors. After all, past leaders of the Securities and Ex-
change Commission from both political parties have stressed the 
integral role of private lawsuits in maintaining investor confidence. 

Since 1994, however, the victims of securities fraud have been 
unable to bring claims against lawyers and other gatekeepers who 
abuse the public trust by aiding issuers in misleading shareholders. 
Rather than adopting either one of the pending alternatives for re-
porting an attorney’s withdrawal from representation because of 
concerns about the client’s potential or actual wrongdoing, it may 
make sense for the Congress to instead restore the right of individ-
uals to pursue their legal claims in our courts. 

In closing, Mr. Chairman, I commend you again for your sus-
tained leadership in studying these matters. This timely hearing 
will help us to better appreciate the decisions facing the commis-
sion as it continues its work to bolster investor confidence, restore 
the integrity of financial statements, and rebuild trust in our secu-
rities markets. 

[The prepared statement of Hon. Paul E. Kanjorski can be found 
on page 32 in the appendix.] 

Chairman BAKER. I thank the gentleman for his statement. It is 
my understanding Members on my side do wish to file for the 
record their opening statements, but do not wish to be recognized 
at this time. I would ask, are there Members on your side, Mr. 
Kanjorski, who wish to be recognized for an opening statement? 
Mr. Gonzalez, did you have a unanimous consent request? 

Mr. GONZALEZ. Sir, I will be submitting something for the record, 
and I appreciate the opportunity to do that, but I do not wish to 
speak at this time. 

[The prepared statement of Hon. Charles A. Gonzalez can be 
found on page 31 in the appendix.] 

Chairman BAKER. We welcome your insightful participation, Mr. 
Gonzalez. Thank you, sir. 

If there are no further opening statements at this time, then I 
will proceed to recognize our first participant this morning, Ms. 
Linda A. Madrid, managing director, general counsel and corporate 
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secretary, CarrAmerica Realty Corporation, appearing on behalf of 
the Association of Corporate Counsel. Welcome, Ms. Madrid. 

STATEMENT OF LINDA A. MADRID, MANAGING DIRECTOR, 
GENERAL COUNSEL AND CORPORATE SECRETARY, 
CARRAMERICA REALTY CORPORATION, ON BEHALF OF THE 
ASSOCIATION OF CORPORATE COUNSEL 

Ms. MADRID. Good morning, Mr. Chairman, Ranking Member 
Kanjorski, and other Members of the committee. 

I am Linda Madrid, and I serve as managing director, general 
counsel and corporate secretary of CarrAmerica Realty Corpora-
tion. CarrAmerica is a commercial office REIT that is traded on the 
New York Stock Exchange. 

I am pleased to appear on behalf of the nearly 16,000 members 
of the Association of Corporate Counsel, or ACC, and the more 
than 7,000 private organizational entities that they represent in 
over 47 countries. Because outside counsel are not eligible for mem-
bership, we understand the issues and concerns facing in-house 
counsel probably better than any other organization. 

The comments I offer here today are those of ACC and do not re-
flect the positions of my employer, CarrAmerica Realty Corpora-
tion. My oral testimony summarizes a more detailed statement 
which I hope you will include as part of the permanent record. 

Chairman BAKER. Without objection, all witnesses’s testimony 
will be made part of the official record. Thank you. 

Ms. MADRID. Thank you. 
The passage of the Sarbanes-Oxley Act reflects an understand-

able response to recent and devastating corporate scandals. ACC 
strongly supports the law’s intention to restore shareholder and in-
vestor confidence. Corporate counsel play the key role in helping 
management and the board enact governance reforms that ensure 
the company’s ethical culture is supported by sound governance 
systems. Our members embrace their professional and fiduciary du-
ties, which include reporting allegations up the ladder to the high-
est authority necessary to ensure that the client can and does rem-
edy the legal problems caused by rogue employees or executives. 

Lawyers who represent corporations owe their allegiance to the 
institution, not to any individual within it. It is a basic tenet of all 
professional rules, not just those of the SEC, that have been pro-
mulgated under section 307. Our members fully support section 
307 reforms that help in-house lawyers to work closely with man-
agers to instill compliance values and guarantee sound legal sys-
tems. 

My full statement as to how companies and law departments are 
ensuring compliance with 307 rules has been included, but I am 
happy to report today that the majority of law departments that 
have implemented policies under 307 have gone beyond the SEC’s 
requirements. 

I would be happy to respond to any questions you may have re-
garding the law departments’s efforts, as well as the unanticipated 
problems they have discovered through practical implementation. 
These include the concern that too much time is spent on process, 
and it will take away focus from the preventive counseling that is 
necessary, continuing problems with the definition and scope of 
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many of the important aspects of the Act and its terminology, and 
the proliferation of conflicting attorney conduct rules by govern-
mental agencies and state bars. 

However, ACC strongly opposes mandatory reporting-out require-
ments, which the SEC has kept on the table for consideration. We 
believe that they will damage the underlying relationship between 
in-house lawyers and their clients. Mandatory reporting-out by 
lawyers inhibits legal compliance efforts because it discourages cli-
ents from welcoming lawyers into every aspect of the company’s 
most sensitive of matters. 

In-house lawyers are only effective if they are integrated and 
trusted members of corporate management teams. If lawyers are 
viewed as in-house cops whose regulatory duties to outside enforce-
ment agencies outweighs the client’s need for confidential counsel, 
then the attorney-client relationship will have been undermined in 
a manner that is both counterproductive to the purpose and intent 
of the Act, and a disservice to the effective protection of the public 
and the client. 

Thank you for this opportunity. I would be happy to answer any 
questions. 

[The prepared statement of Linda A. Madrid can be found on 
page 57 in the appendix.] 

Chairman BAKER. Thank you very much. 
Our next witness is Mr. Stanley Keller, partner in the law firm 

of Palmer and Dodge. Welcome, Mr. Keller. 

STATEMENT OF STANLEY KELLER, PARTNER, LAW FIRM OF 
PALMER & DODGE, LLP 

Mr. KELLER. Thank you, Chairman Baker, Ranking Member 
Kanjorski and other Members of the committee. I am pleased to 
have the opportunity to testify before the subcommittee on this im-
portant subject. 

Because Linda is here speaking for in-house lawyers, I can speak 
for out-house lawyers, having spent over 40 years in private prac-
tice representing corporations, and many public corporations. I 
have been actively involved in the subject of this hearing, having 
chaired until last August the American Bar Association’s Com-
mittee on Federal Regulation of Securities. 

I was also actively involved in the ABA’s Task Force on Cor-
porate Responsibility, known as the Cheek Commission, as a spe-
cial adviser. Just to round it out, I was actively involved as liaison 
to the ABA’s Task Force on Implementation of Section 307 of the 
Sarbanes-Oxley Act. In that capacity, I had a primary role in pre-
paring the comments of the ABA to the SEC. 

Having said that, I do not appear here as a representative of the 
ABA, but note that just as background. Rather, I am here in my 
individual capacity. I refer you to a letter submitted by the ABA, 
as well as a letter from Peter Moser, who chaired the section 307 
task force. I embrace those letters. 

I would like to very quickly, given the time constraints, address 
just two points, and two related points: one, the significant changes 
that have taken place in corporate governance and lawyer profes-
sional responsibility since the enactment of what we fondly refer to 
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as SOX; second, the issues surrounding the need for additional ac-
tion, namely the SEC’s proposed ‘‘noisy withdrawal’’ rule. 

Let me make clear that when I speak about the ‘‘noisy with-
drawal’’ rule, I am speaking about either alternative that is still on 
the table. To me, it makes no difference if the mandate is that the 
lawyer withdraw, whether it is the lawyer that ends up reporting 
that withdrawal or it is the company that then is put in the posi-
tion of having to report that withdrawal. The problems, I think, are 
the same with either alternative, although one has a cosmetic ap-
peal. 

The two issues are related because attorney professional conduct 
rules are best understood and considered in the context of the en-
hancements that have already taken place in corporate governance 
and in lawyer responsibility. My written testimony lists those. I 
will not dwell on them, but just to check-off a handful, we really 
have a new corporate governance structure requiring a majority of 
independent directors and effective committees of the board, nota-
bly the audit committee and recommendations that have been em-
braced widely for improved corporate governance from various 
groups, including the ABA’s task force on corporate responsibility. 

The ABA’s approval this past summer of revisions to the model 
rules of professional conduct enhance the lawyer’s role in ensuring 
legal compliance. We have the SEC’s ‘‘reporting up’’ rules. I would 
like to say that the SEC did an outstanding job in responding to 
the mandate from Congress in section 307, to adopt the ‘‘reporting 
up’’ rules. 

Those rules, while I must admit 307 was not enthusiastically em-
braced when it was proposed, have had a beneficial impact and 
have been widely accepted and are being followed or being imple-
mented, because they are consistent with the ethics rules that law-
yers have been subject to and, if anything, they have brought re-
newed attention to the need to comply with professional responsi-
bility requirements. 

The SEC’s effort to override inconsistent state rules so as to per-
mit lawyers in appropriate circumstances to report out again is 
consistent with existing state ethics rules. As I said, there have 
been significant compliance efforts by law firms, by corporate law 
departments, continuing legal education efforts and the like. 

The result of all of these efforts has been the creation of a system 
in which we can all take confidence. Lawyers who are aware of 
their responsibility and are vigilant, having had brought, if you 
will, to their attention what their responsibilities always have 
been, and who are now paying attention to them reporting up when 
there is a problem to a board with independent directors who are 
in a position to receive, consider and act upon those reports. I think 
this is a system that we should allow to operate, that addresses the 
problems. 

In the face of these circumstances, the ‘‘noisy withdrawal’’ pro-
posals bring with them serious risks of adverse consequences, not 
in the lawyer’s interest, if you will, but rather in the interest of the 
client and access to effective legal representation, to the core values 
of our legal system, and to principles of corporate governance. 

These adverse consequences, put very simply, are erosion of the 
attorney-client relationship by making the lawyer a potential ad-
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versary; two, encouraging or promoting early withdrawal by law-
yers who have to be more concerned about their own exposure to 
a violation of federal law than just hanging in there, seeking cor-
porate compliance by the client, and serving the best interest of the 
client and the investors of those clients. 

Perhaps even worse, because of the serious nature of having to 
withdraw, we may find lawyers discouraged from looking at the 
hard issues, the hard questions, so as not to turn over the stone 
and see the problems which would then put then in the position of 
having to report and potentially to withdraw. To me, that would be 
contrary to the best interests of promoting legal compliance. 

Finally, judgments on critical business decisions, where a manda-
tory rule would suddenly put the lawyers in the position of making 
those decisions, rather than boards of directors and independent di-
rectors who are charged with that responsibility and expected to 
fulfill that responsibility. 

Let me conclude, and leave the rest to my written testimony, 
really with my conclusion that we should allow the measures that 
have been put in place to operate before we embark on these fun-
damental changes to the lawyer’s role, with the potential serious 
consequences that can result from those changes. 

Thank you, and I would be happy to respond to questions at the 
appropriate time. 

[The prepared statement of Stanley Keller can be found on page 
52 in the appendix.] 

Chairman BAKER. Thank you, Mr. Keller. 
Our next witness is Professor Richard Painter from the Univer-

sity of Illinois College of Law. Welcome, professor. 

STATEMENT OF PROFESSOR RICHARD PAINTER, UNIVERSITY 
OF ILLINOIS COLLEGE OF LAW 

Mr. PAINTER. Thank you, Mr. Chairman and Members of the 
committee. 

Wherever possible, I believe it is best to leave regulation to the 
states, rather than to the federal government. There are, however, 
exceptions, and section 307 is one of them. I pointed out in the 
early 1990s my frustration that out of dozens of lawyers accused 
by federal banking regulators of aiding and abetting savings and 
loan fraud, not one was disciplined by a state bar association, at 
least that I know of. This was so despite the fact that many of 
these lawyers settled cases brought by federal regulators for $20 
million, $30 million and even over $40 million. The fact is that 
state bar discipline is virtually meaningless for policing the prac-
tice of securities and banking law. 

It is for this reason that I proposed in a 1996 law review article 
that Congress enact a statute requiring securities lawyers to report 
known illegal acts of corporate clients up the ladder to the client’s 
full board of directors. It is also for this reason that I appealed to 
the ABA in 1998 to amend the model rules of professional conduct 
to require such ‘‘up the ladder’’ reporting, only to have the proposal 
rejected in favor of the prevailing view at the time that such mat-
ters ought to be left to the lawyer. 

It is for this reason that I and 40 other law professors wrote SEC 
Chairman Harvey Pitt in March of 2002 to request that the Com-
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mission promulgate rules requiring ‘‘up the ladder’’ reporting. Fi-
nally, this proposal made its way to Congress and Congress in the 
summer of 2002 enacted section 307, which requires the SEC to 
promulgate the ‘‘up the ladder’’ reporting rule. 

Section 307 and the SEC rules thereunder appear to be working. 
Just last month, the New York Times reported that because of sec-
tion 307, outside lawyers for TV Azteca, Mexico’s second-largest 
broadcasting company, reported to its board of directors the fact 
that the company was probably violating United States securities 
laws. For the most part, I support the SEC’s final rules under sec-
tion 307 and would be happy to go into detail with respect to that 
if you would like. 

With respect to the SEC’s proposed rules, which have not yet be-
come final, the most controversial provision is, of course, the pro-
posal for ‘‘noisy withdrawal.’’ I would support a requirement that 
the lawyer withdraw from representing a client when they have re-
ported to the full board of directors known securities law violations 
and the full board of directors refuses to obey the law. The amount 
of noise, however, should perhaps be left to the lawyer. Indeed, 
most lawyers, who do not want to find themselves in a position 
where they could be exposed to civil liability for their client’s con-
duct, will take prompt steps once they have resigned to make sure 
that the fraud does not come to pass. 

So with respect to that issue, I agree partially with the SEC’s po-
sition that withdrawal should be required, but the ‘‘noisy with-
drawal’’ proposal that has been so controversial is perhaps unnec-
essary. 

I would then move on to other issues that I believe deserve our 
serious attention. One of these is the level of knowledge required 
to trigger section 307’s reporting obligations to begin with. I believe 
the SEC’s definition of ‘‘evidence of material violation’’ is exceed-
ingly narrow and does not comply with the broad language of the 
statute. Second, the SEC needs to consider how easy or difficult it 
is for issuers to use the opt-out mechanism, which is a qualified 
legal compliance committee. The SEC should solicit commentary on 
how this aspect of the rule is working in practice. 

Finally, Congress in section 307 gave the SEC quite broad au-
thority beyond ‘‘up the ladder’’ reporting requirements. As I men-
tioned, I would not, if I were the Commission, use this authority 
and the political capital that the Commission might have on this 
issue, to fight over ‘‘noisy withdrawal,’’ but rather turn to some 
other areas of concern. One of them that I mention in more detail 
in my written testimony is contingent fees in connection with cor-
porate transactions. In the AOL-Time Warner merger, Time War-
ner’s counsel, according to press reports, received a contingent fee 
of $35 million contingent on the deal closing. It would have only 
been around $5 million if the deal had not closed. 

I am not going to imply in any way that Time Warner received 
anything other than the most competent and loyal representation 
of counsel, but I am seriously concerned about contingent fees in 
securities transactions where the lawyer gets paid far more if the 
deal closes than if it does not, and this is the same lawyer who is 
supposed to be looking out for problems with the deal where it may 
not be in the interests of their client. 
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In sum, while the ‘‘noisy withdrawal’’ debate has received much 
attention, I urge the SEC to consider requiring withdrawal without 
requiring noise, and then to move on to other more pressing issues 
in carrying out its congressional mandate. 

Thank you, Mr. Chairman. 
[The prepared statement of Richard Painter can be found on 

page 85 in the appendix.] 
Chairman BAKER. Thank you very much. 
Our next witness is Professor George M. Cohen, University of 

Virginia Law School. Welcome, sir. 

STATEMENT OF PROFESSOR GEORGE M. COHEN, UNIVERSITY 
OF VIRGINIA LAW SCHOOL 

Mr. COHEN. Thank you very much. Thank you, Mr. Chairman, 
and thank you for having me here. 

I want to state my conclusions that I give in the testimony first, 
and then talk about some responses to some of the objections that 
lawyers have made to the existing and the proposed rules. 

First, the rule as it exists I support wholeheartedly. I believe 
that it needs to be fixed in several respects. One, the ‘‘reporting up’’ 
trigger is a very difficult trigger, I think, for lawyers and anyone 
else to understand, and very difficult for the SEC to enforce. Let 
me read to you what the rule actually says. The rule says that you 
have to report evidence of a material violation, and the definition 
of ‘‘evidence of a material violation’’ is ‘‘credible evidence based 
upon which it would be unreasonable under the circumstances for 
a prudent and competent attorney not to conclude that it is reason-
ably likely that a material violation has occurred, is ongoing, or is 
about to occur.’’

This kind of formulation, with its double negative, makes it very 
difficult for the SEC to enforce actions against lawyers who engage 
in wrongdoing. I think that that needs to be changed because if the 
initial trigger, which is the main purpose of section 307 and the 
SEC rules, does not work well, then the whole thing does not work 
well. 

Secondly, there is a problem with the ‘‘appropriate response’’ def-
inition, that is, that if a lawyer reports wrongdoing to the CEO or 
the chief legal officer of the court, the question is, does the lawyer 
get an appropriate response, because that determines whether or 
not the lawyer needs to go up the ladder to the board. The ‘‘appro-
priate response’’ definition contains what you might expect. 

That is, if after an investigation it is determined that there is no 
problem, or if it is determined that there is a problem, but it is 
being fixed. But there is another possibility that is listed in the 
SEC rules, and that is, if a lawyer is hired to investigate the al-
leged wrongdoing and is able to assert or is willing to assert a so-
called ‘‘colorable defense,’’ then that is deemed to be an appropriate 
response. 

I submit to the committee that that is not an appropriate re-
sponse. It is an appropriate stance that one might take perhaps in 
litigation, but there is an important difference between lawyers’ 
role as advocates in litigation and lawyers’ roles as counselors in 
determining whether or not the company is more likely than not 
engaged in serious wrongdoing. 
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Finally, I think the rule needs to be changed to apply not only 
to individual lawyers, but to law firms. Firms are hired generally 
by corporations, not individual lawyers. The firm as a whole ought 
to be responsible. If the firm is not made responsible, there is a 
danger that work will be parceled out in such a way that no indi-
vidual person, no individual lawyer will have sufficient knowledge 
of what is going on, what the big picture is. 

The imputation of knowledge is a common feature of agency law, 
partnership law, and exists throughout the law. The SEC itself has 
used this idea under its former and still continuing authority under 
Rule 102(e). That should be adopted as part of the new SEC rules 
as well. 

Secondly, I support wholeheartedly the ‘‘noisy withdrawal’’ rule 
that the SEC has proposed. I think that it is consistent with the 
traditional approach to this problem that has existed in the lawyer 
rules. In fact, the ‘‘noisy withdrawal’’ proposal is a creature not of 
the SEC, but of the ABA itself, which in its own comments to its 
own model rules says that there may be times when it is necessary 
for a lawyer to withdraw and also to disavow any documents or 
opinions that have proven to be false on further investigation. This 
is necessary in order for the lawyers to avoid becoming complicit 
in wrongdoing by corporations. 

So the question is, if you go up the ladder and you have a board 
that is a corrupt board and insists on engaging in wrongdoing, how 
is the lawyer supposed to extricate himself or herself from being an 
assister, an aider and abettor in the wrongdoing? I think that the 
only way to do that, and I hope and expect that it would be in very 
rare circumstances, but I think that past experience suggests that 
it can happen, is that we ought to take a stance and say that if 
it does happen, that the board is engaged in wrongdoing and will 
not stop, that the lawyer ought to be required to make the noisy 
withdrawal. Whether or not the lawyer does it or the company does 
it, I do not have strong feelings about. 

Third, I think that it is important to go beyond the SEC rules 
and fixing the SEC rules, to think about other ways to deal with 
some of the problems of lawyers assisting in corporate wrongdoing, 
the most important of which, in my view, is to restore private law-
suits, private damage suits for aiding and abetting liability, which 
were taken away by the Supreme Court decision in Central Bank 
in the mid-1990s, and were not restored, even though Congress had 
the chance to do it, in the Private Litigation Securities Reform Act. 
I think that that needs to happen. In some sense, the potential for 
liability for aiding and abetting is the most effective deterrent, the 
most effective regulator for lawyer behavior. I would urge Congress 
to restore the aiding and abetting cause of action. 

Finally, I think that it is important to recognize that although 
the SEC is an important federal agency that regulates lawyers, it 
is not the only one. I think it would be wise for Congress to con-
sider extending the SEC’s rules to other lawyers who also appear 
before other federal agencies, both in the name of uniformity and 
consistency in an approach to the problem of corporate wrongdoing 
and lawyers’ assistance in that wrongdoing. 
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I see that my time is up. I would be happy to answer questions 
and to talk about some of the other arguments I make in the testi-
mony later on. 

[The prepared statement of George M. Cohen can be found on 
page 34 in the appendix.] 

Chairman BAKER. Thank you very much, sir. 
Our next witness is Professor Thomas D. Morgan from George 

Washington University Law School. Welcome. 

STATEMENT OF PROFESSOR THOMAS D. MORGAN, GEORGE 
WASHINGTON UNIVERSITY LAW SCHOOL 

Mr. MORGAN. Thank you, Mr. Chairman, Members of the com-
mittee. I, too, appreciate the chance to be here with you today. You 
have heard from all of us, and we all agree that there is no right 
of any lawyer knowingly to assist a client, corporate or otherwise, 
to commit a crime or fraud. The problem is that there are a num-
ber of serious questions about how a given lawyer should be re-
quired to act in any particular concrete situation. But we all agree 
that the boundaries of appropriate zealous representation of a cli-
ent end where knowingly assisting a crime or fraud begins. 

The testimony that I have submitted to you, and that I will sim-
ply stand on, makes three important points. First, a comprehensive 
body of state and federal regulation already exists that renders 
doubtful the need for additional regulation. It includes, under some 
circumstances, a requirement of withdrawal and even permission of 
noisy withdrawal. 

Second, the role of corporate attorneys in actually formulating 
corporate policy and in some cases even being aware of the intrica-
cies of what the company is doing, very often tends to be much 
smaller than we sometimes think. Thus, the responsibility for 
much of the corporate wrongdoing is not likely to be significantly 
at the feet of attorneys. I leave the statement to develop that. 

Third, federally mandated ‘‘noisy withdrawal’’ in the face of pos-
sible wrongdoing would potentially create more problems than it 
would solve. In the interest of time, I would like to focus my oral 
comments on that issue. Under current SEC standards, matters 
that an attorney is required to report within the client are quite 
broad. As Professor Painter suggested, the standard of knowledge 
is really quite low. 

It includes matters about which the attorney may have very little 
knowledge, may not have worked on, may not even understand the 
subject matter area. Indeed, the attorney may not even be well 
equipped to evaluate the company’s response. Yet, the lawyer may 
very conscientiously conclude that he or she must withdraw or does 
not want to continue representing the client. 

What I suggest in my written testimony is that ‘‘noisy with-
drawal’’ in those circumstances does not, will not provide investors 
with direct reliable information. I describe it as the professional 
equivalent of the parlor game of charades, the game in which peo-
ple are asked to read content into otherwise ambiguous gestures. 
The problems of restoring investor confidence and of getting law-
yers to give good legal advice and to respond appropriately in tough 
situations is just too serious for that kind of simplistic response. 

VerDate 0ct 09 2002 12:06 May 17, 2004 Jkt 000000 PO 00000 Frm 00017 Fmt 6633 Sfmt 6633 G:\DOCS\93424.TXT FIN1 PsN: MICAH



12

I suggest to you that disclosure of ambiguous information to se-
curities markets is not an unvarnished good. Accurate, easily un-
derstood information makes markets work better, but confusing, 
ambiguous information makes markets work less well. If investors 
are led to believe by the conscientious noisy withdrawal of a lawyer 
that they know facts about the company that later prove to be less 
significant than they once thought, real Americans are going to lose 
real dollars for no good reason. 

Today, under existing regulation both of the SEC and of the 
states, attorneys can make disclosure to regulators, but their dis-
closures should be based on sound information, and before informa-
tion goes to the markets, it ought to be confirmed and accurate and 
not simply be part of a single process. 

Finally, Mr. Kanjorski asked us to talk about Central Bank. In 
response to Professor Cohen, I would simply suggest to you that 
moving to creating aiding and abetting liability for attorneys would 
not be a good idea. Under the Newby case, the Enron case in 
Texas, the judge has moved the law of primary violation of the se-
curities law much more in the direction of saying that if a lawyer 
is actively involved in reporting inaccurate information to the pub-
lic, the lawyer may be guilty of a primary violation. Simply cre-
ating a rule that ropes into every investor lawsuit every lawyer 
who might have touched the matter at some point in time, I would 
suggest to you is a great overreaction to the problem. 

Thank you very much. 
[The prepared statement of Thomas D. Morgan can be found on 

page 71 in the appendix.] 
Chairman BAKER. Thank you, Professor Morgan. 
I would like to start with you, and for the sake of the committee’s 

conduct, I will announce that we will try to adhere to the 5-minute 
rule strictly today to give as many Members the opportunity be-
cause of the 11 o’clock joint session. 

I think in order to determine the appropriateness of the revi-
sions, one has to first establish the role of the corporate counsel 
within the structure, much like the committee did in viewing the 
role of the accountants and their fiduciary duty to shareholders. 
We had CPAs appear before the committee. When asked, to whom 
do you feel ultimate responsibility? They made the statement it is 
a shared responsibility between management and shareholders, 
which I found disappointing; that their role was to provide a true 
and accurate picture of financial condition so shareholders could 
assess the value of that holding. 

If we determine that the role of corporate counsel is to ensure 
that corporate conduct does not engage in unintentional or inten-
tional violations of law for the protection of the shareholder, that 
seems to create a higher standard of accountability than if we sim-
ply view it as an attorney-client relationship working on behalf of 
that executive to isolate that executive from any statutory or crimi-
nal liabilities. 

To that end, if in your example it is unclear, uncertain, outside 
the area of specialization, and he acted, that would be in the 
shareholders’s disinterest, I believe was your conclusion. On the 
other hand, where there is a three-act play, an opening, an expla-
nation and a conclusion, it is clear. You have gone to the board; you 
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have done all appropriate action. Isn’t there some point at which 
a withdrawal appropriately should be made, when there is clear 
knowledge that all appropriate responses have been without rem-
edy? Is this a moving target where one standard, as you describe 
it, does not fit all, but there are cases where such a withdrawal 
might be advisable? 

Mr. MORGAN. Yes, Mr. Chairman. I do not think there is any 
question there are cases where it might be desirable, and where 
under current regulation it is appropriate and indeed, as Professor 
Cohen suggested, it is consistent with current state regulations 
that a lawyer should withdraw. Indeed, any lawyer who puts his 
or her reputation behind a situation that they know to be dishonest 
and fraudulent is clearly violating the rules today. 

Chairman BAKER. It would appear to me that reestablishing that 
professional accountability would not be adverse to public interest, 
wherein you have established, and you are leaving it to the attor-
ney; we are not prescribing the elements, the material facts that 
must be engaged in order for the step to be taken. We are merely 
establishing the fiduciary standard for your conduct. 

I am not sure that the ‘‘noisy withdrawal’’ rule as currently con-
structed achieves the goal it is intended to achieve. But I have seen 
circumstances where I think it should have been appropriate and 
it was not taken, and shareholder interests were dissipated as a re-
sult of that failure to act. There has not been a corresponding re-
sponsibility for the attorney who did not engage in proper conduct. 
That really goes to the heart of my concerns about it. 

Did anyone just want to jump in? Yes, Professor Painter? 
Mr. PAINTER. I believe you are exactly right, Mr. Chairman. The 

lawyer for the corporation represents the corporation, which is run 
by its board of directors, not its officers, but its board of directors. 
That is why the ‘‘up the ladder’’ reporting is so critical. Directors 
have the right and the responsibility to know about violations of 
the law. 

Second, the lawyer is also an officer of the corporation. The law-
yer has some public obligation. If the lawyer knows the client re-
fuses to obey the law, and they have exhausted all remedies with 
the board of directors, the lawyer should be required to resign. I 
support that part of the SEC’s rules. The amount of noise involved 
can be a debatable question, but the lawyer should get out of there, 
and any intelligent lawyer will get out of there because they will 
be sued. We do not really need to overturn Central Bank of Denver 
to make it possible to sue lawyers in these situations. 

If the company goes bankrupt, the trustee comes in and sues the 
lawyers. We saw that in the savings and loan cases. Indeed, the 
civil liability regime for the past 10 or 15 years has been way 
ahead of the ethics rules on this point. It was the civil liability re-
gime that was really the sole disciplining factor for the bar until 
Congress decided in section 307 to step in and mandate SEC ethics 
rules, which was the right thing to do. 

Chairman BAKER. Thank you. 
Yes, Mr. Keller? 
Mr. KELLER. May I just comment briefly? I think there is no 

question that there are circumstances when lawyers are well ad-
vised to withdraw. But I think the issue is whether you do more 
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harm than good in trying to define any kind of bright-line rules as 
a matter of federal regulation or federal legislation, given the com-
plexity of situations that we are confronted with. 

We know when someone announces they are going to rob a bank 
that there is a clear violation of law. But very frankly, in the area 
we deal with, disclosure concerns, breach of fiduciary duties, there 
are subtle complex issues. That is why the regime that permits 
lawyers, indeed encourages lawyers, to take those actions helps; a 
regime that backs up the failure to act reasonably within a range 
of reasonableness, through being exposed to liability. Aiding and 
abetting liability exists. It is sanctioned by the SEC. You also can 
be a primary violator. That provides the kind of incentives, if you 
will, for proper conduct. I just do not think that this is an area sus-
ceptible to a bright-line test. 

Chairman BAKER. Thank you sir. My time has expired. 
Mr. Kanjorski? 
Mr. KANJORSKI. In lieu of section 307, I am curious as to how 

great a problem the witnesses’s feelings are as to how much of a 
problem exists today as compared to prior to 307. Are we beating 
a dead horse, that we need additional rules? Or is there any evi-
dence out there that there is a failure to comply with either ethical 
codes or standards that were implied in section 307? 

Mr. KELLER. As I indicated in my remarks, I think there has 
been a dramatic impact as a result of 307. Most every law firm in 
the country, I assume every in-house legal department, has put in 
place procedures to implement the SEC rules adopted pursuant to 
307. There is a great deal of attention. This is part of what I think 
has been the overall impact of the Sarbanes-Oxley Act, which is re-
minding people and getting their attention back to what their fun-
damental responsibilities were. 

Mr. KANJORSKI. Mr. Keller, I am going to direct it to you. We 
have a little difference between Professor Cohen and Professor 
Morgan in terms of aiding and abetting, whether we should go 
back and let the marketplace work out with the legal system on 
this problem. If you had to make a choice as a private practitioner 
to go back and reinstate the legal liability of aiding and abetting 
to investors or other individuals, as opposed to extending the ‘‘noisy 
withdrawal,’’ which would you choose? 

Mr. KELLER. I would choose to let the law evolve as it is evolving 
in the Newby case, because the problem is the disproportionality of 
the exposure based upon the conduct and the financial interest, 
and the chilling effect of automatically being named in the pro-
liferation of lawsuits which Congress sought to address in the Pri-
vate Litigation Securities Reform Act would have on the ability of 
lawyers to counsel clients zealously and in the best interest of the 
client, as opposed to protecting their own interest. So I would let 
the common law evolve, given the anti-fraud rules that are now in 
place. 

Mr. KANJORSKI. Professor Morgan, you indicated that there are 
instances where lawsuits can be brought by the trustee of a bank-
rupt estate, but how about in those situations where the fraud is 
successful? 

Mr. MORGAN. Perhaps I do not understand the question. 
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Mr. KANJORSKI. The lawyer participates in a fraudulent trans-
action, but the corporation does not fail. There is no lawsuit by 
those people injured for aiding and abetting. 

Mr. MORGAN. I was not intending to speak to the question of 
bankruptcy. 

Mr. KANJORSKI. You mentioned in your response that there are 
in fact lawsuits that can be brought for aiding and abetting. You 
cite as an example a trustee in bankruptcy of a bankrupt corpora-
tion can bring an action. That is true, but what if the corporation 
does not go bankrupt? What if the fraud actually succeeds and the 
corporation makes a great deal of benefit, but at someone else’s 
cost where a lawsuit for aiding and abetting in fraud would give 
that person a chance to recover? 

Mr. MORGAN. There are two answers. One, to the extent the law-
yer can be shown to have aided and abetted fraud, and there is a 
suit for fraud, the victim of the fraud can recover today. 

Mr. KANJORSKI. That would only be if the attorney is directly in-
volved in fraud, not aiding and abetting, as I understand it. 

Mr. MORGAN. At least not under the federal securities laws. The 
question is, what is going to constitute a primary violation? The 
point that I was trying to make and that Mr. Keller reiterated was 
that under the Newby case, the law is moving more in the direction 
of saying that such a suit is available to a person who is injured 
by direct activity of the lawyer, as opposed to simply the lawyer 
having been involved at some point in time in the activities of the 
company. 

What many of us are concerned about is that lawyers will be 
swept into a large undifferentiated mass of people who will be ac-
cused of aiding and abetting, but who have no primary responsi-
bility. That is the concern. 

Mr. KANJORSKI. I understand that, but why can’t we put a fil-
tering mechanism of the review of peers, and the suit does not have 
merit to proceed against the lawyer unless the peers decide that it 
was very clear that he had information, knowledge, and partici-
pated? We are doing a black and white situation here. I say why 
can’t we move to a little bit of a gray area to reinforce and restore 
the aiding and abetting obligation or standard. As I understand it, 
the objection would be made now if a lawyer is named in a lawsuit 
as an aider and abettor. It would be stricken under existing law. 

Mr. MORGAN. What happens today is that they will accuse him 
of being a primary violator. If the law as stated in the Newby case 
becomes the law, becomes generally accepted, then we will have 
moved in the direction that I think you are seeking to move. What 
some of us are saying is that we think the law is moving in the 
direction that you prefer, and that a general move toward aiding 
and abetting liability would not be desirable. Whether there is an 
interim step is a question about which I guess we would just sim-
ply have to look at the language that is selected. 

Mr. KANJORSKI. Thank you. If I could take one more second, Mr. 
Cohen, I think, has something to add to this discussion. 

Mr. COHEN. Yes, I do. Let me just say something about aiding 
and abetting. First of all, it is important to remember, one, aiding 
and abetting is a crime. It is a federal crime if there is sufficient 
criminal intent. Now, it is hard to prove criminal intent, but it has 
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always been a crime to aid and abet. It has always been an ethical 
violation to aid and abet. The SEC currently has the authority to 
prosecute aiding and abetting. So to me, the idea that lawyers can-
not figure out what aiding and abetting is, they have been living 
with aiding and abetting forever. So I do not find that a valid argu-
ment. 

As to the Newby (Enron) case, I agree with the result in that 
case, but I think that, to go back to Professor Morgan’s point about 
making sure that we want to clarify the law, Newby was not pre-
dicted by many securities lawyers ahead of time, the result. In fact, 
Professor John Coffee from Columbia had written a statement be-
fore that case was decided saying he did not think there could be 
a primary violation found. 

So yes, you can stretch the law and call things primary violations 
that used to be called secondary violations, but why should you do 
that? We had a history under the securities laws, several decades 
of case law defining what aiding and abetting was. That was over-
turned in Central Bank. So there is a history. There is an under-
standing of what that means, and I do not think we should need 
to resort to subterfuge in expanding what primary violations are in 
order to have an effective rule. 

Chairman BAKER. The gentleman’s time has expired. 
Ms. Kelly? 
Mrs. KELLY. Thank you, Mr. Chairman. 
There is one consideration here. There is an elephant in this 

room that has not been mentioned, so I am going to mention it. 
That is the shareholders. Because what any attorney does with re-
gard to a corporation, anything that they do has to be focused on 
the shareholders. Whether the corporate people are focusing there 
or not, I believe there is a duty that the attorneys need to focus 
on what the effect is on the shareholders. 

Professor Cohen, I am interested in what you said about making 
a mandatory corporate waiver statutory. Did I get that right? 
Would you like to talk about that a little bit? I am interested in 
what you were saying there. 

Mr. COHEN. If you are referring to the ‘‘noisy withdrawal’’ pro-
posal, I think what I was referring to there was that the SEC ini-
tially came out with a ‘‘noisy withdrawal’’ proposal that would re-
quire the lawyer who had reported the wrongdoing up to the board 
and was rebuffed, to make the noisy withdrawal. There was a 
firestorm about that and a lot of objections about that. So the SEC 
then came out with a revised proposal whereby rather than the 
lawyer making the noisy withdrawal, the company would have to 
make a filing with the SEC that stated that the lawyer, this law 
firm or lawyer, had resigned and explain the circumstances under 
which the resignation was made. So that is what I was referring 
to as the alternative proposal. What I was saying was that I think 
either proposal is fine, but I think that there should be some kind 
of noise at that point, whoever makes it. 

Mrs. KELLY. No, that is not exactly what I was going after, but 
let me just continue on in that vein since you brought it up. In es-
sence, that becomes then really a quiet withdrawal, because then 
it becomes a discussion between the corporation and the SEC, if I 
understand what you are saying. 
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Mr. COHEN. Yes, the corporation would have to make a disclosure 
to the SEC. Of course, it is possible that the corporation would not 
do that or would not say very much, but the theory is that as long 
as the SEC is alerted to some possibility, then the SEC could make 
a judgment about whether it is desirable to investigate further and 
the like. That is the theory behind it. 

Mrs. KELLY. In general, inasmuch as most lawyers in corpora-
tions are there to help corporations comply with the law, an ad-
junct of that is to help corporations find where there is a loophole 
in the law. That is the conundrum we face. So basically, if I under-
stand this panel correctly, most of you are not interested in the 
SEC pursuing a ‘‘noisy withdrawal.’’ Is that correct? 

Mr. COHEN. I believe so. 
I am not in favor of it. It looks like I am not the only one. 
Mr. PAINTER. I have very mixed views on it. I think it is nowhere 

near as harmful as opponents of the ‘‘noisy withdrawal’’ proposal 
have said. Indeed, it is an opt-out rule. If you do not like it, under 
the SEC rules you simply set up a qualified legal compliance com-
mittee, and then all the reporting goes to the committee and there 
is no ‘‘noisy withdrawal’’ requirement anymore. So the company 
can opt out. I do not think it is anywhere near as bad as it has 
been described. 

On the other hand, I see a lot of attention being focused on this 
issue, rather than some other potentially much more serious issues. 
I mentioned contingent fees in connection with merger deals and 
so forth. So I think the commission might want to re-phrase the 
rule in a manner that is somewhat more acceptable to its oppo-
nents, if necessary, because it is not that big a deal in the end. Peo-
ple will find out if the lawyer resigns. The Commission will find 
out. The underwriters will find out and start snooping around. I 
am not so sure we need a telephone call to the Commission saying, 
‘‘I have withdrawn for professional reasons, hint, hint,’’ I am not 
sure that is necessary. 

Ms. MADRID. If I may, I would have to say that there are a lot 
of theoretical issues, but the fact of the matter is there are many, 
many lawyers who are inside of corporations every day trying to 
figure out how to do this. I think that with a noisy withdrawal, 
there are very serious consequences that can flow from that. Fun-
damentally, the trust relationship between the inside counsel and 
the management team is critical to ensuring that there is sound 
corporate governance, and that there is legal activity. 

To the extent that inside counsel are essentially cops, this is 
going to discourage management from including lawyers in on the 
conversations. If we start with the assumption that lawyers are 
going to help the management work through issues and find legal 
mechanisms and not loopholes, but really sound corporate deci-
sions, having a ‘‘noisy withdrawal’’ we believe would really discour-
age that type of activity. 

Mrs. KELLY. My time is up, but I would like to follow that up 
with written questions. Will you keep the hearing open? 

Chairman BAKER. Certainly. 
Mrs. KELLY. Thank you. 
Chairman BAKER. I thank the gentlelady. 
Mr. Scott? 
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Mr. SCOTT. Thank you very much, Mr. Chairman. 
I think there is certainly an important role that we must have 

for the attorneys in any of the ethics conflicts of interest, but I 
would also think that we must not overreach, that there is a bal-
ance with the ‘‘noisy withdrawal.’’

I have a two-point question. First, Ms. Madrid, there is a re-
quirement in the Sarbanes-Oxley legislation that requires the first 
attorney, the ‘‘up the ladder’’ provision. What is your appraisal of 
that? How well has that performed and do you have any evidence 
that it has helped in the governance area? 

Ms. MADRID. What we know from our membership is that, soon 
after the enactment of Sarbanes-0xley and the effectiveness of rule 
307, the in-house counsel and the in-house law departments very 
quickly responded to the requirements. There were written require-
ments that were prepared in many, many law departments across 
the country. There was training that was delivered. 

We understand that while there is still some confusion and ambi-
guity in terms of what the requirements are in the ‘‘reporting up’’ 
within the legal departments, I think that we find that the lawyers 
who bring this information or evidence to the chief legal officer, 
that that is an appropriate mechanism to work through these 
issues. 

Mr. SCOTT. Thank you. 
The other part of my question, I believe it was you, Professor 

Painter, you talked about contingency fees as probably the most se-
rious issues, as opposed to ‘‘noisy withdrawal’’ and some of the 
other things. You used the example of the AOL Time Warner merg-
er, the spread of maybe $30 million, from $5 million to $35 million. 
How would you restructure that? What recommendations would 
you offer us to deal with how we can more effectively restrict con-
tingency fees in a way that would be in the best interests of the 
American shareholder? 

Mr. PAINTER. First, it is not a widespread practice at this stage, 
to charge the contingency fee in that manner on the corporate 
transaction. That was one of several incidents, but it is not a com-
mon practice. But it was an enormous contingency fee for an enor-
mous transaction, which has turned out not to be in the interests 
of counsel’s client. 

As I say, I have no evidence that there was inadequate represen-
tation there, but I do believe that in a securities transaction where 
it is the job of the lawyer to look for problems with the deal and 
to say no when there are problems, that it is not good for the law-
yer to be paid several times more if the deal closes than if it does 
not. Accountants are not put on a contingency fee. Lawyers should 
not be. Investment bankers are, but investment bankers have a dif-
ferent function. 

Lawyer contingency fees primarily have been used in the 
plaintiffs’s lawyers area. I have other concerns. That is a different 
issue about excessive contingency fees in that area. But I think the 
spreading of contingency fees into corporate transactions is some-
thing that ought to be watched very carefully. There are a lot of 
other ways, whether it is hourly rates or other more traditional 
methods of billing the client that most law firms adhere to, and we 
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do not need to see more of those types of contingent-fee arrange-
ments. 

Mr. SCOTT. Thank you. 
Chairman BAKER. Does the gentleman yield back? 
Mr. SCOTT. Yes. 
Chairman BAKER. Mr. Manzullo? 
Mr. MANZULLO. I just have a couple of questions. Do in-house 

corporate attorneys qualify for key person liability insurance cov-
erage? 

Ms. MADRID. Yes. I am sorry. Is the question in terms of D&O 
liability or another type of policy? 

Mr. MANZULLO. Yes, that is correct. Go ahead. 
Ms. MADRID. What we know is that today that is in flux. The in-

surance companies are taking varying positions and are modifying 
policies currently. It is unclear, at least from the perspective of the 
insurance companies, whether the attorneys when delivering pro-
fessional advice to the corporation, they would be included in the 
D&O coverage. 

This is an area that is probably going to, I would imagine, be get-
ting a lot of attention in the near term. Frankly, these issues had 
not been coming up before, and now with attorneys being named 
as defendants in these types of cases, the issues are now coming 
to the forefront. 

Mr. MANZULLO. Lawyers always sue anybody available, including 
other lawyers. In the past when a lawyer has been sued individ-
ually in the corporation, isn’t there an obligation on the part of the 
corporation to indemnify, unless there was malfeasance? When I 
practiced law, if I gave bad advice and it worked to the injury of 
a client, I was liable for malpractice. Should that be any different 
in a corporation? 

Ms. MADRID. As a general counsel, I would hope that we would 
have coverage. I think that what we are finding, however, is that 
the insurance companies may be taking a different view. You may 
have professional liability policies within a company that really are 
for third-party claims with respect to others that you may have 
provided professional advice to, as opposed to providing profes-
sional advice to the insured itself, that being the company as em-
bodied through either its board of directors or its officers. 

Mr. MANZULLO. I don’t see any difference in whether you are em-
ployed on a retainer, on an hourly, or a member of the corporation 
as an employee. The obligation is that there has to be responsi-
bility for giving bad advice. That can happen to anybody, and that 
is why you have insurance. I am just a little bit surprised it may 
be in flux. Are you telling me that you do not know if corporate 
attorneys now are covered by malpractice insurance? 

Ms. MADRID. What I can tell you is that under D&O policies that 
have been issued to corporations, we have found that insurance 
companies are taking the position that in-house counsel may not be 
a covered insured under certain policies. As you know, many of the 
policies have different languages; they have different exclusions. 
Each one would be read individually, but we certainly are finding 
among the insurance industry a position that attorneys may not be 
covered under D&O policies. We obviously would hope to find a dif-
ferent opinion on that, but certainly we are seeing it today. 
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Mr. MANZULLO. So if there is an action that is brought by the 
shareholders against a member of the board of directors, who is re-
lying up legal advice of the in-house corporate counsel, the member 
of the board of directors would be eligible for D&O coverage, but 
not the attorney giving the advice. Is that correct, under some cir-
cumstances? 

Ms. MADRID. Under some circumstances. 
Mr. MANZULLO. But in that circumstance, if the judgment is in 

excess of D&O coverage against the member of the board of direc-
tors, doesn’t he have a right to be indemnified by the attorney per-
sonally for the excess? 

Ms. MADRID. No, I do not believe that would be the case. 
Mr. MANZULLO. So the member of the board who acts, I am not 

talking illegally, but acts improperly, based upon the bad advice of 
the attorney would have no recourse against that attorney. If the 
attorney were not a member of the corporation, it is obvious that 
he would. But the fact that the attorney works for the corporation 
insulates him from a lawsuit by a fellow employee? 

Ms. MADRID. No, I do not believe he is insulated, but he may not 
have insurance. That would be the issue. Today what we are find-
ing is that even when insurance policies are being triggered, they 
are being triggered only for defense costs, and not indemnification 
in terms of any liability. 

Mr. MANZULLO. Okay. Thank you. 
Chairman BAKER. I thank the gentleman. 
Mr. Emanuel? 
Mr. EMANUEL. Thank you, Mr. Chairman. 
To the professors on the panel and if others want to reply, they 

can obviously come in. On a slightly different issue in dealing with 
some of the issues that we on this committee have looked at, as 
well as in the Senate, in looking at the issue of tax shelters and 
the role of attorneys in advising on tax shelters. In some of the re-
cent articles, much of the focus has been on the accounting indus-
try. A lot of this would not be allowed to continue if it was not for 
some of the legal advice and some of the counsel being given by 
outside attorneys. 

Have you conducted any research on the role of attorneys in the 
tax shelter business? What is the outcome of that research? This 
is to anybody; don’t all jump at once. It is a jump-ball question. 

[Laughter.] 
Mr. COHEN. I have not looked at what has been going on with 

tax opinions. What I have looked at a little bit is the ‘‘advice of 
counsel’’ defense, which tends to be interpreted differently in dif-
ferent areas of the law. That is something that I think one ought 
to be very skeptical about because one of the problems with the 
‘‘advice of counsel’’ defense is the more likely that a court is to rec-
ognize such a defense, the more likely it is that lawyers are going 
to have an incentive to give a kind of ‘‘get out of jail free’’ card to 
people who are asking for that advice, and that more clients are 
going to demand that kind of advice. 

I think the premise of the ‘‘advice of counsel’’ defense is that, 
well, if people act in good faith and go to see a lawyer and they 
happen to get bad advice, then they ought not to be penalized as 
harshly for that. But I think the problem is that once you recognize 
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the defense, you undermine the premise for the defense being given 
in the first place. That is one area that I think needs to be studied 
further. 

Mr. PAINTER. One other issue with respect to tax opinions is that 
if an accounting firm provides the tax opinion, and the IRS finds 
out that the tax opinion is wrong, the IRS can say to the account-
ing firm, ‘‘I want a list of the people to whom you provided this tax 
shelter to.’’ They go to the law firm and the law firm starts claim-
ing the attorney-client privilege. I do not believe that the mere 
identity of the clients that you have provided tax advice to should 
be subject to the privilege; that people ought to be able to take this 
work, put it in a law firm and claim an attorney-client privilege 
where the IRS cannot even find out who the law firm has been ad-
vising. That has become a serious problem that has been litigated 
in the courts. 

Mr. MORGAN. This is an area, as you know Mr. Emanuel, that 
the IRS has recently addressed. 

Mr. EMANUEL. That was my follow-up question. 
Mr. MORGAN. I must admit that I have not prepared any analysis 

of those regulations. It is an area that clearly needs review because 
there is a real risk that people will be tempted to give opinions 
that, as Professor Cohen says, look like they are providing security 
or reliable information, and in fact turn out to not be reliable. Be-
yond that, I really do not want to go on the record about something 
that I have not researched yet. 

Mr. EMANUEL. I appreciate that. That has been the main focus, 
as you know, Mr. Chairman. You and I have talked. 

Mr. KELLER. I just wanted to point out that, going back quite a 
number of years now, the American Bar Association came out with 
a very strict ethical position imposing very strict rules on lawyers 
rendering tax shelter opinions. I think it was recognition that it is 
important, as a professional matter, to hold lawyers to high stand-
ards in rendering those opinions. 

I think there are issues now that need to be reviewed in terms 
of in fact who is the lawyer representing. Are they representing 
those who are peddling the tax shelter or are they representing 
those who are purchasing the tax shelter? We are seeing litigation 
evolving that will tell us the propriety of the behavior that has 
taken place. 

Mr. EMANUEL. If you go back to Sarbanes-Oxley and some of the 
reforms given the last 2 years in corporate behavior, a lot of focus 
has been on the accounting industry and investment banking. But 
the truth is, the legal profession was equally a participant in some 
of the, in my own view, flimsy tax shelter advice. They are issuing 
one opinion, overcharging clients for the same opinion that they 
were Xeroxing and faxing around. They were a participant. 

A number of accounting firms have recently announced that they 
are going to shut down those departments with that service. I 
think we need to be as vigilant on the legal profession as we have 
done in the other financial services sectors in making flimsy or 
questionable tax shelter advice. 

The truth is, besides what the accounting industry has done, you 
could not go forward if the green light was not provided by the 
legal firm. So whether they are at the steering wheel or not, they 
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definitely have been sitting in the car seat encouraging people to 
hit the gas. We need to be vigilant here, because the tax shelter 
and the tax code, and you talk about the IRS’s ability to enforce. 
I am not against people trying to find if they can pay less in taxes, 
they can do that, but there has been a question of where the pro-
fessional ethics stands in issuing this advice in the profession. 

Chairman BAKER. The gentleman’s time has expired. 
I am sorry. Would you want to respond quickly, sir? 
Mr. PAINTER. I just want to say that I think the IRS is vigorously 

pursuing this issue. It is very important for this body to back up 
the IRS and not to have a scenario where special interests simply 
run to the Congress to try and get Congress to undermine the IRS. 

We had similar experiences with the Securities and Exchange 
Commission a number of years ago that former Chairman Leavitt 
wrote about in his book. I think it is very important for this Con-
gress to back up regulators, whether it is the SEC or the IRS or 
other agencies who pursue professionals who are acting irrespon-
sibly. 

Mr. EMANUEL. Thank you. 
Thank you, Mr. Chairman. 
Chairman BAKER. The gentleman’s time has expired. 
Mr. Gonzalez? 
Mr. GONZALEZ. Thank you very much, Mr. Chairman. Again, 

thanks to you and Ranking Member Kanjorski, as well as to the 
Chairman and Ranking Member Frank, for allowing me this oppor-
tunity. 

It really was my question during the hearings that we had in 
fashioning our own House version of the legislation that addressed 
the role of attorneys, which was of course taken up by Senator Ed-
wards over in the Senate. So here we find ourselves today. 

But for Professor Cohen, what I am hearing, and correct me if 
I am wrong, is we have the attorneys withdrawing now. Isn’t that 
sufficient? Isn’t that wonderful? In my opinion, it is not. The objec-
tive is stockholder and shareholder confidence, investor confidence, 
right? 

Then we have to determine how we arrive at that, so we work 
backwards. That is the SEC. The SEC has to be knowledgeable of 
what is going on out there in order to impose the rules and regula-
tions so that we have that kind of confidence. So how do they get 
that information? We are working backwards. How do we get it? 

I am going to give you two examples. Let us use Enron and the 
creation of the SPEs and everything that is out there now, whether 
it is being litigated in the civil environment or whether it is crimi-
nal. One scenario is we have a ‘‘noisy withdrawal.’’ The other sce-
nario is we do not have a ‘‘noisy withdrawal.’’ Under those two sce-
narios, you tell me which best serves the interest of the public, and 
that is to make sure that we have an informed SEC. 

Anybody, it does not matter in what order. 
Mr. KELLER. Can I suggest that when the question is posed that 

way, it sounds as though the answer is obvious. But that is taking 
the issue, I think, out of an overall context, because as I tried to 
note in my remarks, it seems to me we have to keep in mind the 
role that lawyers play, both as part of the core value of our legal 
system and the right to independent counsel. Independent counsel, 
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if you will, is the bulwark against oppressive regulation, oppressive 
government, wrong charges and what have you. That is an impor-
tant principle I think we would all agree to preserve. 

We also have lawyers who indeed every day, and I do this, are 
the policemen. We are working towards compliance. Our securities 
law system is very much a self-regulatory system. Yes, we have en-
forcement and we have civil actions. That keeps people in check, 
but that is limited, based on the vast array of what is going on. 
We are the people who are working towards fostering legal compli-
ance. It is important that lawyers be kept in the middle of that 
process. Yes, held to be accountable; held to professional responsi-
bility. 

So I think you need to assess the ‘‘noisy withdrawal’’ situation 
against the broader value. It is part of the total picture. Those who 
promote it will admit that it is the rare circumstance. There is a 
distinguished former general counsel of the SEC who said it is a 
once in a lifetime event. Yes, you can find the one case where it 
would make a difference, but I would suggest that that one case 
is far outweighed by the ongoing countless times when lawyers are 
counseling legal compliance; where the ability to do so would be 
eroded by the problems that would be created by ‘‘noisy with-
drawal.’’ So I think it is question of balance. 

The ABA professional rules recognize that confidentiality, trust 
and confidence of clients and their lawyers is a core value. It is not 
immutable, however. There are exceptions. It is carefully tailored 
and its balancing those exceptions the way the professional rules 
have done that is important. 

Mr. PAINTER. Congressman, in the scenario you describe, I be-
lieve that not only is withdrawal required, but a noisy withdrawal 
is what definitely should take place. A lawyer who does not make 
a noisy withdrawal in that context is very likely to expose himself 
to liability and enforcement actions and the like, regardless of what 
the SEC’s rule is under section 307. 

That is the reason why I have decided I was going to take the 
middle position on this. What the SEC must do is require the sepa-
ration of the lawyer-client relationship in a circumstance where 
your client refuses to obey the law. You are required to terminate 
at least the securities side of the representation, if you are advising 
him on securities law and they won’t obey the securities laws. This 
requires the resignation of the lawyer. 

Once you have severed the lawyer-client relationship, I believe 
the lawyer is highly likely to take the step the lawyer needs to take 
to prevent the fraud from taking place. They have only downside 
in this situation, and not up-side if the client goes ahead and per-
petrates the fraud. 

So it is for that reason I have taken the position that it is not 
as big a deal either way, the actual SEC ‘‘noisy withdrawal’’ re-
quirement as it is being made out to be. I am not opposed to the 
requirement, and indeed, as I said, it is optional. The client can 
opt-out simply by setting up a qualified legal compliance committee 
under these rules. So I do not understand all the fuss. 

On the other hand, I am not so sure it is an issue that the SEC 
should continue to fight over when there are many more important 
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things than the amount of noise in the withdrawal. But the with-
drawal absolutely should be required. 

Chairman BAKER. The gentleman’s time has expired. 
I want to insert into the record a statement from Mr. Peter 

Moser, who was unable to appear today. He is chief counsel to 
Piper Rudnick, but serves on the ethics committee and the task 
force of the American Bar Association on compliance with section 
307 of Sarbanes-Oxley. 

[The following information can be found on page 91 in the appen-
dix.] 

I also want to express my appreciation to each of you for your 
courtroom conduct today. You were not only informative, you were 
more importantly timely. To assure you that no enforcement action 
or liability will attach because of your participation here today, the 
committee will maintain the record open for at least 5 days to 
allow those who have more questions to formally submit those to 
you for additional response. 

This is the beginning of the committee’s exploration in this area 
and we do need to take care that the end result of our efforts is 
to assure shareholders that corporate governance is meeting the 
highest possible standard, while at the same time not unreasonably 
constraining appropriate business decisions for the overall best ad-
vantage of that corporate structure. 

We do appreciate your participation and look forward to working 
with you in the days ahead. 

Our meeting stands adjourned. 
[Whereupon, at 11:22 a.m., the subcommittee was adjourned.] 
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