Ethical Issues for Business Lawyers

Lawyer-Directors: Just a Bad Idea
By C. Evan Stewart

One of the biggest country hits of 1978 was “Mamas,
Don’t Let Your Babies Grow Up to Be Cowboys.””! Substi-
tute “Lawyers” for “Babies” and “Directors” for “Cow-
boys,” and you will get the theme of this article.

Is It Ethical?

First off, and as Richard Nixon used to say, let me
make one thing perfectly clear: It is not unethical for
lawyers to serve as directors of public companies. Indeed,
it is not necessarily unethical for a lawyer to serve as a di-
rector of a corporation which is also a client. ABA Model
Rule 1.7(a)(2) sets forth the guiding principle: a lawyer
runs afoul of her ethical obligations if “there is a signifi-
cant risk that the representation of one or more clients
will be materially limited by the lawyer’s responsibilities
to another client.”” Comment 35 to that Rule more specifi-
cally addresses the lawyer/director/two-hats issue:

A lawyer for a corporation or other
organization who is also a member of

its board of directors should determine
whether the responsibilities of the two
roles may conflict. The lawyer may be
called on to advise the corporation in
matters involving actions of the directors.
Consideration should be given to the fre-
quency with which such situations may
arise, the potential intensity of the con-
flict, the effect of the lawyer’s resignation
from the board and the possibility of the
corporation’s obtaining legal advice from
another lawyer in such situations. If there
is material risk that the dual role will
compromise the lawyer’s independence
of professional judgment, the lawyer
should not serve as a director or should
cease to act as the corporation’s law-

yer when conflicts of interest arise. The
lawyer should advise the other members
of the board that in some circumstances
matters discussed at a board meeting
while the lawyer is present in the capac-
ity of director might not be protected

by the attorney-client privilege and that
conflict of interest considerations might
require the lawyer’s recusal as a direc-
tor or might require the lawyer and the
lawyer’s firm to decline representation of
the corporation in a matter.

In 1998, the ABA went further in providing guidance
with ABA Formal Ethics Opinions 98-410.2 The opinion
answered “yes” to the “may lawyers serve as directors
of corporate clients” question, subject to a number of
caveats. The key ones are that a lawyer seeking to wear
two hats should: (i) sufficiently inform management and
the board about his or her dual roles; (ii) make clear that
he or she will be required to recuse him or herself when
faced with a conflict of interest (e.g., choosing outside
counsel on a matter); and (iii) recognize there may be cir-
cumstances in which he or she should decline to act in his
or her role as counsel (e.g., where there may be potential
liability arising out of a board decision).

Later that same year an ABA task force went further.3
While recognizing there “is no per se rule of professional
ethics that prohibits any lawyer—inside or outside—for
a corporation or other organization from also serving on
its board of directors,” the task force sought to discourage
the practice because “the risks may prove to be significant
in certain circumstances” (e.g., potential waiver of the at-
torney-client privilege, the creation of conflicts of interest,
possible coverage gaps at the intersection of malpractice
insurance and corporate D&O policies, undermining the
lawyer’s professional independence, exposing lawyers to
increased liability risks).*

But Is It Smart?

The first danger identified by the ABA—waiver of
the privilege—is a real one. Numerous courts have held
that, because a lawyer/director has fiduciary duties
to the shareholders, there would be no privilege as to
certain communications between the lawyer’s firm and
the corporation.® Attempting to navigate through these
dangerous shoals by erecting information barriers has
not proved uniformly successful.® And beyond this issue
is the related concern that a lawyer’s legal duties may be
in conflict with his or her director duties and thus create
some unfortunate (and unforeseeable) consequences.’
The insurance coverage issue is also no academic mat-
ter, as the WorldCom directors (which included outside
legal talent) discovered, much to their individual financial
detriment.?

As if the foregoing were not enough to dissuade law-
yers, one would think that greater exposure to increased
liability would close the deal. As it is, directors’ legal and
regulatory exposure has been ratcheted up tremendously
over the past decade (and more).? And even before that it
was clear that lawyers who serve as directors do so with a
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bulls-eye on their chests—i.e., lawyers are held to a
higher standard of care.°

The first real jurisprudence on heightened lawyer
liability came in Escott v. BarChris Construction Corp.tt
Analyzing whether a lawyer-director (who also was an
outside lawyer to the company) could successfully as-
sert the due diligence defense under Section 11(b) of the
Securities Act of 1933, the court accepted the individual’s
representations that he was not aware of any material
problems in the company’s prospectus. The court none-
theless found that there were certain matters of which
someone of the lawyers’ expertise and experience should
have been aware, which constituted clear red flags or
were at least discoverable upon a non-audit like investi-
gation (e.g., overstatement of the value of contracts, loans
to the corporation by its officers). As such, the lawyer-
director was held liable for his failure(s) to act.*?

Several years later this liability trap was further
“clarified” in Feit v. Leasco Data Processing Equipment
Corp.1® Once again the legal issue was what met the due

diligence defense safe harbor for purpose of Section 11(b).

As a broad principle, the court opined:

What constitutes “reasonable investi-
gation” and a “reasonable ground to
believe” will vary with the degree of
involvement of the individual, his ex-
perience, and his access to the pertinent
information and data. What is reasonable
for one director may not be reasonable
for another by virtue of their differ-

ing positions. . . . Inside directors with
intimate knowledge of corporate affairs
and of the particular transactions will
be expected to make a more complete
investigation and have more extensive
knowledge of facts supporting or con-
tradicting inclusions in the Registration
statements than outside directors. . . .
Each must undertake that investigation
which a reasonably prudent man in that
position would conduct.'

Applying that standard to the lawyer-director in
the hot seat, the court held that his responsibility came
near to being a “guarantor of accuracy” for the securities
filing.’® Subsequent courts have followed the BarChris
and Feit courts as to lawyer-directors’ higher standards
to uncover fraud or wrongdoing.1® Other related liability
hooks include lawyer-directors being held to be “control-
ling persons” under Section 20 of the Securities Exchange
Act of 1934,17 as well as a law firm being held to have
fiduciary obligations to corporate shareholders by dint of
one of its partners serving on the corporation’s board of
directors.8

Conclusion

Notwithstanding the many obvious downsides
mentioned above, a number of lawyers still clamor for
the honor and glory of being a corporate director.'® This
seems to stem from some notion that we lawyers may in
fact be smarter than our business clients, that we really
are “the best and the brightest,” etc.?° Unfortunately, that
sort of hubris shows how really smart people can be re-
ally dumb sometimes.?! On this subject, perhaps lawyers
should just remember (and act upon) Mom’s advice!
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