“New York Lawyers: Be Afraid, Be Very Afraid...!”

By C. Evan Stewart

As careful readers of the NY Business Law Journal
should know,! all of life’s important lessons can be
learned from Godfather (Paramount 1972) and Godfather
Part II (Paramount 1974).2 Notwithstanding, let me start
by quoting from Michael Corleone in Godfather Part 111
(Paramount 1990)—which is otherwise a terrible movie:
“Just when I thought I was out... they pull me back in.”

Since 2003, I have been worried about what would
happen when (not if) a lawyer follows the dictates of the
state in which she is licensed to practice instead of fol-
lowing the very different dictates mandated by the rules
and regulations promulgated by the U.S. Securities and
Exchange Commission after the Sarbanes-Oxley Act of
2002 went into effect.> A few years ago, I thought I knew
the answer,* but now I am somewhat less sure. Because
of the dangers posed to lawyers (and, in particular, to
New York lawyers), this uneasy state of affairs needs to
be fully aired.

The SEC vs. the States

Under the SEC’s Sarbanes-Oxley modus operandi, a
capital markets lawyer may disclose “material violations”
(past, current, future) to the Commission. If a lawyer
does not handle this “permissive” disclosure obligation
correctly, she can be subject to a liability whipsaw: If
she fails to disclose to the SEC and she is wrong, the SEC
(and possibly the plaintiffs” bar) can go after her; if she
discloses to the SEC and she is wrong, clients and stock-
holders can sue her. (This places a pretty high premium
on lawyers always being right!) In judging the appro-
priateness of her conduct, the SEC (with the benefit of
hindsight) will judge her under the “reasonable lawyer”
standard (i.e., not based upon what she actually knew),
and the Commission has at its disposal the full panoply
of sanctions under the Securities Exchange Act of 1934 to
punish the offending lawyer.

A number of states have generally come into line with
the SEC’s “permissive” disclosure mandate, but a number
of others have not.> Besides Washington and California,®
another principal outlier is New York. Under New York
Rule 1.6, New York lawyers may use their discretion to
make permissive disclosure (1) to prevent death or sub-
stantial bodily harm, or (2) to prevent a crime. New York
specifically carves out financial fraud from permissive
disclosure; furthermore, disclosure of past client conduct
is prohibited. New York also declined to adopt in Rule 1.13
a provision allowing lawyers representing corporations to
“report out” if they are unable to get their clients to “do
the right thing” (i.e., follow their advice) and the corpo-
rations face “substantial injury” relating to that advice
(taken or not taken).”

Preemption (per the SEC)

While acknowledging that “a number of commenta-
tors questioned the Commission’s authority to preempt
state ethics rules, at least without being explicitly autho-
rized and directed to do so by Congress,” the SEC staff in
the final release implementing its Sarbanes-Oxley rules
and regulations also wrote: “[TThis... does not preempt
ethical rules in United States jurisdictions that establish
more rigorous obligations than imposed by this part. At
the same time, the Commission reaffirms that its rules
shall prevail over any conflicting or inconsistent laws of a
state or other United States jurisdictions in which an at-
torney is admitted or practices.”®

Some non-compliant states immediately challenged
the SEC on the preemption issue;’ in responding to those
states, the SEC cited the U.S. Supreme Court’s decision in
Sperry v. State of Florida—a ruling that is demonstratively
inapposite on its face.l® Not only did that brouhaha end
up in an unresolved standoff, but when the New York
State Bar authorities put forward New York’s non-con-
forming Rule 1.6 in 2009, they did so (1) in full awareness
that its Rule 1.6 would place materially different disclo-
sure obligations on New York State lawyers than those
required by the SEC, and (2) in full awareness of the SEC’s
position on preemption.

With the preemption issue thus pretty well teed up,
what have the courts done with the issue (to date)?

Quest Diagnostics

On October 25, 2013, the U.S. Court of Appeals for
the Second Circuit affirmed the district court’s 2011 dis-
missal of a False Claims Act qui tam action by Mark Bibi,
a former general counsel of Unilab.!! Bibi, together with
two other former Unilab executives, had sued Unilab’s
new owner, Quest Diagnostics, on the ground that the
company had engaged in a pervasive kickback scheme.
At the district court level, legal academic ethics experts
proffered dramatically opposing opinions: Prof. Andrew
Perlman of Suffolk University Law School supported Bibi,
testifying that Bibi was entitled to “spill his guts” because
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he believed Unilab’s actions were criminal; Prof. Stephen
Gillers of New York University Law School opined that
Bibi’s disclosure violated his professional obligations to
his former client. The district court sided with Gillers,
and dismissed the case.

On appeal, the Second Circuit upheld the important
ethical obligation that lawyers have in protecting client
confidences (under Rule 1.6) and not breaching said confi-
dences (especially to profit thereby). But in order to get to
that ruling, the court first had to address Bibi’s contention
that the False Claims Act preempted New York State’s
Rules of Professional Conduct.

Judge Jos¢ Cabranes, writing for the panel, initially
noted that courts have “consistently” looked to state ethi-
cal rules to determine whether attorneys had conducted
themselves properly. He then reviewed whether the
federal statute did anything to change that traditional ap-
proach, but found that “[n]othing in the False Claims Act
evidences
a clear
legislative
intent to
pre-empt
state stat-
utes and
rules that
regulate an
attorney’s
disclosure
of client confidences.” As authority for the “clear legisla-
tive intent” standard, Cabranes cited two Supreme Court
precedents, both of which stand for the proposition that
“we [the U.S. Supreme Court] assume a federal statute
has not supplanted state law unless Congress has made
such an intention clear and manifest.”!2

This determination seemingly left the SEC in a pretty
precarious position. Why? Because there is not one
scintilla of evidence that Congress manifested any intent
to supplant state-based rules for lawyers when it passed
Sarbanes-Oxley.!3

Hays v. Page Perry

The following year, the U.S. District Court for the
Northern District of Georgia weighed in on this topic
in Hays v. Page Perry.'* Dismissing a malpractice action
against a law firm, Judge Thomas Thrash held that the
firm had no duty to report its client’s possible securities
fraud to the SEC.

In a prior ruling, Thrash had opined that “Georgia
law...never obligates a lawyer to report even the most
serious client misconduct to regulators.”?> On a motion
to have the judge reconsider his prior ruling, he was even
more emphatic, finding the plaintiff’s theory “a strange
perversion of lawyers’ professional responsibilities” and
its legal claim “profoundly flawed”. If the plaintiff were

“Judge José Cabranes, writing for the
panel, initially noted that courts have ‘con-
sistently” looked to state ethical rules to de-
termine whether attorneys have conducted

themselves properly.”

to be correct, he reasoned, there would be dire conse-
quences: “The risk of civil penalties would cause attor-
neys, out of self-preservation, to err on the side of dis-
closure when in doubt. Consequently, such a rule could
even deter potential clients from seeking advice from a
lawyer.” 16

Thrash also (correctly) noted that another flaw in
the plaintiff’s approach was that it “conflate[d] attorney-
client confidentiality with the attorney-client eviden-
tiary privilege.” Violating the former (an ethical rule),
of course, could subject a disclosing attorney to being
disbarred;!” the privilege, on the other hand, is something
that is owned by the client (not her attorney), and can be
waived only by the client.

Wadler v. Bio-Rad Labs

Notwithstanding these two decisions, in December
2016, a California-based federal Magistrate Judge went
in another direction
in Wadler v. Bio-
Rad Laboratories. '8
Sanford Wadler, the
former general coun-
sel for Bio-Rad, sued
his former employer
after he was fired.
Wadler claimed that
the termination was
in retaliation for his
informing the board of directors of purported Foreign
Corrupt Practices Act violations. On the eve of the trial,
Bio-Rad filed a motion in limine to exclude virtually all of
Wadler’s evidence on the ground that it was covered by
the company’s attorney-client privilege. Magistrate Judge
Joseph Spero ruled against the motion, opining not only
that Bio-Rad was untimely in seeking the requested relief,
but also that (1) federal common law applied to privi-
lege issues and, as such, Wadler was permitted under
ABA Model Rule 1.6 to use privileged communications
to establish his claim; '° and (2) the State of California’s
restrictive confidentiality obligations were preempted by
the SEC’s Sarbanes-Oxley rules and regulations govern-
ing attorney conduct.

As to the Magistrate Judge’s preemption ruling, he
lifted his decision almost verbatim from an amicus brief
filed by the SEC. The Magistrate Judge wrote that the
SEC’s rules and regulations are “entirely consistent” with
ABA Model Rule 1.6, the “vast majority” of states, and
federal common law. He was essentially right on the first
point, but manifestly not on the second two.? More im-
portant to the Magistrate Judge was the fact that “the SEC
has now endorsed this interpretation of its own regula-
tion” in its amicus brief, and the SEC’s interpretation of
its “own regulation” was entitled to deference. ?!
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Sorry, but a Chevron deference analysis does not have
any relevance to federal preemption.?> The fact that the
SEC believes—by its own invocation, but absent any indi-
cation of Congressional intent—that there is preemption is
evidence of nothing. The Magistrate Judge wrote that this
outcome was “one of the methods Congress chose”—but
that is simply not true; as noted above, Congress said zero
about preemption, and the Magistrate Judge cited nothing
to support his claim. 2

Conclusion

The SEC’s position on preemption seems (at the very
least) on extremely weak ground—even the former head
of the Commission’s Enforcement Division believes the
SEC’s preemption position is baseless. 2 But the SEC—
despite having a pretty lackluster track record in litiga-
tion®—has shown dogged determination in pursuing
strategic objectives through the litigation process over
many years—for example, in the case of holding sec-
ondary actors (such as lawyers) accountable under the
Securities Exchange Act of 1934.26 Thus, even if Bio-Rad
is not well-grounded as a matter of law, the Commission
does have it as a precedent to go after lawyers who follow
their states” ethical standards and not the Sarbanes-Oxley
protocols. This fact of life should give every New York
licensed lawyer significant cause for concern.
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