




LEGAL AND ETHICAL DUTIES OF LAWYERS

quite frequently and have limited lawyer secrecy from the very beginning.
There is no evidence that those broad exceptions have had undesirable
effects on the candor with which clients communicate to lawyers. There is
no reason to believe that a slight broadening of the exceptions in situa-
tions that arise less frequently will have any discernible effect.

A great deal of romanticism often surrounds discussion of "trust" and
"candor" in the lawyer-client relationship. Studies indicate that mistrust
and suspicion are frequently encountered in the relationship; lawyers fre-
quently state that clients are unwilling to reveal embarrassing or sensitive
facts, which need to be dynamited out of them; and factors that restrict
candor operate in various practice contexts in powerful ways.34 1 In the
criminal defense field, for example, both lawyer and client have powerful
incentives not to candidly discuss facts relating directly to guilt.

Second, the available empirical evidence, albeit limited, suggests that
most lawyers and clients expect that confidentiality will be breached when
extremely important interests of third persons or courts would be im-
paired.3 42 Nor is there any indication that clients are more candid with
their lawyers in jurisdictions that have fewer exceptions to confidentiality
than they are in jurisdictions with broader exceptions. Any objective ob-
server must concede that there is insufficient solid empirical evidence to
support firm conclusions in either direction. Do New Jersey lawyers, who
are required to disclose to rectify a client's prior fraud on a third person,
have an inferior relationship with their corporate clients than those in the
District of Columbia, where such disclosure is prohibited? When severe
harm, which could be prevented by disclosure, is threatened, the reality of
that more certain interest should be preferred to dubious assumptions
about effects on client candor.

Third, the confidentiality interests of public companies regulated by
the SEC have less a moral claim for protection than those of private indi-
viduals who are suddenly confronted with a legal problem that requires a
lawyer.343 Inexperienced individual clients, unfamiliar with legal matters
and fearful of their predicament, have confidentiality interests that derive
in part from constitutional provisions involving individual rights, especially

341. See, e.g., Robert A. Burt, Conflict and Trust Between Attorney and Client, 69
GEO. L.J. 1015, 1015 (1981) ("Many attorneys and clients mistrust one another
notwithstanding their initial hopes and the insistence of the profession's formal
norms that a proper relationship requires mutual trust.").

342. See Fred C. Zacharias, Rethinking Confidentiality, 74 IowA L. REv. 351, 377-
78 (1989) (discussing attitudes of general public and of lawyers regarding lawyers'
obligations to disclose confidential information when questioned by court).

343. See, e.g., MONROE H. FREEDMAN, UNDERSTANDING LAWYERS' ETHICS 197
(1990). Freedman's well-known argument for nearly absolute confidentiality relies
heavily on the special constitutional protections afforded individual criminal de-
fendants, a principle that never applies to public companies. See id. at 103-07 (criti-
cizing leniency of Model Rules in permitting disclosure of confidential client
information in situations other than those in which it is necessary to avoid death or
serious bodily harm).
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the special protections given to criminal defendants. On the other hand,
a public corporation has neither a "soul to be damned [nor] body to be
kicked."

3 4 4

The public companies regulated by the SEC have many public obliga-
tions, operate in a goldfish bowl of scrutiny and have large experience and
sophistication concerning the hiring, supervision and firing of lawyers.
They are sophisticated repeat-players who use law regularly in carrying on
their business, entering into transactions, dealing with regulatory authori-
ties and participating in litigation. They are the major group of clients
who are well informed about the details of the attorney-client privilege
and the exceptions to it, the work-product immunity and the professional
duty of confidentiality. They are also clients whose managers may have a
large economic incentive to use lawyer secrecy to delay compliance with
regulations or to conceal ongoing violations of them. This group of cli-
ents has many advantages in litigation over those with less resources, expe-
rience and staying power.3 4 5 The social value of secrecy versus disclosure
is less when one is dealing not with individual citizens encountering law
for the first time, but with large and informed repeat-players, profit-mak-
ing organizations that have strong incentives to delay or conceal compli-
ance with regulatory requirements that impose substantial costs.

Fourth, one useful aspect of disciplinary requirements is to allow a
lawyer to deflect responsibility for thwarting a client's will from the lawyer
to the rule. The ability to say, "I have no choice" stiffens the spine of a
lawyer by blaming the command of law. It also threatens the lawyer with
liability or discipline if the lawyer disobeys. Equally important, it warns the
client that help cannot be obtained from other lawyers, who would be sub-
ject to the same constraint. Even if lawyers would prefer not to have to
exercise judgment about the legality of the actions of a client's agent, a
strong reporting rule is likely to be better than a discretionary rule be-
cause it eliminates the lawyer's worry that the client will take the problem
and attendant legal matters to a more malleable lawyer.

Fifth, as indicated at the end of Part IV.B.2. above, a lawyer's public
disclosure of his or her withdrawal and the general nature of the matter
involved, does not violate or waive the client's attorney-client privilege.3 46

Finally, there is no evidence that exceptions to confidentiality have
led or will lead to frequent whistle-blowing on the part of lawyers. Indeed,
it is clear that the incidence of whistle-blowing by lawyers is astonishingly

344. John C. Coffee, Jr., "No Soul to Damn: No Body to Kick ": An Unscandalized
Inquiry into the Problem of Corporate Punishment, 79 MICH. L. Rv. 386, 386 (1981)
(quoting Edward, First Baron Thurlow (1731-1806)).

345. See, e.g., Marc Galanter, Why the Haves Come Out Ahead: Speculations on the
Limits of Legal Change, 9 LAw & Soc'Y REv. 95, 97-104 (1974) (discussing advantages
of "repeat players," such as corporations, over those with less litigation experience
or familiarity with court system).

346. For a further discussion of the withdrawing lawyer's obligations and du-
ties of confidentiality owed to its former clients, see supra notes 338-45 and accom-
panying text.
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LEGAL AND ETHICAL DUTIES OF LAWYERS

low given the fact that most or all states require disclosure when a crime or
fraud has been perpetrated on a tribunal. Thirty-seven states permit dis-
closure to prevent a client criminal fraud and four with many lawyers re-
quire disclosure in that situation. Disciplinary proceedings for failing to
disclose information when required to do so are virtually non-existent and
the same is true for failure to withdraw when withdrawal is required. On
the other hand, law firms that learn that a client has used their services to
defraud others and who have taken no action to prevent or stop the fraud
have frequently settled malpractice and third-party liability claims for large
amounts. Further, available evidence indicates that lawyers who have dis-
cretion to disclose almost always decide not to do so, even when that
course of action risks civil liability. The objection to rules permitting or
requiring disclosure is not that they will lead to professional discipline, but
the effect of the existence of such rules on the likelihood and success of
the malpractice and third-party liability claims. Such claims are the real
risk and, prior to the SEC's implementation of Sarbanes-Oxley, the princi-
pal deterrent force.

V. THE SPIEGEL CASE

A. "Reporting Up" in the Spiegel Case

1. The Relevant Facts

The report of Stephen J. Crimmins, the examiner appointed by the
district court in the SEC's enforcement proceeding against Spiegel, 347 at-
tributes Spiegel's financial decline in 1999-2001 to an attempt to improve
poor sales performance in its retail subsidiaries by providing easy credit to
customers who often could not get credit elsewhere.348 This strategy re-
sulted in deterioration of Spiegel's financial condition when the 1990s
boom ended and increased credit card losses triggered Spiegel's securi-
tization obligations on its receivables. 349 In 2001, Spiegel's financial con-
dition worsened and it breached all four loan covenants in its bank loan
agreements. 3 50 On February 7, 2002, after efforts at renegotiating financ-
ing failed, Spiegel's auditor, KMPG, advised the company that a "going
concern" opinion would have to be included in its 2001 Form 10-K to the
SEC, due at the end of March 2002.351 A going concern opinion is a pub-

lic warning of the auditor's substantial doubt about a company's ability to
remain in business. A few weeks later Spiegel announced in a press re-

347. See Crimmins Report, supra note 41.
348. See id. at 2 (discussing tactics employed by Spiegel to boost short-term

profit margins).
349. See id. at 2-3 (noting that when economy "soured," many high-risk Spie-

gel customers stopped paying their credit card bills).
350. See id. at 3 (stating that impending bankruptcy and worsening financial

condition resulted in Spiegel's breach of its loan agreements).
351. See id. (providing opinion of Spiegel's auditor, KMPG, as to Spiegel's

declining financial health).
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lease that it would record a $398 million 2001 loss, but other facts in the
release "seriously understated Spiegel's desperate circumstances. '352

When more bad news concerning sale of Spiegel's credit card busi-
ness and possible refinancing came from Spiegel's investment bankers in
March, a crisis meeting of Spiegel's executive committee, which was em-
powered to act for the full board, was held on May 31, 2002, in Hamburg,
Germany. 353 The board participants were Michael Otto, the sole voting
stockholder, who owned ninety percent of Spiegel stock and two of his
business associates, Cruesemann and Zapfel. 354 The meeting was pre-
ceded by earlier meetings discussing all of the financial problems faced by
Spiegel, as well as its disclosure obligations under federal securities
laws. 35 5 The Form 10-K for 2001, which included KPMG's going concern
warning, had been prepared by Spiegel's securities lawyers (Kirkland) and
was virtually ready for filing.35 6

At the meeting on May 31, the committee, rejecting the advice of all
of the Chicago-based managers of Spiegel, Kirkland and its auditor
(KPMG), decided to file a notification of delayed filing. 357 On April 1,
2002, Spiegel filed the Form 12b-25 notice of delayed filing that also had
been previously drafted by Kirkland. 35 The Form 12b-25 filing stated that
the 2001 annual report could not be filed because Spiegel was not cur-
rently in compliance with its 2001 loan covenants and had reached a stra-
tegic decision to sell its credit card subsidiary that, "as disclosed in the
Company's press release of February 21, 2002, [will result] in a significant
loss."3 5 9 The same statements were included in subsequent quarterly fil-
ings for 2002.

Examiner Crimmins concludes in his report that this notification of
delayed filing was false and misleading because it failed to reveal the real
reason for not filing the required annual report: KMPG's opinion that the
annual filing had to include the going concern warning and Spiegel's
fears that the warning would cause suppliers to refuse to sell goods to Spie-
gel on credit, depress its stock price and adversely affect sales and em-

352. Id. at 44 ("Spiegel's February 2002 release said that Spiegel's 2001 net
loss was $398 million, but its actual 2001 net loss was $587 million.").

353. See id. at 45-50 (enumerating topics discussed among Spiegel executives
during May 31 crisis meeting).

354. See id. at 45-46 (noting individuals in attendance at meeting).
355. See id. at 44-45 (characterizing discussions as involving "life threatening"

issues then facing Spiegel).
356. See id. at 50 (stating that at time of meeting in Hamburg, Germany, Form

10-K already was prepared and ready to file).
357. See id. (noting that decision to delay filing was made after consultation

with Spiegel Chairman Michael Otto).
358. See id. (discussing Spiegel's rationale in filing "notification of late filing"

rather than standard Form 10-K).
359. Id. at 50-51 (quoting Spiegel's response to questions asked on Form 12b-

25 filing).
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2004] LEGAL AND ETHICAL DUTIES OF LAWYERS 819

ployee morale and turnover.360 Kirkland, on the other hand, which
drafted the Form 12b-25 language and continued to use the same lan-
guage in Spiegel's later Forms 12b-25 for its missing quarterly Form 10-Q
reports during the remainder of 2002, contends that a Form 12b-25 is just
notice to the SEC of a missed return and not itself a disclosure docu-
ment.36 1 The examiner disagreed, stating that Rule 12b-25 requires both
disclosure of the inability to make a filing "and the reasons therefore in
reasonable detail." 362 The examiner concluded that the real and unstated
reason for the delayed filing and for several subsequent quarterly reports
in 2002, in which the same language was used, was KPMG's going concern
warning and the business consequences it would have for Spiegel.3 63

Therefore, the failure to provide this material information to investors was
fraudulent and misleading. 364

The net effect was that investors did not learn of KPMG's going con-
cern warning and other materially adverse information until March 2003,
almost a year later. That occurred only when the SEC brought an enforce-
ment proceeding against Spiegel for fraudulently withholding public dis-
closure of the company's 2001 annual report and subsequent quarterly
reports, each of which failed to disclose KPMG's going concern opinion.
Kirkland had advised Spiegel, both before and during the May 31, 2002
board meeting, that Spiegel was required to file a 2001 annual Form 10-K
including KPMG's going concern warning.365 On May 15, 2002, Kirkland
gave Sorensen, Spiegel's general counsel, its opinion that failure to file its
Form 10-K could result in an SEC enforcement action against Spiegel, its

officers and directors and its controlling shareholder.3 66 Kirkland also
noted that the SEC could take the position that, in addition to failing to
file, Spiegel had engaged in fraudulent or deceptive conduct, and that the
sanctions could include civil penalties, officer and director bars and crimi-
nal prosecution.

36 7

360. See id. at 51-52 (concluding that Spiegel's "real reason" for not filing was
its desire to avoid negative publicity that would be created from KPMG's "going
concern" opinion).

361. See id. at 51 n.14 (stating Kirkland's position that purpose of 12b-25 form
is to provide notice only).

362. Id. (quoting applicable provision of governing SEC Rule 12b-25) (em-
phasis added).

363. See id. at 51.
364. See id. at 5 (noting that Spiegel matter involved "failure to make disclo-

sure of material information about Spiegel's financial condition" and that Spiegel
was charged with fraud for "failing to disclose its auditors' going concern
position").

365. See id. at 80-81 ("By mid-May 2002, Kirkland... had plainly advised Spie-
gel that it was violating the law by not filing its Form 10-K, and that this illegal act
could have serious consequences, including action by the SEC.").

366. See id.
367. See id. at 64 (describing extent of Kirkland's legal advice concerning SEC

action for Spiegel's failure to file its Form 10-K).
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2. Did Kirkland Perform Its "Up the Corporate Ladder" Report Obligations?

Most of the events considered above, concluding with Spiegel's final
decision at the executive committee meeting on May 31, 2002 to file a
notice of delayed filing of its 2001 annual report, occurred before public
concern about corporate integrity had led to the enactment of Sarbanes-
Oxley and the SEC regulation implementing Section 307. Nevertheless, as
indicated in the earlier discussion, state and federal law concerning the
obligation of a securities lawyer in advising a public company concerning
its disclosure obligations recognized then and now the following proposi-
tion: A lawyer, in representing an organization, must, when agents of the
organization or the organization itself are considering conduct that would
constitute a violation of law, act in the best interest of the organization,
which may require a lawyer in some circumstances to report the prospec-
tive law violation to the organization's highest authority. 368

Kirkland's conduct prior to the end of May 2002 conformed to this
requirement.3 69 Kirkland advised Spiegel managers of Spiegel's disclo-
sure obligations under federal securities law and persuaded them that the
2001 annual report should include KPMG's going concern warning. Kirk-
land provided the same advice to the Spiegel executive committee, acting
for the full board, at and before the May 31, 2002 meeting in Hamburg,
where the decision was made to file a notice of delayed filing. The board
participants in the final decision, including the sole voting stockholder,
Michael Otto, were advised of the risks involved in filing a notice of
delayed filing that did not fully and fairly state the reasons for doing so.

B. Lawyer Conduct in the Spiegel Case: Withdrawal and Disclosure

1. Facts Reported by the Examiner in the Spiegel Case

When Robert Sorensen joined Spiegel as its general counsel in June
2001, Kirkland was retained as Spiegel's principal outside counsel "to pro-
vide additional depth in corporate and securities matters." 370 Kirkland
replaced Rooks & Pitts, which continued to represent Spiegel in securitiza-
tion and other matters. "[B]y mid-May 2002, Kirkland . . . had plainly

368. See MODEL RULES 2003, supra note 32, R. 1.13(b) (stating that organiza-
tion's lawyer may be required to refer matter to "higher authority in the organiza-
tion, including, if warranted by the seriousness of the matter, referral to the
highest authority than can act on behalf of the organization"). Comment 4 to
Model Rule 1.13 provides: "The organization's highest authority to whom a matter
may be referred ordinarily will be the board of directors or similar governing body.
However, applicable law may prescribe that under certain conditions the highest
authority reposes elsewhere, for example, in the independent directors of a corpo-
ration." Id. R. 1.13 cmt. 4. See also Comment 8, which states, "Whether such warn-
ing should be given by the lawyer for the organization to any constituent individual
may turn on the facts of each case." Id. R. 1.13 cmt. 8.

369. The implications of Kirkland's role in drafting and approving the mis-
leading language in Spiegel's March 29, 2002 notice of delayed filing and in subse-
quent quarterly filings are considered in Part III.C. of this Article.

370. Crimmins Report, supra note 41, at 80.
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advised Spiegel that it was violating the law by not filing its [2001] Form
10-K, and that this illegal act could have serious consequences .... -a71

Sorensen concurred with this advice, and it was communicated to Zapfel,
Spiegel's president and a member of the board committee empowered to
act for the full board. By the end of May 2002, Kirkland's advice had been
reported to Otto and Cruesemann, the other two members of the board
committee. As discussed earlier, Kirkland reported its opinion of a mate-
rial violation to Spiegel's CLO, Sorensen, and to the appropriate board
committee.3 72 If SEC Part 205 had been in effect at the time, Kirkland
would have been in full compliance with it through the end of May 2002,
when the final decision not to file the 2001 Form 10-K was made by the
board committee.

White & Case became involved in Spiegel's affairs as counsel for Spie-
gel's sole voting shareholder, Michael Otto, and his corporate interests.
"Through its Hamburg partner, Urs Aschenbrenner, White & Case 'inter-
preted' for the Otto interests the advice received from Spiegel's U.S. legal
advisers, and it clearly played a substantial role in helping Otto and the
Spiegel board committee evaluate that advice . . . during much of
2002."3 7

3 At the critical May 31, 2002 meeting, Aschenbrenner was pre-
sent and "was heard to challenge Kirkland & Ellis' advice on the need to
file Spiegel's Form 10-K and the consequences of non-filing."3 74 Subse-
quently, "neither Aschenbrenner nor his New York partners did anything
to express their agreement with Kirkland & Ellis' advice. '3 75 Through the
balance of 2002, none of the lawyers did anything "to press Spiegel to
make its required filings.., or otherwise to update, supplement or correct
disclosures made in Spiegel's Forms 12b-25 and/or its press releases."3 76

After May 2002, Spiegel's German directors considered replacing Kir-
kland and Sorensen, viewing them as pessimists who were exaggerating
the seriousness of the situation. 377 The effort failed when U.S. manage-
ment pointed out the cost of bringing in a new firm to draft documenta-
tion for Spiegel's refinancing and other pending matters.

Meanwhile, White & Case, "ostensibly still only counsel for Spiegel's
sole voting shareholder," assumed a prominent role in Spiegel's search for
refinancing. 378 White & Case never reported any concerns about Spie-

371. Id.
372. See id. at 80-81 (noting Kirkland's admonition to Spiegel's general coun-

sel and board meeting members). For a further discussion of Kirkland's actions in
this regard, see supra notes 358-59 and accompanying text.

373. Crimmins Report, supra note 41, at 81.
374. Id. at 82.
375. Id.
376. Id.
377. See id. (noting that term "black painters" was used by German directors

to describe Spiegel's U.S. management team).
378. Id. at 83 (discussing role of White & Case in Spiegel's refinancing

efforts).
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gel's disclosure obligations "up the ladder" to the company's audit and
board committees.

3 79

Kirkland, until the SEC fraud proceeding against Spiegel was filed in
March 2003, continued to prepare and file Spiegel's Forms 12b-25, provid-
ing public notice of Spiegel's failure to file its required quarterly reports
for the balance of 2002. These filings repeated that Spiegel was not filing
its reports because it was "not currently in compliance with 2001 loan cove-
nants and is currently working with its bank group to amend and replace
its existing credit facilities," and, thus, "not in a position to issue financial
statements ... pending resolution of this issue." s380 "Of course, as Kirk-
land & Ellis knew, the real reason why Spiegel was not filing its periodic
reports was that it did not want to disclose KPMG's going concern qualifi-
cation and other material bad facts and circumstances threatening Spie-
gel's survival."

38 1

The examiner makes a pointed reference to the SEC's proposed noisy
withdrawal rule:

None of Spiegel's legal advisers withdrew-"noisily" or other-
wise-from representing Spiegel. If the SEC's proposed with-
drawal rule had then been in effect, the SEC would have been
alerted to take action sooner, and investors would have received
information they could have acted on to make informed invest-
ment decisions about Spiegel. In this case, the absence of a
"noisy withdrawal" requirement allowed Spiegel to keep investors
and the SEC in the dark.382

2. Kirkland's Failure to Withdraw, Disaffirm Filings and Notify the SEC

Spiegel's principal place of business is in Illinois, and Kirkland is a
Chicago law firm. We assume that the client-lawyer relationship was
formed in Illinois and the representation largely took place in Illinois. If
so, Kirkland's conduct in representing Spiegel must be examined under
Illinois law and professional rules.

According to the ALAS chart summarizing the position of all states
and the District of Columbia on disclosure of client confidences, the appli-
cable Illinois ethics rules are as follows: the Illinois rules pennit a lawyer to
disclose a client's intention to commit a criminal fraud likely to result to
injury to the financial interest or property of another party; prohibit a law-
yer from disclosing a client's intention to commit a non-criminal fraud
likely to result in injury to the financial interest or property of another

379. See id. (concluding that if White & Case had reported its views concern-
ing Kirkland & Ellis "up the ladder," Spiegel may well have avoided SEC fraud
charge).

380. Id. (quoting Spiegel's response in completing Forms 12b-25 during
course of 2002).

381. Id.
382. Id. at 84.

[Vol. 49: p. 725
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party; and require a lawyer to reveal confidential information relating to a
client's ongoing criminal and fraudulent act.38 3

The result in the latter situation, which was involved in Kirkland's rep-
resentation of Spiegel, comes about because of the relationship of Rule
4.1(b) to Rules 1.2(d), 1.16(a) and 1.6. Here is the ALAS explanation for
the required disclosure:

Although the lawyer [in this situation of an ongoing client crime
or fraud] is prohibited by the final clause of [Rule 4.1(b)] from
explicitly disclosing that the client is concealing or misrepresent-
ing material facts, the lawyer in this situation is required by Rules
1.2(d) and 1.16(a) (1) to resign forthwith as counsel if the client
cannot be persuaded to correct the record. Further, under Offi-
cial Comment [14] to Rule 1.6 .... the lawyer after resigning
may also noisily "withdraw or disaffirm" any fraudulent statement
of the client with which the lawyer might be deemed to be associ-
ated by reason of the lawyer's prior presence in the transaction as
the client's counsel. In other words, . . . Rule 4.1(b) does not
permit "whistle-blowing" in the normal sense, but (when inter-
preted in harmony with Rules 1.2(d) and 1.16(a)(1)), it clearly
requires a certain amount of flag-waving that will alert even the
most naive citizen to the fact that the lawyer's client has probably
concealed or misrepresented material facts. . . . Additionally,
where the client's behavior constitutes continuing misconduct,
the permissive disclosure provision of [the Illinois version of Rule
1.6(b)] comes into play.... If disclosure of a client's intent to
commit a crime or fraud is permitted under Rule 1.6, then such
disclosure becomes mandatory under [the "shall not knowingly
fail to disclose" language of] Rule 4.1(b) if the situation also
meets the requirements of that Rule.3 84

The law in its various forms (tort law, criminal law and the law gov-
erning lawyers) "prohibits a lawyer from knowingly counseling or assisting
a client to commit a crime or fraud."385 Although Kirkland, as it should
have, gave its honest opinion about the actual consequences that ap-

383. See ALAS Memorandum, supra note 222, at 132-38 (reprinting ALAS
chart indicating provisions adopted by Illinois).

384. Id. at 139 n.3. In Spiegel's case, the "record" referred to in the ALAS
explanation included material false statements previously made to the SEC by Kirk-
land in drafting and approving Spiegel's required filings as a public company. See
Crimmins Report, supra note 41, at 4-6 (summarizing extent of Spiegel's fraudu-
lent disclosures). Here, Kirkland failed in fulfilling its obligation under Rule 4.1
when it did not disclose Spiegel's prior fraudulent statements to the SEC and its
investors. See ALAS Memorandum, supra note 222, at 139 (noting that attorney
violates Rule 4.1 when it fails to disclose material fact to third person when disclo-
sure is necessary to avoid assisting criminal or fraudulent act by client, such as by
continuing representation when attorney knows that prior false statement was
made in course of representation).

385. MODEL RULES 2003, supra note 32, R. 1.2 cmt. 9.
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peared to be likely to result from Spiegel's conduct, its responsibility be-
came "especially delicate" after Spiegel had committed itself to a
fraudulent course of conduct.38 6 At that point, according to the current
Comment 10 to ABA Model Rule 1.2:

[A] lawyer is required to avoid assisting the client, for example,
by drafting or delivering documents that the lawyer knows are
fraudulent .... A lawyer may not continue assisting a client in
conduct that the lawyer originally supposed was legally proper
but then discovers is criminal or fraudulent. The lawyer must,
therefore, withdraw from the representation of the client in the
matter. See Rule 1.16(a). 387

But Comment 10 does not stop at this point. It states further that,
n some cases, withdrawal alone might be insufficient. It may be neces-

sary for the lawyer to give notice of the fact of withdrawal and to disaffirm
any opinion, document, affirmation or the like. See Rule 4.1"388 Turning
to Rule 4.1, Comment 3 provides, "In extreme cases, substantive law may
require a lawyer to disclose information relating to the representation to
avoid being deemed to have assisted the client's crime or fraud."389

We think the statements in Comment 10 to Rule 1.2(d) correctly sum-
marize Kirkland's obligations in the situation it faced after May 31,
2002.390 Kirkland knew and had repeatedly advised that Spiegel would be
violating the securities laws by failing to file an annual report that, if filed,
would have to contain bad news for Spiegel's investors, suppliers and em-
ployees. Any further act, such as filing quarterly notices covering the bal-

386. See id. at cmt. 10 ("When a client's course of action has already begun
and is continuing, the lawyer's responsibility is especially delicate.").

387. Id.
388. Id.
389. Id. R. 4.1 cmt. 3.
390. The text presents its argument in terms of the general ethics law prevail-

ing in the United States today. Although Illinois has not adopted the language
from the ABA comments quoted in the text, the result would be the same under
the applicable Illinois rules. Rule 1.6(c) (2) of those rules permits a lawyer to "use
or reveal ... the intention of a client to commit a crime .... " ILL. RULES OF PROF'L
CONDUCT R. 1.6(c) (2) (2003). Rule 4.1(b) provides that "[i]n the course of repre-
senting a client a lawyer shall not . . . fail to disclose a material fact to a third
person when disclosure is necessary to avoid assisting a criminal or fraudulent act
by a client, unless disclosure is prohibited by Rule 1.6." Id. R. 4.1(b). Because
disclosure is not prohibited by Illinois Rule 1.6, a lawyer, who, in the course of the
representation, knows that the client has communicated a material fact to a third
person that the lawyer now knows is false, will assist the client's wrongdoing unless
the material fact is corrected. Hence, disclosure is required. See, e.g., Ill. State Bar
Assoc., Formal Op. 93-6 (1994), reprinted in UNWERSITY PUBLICATIONS OF AMERICA,

NATIONAL REPORTER ON LEGAL ETHICS AND PROFESSIONAL RESPONSIBILITY IL:
RULES: 4-5 (transfer vol. 1997) (explaining that lawyer who knows that client has
committed tax violations must avoid making false representations about such mat-
ters and must ensure in future representation that information is not used by cli-
ent to perpetrate fraud on third persons).

824 [Vol. 49: p. 725
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ance of 2002 that stated reasons other than the real ones, would be
misleading and fraudulent and, therefore, would and did assist Spiegel's
ongoing fraud.

A Kirkland partner and spokesman, Jack Levin, has been quoted in
the Wall Street Journal as stating, "Spiegel 'decided not to follow our ad-
vice"' and that "It]here are no rules that say you must resign if the client
doesn't take your advice." 391 That is a true statement, of course, if the
advice involves a choice that is permitted by law. But if the choice is be-
tween a lawful course of conduct and an unlawful one and the client uses
the lawyer's services to choose the unlawful one, the lawyer must resign
because the lawyer cannot continue to represent a client on the matter
when the client refuses to act "within the bounds of the law."

In addition to withdrawal, Kirkland's continued participation in the
drafting and filing of false notices of delayed filing put it in a position in
which it was subject to civil or criminal charges by the SEC for aiding and
abetting a securities fraud. Although third-party civil liability for assisting
a client's securities fraud has been eliminated by the Central Bank decision,
Kirkland's role in drafting and approving the filings may subject it to civil
liability under federal securities law as a participant in the fraud or for
negligent misrepresentation under Illinois law.3 92

Finally, Part 205 became effective on August 5, 2003. Section
205.3(d) (2)(iii) permits disclosure of confidential information "[t]o rec-
tify the consequences of a material violation by the issuer that caused...
substantial injury to the financial interest or property of the issuer or inves-
tors in the furtherance of which the attorney's services were used."3 93 The
language has a literal application to Kirkland, which was appearing and
practicing before the Commission in preparing and filing Spiegel's securi-
ties filings. There is nothing in the language that makes it applicable only
to representation or client acts that occurred after the effective date of the
regulation. Of course, reporting in the Spiegel situation would serve no
purpose now that the SEC proceeding and the bankruptcy examination
has revealed the relevant information. However, other law firms, facing a
situation in which they now know of an ongoing client fraud that has not
become publicly known, can use the leverage provided by the SEC's rectifi-
cation provision to force a client or former client to face the consequences
of the client's past fraud, whether or not state ethics rules permit disclo-
sure under the same circumstances.

391. See Weil & Bryan-Low, supra note 36.
392. See Greycas v. Proud, 826 F.2d 1560, 1565 (7th Cir. 1987) (holding that

lawyer's false representations in opinion letter constituted negligent misrepresen-
tation under Illinois law); In re Enron Corp. Sec., 235 F. Supp. 2d 549, 704-05 (S.D.
Tex. 2002) (dismissing law firm's summary judgment motion on grounds that
plaintiff had sufficiently pled firm's participation in client's fraudulent conduct to
such extent that firm could be subject to primary liability if allegations proved
true).

393. 17 C.F.R. § 205.3(d)(2)(iii) (2004).
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3. Was White & Case Required to Withdraw, Disaffirm Documents or Disclose
to the SEC?

White & Case, according to the Wall Street Journal article, takes the
position that it represented only the Otto interests, not Spiegel, implying
that it had no duties to Spiegel.3 94 That premise is questionable.3 95 First,
White & Case played an important role in Spiegel's decision not to file the
required 2001 Form 10-K. The minutes of a critical May 31, 2002 meeting
of the audit committee, prior to the executive committee decision later in
the day when the decision not to file a 2001 Form 10-K was made, state
that the audit committee engaged in "intensive discussion, careful deliber-
ation and consultation with [Spiegel's] outside law firm (White & Case)"
concerning the Form 10-K filing issue.39 6 Prior to the meeting, Aschen-
brenner, White & Case's Hamburg partner, e-mailed his New York part-
ners for "urgent" advice as to "whether we file the 10-K later today with the
'going concern' opinion."3 9 7 The examiner's report indicates that it is not
clear whether such advice was received.3 98 During the audit committee
meeting, the Kirkland partner responsible for Spiegel's securities filings
was consulted by telephone. He later stated that he gave "unequivocal"
and "heated" advice that Spiegel's failure to file was "illegal" and might
result in liability of Spiegel and its individual officers.3 99 Nevertheless, the
audit committee was persuaded by Aschenbrenner's contrary advice that
"it was unacceptable to file the Form 10-K as long as it contained a going
concern opinion."40 0 The audit committee recommended that Spiegel
delay filing its Form 10-K "until financing is in place with [Spiegel's] lend-
ers and an unqualified opinion is received from KPMG."40 1 Later that
same day, the board committee accepted that recommendation.

Second, from that date on, White & Case took the leading role in
representing Spiegel in its efforts to obtain refinancing.40 2 The nature
and extent of White & Case's participation in Spiegel's decision not to file
its 2001 Form 10-K suggest that a lawyer-client relationship with Spiegel
may have been established. If so, White & Case owed Spiegel all the duties
a lawyer owes to an organizational client.

394. See Weil & Bryan-Low, supra note 36, at C1 (reporting that White & Case
regarded Otto Versand as its sole client).

395. See Crimmins Report, supra note 41, at 70-72 (discussing participation of
White & Case counsel in meetings with Spiegel's audit committee in which deci-
sion was reached to delay filing of SEC Form 10-K).

396. Id. at 71-72 (quoting minutes taken at Spiegel audit committee meeting
in Hamburg on May 31, 2002).

397. Id. at 70.
398. See id. (making no mention of response from Aschenbrenner's partners).
399. See id. at 71 (providing lawyer's advice that it would be "illegal and would

be breaking the law for Spiegel not to file [the Form 10-K]").
400. Id.
401. Id. at 72 (quoting minutes from audit committee meeting).
402. See id. at 78-79 (indicating that White & Case assumed lead role in nego-

tiating new financing arrangement for Spiegel).

[Vol. 49: p. 725
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An alternative argument is worth considering. Even if Michael Otto
and his German financial interests were the sole client of White & Case,
Otto, as sole voting shareholder of Spiegel and as a director and member
of the board committee that acted for the full board, had fiduciary duties
to protect Spiegel from harm flowing from illegal conduct. 40 3 Present or
developing corporation law may include a duty of care on directors and
those in control to prevent the company from suffering serious legal
harm. 40 4 If so, the lawyers representing Spiegel's sole controlling share-
holder had a derivative duty to Spiegel to prevent it from such harm.

In making these statements, we are asking questions and proposing
possibilities, not reporting clearly established fact or law. But there are
signs that corporate law is moving in this direction. If so, the analysis of
the conduct of White & Case would be similar to that provided with re-
spect to Kirkland.

The White & Case situation also poses an interesting question under
Sarbanes-Oxley. Was White & Case, even if its sole client was Otto and his
German financial interests, "appearing and practicing before the Commis-
sion" when it refused to endorse Kirkland's advice that failure to file the
Form 10-K constituted a violation of the law? This question is especially
significant when considering that White & Case knew that Otto's control

of Spiegel made his view and vote decisive in the decision by the German
directors to override the view of Spiegel's U.S. management and its princi-
pal outside counsel, Kirkland.

Section 205.2(h), defining "issuer," makes it clear that a lawyer for a
wholly owned subsidiary of an issuer "appears and practices" before the
Commission where the services are provided for the benefit of or on be-
half of the issuer.4

0
5 Here, we have a situation in which the sole control-

403. As sole controlling shareholder and director who could control Spiegel
decisions, Otto had fiduciary duties to Spiegel. The Restatement of the Law Gov-
erning Lawyers states: "[I] f the lawyer represents as a client either the entity or the
constituent owing fiduciary duties, the lawyer may not counsel or assist a breach of
any fiduciary obligation owed by the constituent to the organization." RESTATE-
MENT, supra note 52, § 96 cmt. g. Aschenbrenner, by urging Otto not to file Spie-
gel's annual report, may have breached this obligation.

404. Two recent decisions have emphasized the duties of directors to protect
the company from harm. See Geraldine Fabrikant, Private Concern, Public Conse-
quences, N.Y. TIMES,June 15, 2003, at El (reporting decision of U.S. district court in
which officers and directors of Trace International Holdings Corp. were held lia-
ble for breach of their fiduciary duty when they "rubber-stamped" actions of chief
executive Marshall Cogan, who looted company of millions of dollars while direc-
tors stood by and did nothing); Patrick McGeehan, Case Could Redefine Board Mem-
bers' Liability, N.Y. TIMES, June 14, 2003, at CI (discussing Delaware decision
permitting shareholders' suit to proceed against current and former members of
board of Walt Disney Company alleging that board's failure to participate mean-
ingfully in compensation arrangements made by Disney's CEO, Michael Eisner,
with President, Michael Ovitz, led to compensation of about $138 million for
Ovitz's fourteen-months service with company).

405. For a further discussion of how the term "issuer" is defined for purposes
of enforcing SEC regulations, see supra notes 107-08 and accompanying text.
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ling stockholder, represented by a law firm, is taking positions and
exercising authority concerning the required filings of the controlled
company. If the situation arose today, with Part 205 in effect, a law firm in
White & Case's situation might reasonably be viewed as being covered by
the Rule and subject to its report obligation.

C. The Spiegel Case Indicates Why the SEC Should Require Noisy Withdrawal

The vigorous objections of many bar associations, law firms and law-
yers to the Commission's proposed rule requiring noisy withdrawal are
usually predicated on the assertion that the permissive disclosure required
by most states' ethics rules and by Section 205.3(d) is sufficient to protect
issuers and investors from prospective or ongoing violations of law by pub-
lic companies. The American experience with corporate fraud in recent
decades, reinforced by the events of recent years, supports a contrary
conclusion.

Lawyers for public companies have not exercised the authority given
under state ethics rules to disclose prospective or ongoing illegality by the
corporate managers who hire and can fire them. Many lawyers confronted
with client fraud situations have not reported the material violations of law
up the corporate ladder. Moreover, many have not withdrawn even when
ethics rules required them to do so; if they did withdraw, they did so si-
lently, often without notifying the highest authority of the company of the
reasons for withdrawal. And many corporate lawyers, such as the Kirkland
partner quoted in the Wall Street Journal article to the effect that no rule
even required Kirkland to withdraw,40 6 appear to be oblivious to the argu-
ments made by the ABA, ALAS and by this Article that the combined ef-
fect of Rules 1.2(d), 1.16(a) and 4.1(b), when permissive disclosure is
provided by the state's equivalent of Rule 1.6, requires a lawyer to with-
draw, to disaffirm false documents or representations and, in many juris-
dictions, to disclose information to persons who are being or will be
harmed by an ongoing client crime or fraud.

Experience also tells us that professional discipline is never invoked
to punish and deter these violations of existing state rules in complex cli-
ent fraud situations involving difficult issues of what the lawyer knew when
the lawyer acted or failed to act. Many client fraud situations, witness En-
ron, involve complex and multiple transactions and raise difficult legal
and factual issues. There also is the difficulty, in a disciplinary context, of
pinning responsibility on particular lawyers within the law firm. The prin-
cipal deterrent force has been the fear of law firms that silent withdrawal
will be insufficient to protect the law firm from civil liability to those
harmed by the client's fraud: liability to the corporate client in a malprac-
tice action when bankruptcy has occurred or new management is put in

406. See Weil & Bryan-Low, supra note 36, at C1 (stating Kirkland's position
that withdrawal was not mandated, even though Kirkland knew of Spiegel's fraudu-
lent practices).

828 [Vol. 49: p. 725
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place, or to third persons in actions for negligent misrepresentation or for
state or federal securities law violations.

However, the most effective civil remedy-third-party liability for aid-
ing and abetting a federal securities fraud-was eliminated by Central
Bank40 7 and Congress's refusal to undo that decision when it passed the
Private Securities Litigation Reform Act. 40 8 These changes left private

plaintiffs with only the more difficult cause of action against the law firm
as a principal participant in the fraud rather than a secondary actor.40 9

The normal role of a lawyer, of course, is to be a secondary actor: to pro-
vide advice and assistance within the bounds of the law. The absence of
such third-party civil liability requires the SEC to be vigilant in exercising
its authority to proceed against law firms that have assisted an issuer in
violating the securities laws.

If the facts recited by Examiner Crimmins in the Spiegel case turn out
to be true, along with his legal conclusions that Spiegel's notices of
delayed filing were false and misleading in violation of federal securities
laws, and known to be such by the Kirkland firm, the case provides an
object lesson of the failure of existing law and the need for adoption by
the Commission of its proposed noisy withdrawal provision in one of the
forms proposed.

Spiegel, thus viewed, is a situation in which a major law firm (perhaps
two such law firms), knowing that an ongoing criminal fraud was taking

407. 511 U.S. 164, 190-91 (1994) (overruling long-standing federal decisional
law and holding that secondary actor in securities transaction (e.g., lawyer or ac-
countant) is not liable for damages in private cause of action for aiding and abet-
ting securities violation). The decision did not affect the SEC's authority under
statute to bring an enforcement action for aiding and abetting a securities viola-
tion. But it requires private plaintiffs to cast the defendant as a primary violator of
Section 10(b), i.e., that the defendant engaged in manipulative or deceptive acts
or made fraudulent representations rather than merely assisted in the acts. See,
e.g., Jill Fisch, The Scope of Private Securities Litigation: In Search of Liability Standards
for Secondary Defendants, 99 COLUM. L. REv. 1293, 1298 (1999) ("Nonetheless, the
Court explicitly stated that outside professionals could still be liable under Section
10(b) as long as the requirements for primary liability were met.").

408. Private Securities Litigation Reform Act of 1995 (PSLRA), Pub. L. No.
105-353 (codified at 15 U.S.C. § 77a et seq.). Although Central Bank did not con-
sider and thus did not change the SEC's ability to bring suits for aiding and abet-
ting, Congress did not consider and change that authority. Under the PSLRA, the
SEC's authority to bring suits for aiding and abetting is explicitly recognized, but
to establish aiding-and-abetting liability, the PSLRA requires the SEC to show that
the defendant acted knowingly and willfully. See 15 U.S.C. § 77t(2) (f) (1995). For
over forty years, the courts had held that a showing of recklessness was sufficient to
establish aiding and abetting in a suit brought by a private party or the SEC. The
PSLRA thus not only refused to reinstate a private cause of action for aiding and
abetting, it also made it more difficult for the SEC to succeed in an aiding-and-
abetting case.

409. For an additional discussion of the various theories under which a law
firm's involvement in a client's ongoing fraud might be considered so substantial
that the firm would be primarily liable under Section 10(b), see In re Enron Corp.
Securities, Derivative & ERISA Litigation, 235 F. Supp. 2d 549 (S.D. Tex. 2002).
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place, did little to prevent or rectify the ongoing fraud. Although Kirk-
land reported to Spiegel's highest authority, it did not press managers or
directors to file the long overdue 2001 Form-10K annual report. Instead,
the firm continued to file on a quarterly basis a false and misleading no-
tice of delayed filing. This conduct resulted in losses to the issuer and to
investors, suppliers, employees and others and could have been prevented
by doing what state ethics rules clearly required. First, the firm should
have remonstrated with the client, and especially its highest authority,
warning the client of the risks incurred by its criminal course of conduct.
Second, as a last resort, the firm should have advised the client of the law
firm's obligation to withdraw and threatened to disclose to the SEC the
reasons for withdrawal. And finally, the firm should have carried out that
threat if the board continued to refuse to comply with the law.

As Examiner Crimmins stated, "[T] his was a case where reporting 'up
the ladder' was not enough. The advice from the lawyers here was re-
jected by Spiegel's audit and board committees, and the material informa-
tion that should have reached investors was kept under wraps." 4 10 If the
SEC's proposed noisy withdrawal rule had been in effect, the fraud perpe-
trated upon Spiegel investors might well have been avoided. 41 1

VI. CONCLUSION

Three major propositions are advanced in this Article. First, the obli-
gations and permissions conferred on securities lawyers by the SEC's
adopted and proposed rules implementing Section 307 of Sarbanes-Oxley
are consistent with and reflect the duties of lawyers under the ethics rules
of the vast majority of American jurisdictions. The characterization of
these rules as novel requirements that would result in a fundamental
change in the relationship of a lawyer to a corporate client is hot air: a
hullabaloo stirred up primarily to defeat or limit a new vehicle of regula-
tion that might, unlike the disciplinary process of the states, provide a sub-
stantial deterrent to lawyer assistance of corporate fraud and criminality.

Second, the reporting up obligation of the Commission's Part 205
already has served a valuable function: reminding corporate lawyers that,
under corporate law and state ethics rules, their fundamental obligation is
to the corporate entity, not to the officers who temporarily direct its af-
fairs.4 12 Informing the ultimate authority-the board of directors-of a

410. Crimmins Report, supra note 41, at 81.
411. See id. at 84 (noting efficacy of noisy withdrawal requirement in this

situation).
412. The first published application of the SEC's reporting up rules occurred

in December 2003. A partner in the New York office of a major firm, Akin Gump
Strauss Hauer & Feld, wrote a letter to directors of TV Azteca, a large Mexican
broadcasting company, informing the board that Akin Gump was withdrawing as
general outside counsel because company officials had refused to disclose in a
securities filing sufficient information concerning a corporate transaction that
could have yielded a profit of $100 million to the company's chairman and con-
trolling shareholder. See Patrick McGeehan, Lauyers Take Suspicions on TVAzteca to

[Vol. 49: p. 725
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prospective or ongoing illegality that will cause substantial harm to the

corporation is not a radical new idea but a restatement of the require-
ments of both corporate law and state ethics rules.4 13

However, a number of major loopholes in the SEC's rules implement-
ing Section 307 threaten to nullify the effectiveness of the reporting up
requirement. The loopholes discussed in this Article are likely to result in

noncompliance by lawyers and issuers and ineffective enforcement by the
SEC. The SEC should move promptly to close those loopholes through
amendments that narrow or eliminate them.

Third, the reporting out obligation that remains pending before the
SEC (usually referred to as "noisy withdrawal"), although of much less im-
portance than correcting the deficiencies in the reporting up rules, is a
good idea. And it, like the reporting up requirement, is consistent with
the ethics rules of the vast majority of states. We have given this point
special attention because it is contradicted by the statements and under-
standing of many, perhaps most, lawyers.

The Spiegel case provides a vivid example of a situation in which re-
porting up was not enough to prevent a securities fraud. When the au-
thoritative committee of the issuer refused to follow the law firm's advice
that the filing the company proposed to make would violate the federal
securities laws, the issuer embarked on a fraudulent course of conduct.
When this happened, the law firm not only failed to withdraw but also
assisted the issuer in making additional fraudulent filings. The issuer and
its investors were harmed. No one knows how frequently situations of this
kind have occurred and will occur, but the lessons of the many corporate
frauds in recent years, supplemented by the unprecedented number of
financial restatements by public companies, strongly suggest that the prob-
lem is frequent enough to justify adoption of one of the two pending noisy
withdrawal proposals.

Its Board, N.Y. TIMES, Dec. 24, 2003, at C1 (reporting actions taken by Akin Gump
pursuant to provisions of Sarbanes-Oxley Act). The lawyer's letter also stated that
Akin Gump "reserve[d] the right to inform the S.E.C. of our withdrawal and the
reasons therefore." Id.

413. In re Gutfreund, Exchange Act Release No. 31554 (1992), provides an-
other vivid example of why reporting up is not enough. Feurstein, Salomon's
CLO, was informed that a trader had engaged in illegal trading, investigated the
matter and reported it to the CEO. When the CEO failed to take action, Feurstein
did nothing. The Commission held that Feurstein, knowing about the wrongdo-
ing, "was obliged to take affirmative steps to ensure that the misconduct was ade-
quately addressed," including "resignation from the . .. [representation], or
disclosure to regulatory authorities." In the absence of required noisy withdrawal,
currently required by only a small minority of jurisdictions, disclosure outside the
organization is extraordinarily unlikely.
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