ETHICS

HIDDEN STORMS FOR THOSE IN SAFE HARBORS: THE
SEC’s PROFESSIONAL CONDUCT RULES AND THE
FEDERAL PREEMPTION DOCTRINE

As chief legal officer, you have decreed that every lawyer in your department and all
of your outside counsel—whether or not they are covered by § 205 of the regulations
promulgated by the U.S. Securities and Exchange Commission (“SEC”) governing the
conduct of counsel appearing and practicing before the SEC—will abide by the sub-
stantive standards of § 205. This requirement goes beyond what is required by law and
will look great to the world. “Pardon me,” says your law intern, “but how can you imple-
ment such a requirement if § 205 differs from the state ethics rules2” “No problem,” you
reply, “the SEC has adopted a ‘safe harbor’ rule that protects lawyers who comply with
the SEC standards.” “Pardon me again,” she says, “but that safe harbor applies only
to those who comply in good faith with § 205. Many of the attorneys are not comply-
ing with § 205 because it simply does not apply to them. They are complying with your
directive to keep their jobs.” Hmmm. Does she have a point here?
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Yes, she does. Considerable confusion
exists over the reach of the SEC’s § 205,
its new Standards of Professional Conduct
for Attorneys appearing before the
Commission. Although many inside
lawyers are clearly “appearing and practic-
ing before the Commission” in the repre-
sentation of an issuer, some fall in the gray
zone where the regulation’s applicability is
debatable or are clearly not covered. Some
companies have “solved” these interpre-
tive questions by proclaiming that all of

their in-house lawyers will follow the pro-
cedures of § 205 whether or not those
lawyers are actually “appearing and prac-
ticing before the Commission.” Some
companies have also informed all outside
counsel that all lawyers in the law firms
are expected to comply with the standards
in § 205 whether or not those standards
are in fact applicable. Is this requirement
wise? Is it even ethical?

To highlight the issue more pointedly,
could a company with its offices in, say,
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New York, properly instruct all of its in-
house and outside lawyers that they must
conform to the ethics standards of Ohio
or Germany because corporate manage-
ment believed it to be good corporate
policy? What if the ethics rules of Ohio
or Germany permitted conduct that was
prohibited by New York or vice versa?
The company’s lawyers would obviously
face serious problems because, of course,
lawyers cannot arbitrarily choose the
ethics rules that govern their conduct.
Model Rule 8.5 governs the choice of
law provisions for the ethical rules.

This analogy becomes important in
considering whether a company can
decide to impose upon its lawyers—
both in-house and outside—the sub-
stantive standard of the SEC’s § 205
even if the lawyers are not “appearing
and practicing before the Commission.”
If by doing so the company authorizes
the lawyer to engage in conduct that
would be prohibited under the other-
wise applicable state ethics rules, such
as disclosing confidential information,
would the lawyer’s compliance with
federal law protect the lawyer from
state disciplinary action? For the lawyer
“covered” by § 205, most practitioners
would point to § 205.6(c), which pro-
vides the lawyer a “safe harbor” and
federal preemption. But does that “safe
harbor” apply to the lawyer who volun-
tarily chooses to follow the standards in
§ 205? This problem presents two
issues: the scope of the preemption
doctrine and the protection provided by
the SEC’s “safe harbor” for those who
voluntarily comply with § 205 but are
not required to do so.

PREEMPTION

The SEC’s rules differ from the ethi-
cal standards of the Model Rules.
Although commentators have stated
that the SEC’s rules control under the
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federal preemption doctrine,' several
state bar associations have opined that
the SEC’s regulations do not supersede
a lawyer’s obligations under applicable
state rules.? Noting the absence of case
law addressing this precise issue, the
Washington State Bar Association, for
example, has even advised its lawyers
in a recent ethics opinion® to abide by
state ethical rules prohibiting certain
disclosures of confidential client infor-
mation, even though such a disclosure
may be authorized by the SEC.* Failure
to do so, the opinion cautions, will sub-
ject the lawyer to state disciplinary
action, notwithstanding the “good
faith” protection afforded by the SEC
regulations.’

How will this debate be resolved?
Does the law support federal preemp-
tion of what traditionally has been a
matter entrusted to state regulation?

Back to Con Law 101 to review the
preemption doctrine. The doctrine of

federal preemption, derived from the
Supremacy Clause of the U.S.
Constitution,® provides that federal
statutes supersede state statutes that
interfere with or are contrary to the
federal law.” In determining whether a
federal statute preempts a state statute,
the courts look to the intent of
Congress,® which may be either express
or implied from the purpose of the
statute, and to the extent to which the
federal government regulates or has an
interest in the subject of the statute.” In
the case of a field traditionally occupied
by the states, such intent must be clear
and manifest in order to defeat the
assumption that the historic police
powers of the states are not to be
superseded by federal law." In cases in
which the federal government and the
states share concurrent authority within
a particular field, a federal statute dis-
places state law in the event of a con-
flict between the laws, which occurs, as
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construed by the courts, when compli-
ance with both statutes is impossible'!
or when state law “stands as an obsta-
cle to the accomplishment and execu-
tion of the full purposes and objectives
of Congress.”"?

Federal regulations have the same
preemptive effect as federal statutes.'
When authorized by statute,' the regu-
lations of a federal agency “will preempt
any state or local law that conflicts with
such regulations or frustrates the pur-
poses thereof.”” Surprisingly, express
congressional authorization to preempt
state law is not required; rather, in
determining the question of a regula-
tion’s preemptive effect, the inquiry is
twofold: (1) whether the agency
intended to preempt state law and (2)
whether its action falls within the scope
of its delegated authority.'

The SEC’s new § 205 rules do not fit
comfortably into this analysis. True,
federal agency regulations governing
the qualifications and conduct of attor-
neys who practice before the agency are
not new.'” Also, their preemptive effect
on inconsistent state laws has generally
been upheld by the courts when pro-
mulgated pursuant to the authority
granted by statute.'®

But the SEC’s standards of profes-
sional conduct are clearly distinguishable
from agency regulations prescribing the
qualifications of those who may practice
before the agency and the rules of prac-
tice within such agency.” These rules
seek not to maintain the qualifications
of lawyers but to reposition the lawyer
in the corporate governance structure
of the American corporation. Yet under
the principles discussed above for
determining the preemptive effect of
federal regulations, the SEC rules could
be found to preempt inconsistent state
rules of professional conduct.” First,
the intent to preempt conflicting state
standards is set forth in the regulation
itself.?! Second, the authority to prom-
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ulgate minimum standards of conduct
is expressly provided by § 307 of the
Sarbanes-Oxley Act.?

Another factor that may support a
finding of preemption is the federal
government’s pervasive regulation of
and interest in the securities industry.”
See, for example, Mayo v. Dean Witter
Reynolds, Inc.**

Perhaps the larger question, however,
is whether preemption is a significant
issue.” Is there really a great divergence
between the SEC’s standards and the
rules of professional conduct as
adopted by the states? There are pro-
nounced differences in the “up-the-lad-
der” reporting requirement of the SEC
rules and the corresponding require-
ment in Model Rule 1.13.2° The SEC
rule authorizing, but not compelling,
disclosures outside of the organization
in order to prevent or rectify the conse-
quences of a material violation that is
likely to cause substantial financial
injury” is similar to the recently
amended Model Rule 1.6, as well as the
ethical rules in most jurisdictions that
also authorize disclosures of confiden-
tial client information under similar cir-
cumstances.® Yet other jurisdictions
have more “conservative” rules. In
short, the answer is “yes,” there are
material differences between § 205 and
the ethics rules of many states.

SAFE HARBOR

Although many jurisdictions have
adopted or will adopt ethical rules gov-
erning the disclosure of confidential
information that are similar to the
§ 205 rules, there are still several juris-
dictions with significantly different
rules governing this issue. Recognizing
that compliance with § 205 in those
jurisdictions with different rules may
subject counsel to disciplinary action
under state law, the SEC has included a

safe harbor provision in its rules that

purportedly protects against such

adverse state action. Section 6(c) of the

SEC rules provides, among other things:
An attorney who complies in good
faith with the provisions of this
part shall not be subject to disci-
pline or otherwise liable under
inconsistent standards imposed by
any state or other United States
jurisdiction where the attorney is
admitted or practices.”

Can this provision effectively insulate
counsel from liability under state law?
At least one state bar has answered this
question with a definitive “no.”

As construed by the Washington
State Bar Association, the good faith
defense set forth in the safe harbor pro-
vision applies only to disclosures that
are mandatory under the SEC rules—
not to those that are discretionary in
nature, such as those set forth in
§ 205.3(d)(2).*® The opinion therefore
cautions that an attorney who voluntar-
ily makes a disclosure of confidential
information in contravention of the
Washington Rules of Professional
Conduct (“RPC”) “cannot as a defense
against an RPC violation fairly claim to
be complying in good faith with the
SEC Regulations.”' The SEC, of
course, disputes this characterization of
what constitutes good faith under the
safe harbor provision, stating that fed-
eral law will determine whether there
has been good faith compliance with
the SEC rules.*?

If the Washington State rule prevails,
then there is little doubt that a lawyer
who voluntarily adopts the entire § 205
framework would have difficulty fitting
within a safe harbor.

And that’s the rule. Your legal intern
was right.

What is the right call? There is no
clear answer.

What we can say thus far is as fol-
lows:
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® You must decide whether it is really
necessary to decree that all lawyers
working for the corporation sub-
scribe to § 205. In many instances, it
is not.

e [f you choose to decree that all
lawyers abide by § 205, then you
should also advise them that, if they
have an occasion to apply § 205 and
it is not absolutely clear that they are
covered by § 205 (by appearing and
practicing before the SEC), then they
should at least review the state ethics
rules. If there is any hint of a conflict
between the two rules, the company
should provide them access to ethics
resources, such as a law professor or
an ethics lawyer, to help them sort
this question out. B
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