COLLATERAL Ethics & Privilege

A derivative suit has just been filed against the company,
its directors, and some officers. You were not involved in
the underlying merger transaction, so no advice-of-counsel
issues would be implicated by your representation of both
the company and the individual defendants.! But the CEO
says “Don’t turn this into the lawyer’s full employment act!”
You get the picture. But can one law firm represent every-

body? What are the risks?

Shareholder Derivative
Lawsuits: Can You Ever
Have Too Many Lawyers?

BY JOHN K. VILLA

Although representing both the
corporation and individual directors
and officers in shareholder derivative
suits presents risk, it is permissible
in some cases. We need to recognize
first that because a derivative action
is brought on behalf of the corpora-
tion, a nominal defendant, against
the lawyers’ other clients—corporate
directors and/or officers—there is
always a potential conflict between
the interests of the corporation and
the interests of the individual defen-
dants.? That risk increases if counsel
learns of a confidential fact that raises
serious questions as to the greater
responsibility or liability of one or
more of the defendant officers and
directors, who were initially thought
to be blameless, or the allegations in-
volve serious misconduct, or the case
survives a motion to dismiss.

In short, one rule does not fit all,
and some courts have found that
dual representation is permissible in
certain circumstances.®> Before look-
ing at these circumstances, let’s first
examine the governing ethical rules.

Ethical Rules

Model Rule 1.13, which governs a
lawyer’s relationship with an organi-
zational client, generally permits the
dual representation of the corporate
client and one or more of its officers
and directors,* even in shareholder
derivative actions. The pertinent com-
mentary to this rule provides:

The question can arise whether
counsel for the organization may
defend [a derivative] action. The
proposition that the organiza-
tion is the lawyer’s client does
not alone resolve the issue. Most
derivative actions are a normal
incident of an organization’s
affairs, to be defended by the
organization’s lawyer like any
other suit.”

This rule, however, is subject to
the conflict of interest provisions of
Model Rule 1.7,° when the derivative
claim “involves serious charges of
wrongdoing by those in control of the
organization.”” There, it is recog-
nized, a conflict may exist “between
the lawyer’s duty to the organization

and the lawyer’s relationship with the

board,” thereby requiring the applica-

tion of Model Rule 1.7 to determine
who should represent the directors
and the organization.?

As amended in 2002,° Model Rule
1.7 applies when a lawyer is repre-
senting a client if the representation
involves a concurrent conflict of inter-
est—that is, if the representation of
one client will be directly adverse to
another client, or if there is a signifi-
cant risk that that representation will
be materially limited by the lawyer’s
responsibility to another client.'
Despite the existence of a concurrent
conflict of interest, representation
may be permissible where:

e the lawyer reasonably believes that
she will be able to provide compe-
tent and diligent representation;

e cach affected client gives informed
consent, confirmed in writing;

e the representation is not prohib-
ited by law; and

e the representation does not involve
the assertion of a claim by one cli-
ent directly against another client
represented by the lawyer in the
same litigation or other proceeding
before a tribunal.!!

Prior to its amendment in 2002,
Rule 1.7 similarly prohibited repre-
sentations that were directly adverse
to another client or that would materi-
ally be limited by the lawyer’s respon-
sibility to another client.'? The rule
permitted such a representation, how-
ever, only upon a showing that: (1) the
lawyer reasonably believed that the
representation would not adversely af-
fect the other representation; and (2)
the client consented to the represen-
tation after consultation.'> Thus the
last two limitations—*“not prohibited
by law” and the “assertion of a claim
by one client directly against another
client ... in the same litigation”—have
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been added. Some jurisdictions still
adhere to the pre-2002 version of the
rule.'* The reviser’s explanation of the
2002 changes observes that no change
in substance was intended, but only
a clarification of the text “[to] better
educate lawyers regarding the com-
plex subject of conflict of interest.”*
Under either version of the rule,
therefore, dual representation in a de-
rivative action is theoretically permis-
sible—as long as each client gives the
requisite consent. Since the consent
must be obtained from the directors,
some of whom may be defendants in
the action with interests that could be
adverse to the corporate defendant,
the efficacy of the consent may be an
issue. The company must identify a
conflict-free corporate consent-giver—
i.e., “other than the individual who is
represented.” Model Rule 1.13(g).!

Case Law

Admittedly, most courts and com-
mentators frown upon a lawyer’s dual
representation of the corporate entity
and the individual corporate defen-
dants in shareholder derivative litiga-
tion.”” Some ethics commissions even
appear to espouse a per se rule against
dual representation due to the “inher-
ent” conflict.!® The jurisprudence,
however, balances several factors in
determining whether dual representa-
tion is permissible in a given case.

Many courts focus upon the nature
of the allegations asserted by the
shareholders against the individual
defendants: Where the allegations are
based on disagreements over business
judgments, dual representation is or-
dinarily permitted, but where the suit
is based on allegations of fraud or self-
dealing, separate representation is usu-
ally required. An excellent illustration
is Bell Atlantic v. Bolger,"” where the
Third Circuit held that the trial court
did not abuse its discretion in allowing
the same lawyer to represent both the
corporation and the defendant direc-

tors where the complaint only asserted
a breach of the duty of care.?’ Rely-
ing on the commentary to Rule 1.13,
which suggests that no conflict exists
in the absence of serious charges of
wrongdoing,?' the court stated:
We believe serious charges
of wrongdoing have not been
leveled against the individual
defendants. We say this because
plaintiffs have alleged only
mismanagement, a breach of the
fiduciary duty of care. . . .But
we do not understand plaintiffs
to have accused defendants of
breaching their duty of loyalty
which requires a director to act
in good faith and in the honest
belief that the action taken is in
the corporation’s best interests.
.. .There are no allegations of
self-dealing, stealing, fraud, in-
tentional misconduct, conflicts of
interest, or usurpation of corpo-
rate opportunities by defendant
directors.?

The court cautioned, however, that
where a complaint alleges serious
wrongdoing, such as fraud, intentional
misconduct, or self-dealing, separate
counsel would be required, unless the
allegations are patently frivolous.?

Most courts follow Bell Atlantic’s
distinction between allegations of
serious and non-serious wrongdoing
as the primary factor in determining
the propriety of dual representation.?*
Some courts weigh additional factors,
such as whether there was a good
faith investigation into the sharehold-
ers’ demands,? or whether the corpo-
ration intends to take an active role
in the litigation.?® Thus, whether dual
representation will be permissible in a
particular action ultimately involves a
“highly fact-specific” inquiry.?’

Returning to the beginning hypo-
thetical, counsel may have no apparent
conflict in representing both the corpo-
ration and the individual defendants, if
the wrongdoing alleged by the share-
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holders is not serious in nature and it

is unlikely that the corporation will

actively participate in the litigation.

Because the risk always exists for a

conflict to appear as the case develops,

it may be prudent to avoid this risk

(and the consequences of any subse-

quently-filed motion to disqualify) by

opting out of the dual representation

at the outset or, as some jurisdictions

permit, when a decision on the merits
is reached on a motion to dismiss the
derivative complaint.?®

So what to tell the CEO?

If the allegations only involve
breach of duty of care, we can proba-
bly get by with one law firm providing:
e The motion to dismiss has not

been denied;

e There is no clear evidence of liabil-
ity of any individual to the com-
pany (i.e. liability is arguable); and

e The conflict is explained to and
consented to by all defendants keep-
ing in mind that the person giving
consent for the company should not
be a defendant herself. BN

Have a comment on this article?
Email editorinchief@acc.com.
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