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DEAN SABBATH: I am Mike Sabbath, the Interim Dean of the Law
School, and I am very pleased to welcome you to Mercer and to our Law
Review Symposium. I can't imagine a more timely topic than the one we
will be talking about today and a more distinguished group of panelists
to lead us in our discussion. I anticipate a lively and informative
discussion.

I have the pleasure of introducing Pat Longan. I'm finding as Dean
that if you surround yourself with good people and they do all the work,
you often get the credit, and it's really undeserved. Pat is largely
responsible for putting this Symposium together. He's our William
Augustus Bootle Chair in Ethics and Professionalism. He's also the
director for the Mercer Center for Legal Ethics and Professionalism. Pat
is an excellent teacher and has made numerous presentations through-
out the country. He graduated from the University of Chicago Law
School and clerked for a federal judge. I could say all kinds of wonderful
things about him, but I want to mention one unknown little award that
he's gotten. In elementary school, Pat won the smile contest at the
Victor Hexter Elementary School back in 1964. When he gets up here
in a moment and you see his warm smile, you'll see why he got the
award. Some things haven't changed. So I'm going to turn it over to
Pat. He'll introduce the Symposium participants for today, and I look
forward to a wonderful program. Pat.

PROFESSOR LONGAN: Thank you, Mike. Thank all of you for
coming. I think we're going to have a very interesting and productive
day. It's hard to believe it was just a year ago yesterday when the
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Enron Corporation announced that it was taking a loss in excess of $600
million, to the surprise and dismay of its employees, its investors, and
a number of other people.

In the year since then, there have been a number of other distressing
events. We've seen what happened with Adelphia and WorldCom.
We've seen Arthur Andersen indicted, tried, convicted, and, yesterday,
sentenced for obstruction of justice. It has been a difficult year for
corporate America and for people who work in corporate America.

What we're here to do today is to talk about how all that happened
and to talk about what might be done to keep it from happening again.
Since the failure of Enron, there have been a number of attempts to find
ways to prevent similar things from happening. The ABA has had a
Task Force on Corporate Responsibility whose work is still ongoing. You
have their preliminary report in front of you,1 and you have many of the
members of that Task Force here in the front of the room. Congress has
gotten involved. The SEC has gotten involved. We're going to be talking
about all of those efforts with the intention, we hope, of learning some
ways in which we can avoid repeating the kinds of events we've seen in
the last year.

Before we get to that, I have just a few thank you's that absolutely
have to be said. Thank you to the members of the Law Review,
especially Sheila Baran and Chad Franks, for everything they did to
make this Symposium possible. Thanks especially to Yonna Shaw for
the million and one things she did for this to happen. Thank you to all
of our panelists, many of whom have traveled a long way to be with us
today. We deeply appreciate your willingness to do that and to share
your thoughts and your insights with us. Thank you to my good friend,
Walt Austin, and the Business School for their participation and their
assistance in putting our Symposium together. This is a cooperative
enterprise of the Law School and of the Business School, and we're
happy that we were able to do that.

I must say one final special word of thanks to Bill Ide. Bill, as many
of you know, is a former president of the American Bar Association, a
very distinguished lawyer in Atlanta, and a member of the ABA Task
Force. When I contacted Bill about this Symposium and started talking
to him about it, he embraced it with enthusiasm and with a vision for
what good it might do. What you're going to see today is due in large
measure to what Bill has done to put it together. Bill, I deeply
appreciate what you've done, and on behalf of the Law School and the

1. See Preliminary Report of the American Bar Association Task Force on Corporate
Responsibility, 54 MERCER L. REV. 789 (2003).
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Law Review, thank you. At this point, I'm going to turn it over to Bill,
and we'll get underway.

MR. IDE: Thanks, Pat. I have a cartoon here that shows a general
counsel talking to his CEO, and the CEO says, "Don't you realize that
by bringing these matters to my attention you're involving me?" So it's
quite a time.

To you law students, I remember when I got out of law school at the
University of Virginia, I went to a large corporate firm and I ordered
The Wall Street Journal because that was what you were supposed to do
to look like you were important. I didn't understand most of the things
that were going on in The Wall Street Journal. But this is Wall Street
Journal stuff we're going to be talking about today, as opposed to your
usual law school experience, where you're looking back in history. We're
going to have a discussion about policy and laws that are being shaped
right now in our society. We hope to demonstrate to you how policy gets
set and how regulations are influenced as this country deals, as it often
does, in reacting to a jolt to its society.

The way the law deals with perceived gaps allowing harm is just like
we're doing right here. You pull people together that have experience in
the area and start talking through the issues with the goal of bringing
forth thinking that will influence the various decision makers in the
justice system. It doesn't do enough to just go to Congress or go to the
SEC. You need to influence the culture of the justice system, and
ultimately, you must shape the culture of corporate America because
that's where these ultimate decisions are going to be made.

So here we go. I'm going to set the stage for our first session. You
have distinguished panelists. Their resumes are in your materials.
Three are former general counsels. ABA President A.P. Carlton was a
bank general counsel. Sol Watson is general counsel to the New York
Times and was a general counsel of the Monsanto Corporation. Judge
Tennille sits on the North Carolina Business Court and is a thought
leader in corporate law.

Let me give a predicate to our discussions. It was on October 16th,
2001 when one of the most acclaimed and admired corporations in
America, Enron, reported a shocking first quarter loss of $618 million,
and within a week the CFO, Andrew Fastow, was fired. On December
2nd, Enron filed for bankruptcy in the wake of revelations of over-stated
earnings and off balance sheet frauds. Employees not only lost their
jobs, but also their savings, which were in a retirement fund invested in
Enron stock.

The damage to the shareholders, innocent employees, vendors, and
communities from this fraud-caused failure has been horrific. It's been
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devastating to so many lives, not only to the Enron employees, but also
people who dealt with Enron.

And then there was Arthur Andersen-the venerable institution in
accounting that we always look to as the leader. It was convicted for
obstruction of justice in conjunction with the destruction of documents
relating to Enron, filed for bankruptcy, and in less than one year, is out
of business.

Public shock was followed by anger and calls for action. By the Spring
of 2002, over thirty Enron reform bills were pending in Congress. The
New York Stock Exchange and NASDAQ had task forces that were
proposing reforms, and the SEC gave notice of tighter disclosure
requirements. Meanwhile, the Bush Administration went on record that
they would hang'em high and be tough in enforcing the laws.

That was the environment at that time, and it became more charged
when executives at Adelphia, Tyco, and other companies who had
egregiously usurped company assets for personal gains were revealed to
the public. Companies were announcing restatements, and as of today,
one year later, the stock market lost $7 trillion in value since [the]
Enron [scandal] started.

Despite all of that shock to the system, however, by early summer it
looked as though the post-Enron reforms were going to be somewhat
limited: self-regulatory reforms by the New York Stock Exchange and
NASDAQ; some SEC tightening of disclosure time lines; and limited
Congressional action in the regulation of accountants and in the ERISA
area. And then came WorldCom. On June 25, 2002, WorldCom
announced that it improperly accounted for over $3.8 billion in expenses
over the previous five quarters, resulting in the largest earning
restatement in business history. Within a month, WorldCom filed for
bankruptcy.

WorldCom was the last straw for the public, and in Congress, the
dikes of containment gave way immediately. Corporate America and the
accounting industry had successfully bottled up "reform" legislation.
There were sound reasons why some of the legislation shouldn't have
been passed: deference to state laws and deference to SEC administra-
tive approaches. But with public cries for action, the over thirty pending
bills were very quickly amalgamated into the passage of the Sarbanes-
Oxley bill.2 Congress's rush to claim solutions is an example of policy
giving way to politics. The resultant legislation is disjunctive, overlap-
ping, without regard to federalism, and ignores distinctions between
policy and administration. Nevertheless, Congress claimed victory and

2. Sarbanes-Oxley Act of 2002, Pub. L. No. 107-204, 116 Stat. 745 (codified in scattered
sections of 11, 15, 18, 28, and 29 U.S.C.).
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moved on. Meanwhile we lawyers have to make sense of the result, and
we will.

Since the passage of the Sarbanes legislation, the reform momentum
continues. NASDAQ, which routinely is said to be the last to come along
in the governance area, has further tightened its governance proposals,
the SEC is expected to issue its determination on the NASDAQ and New
York Stock Exchange proposals by the end of 2002 or early 2003, and the
Administration is pursuing its pledge to punish the corporate wrongdo-
ers using the publicity of the "perp walks." I suppose all of you have
seen pictures of CEOs in handcuffs being led out of executive suites on
their "perp walks."

However, while twenty-five indictments have been issued against
corporate wrongdoers in 2002, only two have been issued against Enron
executives. Meanwhile, regulators have uncovered damning conflicts of
interest by Wall Street firms in the use of analysts to gain investment
banking business, the allocation of IPO stock to CEOs for further
business ("spinning"), and Wall Street complicity in questionable off
balance sheet partnerships. Civil lawsuits are being filed against
management, directors, accountants, lawyers, and Wall Street firms,
alleging participation in frauds, conflicts of interest, and violations of
fiduciary duties. Ingenious plaintiff's lawyers are coming up with new
theories for liability for corporate officials and gatekeepers as we speak.

Further, President Bush two weeks ago called together the Depart-
ment of Justice and the SEC, and he personally met with them to say we
have to do more on the enforcement side. We have to get tougher. You
will find around the United States local U.S. Attorneys calling around
looking for evidence so that they can produce further indictments and
show this public that through their "tough" approach (I might call this
the Iraqi approach), they are going to blast out the infidels and
straighten out corporate America. That clearly is the policy that's being
approached by the Bush Administration.

In our opening session, we will examine the broader implications of
Enron, Tyco, and those types of frauds. Well look at the broader
implications of the proposed reforms. We'll talk about how these frauds
could have happened, and what are the best ways to make sure that
they don't happen again.

When A.P. Carlton speaks, I've asked him to talk about whether the
New York Stock Exchange and the NASDAQ Exchange approaches are
going to be efficient reforms or burdensome drags on corporate behavior.
We still want our corporations to take risks, we want managers to be
entrepreneurial, but what will this whole new harness of independent
directors do? Will it help or hurt?
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And Sol Watson, when you speak, there are over seven thousand
corporations listed on the New York Stock Exchange and NASDAQ and
many, many more that are public beyond that. We have reforms that
are "one size fits all," and yet, we know that the dynamics of corpora-
tions vary greatly. Is this going to be a feasible approach?

And, Judge Tennille, historically the bedrock of corporate governance
has been state laws. The Federal Securities Law in the '30s added
disclosure to complement state corporate laws, but now we have the
Sarbanes legislation and the SEC mandates suggesting the possibility
of creeping federalism into the corporate governance area. Is this going
to be a fact of life? Is it good policy, or are there things that should be
done to prevent federal intrusion into state corporate laws historic
province?

So with that overview, we'll start with Sol Watson.

MR. WATSON: Thank you, Bill. As Bill said, there are thousands of
publicly traded corporations listed on the New York Stock Exchange,
Amex, and NASDAQ. The New York Stock Exchange, the so-called "Big
Board," has many of the companies that we call the so-called "blue chip"
companies, major and very large capitalized companies. The New York
Stock Exchange has promulgated some proposed listing standards, which
relate to the need for public companies-companies listed on the New
York Stock Exchange-to have boards consisting of a majority of
independent directors and three committees, a nominating and corporate
governance committee, a compensation committee, and an audit
committee, whose members should all be independent directors. The
goal of independence, of course, is to have directors who are independent
from management, generally, and independent from the CEO, specifical-
ly.

There are a number of public companies that the ABA Task Force is
aware of who have unique capital structures, and it is the belief of some
of the members of the Task Force that the application of the New York
Stock Exchange rule and its listing standards to all kinds of public
companies would not be appropriate. In other words, as Bill says, "One
size does not fit all."

I'll give you an example of a few companies who have different kinds
of capital structures. The New York Times Company, the Washington
Post Company, Scripts Howard Newspapers, and Media General have a
capital structure generally as follows: There is a class of public stock,
listed on the stock exchange, which has limited voting rights, and a class
of stock that is not listed, not publicly held, that has unlimited voting
rights. An individual that owns a share of New York Times Company
Class A Common Stock is entitled to vote for thirty percent of the board
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of directors, the ratification of the selection of auditors, and the
reservation of shares for employee benefit plans, primarily stock option
plans. The Class B Common Stock, which is not publicly held, elects
seventy percent of the board and votes on all matters that requires a
shareholder vote.

I can see that in the minds of some of the constitutional scholars as
well as governance scholars here, this dual-class capital structure raises
the concept of "one share, one vote." In these kinds of capital structures
and corporations, each share has a vote but the voting rights are limited
and/or unequal. Dow Jones, which publishes the Wall Street Journal-I
wish that Bill had started reading The Times instead of The Jour-
nal-has a capital structure in which the public stock has one vote per
share and the privately or family controlled stock has ten votes per
share, so-called super-majority shares.

The New York Times Company is a family controlled corporation, as
is the case with Dow Jones and the Washington Post, and they all
happen to be in the newspaper industry. The goal of each of those
companies when it went public was to have access to the capital
markets, to have a public market in its securities, but to keep family or
other small group control. The New York Times Company, as is the case
with other "controlled" companies, has a number of family members or
representatives of the controlling group of shareholders on the board of
directors.

Recognizing that kind of capital structure, and also other kinds, such
as public subsidiaries, the New York Stock Exchange modified the first
draft of its rules to provide that the only independence requirement of
controlled companies-that is to say, that a company in which fifty
percent or more of the voting securities voting power is held by a group
or an individual-is that the audit committee be comprised of three
members, all of whom have to be independent directors. Controlled
companies do not have to have a majority of independent directors on
their boards, nor do they, in fact, even have to have a compensation
committee or a nominating and governance committee.

Reasonable people can differ over whether these controlled company
rules make sense, but there are two things that I would like to note in
connection with these rules. In the "one person, one vote" context, when
the companies went public, this capital structure was set forth in the
certificate of incorporation and in the listing applications of whatever
exchanges they went on, the American or the New York. Hence, any
individual shareholder who bought shares in those companies were on
notice that their voting rights were limited.

Second, there is some competition between the New York Stock
Exchange and NASDAQ for listing companies, and I'm sure that to some
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extent, the New York Stock Exchange became flexible in its final rule
because it didn't want to seem to disenfranchise companies whose shares
it had already listed.

JUDGE TENNILLE: Bill, Sol told me if you had been reading The

New York Times it would have all been clear to you early on.

MR. CARLTON: Or at least they'd like you to think so!!

JUDGE TENNILLE: I want to start out by making three recommen-
dations to you for resources that I think would be interesting for you to
read on this topic, and particularly as it relates to the role of state courts
and state corporate law. The first is this book called Manias, Panics and
Crashes, written by Charles Kindleberger. It's in its fourth and latest
edition. The benefit of this book, I think, if you go through it, is that
you recognize that as painful as the current downturn in the market is
and the bubble that we've had burst, that we're not in unique times, that
these things have happened time and time again throughout history, and
often for the very same reasons that we had the last bubble and had it
burst. And I think that's important because we need to keep some
perspective on what we're trying to accomplish and to realize that we are
dealing with a situation that has some historical context that we can
look back and learn from and that we need to focus on identifying the
systemic problems that exist today that we need to correct and to
recognize that there are simply some of the problems, such as the
bubble, that the legal system itself cannot address. Those are economic
phenomenon that have happened before and, unfortunately, will
probably happen again. Hopefully, maybe we'll remember this the next
time around when the mania comes.

The second recommendation is an article in Volume 57 of The Business
Lawyer that was written by Vice Chancellor Leo Strine of the Delaware
Chancellory Court, and it's entitled, "Derivative Impacts of Early
Reflections on the Corporation Law Implications of the Enron Debacle."4

It's a very thoughtful article by Vice Chancellor Strine about what he
sees the impact of Enron being on state corporation law, and it's
certainly in more depth than I can get into in a few minutes here today.

3. CHARLES KINDLEBERGER, MANIAS, PANICS AND CRASHES: A HISTORY OF FINANCIAL

CRISES (4th ed. 2000).
4. Leo Strine, Jr., Derivative Impact? Early Reflections on the Corporation Law

Implications of the Enron Debacle, 57 Bus. LAw. 1371 (2002).
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The third is related. About two weeks ago Vice Chancellor Strine
entered an opinion in a case called In re Pure Resources, Inc.,' which
had to do with a majority tender offer and whether or not the entire
fairness standard would be applied in Delaware. It is significant for its
mergers and acquisitions law. I would suggest to you that you read the
opinion for its close scrutiny of the corporate governance that took place
in connection with that transaction. And I think if you read it in that
context, rather than the merger and acquisition context, you will get a
very good feel for where the courts are going, particularly the Delaware
courts, in the future and the kinds of things that they're going to look at
differently today than they would have a year ago. I think that case will
give you a good indication of where state courts are going to head.

I also want to make three economic points to you, or three rules that
are out there that we can't forget. And I'll quote Leo Strine again. He
said risk-free capitalism is an oxymoron. In our system, risk is
important. It's what drives innovation and productivity. We can't have
our system without recognizing that there's risk in there. And we can't
take the risk out of the system.6

The second unalterable economic fact is that free markets are
dynamic. They change with dizzying speed, and they're going to
continue to do so. They'll never be static.

And the third rule is that when we impose transaction costs on
corporations that are too high, they lose their ability to create both
shareholder and societal wealth. And we have to always constantly
watch from a legal perspective what transaction costs we're creating for
corporations as we develop the laws that govern them.

Those economic factors simply aren't going to change. As far as state
law is concerned, I think it is important to realize that we have a system
that has worked. It is a system that has the power to work. One of the
points that Vice Chancellor Strine makes in the In re Pure decision, in
quite stark terms, is that state courts can enjoin inequitable conduct
even if it's in technical conformity with the law. That's an incredible
power. But it's one that state courts have and can use to address the
problems that we have today.

Similarly, other courts have held, just looking at it from the account-
ing standpoint, that you can have fraud even though there has been
technical conformity with GAAP regulations. The state courts have
enormous power to address the problems that we face today, and how do
they go about doing that?

5. In re Pure Resources, Inc. Shareholders Litigation, C.A. No. 19876, available at
http://corporate-law.widener.edu/documents/opinions/19876-139.pdf.

6. See Strine, supra note 4.
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This quote from Vice Chancellor Strine's opinion in the Pure case I
think sums it up very well. He says: "Judges supplement the broadly
enabling features of statutory corporation law with equitable principles
sufficient to protect against abuse and unfairness but not so rigid as to
stifle useful transactions that could increase shareholder and societal
wealth generated by the corporate forum."7 That is basically what I call
the rubber band analogy, and if I can do this without breaking this
rubber band, as I have before, I'll give you an example.

Our system is like this. We've got management on one side and we've
got directors that are supposed to be representing the shareholders'
interests on the other. What we're trying to do, particularly with our
state laws, is to keep the right tension in there. And it's got to be
flexible because with free markets and the need for risk, this is not going
to be a rigid dynamic. That tension is going to be there, and it's going
to shift and change. And what we're trying to do is keep that tension
balanced between the directors and the shareholders that they represent
on one side and management on the other.

Unfortunately, what has happened in the last few years is we've seen
the tension or the elasticity on this side with the directors relaxed, and
the management tension has gotten stronger and it's pulled this way
and this end of the rubber band is relaxed. What we're trying to do in
the legal system, and should constantly be trying to do, and I think state
courts are in a better position than anybody else to do it, is to keep that
tension without losing the elasticity, and that's the real function that we
try to provide as state courts, and particularly business court judges, is
keeping the tension without losing the elasticity.

What has happened then? State corporate law has looked to directors
to be the protectors of shareholders. We've determined that they are in
the best position to assess the quality of leadership of management, to
determine proper compensation packages, to assess the risk that's
undertaken by management, and to ensure that shareholders are
receiving adequate information. They failed. And what we have to do
is look at why they failed, and how they failed, and how we can put the
tension back in their end of the band.

I think what you'll see through discussion today is that we've focused
on three factors that have failed, and we can talk about this further
during the day. One is the directors haven't been independent enough,
and there are clear implications for that which are going to be addressed
on a number of levels. The second is that they haven't had the
information necessary to make proper decisions. There's been a clear

7. In re Pure Resources, available at http://corporate-law.widener.edu/documents/
opinions/19876-139.pdf.
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failure of the information pipeline not only for investors but for directors
as well. And then they've been lured into a form of inaction or a
relaxing of the tension on their side simply because of the rising market
prices, the bubble we were in, and the market demand for earnings
management, which has had a tremendous impact. The other, fourth
failure, I think doesn't relate so much to directors as it does to the
failure of the credit rating agencies and analysts and other folks on Wall
Street, who we have trusted to put the spotlight on risk, who have failed
to shine that light effectively on the risk that existed.

What we have to be careful about in making recommendations and
structural changes is that we keep the elasticity in the band, and that
the things we do don't create a static or a frozen situation. We can't use
regulation to do that. And I think there are two reasons for that. One
is if we have ex ante regulations, they tend to take the elasticity out of
the system. And the second is that business people and lawyers are
incredibly creative in getting around any fixed regulations that you
establish. You only have to look at the accounting profession and all the
accounting rules that there are to see how creatively people can get
around them and actually cause some of the problems by trying to get
around those ex ante provisions.

So I see the role of state courts as being the best provider of that
balance between fairness and risk so that we keep corporations
operating the way we want them to and creating shareholder wealth and
creating societal wealth, but doing so in a manner in which investors
have a fair chance in which to take their risk, and that they take their
risk on a level playing field. I think there are some very fundamental
shifts that may take place in corporate governance in the merger and
acquisition area which will be impacted by what we do in the corporate
governance area on other issues, but we can address those later.

MR. IDE: Sol, did you want to say something?

MR. WATSON: Yes. Using Enron as a text, I thought I would just
point out that, as Professor Longan said, Arthur Andersen has been
convicted of interfering with a Federal investigation [and] hit with a fine
of $500,000 and probation, but of great interest to inside general counsel,
inside lawyers, and to myself, is that one of the whistle blowers in the
Enron situation was an inside lawyer named Nancy Temple. And it
seemed in large measure that the prosecution for Arthur Andersen was
going to find them guilty of document destruction because, as you recall,
there was a note that went out asking folks at Enron and at Arthur
Andersen to apply the company's document retention program, and most
public companies have those. After a number of years, certain kinds of
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documents, audit papers, tax returns, or general contracts can be
destroyed.

Interestingly enough to us inside corporate lawyers, however,
Andersen was found guilty because Temple had written a letter, a
memo, e-mail as I recall, making a comment on a quarterly earnings
release, a press release, that Enron was going to put out. And those of
us who are inside corporate lawyers know that we do that frequently.
Tomorrow, or today, the New York Times Company is going to put out
its third-quarter earnings release. That release is drafted by a
committee, lawyers, accountants, and members of management. A draft
is sent out by e-mail, and each of the professional members of the
committee is asked to make comments on that kind of press release.

The fact that comments on the press release were the basis for finding
Andersen guilty has really put a chilling effect on the kind of comments
that we lawyers make day-to-day on any kind of press release that the
company may put out. There's an article about the Anderson case in
today's Telegraph.8

MR. IDE: Yes, it was right there. A.R

MR. CARLTON: Thank you. My topic basically boils down to
transaction costs in the form of private regulation from stock exchanges
and how we use that, sort of, as a framework for transaction costs
generally. I think it's true that we've seen a parallel to the 1930s here.
The system is out of balance, and we have to have a response to shift
that balance.

I'd like to point out that Judge Tennille is correct, that corporations
are creatures of economics, and then we have the old adage about "the
chancellor's foot." Who can respond to economic and social changes
faster than courts of law or legislatures or even stock exchanges given
the appropriate opportunity? So, I agree that state courts are going to
be where the rubber meets the road.

In any event, when we look at private enforcement mechanisms, such
as the stock exchange rules, that basically involves private voluntary
compliance. And in this environment, we are operating, I think, in a
totally new world, a completely different world than we were a year ago
Labor Day with respect to a lot of different things, but in particular with
respect to corporate governance. And whether or not those reforms
would be effective or not, they are far better accomplished at the state

8. Kristen Hays, Arthur Andersen Hit With Probation, $500,000 Fine, MACON
TELEGRAPH (Oct. 17, 2002), at 3.

694 [Vol. 54



SYMPOSIUM: MORNING SESSION

level with legislation or through the courts. So I have a predilection for
that because of the inadequacies of those private regulations.

State laws with respect to publicly held corporations right now are
inadequate on the governance front. You can make a case that publicly
held corporations can be given different treatment under state laws, and
I think that's one of the things that needs to be considered here with
respect to the Model Corporation Act,9 and I told our task force that last
month when I testified before them. If the states don't act, they're going
to run the risk of further federal legislation in the area, and that would
be, by I think most all opinions, not necessarily a good thing.

Sarbanes-Oxley was sort of the opening shot. We're already talking
about a technical corrections bill in the next Congress. I was speaking
with one of our Task Force members yesterday about that. The SEC
rule-making procedures are underway already. So it's an active point
right now.

One of the things we have to remember is that this all relates back to
the ownership of the corporation, and Sol's comments are very good and
well taken there, that you have different structures. And we hear a lot
about, we used to hear a lot about, shareholder democracy. We don't
hear much about it anymore, and I suspect we're going to start hearing
a little bit more about it. But you have to remember that corporations
are economic entities that can have different Oawnership structures, and
it's not necessarily a democratic form of government-Cooperatives are.
And if you've ever been a member of a cooperative [or] a credit union,
cooperatives are [democratic]. That's a different, optional form of
economic ownership.

I represented, in my more fun times practicing law, three country
clubs, and you talk about a corporate governance challenge. Each and
every one of those members has one vote, and they treasure that vote,
and they take it very seriously. So, when you have governance matters,
you are dealing with corporate democracy in that fashion.

So, the lessons to be learned, I think, are that, as Peter Drucker points
out in a new book called Managing in the Next Society,'0 the form of
ownership drives the governance structure. And in this day and age,
we've got to look at the financial management and the financial
underpinnings of the ownership structure to determine what the
governance structure might be, and it's true, one size does not fit all.

So, I would say that the end result is that we're going to hear a lot
more about shareholder democracy. And if I were a CEO today, and I
were sitting here thinking about what things to make and what things

9. MODEL Bus. CORP. ACT (1979).
10. PETER F. DRUCKER, MANAGING IN THE NEXT SOcIETY (2002).
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can be done, as I understand it, there has been research done as to the
response of investors to corporations that have good solid governance
structures. And I would think there might be an opportunity there to
sort of lead the way in terms of independent directors.

Those of you who heard me last night, I think that where we're
moving to with respect to publicly held corporations is sort of two classes
of directors. The executive officer directors, the inside/outside directors
who have some relationship to the corporation, the independent outside
directors who I think are going to wind up running the show, and a lot
is going to depend on the relationship between those directors and how
management responds to them. Management has been in charge,
running the show. The directory, the corporate directory of America over
the last twenty years has shifted its focus, as was pointed out by my two
predecessors. So I think we've got a paradigm shift underway, and I
think that the transactional costs we're talking about and changing the
regulation at either the state level, the federal level, or privately are
probably going to be marginal and incremental compared to the
beginning that we can have from those changes with respect to the
reacquisition of investor confidence. So with that, I'll stop.

MR. IDE: Well, let me see if I can pull it together then and then
throw out a challenge to the panelists to follow on this one. Judge
Tennille is saying that we have plenty of state corporate governance
laws and that this serves us very well. The Bush Administration is
saying there are criminal laws, under which they will convict the
wrongdoers. But we're hearing from the public that they want more
prevention. They want protection on the front end. It doesn't make
them feel good to see perp walks and convictions years later. In
response, Sarbanes-Oxley was passed with a symbolic act of micro-
managing of corporate America by having the CEO and CFO certify
financials. Those and other intrusions into corporate behavior raise
concerns about the ability to have entrepreneurialship and flexibility;
contrast such micro-management with the governance reforms of the
New York Stock Exchange and NASDAQ. Their approach is to define
who is an independent director, declare them to be the shareholders'
representative, and to put them in charge of the hiring, firing, evalua-
tion, and auditing of the managers. Establishing such accountability
makes some sense to me. But who will monitor performance of the
directors and hold them accountable? Federal or state law? Isn't state
law going to have to adapt over to the approach of the NYSE and
NASDAQ? Isn't there a need to amend the Model Corporations Act to
make it clear that independent directors are to oversee the CEO?
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JUDGE TENNILLE: The problem always is, when you talk about
independent directors, you can put a mantle on them, you can have them
fit into certain pigeonholes, but you still have to judge whether they act
independently. That's what matters, and that's the ultimate role that
the state courts will play.

What I think we're aiming to do is to find, and [we] should be looking
at the Model Act and other ways, to find things that say we can keep
this tension from coming back so far. There are certain barriers that we
can put up that will insure that that tension doesn't get released back
too far. Part of that is using independent directors and requiring the
various committees. But we have to realize that those are only stop
gaps, and that the ultimate question is going to be: Have those people
who can fit in the category of independent director actually operated in
good faith? Has their decision been made impartially, and has it been
made with the right information?

That's the other thing we can do here, both with court-created law and
the state law, is to focus on the pipeline of the information in making
sure that the lawyers, the accountants, the investment bankers, and the
other people who are providing information to the directors also act in
good faith, impartially, and with adequate information. And I think
that's what we're trying to do is find what permanent fixtures we can
put in there that can help. We have to recognize that they're not the
ultimate answer, but they can keep that tension from coming back in
certain ways. And I think that's what we've been struggling for on the
Task Force, and what the public wants us to do is to find some things
that will give them more confidence in doing that.

My problem with federal regulation is, I think, three-fold, other than
the loss of flexibility. I think we lose the diversity and the competition
that we have in state law if we go to federal regulation. States do things
differently, and that diversity and that creativity helps the system. The
other thing that frightens me is that if we go to a more federal
regulation, all we're going to is political influence. We have a Congress
that has acted this year that is the very Congress that told Arthur Levitt
that if he tried to reform the accounting industry they'd take his budget
away from him. That is not the organization that we want creating a
federal corporate law, I don't believe, because they are always subject to
political influence, and that's not the answer.

MR. IDE: A.P. and Sol, would you amend the Model Act to put in
more specificity about corporate governance?

MR. CARLTON: I would. I think that's something we need to look at.
I think that individual-I agree with Judge Tennille, you know. I think

2003] 697



MERCER LAW REVIEW

the federal approach is heavy-handed. It's subject to the political whims.
Three years ago, Arthur Levitt was a political pariah in Congress for
suggesting that the accounting profession might have gotten out of round
by auditing and consulting at the same time. Well, guess what, Arthur
Andersen's experience is just that, and what a lesson that is.

I think you can legislate morality, as I said last night, and I think you
can engineer structures, but you can't engineer or legislate relationships.
And I think what we're seeing, however, is a change in the understand-
ing of the relationships of the supervisors, or the watchdogs, over
corporate management and management themselves. We need a new
tension between management and directors. When that exists, I think
the corporate and the public investors in this country will see it.

There's a group, by the way, that's led by my state treasurer, of
directors of large pension and retirement funds. The North Carolina
State Retirement Fund is the eighth largest retirement fund in America,
and [the North Carolina Treasurer] gathered together a group, trying to
force corporate reform from that area. And I think that if we see that,
if we provide structures through state legislation where corporate
entities can respond to the new paradigm, that the investors will see
that and enlightened self-interest will occur. And that's the only way
you can change that tension, and that's the only way you can get those
directors to think differently and management to think differently, but
it has to start with a change in the legal structure, and the best place
to do that is in the states.

JUDGE TENNILLE: Bill, one of the areas that the Task Force has
not addressed and has not been addressed on a national level yet, I don't
think, but I believe is going to have to surface at some point, and it
would involve changes in state corporation laws or the Model Act, and
that has to do with the election of directors. If you want directors to be
accountable, the electoral process is clearly the best way to do it. That
has huge implications for other things, particularly in the mergers and
acquisitions area, and I think that's the reason that that issue has not
surfaced yet, because it carries with it enormously difficult questions
about the role of directors in the mergers and acquisitions area. And
we've been through the entire 1980s struggling with that issue, and we
thought we had the answer in empowering boards, and now with Enron
and WorldCom and the other problems, we have had to rethink, or have
to rethink how much we trust the boards of directors to make some very
critical decisions. I think the question of the election of directors and
how we do it to make them accountable is ultimately going to be one of
the things we have to look at, and probably the most difficult issue
facing us.
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MR. IDE: I want to make sure of what you're saying. There have
been some suggestions that there be term limits on directors, serve three
years and you're out. There have been suggestions that large sharehold-
ers could have access to the proxy solicitation process. Right now it's
very hard to interfere with managements use of the proxy solicitation.

What I hear you saying is provide democratization, if you will, for the
election of directors. This flies in the face of positions allowed in the
takeover days where we used staggered terms, the "picket fence," the
"poison pill," and arguments that it should be hard to change the
directors because the Board can get more value if it can fend off the
takeover. Are those the issues you're into?

JUDGE TENNILLE: I think they're there. And to put it in starkest
terms and to try to contrast it, we decided in the 1980s that directors
were in a better position than shareholders to determine whether or not
an all-cash premium tender offer was acceptable. That was our
philosophy. We said, "These people are experts. They know the
business. We're going to put it in their hands to make the decision."

Now we have directors of huge corporations, such as Enron, coming
out and testifying in Congress, "Well, the business was just too complex.
I didn't understand it," or "I didn't ask the right questions," or "the
auditors didn't tell me what I needed to know. Please excuse my
ignorance." If they're ignorant of those things, are they in a better
position than shareholders to make a decision on an all-cash premium
tender offer? Those are very difficult questions, and I think we're really
facing some difficult issues there.

AUDIENCE: I'd just like to comment on that. They shouldn't have
been ignorant, and if they were ignorant, they were not fulfilling their
responsibility.

JUDGE TENNILLE: I agree with you wholeheartedly. The problem
we have, I think, is the public perception that they were, and unfortu-
nately, that maybe they weren't the only ones that are suffering from
that disability and that loss of confidence. So it's gone. But I agree with
you, there was no excuse for their ignorance.

MR. IDE: Sol.

MR. WATSON: Certainly, I agree with the panelists and audience
that we need to think about changing more of the provisions in the
Model Business Act. I want to talk a little bit about the transaction
costs of governance initiatives. The Sarbanes-Oxley Act requires the
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CEO and CFO to sign off quarterly on the company's financial state-
ments and on its system of internal control, a requirement which became
effective for many companies with the 10Q filed on August 14th.

As a general rule, CEOs don't naturally spend a lot of their time
looking at the company's books and records. They delegate that to some
extent to the CFO and/or to the corporate controller. But now, because
there is enhanced criminal liability for certifying willfully a false
financial statement, which criminal liability includes fines and jail time,
a number of public companies have come up with processes and
structures which give the CEO and the CFO certainty that when they
certify the financial statements, they can be comfortable doing so.

A number of companies have come up with what we now call a
"disclosure committee." The membership varies from company to
company, but it's typically the general counsel, the corporate controller,
the treasurer, and the director of investor or public relations. Each
quarter we sit with the CEO and the CFO and discuss matters in our
areas or responsibility to make sure that there is no area of importance
which could have some effect on disclosure or the financial statements
that the CEO and CFO don't know about. We do that at the corporate
level. Our system also requires that the CEO and the CFO of each of
the operating units engage in a similar process to make sure that the
information being reported from the operating units to the corporate
level, which goes into the quarterly financial statements, is also as
correct as humanly possible.

While one can argue whether the Sarbanes-Oxley bill is appropriate
or not, and about the certification process, there is, in fact, a transaction
cost. Some would say to the process that CEOs who should be thinking
about corporate strategy, either acquisitions or divestitures, or new
products or new services, are now spending some of their time on a
regular basis thinking about what, by and large, should be routine
financial statements compliance. Thank you.

MR. IDE: Thank you.

MR. CARLTON: I have two questions, one for Sol and then one for
Judge Tennille. Sol, you know, just to sort of put my investor's hat on
and act like maybe my state treasurer here, should not they have been
doing that all along? And I offer up as an example Progress Energy. It's
located in Raleigh, North Carolina, and I have to disclose they're a client
about 220th on the Fortune 500 list. They issued a press release when
they filed their 10Q on August 14th, and the CEO and the CFO both
signed that pledge. They issued a press release that this was not
anything necessarily difficult for them because this was something that
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they had taken their standing procedures within the corporation and had
tweaked them a little bit to produce the desired result, and they felt
entirely comfortable in signing those statements.

MR. WATSON: Yes, you've made several good points there. The first
is that it's good to have a corporate relations function so that people can
appropriately take credit for the good things that they've been doing
before this focus on corporate governance. And on a more substantive
basis, you're absolutely right, before the Sarbanes-Oxley bill was signed,
good companies should have been following similar procedures, and
many did, albeit on a much more informal basis.

MR. CARLTON: Thank you. Judge Tennille, I wanted to ask you,
ultimately do you see a restatement or a reconsideration curbing the
independent judgment of directors, or boards of directors, with respect
to the business judgment rule?'1 That's really where you get down to
the bottom of this barrel-that during the 1980s, yes, the courts
basically enshrined the business judgment rule and let that stand for
corporate decision making; whereas, the corollary would be to see the
business judgment rule restated perhaps by the employment of a judicial
doctrine that allows the judge to get behind a board decision with
respect to whether or not that judgment was truly independent.

JUDGE TENNILLE: That's an interesting question, and I would
encourage everybody to read the Pure Resources decision for that very
issue because I think what Vice Chancellor Strine was struggling with
in that case was that very question of how are we going to let free
markets operate, and that's essentially the business judgment rule, and
how are we going to constrain them on the other hand, or if we let them
operate be sure that they're operating fairly. And I don't think there
will be any significant change in the business judgment rule itself. I
think you will see in the Pure case, and in cases to come in the future,
that what the courts are looking at are different indicia of good faith,
they're looking at different indicia of independence, and they're going to
look more closely behind the knowledge base of the people that are

11. "The presumption that in making business decisions not involving direct self-
interest or self-dealing, corporate directors act on an informed basis, in good faith, and in
the honest belief that their actions are in the corporation's best interest. The rule shields
directors and officers from liability for unprofitable or harmful corporate transactions if the
transactions were made in good faith, with due care, and within the directors' or officers'
authority." BLACK'S LAw DICTIONARY 192 (7th ed. 1999).
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making the decisions. And I think that's what happened in the Pure
case.

I think you will see a clear message from the Delaware Chancellory
Court that we're going to start burrowing in a whole lot closer behind
the decision making process than we did before, but we're still going to
apply, in most terms, the business judgment rule, because if we move
away from that, we have too much of an impact on the free market
system. And judges ought not to be making those kinds of decisions.
We're not; that's not what we're there for, nor do we have the capabili-
ties to make those kinds of business decisions.

MR. IDE: Let me burrow in on this a little bit more. The critics of
corporate America, using the failures over the past year, would say the
board room is way too CEO-centric. Their point is that the CEO runs
the show, the CEO gets buddies on the board and who are beholden to
the CEO. While they're bright, brilliant people in their other functions
of life, when such people become board members, they're way too
deferential and go-with-the-flow. When one looks at the exchanges'
reforms, they suggest similar concerns. Such reforms are aimed at
making independent directors more accountable. The New York Stock
Exchange goes beyond the Independent Board Committees by listing
"best practices," which suggest behaviors that they want to see happen
in the board room.

Congress had hearings last week about the most recent fraud when
the board of ImClone said it knew their general counsel's signature was
forged by the CEO, but it didn't act. It was just a terrible incident of
board behavior.

What is to prevent Congress from going further with the Sarbanes
approach and using more micro-management by statute? I'm nervous
that state law may not be able to have enough credibility fast-waiting
for a chancellor's decision may not satisfy the public. So I'm back to the
question of whether the Model Act should be amended to define
independent directors and provide that they shall populate audit
minimizing Sarbanes compensation and governance/nominating
committees. Is that being way too inflexible? In the next six to twelve
months, federal and state actions or inactions will set the course. How
are we going to deal with that?

JUDGE TENNILLE: I think the problem goes back to where we
started with Sol, and that is one size doesn't fit all. And if we're going
to make some changes, even on the state level, it may be necessary to
make changes with respect to publicly traded companies, as opposed to
privately held companies. If you look at their ability to function and the
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transaction costs, putting some of the transaction costs on publicly
traded companies, putting those same costs on private companies who
are not selling shares to the investing public may be too heavy a burden
to expect those companies to shoulder. So if state law is going to be
changed, and I agree with you that it needs to be addressed on the state
level to prevent federal intervention, it can't be a one size fits all
solution because for all of the big public companies that we have, if you
look at not only the wealth in America but also the generation of wealth
in America, it's in small business. It's in non-publicly traded companies.
That's where the jobs get created. Big companies don't start out as big
companies, they start out as small companies, and we can't afford to put
the transaction costs on those companies that we can afford to put on
publicly traded companies. And we have to find the middle ground to do
that. One size is not going to fit all in that world.

MR. IDE: Sol.

MR. WATSON: I'd like to make a comment about directors and the
election of directors and related matters. And this in part gets back to
"one size does not fit all."

The New York Times Company elects its directors annually. We do
not believe that it's consistent with our view of corporate democracy to
have directors on staggered terms. Shareholders who are able and
entitled to vote should be able to vote in a new slate of directors
annually if they want to. On the issue of term limits, as Bill said, some
folks have suggested that directors should serve a company as directors
only for a period of time, such as three years or five years or ten years.
Certainly speaking as a member of management, as general counsels
sometimes are considered to be, one doesn't like to see the turnover of
directors on a very frequent basis. Three years would be a short period
of time for a director to come in, to learn about a company, its strategies,
its goals, its aspirations. Also, it could be too short a period of time for
a director to bring his or her judgment to such long-term critical matters
as management succession.

One of the interesting roles of general counsels and corporate
secretaries is implicated in some of these issues that we've talked about
because we are the people responsible, along with members of the
financial community, for getting to directors, in advance of their
meetings, material necessary and appropriate for them to make their
business judgments on. And our view is management must tell the
directors everything material and relevant about a given matter.
Management should never have a surprise for a director on such
matters. At some level, we practice over-disclosure-sometimes
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including financial information that is not "material." If one is doing a
legal memo, you may include the "worst case" so that the directors can
have all the information necessary to the exercise of their business
judgment.

JUDGE TENNILLE: I agree with Sol that term limits are a terrible
idea, and I can see the first plaintiff's lawyer appearing before me and
saying, well, these directors had to be ignorant. They served on the
board for less than three years. There's no way that they can know
what the risks were in a complicated business. We don't have any
directors on this board that have any experience at all. It's a prima facie
liability. I believe term limits would be a terrible idea.

I like accountability. I think that's the answer. I don't think term
limits provide accountability at all.

MR. CARLTON: Now, Bill, I'll sort of take a different track in
answering your question. I'll put on my constitutional lawyer hat and
federalist with a small "f hat, and I incorporate by reference Judge
Tennille's remarks about federalism.

We have to remember that there are limits to the Commerce Clause.
There are not only constitutional limits, but there are political limits to
the exercise of Congress's power over the Commerce Clause with respect
to the free enterprise system. So I think that, ultimately, what we're
going to see in Congress is we're going to run up against the consider-
ation of whether or not we're going to regulate our national economy in
such a way as to cause those transactional costs and cause those limits
on freedom of action to affect our ability to run a company. And I think,
I don't know when that's going to come, but I would suspect it might.

Second, we have to remember that under our federal system, states
have the ability to regulate economic activity where the Federal
government can't, under the Doctrine of State Action12 and under the
state constitutions. For instance, in North Carolina, we still have a
substantive law content to our due process clause in our state constitu-
tion, which can be employed very frequently, and has been, with respect
to regulation of business activities.

So I'd just point that out that there are limits to the Federal reach,
that the states do have flexibility under their own constitutions and
under the federal system., And I expect that even though the states
might be slow to react to what the crisis is, I suspect sooner or later,

12. State action doctrine is "[t]he principle that the antitrust laws do not prohibit a
state's anticompetitive acts, or official acts directed by a state." BLACK'S LAW DICTIONARY
1416 (7th ed. 1999).
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especially if they're encouraged with changes to the Model Act, that
they're going to be able to undertake a good approach, a more realistic
approach, in changing the structure of corporations and that we can then
get into discussions about non-staggered terms.

I prefer non-staggered [terms] to limit terms. I agree with Sol, if the
shareholders want to turn the rascals out, let them do it. They ought to
be able to do it. That would have been a real good remedy with Enron
and several others.

One last comment, and this is just unrelated to anything else, is that
we have to remember that this not only is a question within the context
of for-profit corporations, it is something that we're going to have to
consider with respect to large non-profit corporations. For instance, in
my list, when I go through the breathtaking corporate fraud that we've
experienced, I always include the Arizona Baptist Foundation, which
was a primary example of what can happen when you have a loss of
corporate oversight within a non-profit institution as well. As a matter
of fact, a number of our entities within the ABA have asked me to form
a task force with respect to the affect of all of this on non-profits.

JUDGE TENNILLE: A.P. has made a very good point. We have to
remember that the Business Roundtable decision 3 is there. It's still
the law. If Congress goes too far, I will boldly predict that there will be
a case filed and that it will be filed in the D.C. Circuit, without question,
and this may be an issue that the United States Supreme Court
ultimately has to resolve. But the Business Roundtable decision is still
there, and I think it is the governing law at this point. And that puts
some severe restrictions on what can be done with, at least by the SEC,
with respect to corporate law.

MR. IDE: It restricts the SEC, but it would not restrict Congress if it
decided to go in asserting jurisdiction over corporate governance.

JUDGE TENNILLE: Well, Congress is certainly less restricted than
the SEC. The Roundtable decision did not go that far. But I think A.P.
is right, the federal issues are still there, and they will arise in that
same sort of context.

MR. CARLTON: And as well with political issues, you know. If
Congress wants to go regulate the economy, I think there will be a cry

13. Business Roundtable v. SEC, 905, F.2d 406 (1990).
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from the investors that you're shackling our businesses' ability to
conduct business.

JUDGE TENNILLE: I think there will be a cry from the state
legislators, there will be a cry by state attorney generals that their
functions have been usurped by Congress.

MR. CARLTON: Right.

JUDGE TENNILLE: And Congress has an awful lot to do, and I don't
know that we can add a whole lot more to their plate and expect them
to do any better job than they're already doing.

MR. IDE: The only problem I have with that proposition, Judge, is
that now is when the action time is. Every day we see this issue in the
media. Congress is being pressured and the SEC is being pressured, but
the states are quiet. So that's what makes me a little nervous.

JUDGE TENNILLE: And you have every right to be. I have had
direct conversations with some of my colleagues in Delaware, suggesting
to them that they're the people that really need to take the lead without
any success. I've had no indication that there is any interest in
Delaware in taking the lead in changes in the corporate law. Part of it
simply comes from the competition for incorporations. Every state wants
to have the Coca-Colas and the Pepsicos incorporated in their own
states. It's sort of like the problem we have with the SROs. We have
everybody going down to the lowest level instead of going to the highest
level. And that competition is going to make it difficult to get something
done. I think that maybe it is an indication that the ABA has to take
the lead in making some amendments to the Model Code in order to get
that movement because none of the states are going to step out and be
first.

MR. CARLTON: I agree. I think that there's a sort of a trickle-down
effect. You know, when you have a massive national problem, Congress
is always going to be the first to react, and then the state courts kind of
get into the act, and then eventually it trickles down to the state
legislatures. And I think that one of the things that I have urged our
Task Force to do, and thank you, Ben, for that, is to take the lead and
to get with the National Conference of Uniform State Law Commission-
ers and to go out with that Model Act and take a look at it. We do have
a committee within the Business Law Section that is already looking at
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that, and I hope that our Task Force gets with them and works with
them on it.

MR. IDE: Well, I'll tell you there's one force that's already working,
and that's the plaintiffs bar. They are taking notes. They'll take what
the exchanges are saying about "best practices," and that's what they're
going to plead in court. They will attempt, through case law, to put new
duties on directors.

MR. CARLTON: And that will lead to the state legislatures sitting up
and taking notice, I think. That's why you have to have the Model Act
there.

MR. IDE: I hope we don't get corporate governance in the same
legislative play as tort reform. All of a sudden, we could have big money
spent in lobbying by the plaintiff's bar and the defense bar on gover-
nance issues. That's why I think it's important to get proactive
leadership at the state level. Our whole corporate governance future
depends upon getting this right. Without leadership I'm worried we'll
piecemeal it, leaving the ultimate shaping of the rules to the courts.

JUDGE TENNILLE: And that's the burden, I think, that the state
courts shoulder-that we're going to have to find the fair middle ground
between the business judgment rule and a level playing field for
investors. That's our job, and I really do not see the business judgment
rule changing, but I see the way in which we examine how business
judgment was made changing, but not the rule itself.

MR. CARLTON: It's under the due care branch.

JUDGE TENNILLE: You'll see some permutations of Caremark.4

MR. IDE: The affirmative duties of directors to pay attention process-
wise is the way I view Caremark.

AUDIENCE: If I've been hearing a theme this morning it's justifiable
suspicion of Congress because of political considerations and a short
term perspective, the hope that model initiatives at the national Bar
level will spur, will ultimately spur state legislation, but then the
ultimate repository of hope is the state judiciary to fairly, flexibly, but

14. In re Caremark Intl, Inc., 698 F.2d 959 (1996).
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meaningfully enforce the state laws. Yesterday we had a headline
article in the paper here about our judges in Georgia contributing to the
campaign of the governor who appoints the judges here. I'm wondering,
I guess initially from Judge Tennille's perspective if and to what degree
you're concerned about specialized and general state courts in this area
becoming captive of some of the corporate interests that are going to be
regulated or that are looking to be regulated by state law and how that
might, how the risk of that might vary with the several appointed
(inaudible) for selection and retention of state judges.

JUDGE TENNILLE: Well, I'm going to get my two cents worth in
before A.P. gets off on his campaign for merit selection, which I heartily
endorse. I firmly believe, and the ABA has consistently taken the
position, that we need to create specialized business courts in every
state. We had a task force four or five years ago, the ABA did, that
studied that. They made a clear and positive recommendation that we
have specialized business courts. If you are going to have specialized
business courts, the appointment process must be merit selection. I
don't think you can do it on an elected basis. And it has to be done on
a merit selection basis that the public has some confidence in the
process.

I'm an appointed judge. I'm appointed by the governor. I think
there's a better way than simply having the governor or the chief justice
designate who the business court judges are. You have underway in
Georgia a study by the Administrative Office of the Courts concerned
with the creation of business courts. I've been down and met two or
three times with a number of groups that are studying the creation of a
business court. I hope you're less than a year away from actually having
it. But the selection process, taking it out of the political arena, is
absolutely critical to the process, and it is the reason that the Delaware
Chancellory Court has had the leadership position that it has had in the
past, and that's the independence of that judiciary. And you only get it
with a merit selection process that the public has confidence in.

MR. CARLTON: If I might, that's one of my major projects at the
ABA level this year, and I'll just try to briefly reply. Ben got it right,
the real bottom line is the public's trust and confidence in the court's
ability to deliver impartial decisions. And that goes right back to the
selection method, and you rightfully pointed out that in those states
where you elect judges that because of the selection method, money and
politics might play an influence, and they have.

We in the ABA for seventy years have favored merit selection, and I
don't think we're going to change that. But what we are doing is we're
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looking at the political reality that eighty percent of the judges in
America are elected today. In North Carolina, we have a very small
portion of our judiciary that are appointed.. I think, are there only ten
special superior court judges, Ben?

JUDGE TENNILLE: I think we're up to fourteen now.

MR. CARLTON: Fourteen that are appointed by the governor, and
everybody else is elected. But in the last five years we've taken our
entire judiciary, top to bottom, out of the partisan political arena and
put it in the non-partisan arena, and with respect to our trial bench, we
now elect it locally instead of statewide. That's had a salutary effect on
the influence of money and politics, I think, at the trial bench. We just
enacted it for the appellate bench, and I think over time it will help that.

So we've got to work with the elective systems, where we have them,
to take out the deleterious effects of money and politics that erode the
public's trust and confidence in the ability to deliver an impartial
opinion. That's the shorthand answer. You're right, in some states, like
Alabama, where you've got a partisan, politically elected bench, it's hard
to reconcile the record of the court with respect to the campaign
contributions the members of the court have been receiving, and that is
a terrible situation. I'll just say it that way. And that is one of the
things that we're trying to avoid in North Carolina.

One last thing I'l say is that I believe in economic self-interest. And
I think that what might, in the end, drive this is that the investing
public will see, and Peter Drucker points this out in his book, that
ownership of these corporations and ownership of these economic entities
is going to drive the governance structures. And sooner or later
enlightened CEOs are going to see that the investing public is looking
for the right supervisory body, whatever that is, and there will be
economic judgments made based on corporate structures. And if all the
Enron, post-Enron, era does is bring attention to that, that is good. And
with that, I'll pass on.

MR. IDE: Well, we're about out of time. We didn't spend much time
on the gatekeeper issue, and some people have enjoyed writing articles
about the scrutiny of the gatekeeper. We will have a session on lawyers
and move into the issue on lawyers, and there's a separate issue on
accounting. And if you've been following the New York Attorney General
and the SEC's conversations with Wall Street, it's clear we're going to
have some rearrangement on what analysts do and where they sit. My
own personal view is that the real action is in that board room and what
those independent directors are doing. They can control the gatekeepers.
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(SHORT BREAK)

MR. IDE: Now we're going to talk about our favorite subject, lawyers.
Some ask, "Where were the lawyers? Why didn't the lawyers prevent
the Enron-type problems?"

Many of us believe that it's critically important for our unique
approach of governance in this country of an independent judiciary that
lawyers be officers of the court and that overview of lawyers be housed
in the judiciary But for the lawyers standing up for the judiciary, we
would be gravitating toward the system that would not give us that
indispensible ingredient for democracy, an independent judiciary. So
with that context, let's examine the questions raised, "How do we hold
them accountable? Who should hold them accountable?"

The Edwards Amendment15 that was passed with Sarbanes-Oxley
raises a key concern. The Edwards legislation bothers some of us very
much because it is viewed as "federalization of the regulation of
lawyers."

We also have another tension that so often comes up with lawyers,
and that's the breadth of the attorney-client privilege. For lawyers to
effectively serve their clients, there must be the ability of the client to
feel there's confidentiality. They should be able to say anything and
everything so their lawyers can understand their issues and serve them.
But what if a client tells the lawyer that he kidnapped a person and
reveals the location? Can the lawyer just sit on that knowledge while
the crime continues? The profession has crossed that bridge and said
the lawyer must disclose. But then, where is the line drawn on
confidentiality versus disclosure? So we'll be talking about that tension
within the attorney-client privilege. Some of us have a strong concern
that if you erode the privilege too far, we will turn lawyers into auditors.
If the privilege has too many exceptions, clients will not share all the
facts surrounding their issues. The result would be destruction of a
critical component of our justice system-the lawyer as an advocate.
Finally, to whom must a lawyer within a corporation report information
about potential crimes or harm to third parties? Those issues gravitate
around Rules 1.6 and 1.13 of the American Bar Model Code of Ethics.
A.P., would you start off on this subject?

MR. CARLTON: Thank you. I get a chance to talk about this often,
so I have sort of a standard approach to it. I'll first talk about questions

15. See 148 Cong. Rec. 86551 (daily ed. July 10, 2002) (statement of Sen. Edwards);
Sarbanes-Oxley Act of 2002, Pub. L. No. 107-204, § 307, 116 Stat. at 784 (codified at 15
U.S.C. § 7245 (2002)).
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I get on the stump as I travel around the country and talk to civic and
business groups, and that's, "Why aren't the lawyers in the dock? Why
aren't they taking the perp walks?" The second thing I want to talk
about is Sarbanes-Oxley and how that came to be, section 307.16 And
then the third thing, a little perspective on those rules Bill just talked
about, and where we are with respect to those.

First of all, I do get the question, "Why aren't the lawyers in the
dock?" The public perceives that the lawyers somehow were involved,
but they also see that the people who are taking the perp walks aren't
lawyers, and they ask that question to me. There's probably a little bit
of a change with the Tyco situation because the general counsel there
has been called to account.

But my response is three-fold. The first is, if lawyers have trans-
gressed, they will be called to account. However, we have a system to
do that, and it works very well. It has [been] for 200 years the judicial
branch of the states that discipline lawyers. -It's not self-regulation as
it's often spoken of. It's regulation by the third party judicial branch or
a statutory body in most states. But, yes, lawyers will be called to
account if they have transgressed, but they should not be and, hopefully,
will not be called to account for misdeeds of their clients that they did
not know anything about, number one, and number two, for the
misdeeds of third-party professionals for whom they were not responsi-
ble. That's the first part of the answer.

The second part of the answer is, well, when you look at the legal
profession, we had the opportunity to go two directions at once, like the
accounting profession, but we chose not to. In August 2000 we had the
opportunity to amend our Model Rules to allow lawyers to engage in
other lines of business. It was called the Multi-Disciplinary Practice
Proposal. We rejected it after five years of study and ongoing debate out
it. I was the last speaker and closed the debate down. I said, "Let's
hang our hat on this one and go home."

The reason we rejected MDP was because we thought of two things.
First, we wanted to remain true to the core values of our profession, an
idea that the client, the attorney-client privilege is inviolate, that
conflicts of interest rule what we do, and that we maintain our
professional independence and serve only one master, the client. The
accounting profession obviously thought different[ly], and we all see the
result of that. We've talked about that.

16. Pub. L. No. 107-204, § 307, 116 Stat. at 784 (codified at 15 U.S.C. § 7245 (2002)).
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So the stump speech goes like this. We in the legal profession chose
not to sacrifice our professional independence on the altar of market-
place expediency. That's the second answer.

The third answer is that, and I call it the Freddie Prinze defense, is
that the problem here seems to be the generation and development of
financial information and then the disclosure of that information. That
is not the job of lawyers. That is the job of the professionals in the
financial world. Once they're developed and once they're disclosed, it
becomes our job to say where they go and what happens to them. So
that's the Freddie Prinze defense.

Now, I've said that all over the country. I've said it on national TV.
I've said it to everybody from the Rotary Club of Tucson to the Federalist
Society in Washington, D.C., and nobody has yet challenged me on it, so
I'm waiting for somebody to sit me down and tell me why I'm wrong
about that.

Section 307 Sarbanes-Oxley. What happened? We had a last minute
amendment from, yes, my Senator, John Edwards, who, by the way, is
the premier trial attorney, plaintiff's attorney, in the history of the state
of North Carolina, more million-dollar verdicts than any other trial
attorney in the history of the state. After a jolting life event happened
to him when he was in his mid-forties (he lost a son), he decided he
wanted to go into public service. He hung it up and ran for the Senate
out of nowhere and won. And he's been a very, very good senator. He's
been very, very conscientious in paying attention to what he's been doing
for the people of North Carolina. He's a member of the Senate Judiciary
Committee. He and John Corzine, the new senator from New Jersey, the
"investment banker/senator," decided during the deliberations over
Sarbanes-Oxley that they needed to address the lawyers because, again,
there's this brooding thought within the public that somehow the
lawyers were involved, but got away with it. So section 307 showed up.

And section 307 basically has two approaches. First, it speaks to the
duty of in-house counsel, or corporate counsel as Sol was talking about
in Rule 1.13, as to when, where, and how a lawyer should disclose
information that comes to him about conduct that is criminal or could
cause economic harm to the corporation, and where they take it and
what they do with it. The second part is, who gets to regulate that
process, and Sarbanes-Oxley calls upon the SEC to develop rules and
regulations for a federal code of ethics for lawyers.

The full extent of that legislative authorization is not clear. With
respect to the two issues, currently, the ABA's Model Rule 1.13 does not
comport with the standard in Sarbanes-Oxley; however, the Task Force's
recommendation, which will eventually come to the House of Delegates,
does, and so we will be discussing that matter again, and whether or not
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we adopt the Sarbanes-Oxley standard remains to be seen. However,
there is a recognition that we need to make some change to what we
have.

Second, with respect to the SEC enforcement, nobody has ever
questioned the SEC's ability to regulate those who practice before it, and
so, if the SEC wants to adopt a rule of practice, that's just fine with us.
However, for over 200 years, as I said earlier, the regulation of the legal
profession has taken place in the states by the judicial branch or by
statutory bodies. We don't see any problems with that, and we don't
think that that should change. So we're kind of headed down a path
with the SEC.

What has happened since the passage of Sarbanes-Oxley is that
Chairman Harvey Pitt came and talked to the Business Law Section of
the ABA at the annual meeting. I was there and had lunch with him,
and we had a nice chat. He got up and he said three things. He said,
first of all, lawyers need to be advertent in these situations to their
public responsibilities to take care of the public, as well as their client.
And if you're not, he said you may suffer the same fate as your friends
in the accounting profession. So, on the one hand, he sort of admonished
us, and on the other hand, he gave us a little bit of a compliment by
distinguishing us.

He then said, secondly, and in performing these public duties, you
have to remember who your client is and then asked rhetorically, "Who's
the client?" Then, he gave the right answer-it's the corporation and its
constituent economic interests. It's not management.

Third, he went through what the SEC was going to do under
Sarbanes-Oxley. The legislation requires them to promulgate rules
under section 307 within 180 days of the enactment of the legislation,
which brings you to late January 2003. So he indicated that they would
be undertaking rule-making proceedings and invited the ABA into a
constructive dialogue with the SEC, which we are now engaged in.

Along the way in his speech, he pointed out that the SEC, and this is
the first time that he had ever said this, had been less than satisfied
with referrals of disciplinary actions to state regulators. That has been
the practice up until now. When the SEC has a problem with some
lawyer's behavior when practicing before the agency, they refer out to
the state disciplinary agency.

After his speech, I wrote him a letter and accepted his invitation to
enter into a constructive dialogue, and I asked him to give us some
information as to what the dissatisfaction was, and some specifics. He
has responded to that, and we're right at the point where I've got to go
to him after his response. His response was, "Well, it's too slow and we
don't get enough notice of it, basically." It was a very general proposi-
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tion, a very general criticism, and I've got to go back again and say,
"Well, could you please tell us who, where, what, and when." In any
event, so we're going forward from this point with that procedure and
that process.

To shift gears for a minute let's go back to the Model Rules of
Professional Responsibility, Rules 1.6 and 1.13. This whole exercise had
highlighted that the brooding thought process the public has undertak-
en, that the lawyers were somehow involved and didn't tell people,
brings you back to when lawyers can say things and can disclose
attorney-client confidences. The general rule that applies to all lawyers
is 1.6, stating that attorney-client privilege prevails as to any informa-
tion given to you by a client. There are the four or five exceptions. Rule
1.13, which I've already reviewed, is a subset that applies to corporate
counsel and what they do within the corporation when they discover
information that ought to be disclosed.

This history of 1.6 is instructive. Rule 1.6 came about in 1983 when
we changed from the old Model Rules of Professional Conduct, the Code
of Ethics as we called it, to the Model Rules of Professional Responsibili-
ty. Prior to that, the rule that controlled the general proposition was
DR4-101. The old Rule 4-101 recognized that where there was the
threat of imminent economic harm or criminal activity harming a client,
the lawyer should have the ability to-within their discretion-to
disclose if they felt it was necessary. In 1983 when we adopted the new
Model Rules, we changed that, and we narrowed the exception to
imminent threat of bodily harm and commission of a crime. It was done
at the behest of the trial bar, and I participated in that debate. I
remember quite well we knew we were making a change. We knew we
were doing something new, and that we were narrowing the exception
to the attorney-client privilege.

Over the ensuing twenty years, we've had repeated discussions about
1.6 and the breadth of that exception. They culminated in the Summer
of 2001 with a discussion in the ABA House of Delegates about whether
or not we should change 1.6 to incorporate that older, broader exception,
something akin to DR 4-101. By a fairly close vote, we decided not to do
it. Now, that was a month before September the 11th and two months
before Enron. It's clear we're operating in a different arena today and
a different environment, and I think that if only the Task Force
recommendations alone with respect to 1.13 and 1.6 go to the House of
Delegates, we're going to have a full blown debate about it again. I'm
not sure it's going to come out any differently, although I think that it
might. And I think we might get on board with a broader exception.

Also, you should know that in addition to the corporate governance
arena, the question of exceptions to the attorney-client privilege is
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coming back to us in two other arenas. First, the balancing of national
security interests with respect to individual rights and responsibilities.
That's going to bring it forth again in terms or pursuing the interests of
national security, and whether or not lawyers should have a broader
discretion to disclose certain kinds of suspect conduct. The other arena
that it's coming up is in the international arena where European
governments and Canada have enacted gatekeeper regulations which
will require lawyers to retain information and produce it, upon request
of the government, with respect to questionable financial transactions of
clients. So it's coming back and we're going to have to discuss it again.

Now, one last footnote to the discussion, and that is since 1983 there
has been a spectacular benign neglect of the "new" Rule 1.6 by the
states. Only nine or ten states have adopted the new Rule 1.6. Forty-
one states have retained the old standard, the broader exception. My
state has it, Pennsylvania has it, and I don't know what the rule in
Georgia is, but forty-one states have retained the old, broader exception
to release of client information. So the case that can be made is that, I
think, it's going to be hard for anyone to prove that lawyers who had the
ability to disclose fraudulent conduct didn't do it because most of the
lawyers in the country are operating under the old 4-101 standard. And
I think that that's probably going to be the winning argument in the
House of Delegates in the end. I would hope that it is the winning
argument, and I'm prepared to go argue it before the ABA House of
Delegates-to employ that old standard in the new Model Rules. Thank
you.

MR. IDE: Let's shift to the corporation where you're a mid-level
lawyer, either outside counsel or inside counsel, and something comes up
that you think isn't quite right. What are your ethical obligations? The
American Bar Task Force report liberalizing existing rule 1.13 by
providing that if a lawyer is aware of fraudulent information, it's
mandatory, not discretionary, that the lawyer must disclose up the chain
of command in the organization.17 The mandatory obligation has
proved to be very controversial.

The other Task Force change to 1.13 is changing the requirement to
act from actual knowledge to a standard of "should have known." 8 The
critics of that approach contend that this puts the lawyer in an
untenable position of not acting without extensive diligence. Such an

17. See supra note 1.
18. Id.
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approach moves the lawyer function toward that of an auditor,
hampering the ability to advise as an advocate.

MR. WATSON: Let me just give you the general counsel's frame of
reference. As I alluded to earlier, general counsel are typically members
of the senior management team of public corporations. That which
distinguishes us, lawyers, from the other professionals is we have a
professional responsibility under our state bar codes of professional
responsibility. And those of us who are inside lawyers have one client,
and the client is the corporation. I sit across the hall from the president
and CEO, who happens to be a former lawyer from our legal department.
He knows that if there is wrongdoing in the corporation, my obligation
is to report that up the chain of command to the board of directors,
either to the audit committee or to the full board. The lawyer's
responsibility is not to any officer or other employee of the corporation,
it's to the corporation. From time to time, we give advice to various
divisions, officers, and employees in terms of how to facilitate legal
transactions. Our obligation is to the board. Times such as these, where
there's the possibility or the allegation of financial wrongdoing,
emphasize this obligation.

I work in a corporation in which both my colleagues in management
and the board of directors understand that my final professional
responsibility goes to the Board. Typically, in many public companies,
the audit committee, at the end of an open meeting, will have an
executive session with the outside auditors, the inside auditors, the CFO,
and the general counsel. I was speaking last night with an individual
who suggested that boards, full boards as opposed to committees, should
have executive sessions with their lawyers from time to time to ask the
question, "Is there anything that I, as a board member not necessarily
on the audit committee, should know about what's going on in the
company? Are there any material violations of the law, violations which
could have a negative financial impact on the company that I, as a board
member, should be aware of7?"

Now, typically all of us act in our professional self-interest, or what we
perceive it to be. We general counsel think that we have been, and can
continue to be, effective day-to-day counselors to management and
counselors to the board of directors. There is a move afoot among some
companies at the board level or the committee level to think about
having their own outside lawyers because they believe that the general
counsel is too close to management. Certainly, as you know, the New
York Stock Exchange rules now say that, as does Sarbanes-Oxley, that
the audit committee retains, hires, and fires the outside auditors. The
compensation committee hires and fires the outside compensation
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experts. It may very well be that boards and board committees sooner
or later may have their own regular outside lawyers.

JUDGE TENNILLE: I've had sort of a different idea in that I think
what may happen in some businesses is that management will decide to
have their own lawyer, and it will recognize that the general counsel is
the lawyer for the corporation, that his duty is to the corporation, and
they may start negotiating as part of their perk package that the
company pay for management to have its own counsel, recognizing the
duty of the general counsel to the corporation.

I don't come at this solely from a judicial perspective. I worked in-
house and managed litigation for a Fortune 500 company for ten years,
so I know what the pressures are on in-house counsel and on the general
counsel. And I think part of what we're trying to do here is to help the
people who are in that position, be it outside lawyers or in-house
counsel, to help them a little bit with their backbone, not that a lot of
them don't exercise it, but to give them some structure with which to
deal with management. To say, "Look, these are what the rules of
professional responsibility are. I'm a lawyer first. I have to live with
these. This is nothing personal. I'm not ratting you out. I've got a
professional responsibility, and if I don't do this, I'm going to lose my
law license." And I think what we're trying to do is to help them, to give
them some tools that they can use effectively. And the more permissive
you make it, the less effective that tool is.

The other thing, from the public's perspective, particularly dealing
with the mandatory provision in the rule, is that in today's world the
failures have been on the part of those gatekeepers, be they credit rating
agencies, analysts, or other people involved in the process that we
generally trusted if they saw a problem, they would put the spotlight on
it so that we would know about it. And all this rule does, in my view,
is to say to lawyers, if the problem's there and you know about it, you
have the duty to put the spotlight on it. That's what the public expects
you to do. If we are going to rebuild confidence in the system, then
everybody who has a responsibility to shine that light on fraud or other
forms of misdeeds has to live up to that responsibility, and as lawyers
we can't say we're going to force everybody else to do it if we're unwilling
to do it ourselves. I think it's a weak argument to say that we can go
out there and hold everybody else liable for not shining the spotlight
when they should have, but adopt rules for ourselves that say, "Okay, we
don't have to do it." I don't think that's going to sit well with the public.

The other thing that I think is going on at a broader level that
impacts these rules somewhat, and has certainly been a part of the
discussion that we've had on the Task Force, and Bill alluded to it

2003]



MERCER LAW REVIEW

earlier, is there has to be a cultural change without any question. I can
tell you from a judicial perspective if somebody is coming into my
courtroom relying on advice that they've gotten from a lawyer and I
picked up the local paper or a Bar Journal or the television and saw the
ad for the law firm that says, "We'll never tell you no," I get a little
suspicious about how good that advice really was.

I teach as well as being a judge. My advice to young lawyers is if you
want to be an entrepreneur, go into business. Be an investment banker.
If you want to be a lawyer, you have to be a professional. We practice
law. Doctors practice medicine. We are professionals, we are not
businesspeople. We are not, should not, be partners with our clients.
Our duty is to say, "No." That's what we're there for. And if you're
unwilling to fulfill that function, you need to move to the other side of
the table and become a businessperson.

If you're going to be a lawyer, you're going to have to tell people no
when they don't want to hear it. If you're not willing to do that, you
really ought to be doing something else. We can have, as lawyers, more
impact on a culture than almost anybody else. You can set the tone by
the advice you give to the culture and how the business operates. Other
than the CEO, the lawyer can have more influence on the corporate
culture than anybody else. And I think what we're trying to do in this
Task Force is to tell lawyers that we do need to go back to the future, as
A.P. said before. We need to go back to practicing law the way we used
to, and that is being sound, independent professionals and not business
partners with our clients.

MR. CARLTON: Yes.. Just sort of a comment from a practicing
lawyer's perspective, and that is with Ben talking about management
employing lawyers. I recall when I was a general counsel, I actually had
two or three occasions, Sol, when I went to my CEO and I said, "You
need representation. You need to go get your own lawyer," and he did.
And it was quite helpful. This whole discussion reminds me, in terms
of employment of a lawyer, of the old saying about a small town that
didn't have enough legal business to employ one lawyer, but had plenty
to employ two.

And, quite frankly, this whole thing is really a lawyer's dream,
especially right now for white-collar criminal specialists, but on an
ongoing basis for lawyers, like Bill and I, who are often employed by
corporations or boards of directors.

Right now, I have a client that's just been formed which is a consult-
ing group of former Fortune 500 board members and executive officers,
which is going to be specifically directed at advising independent outside
directors and helping them pursue their new duties in this new world we
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find ourselves in. I expect them to be a success, and it's the business-
people, it's not the lawyers. We're part of the team that goes in, but it's
pretty much the businesspeople that are going to be doing it.

Now, Sol said a couple of things that reminded me that lawyers are
not only gatekeepers; lawyers are watchdogs. We fill both roles. And,
so, that's something we have to be advertent to. Yes, our clients will
only tell us things if they trust us and know that we're not going to
disclose it. But I think the history of DR4-101 and 1.6 and the current
rules in the states will tell you that our clients have been willing to
allow us to undertake client confidentiality on the standard we need to
have in place right now in the Model Rules, so I'll go back to that.

Finally, in the end, after what both Ben and Sol said, I've done a
number of law school graduation commencement addresses over the last
year and will do more in the coming year, and one of the things that I
pause and I talk about is professional independence. And I tell the
graduates that one of the things they've got to remember is that you've
got to be able to understand and appreciate the fact that after somebody
has paid you a lot of money, and you sit down and tell them what they
don't want to hear, their reaction is always very interesting. Most of
them range from being enraged to being very thoughtful. But the great
reward in all of that is when that client comes back to you, and it could
be years later, after they've gone home and thought about it, they come
in and tell you, "Well, lawyer, you saved my blank." You fill in the
blank. Thank you for that. But it's a great reward. And that's what
law practice is all about.

And it goes all the way down to reserving the right to say something
our friend, Hal Barron, current chair of the Business Law Section and
a retired general counsel at Unisys likes to say. Every time his CEO
would dust off a proposal from a bunch of hotshot MBAs who just joined
the corporation to run it by him that would involve a little bit of risk or
what-not, the CEO would run it by Hal. And Hal had a sign he kept
behind his desk. Hal would go through the whole proposition with the
hot-shots and talk about what they were doing and point out all the
disadvantages, and finally the question would come, "But it is legal, isn't
it?" And he would hold up his sign that said, "Yes, it's legal, but it's
stupid." So, we're also counselors as well as attorneys, and we have to
remember that. Thank you.

MR. IDE: There was a Steve Martin movie where there were two
people within one body and one side would go left and the other right,
and there was always this conflict going on. There are often such
conflicts when you're dealing with your client. It is time to recognize
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that the demands on the lawyer from the dynamics of a global society
have added new considerations.

The American Bar has a program called the Central Eastern European
Law Institute where we're working' with the former Soviet Union Bloc
countries to build rule of law systems. When you go to Kazakhstan and
other places and see a government command system and its failures, you
can see why people are flocking to the western approach of free market.
But, then, how do you "regulate" free markets so that you don't have the
frauds and the abuses?

With technology driving new forms of relationships, you've got ATMs
everywhere in the world, our relationships are impersonal and at global
distances. The lawyer is asked to engineer relationships for this new
society. Lawyers have come up with thoughtful ways to protect the
value of one's economic interests in a non-governmental regulated free
market economy, but then there is criticism that the system is open for
abuses because it's so unstructured and free-formed, and the lawyer
should regulate by whistle blowing on clients.

As a general counsel, time after time I have clients come in and say,
'Ve've got a problem." Initially, the problem might look quite serious,
but usually we could find legal solutions. Initially, the problem might
look as a disclosable event. But once solutions were determined, there
were no violations to disclose.

Businesspeople are not. anxious to come talk to their lawyer about
potential problems if the lawyer is required to report up the chain of
command. I'm concerned mandatory disclosure will defeat the purpose
of why you're there as a lawyer. Corporations are well served by having
its members go to lawyers for counsel on their aggressive ideas. The
lawyer will then work with them to convince them of where the line is
and what they can't do. Getting to Judge Tennille's point, they need to
understand if they cross that line and don't listen to the lawyer, the
lawyer will go up the chain of command.

There is another dynamic to Rule 1.13. Right now corporate America's
very "CEO-centric." The question I have posed to the general counsels
is, "How many times can the general counsel go around the CEO and
straight to the board with a disclosure?" The answer is, "Once. Because
the CEO will fire you." So, it is a good idea. The general counsel should
be helping this board as we get into this new world, but we're going to
have to make it very .clear that the board will meet regularly in
executive session with the board. The exchanges should list this
requirement as a best practice. The confficting client pulls. The CEO
wants aggressive advice to further business goals with the lawyer as
part of the team. Discomfort arises when the lawyer must advise the
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management team that if certain action is taken, the board must be
advised by the lawyer.

So 1.6 and 1.13 are real challenges, and it's going to take not only
deciding what those rules are going to be, but then to gain their
acceptance within the culture of corporate America. I don't know how
much can be achieved by law and how much by culture.

MR. WATSON: I've got a point. Talking a little bit about the
difference, and it became clear a little bit on the Task Force about at
least what many general counsels see as the differences between outside
counsel's responsibility to a client, and we [general counsels] typically
obtain the outside counsel, so we think of them as our lawyer, and inside
counsel. Typically we retain outside counsel for what I would call pure
legal advice. Tell me what the anti-trust implications of this particular
action are. Let me know if I've got an estate and gift tax issue here.
Tell me whether if I fund on this basis, I violate the funding require-
ments of ERISA. We go to them for law, knowledge on the law. Update
us on the law.

Typically what happens, and what we are expected to do, is to take
that advice on law, that information on law, and meld that with the
business strategy of whatever our company is. Interpret the law in a
way which is consistent with the business strategy, and find out whether
the law on its face, says, "No, you cannot do this, that it would be a
violation of law to do this." And even then, if the advice is it's a
violation of law, we, as general counsel, are expected to advise our
clients on the extent of the legal risk. We must consider-if we
challenge this law-what is the potential harm to the company, to the
shareholders. Is this a law that we should choose to challenge? We
have to make those judgments on a day-to-day basis when there are
major issues facing the corporation.

MR. IDE: Rightfully so. Michael?

AUDIENCE: Just to follow on that point and questioning, you were,
Bill, which I think was a very powerful question, when you talk about
the tensions that lawyers face and you raise the question you did, which
is you might recognize a higher standard or a different standard for
lawyers, but the real question is how do you get there? I think, in a
certain sense, Sol gives the answer to that when he talks about, you
know, getting the advice from outside counsel and then putting the
blame on outside counsel with regard to management. In that context,
isn't there an argument to be made here that, federalism concerns to one
side, the benefit of the approach we see, for example, in section 307 of
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Sarbanes-Oxley, the benefit of a federal[ly] mandated set of standards
with respect to lawyer conduct is it gets lawyers off the hook. It resolves
that tension to a considerable degree, or it may, by allowing lawyers
collectively as a group to adhere, to be required to adhere to the same
standard; and, so, no longer do they have to face, to the same extent,
that concern about not wanting to be a naysayer, not wanting to be a no-
can-do guy, they're simply required to adhere to these standards. And
I wonder whether that in itself doesn't command a federal solution, if
only on the theory that if we wait for solutions to develop at the state
level, it's time consuming, there'll be inconsistencies potentially from
state to state, and so on.

MR. IDE: Would you restate the proposition because some of our
audience could not hear it.

MR. CARLTON: Okay. It was whether or not we needed a federal
standard, a Sarbanes-Oxley standard. I guess my response to that is
with respect to 1.6, in 41 states we've already got the right standard.
With respect to 1.13, it's a patchwork quilt, but I think that Sarbanes-
Oxley will help us reform 1.13 and where we need to go. It probably will
also help us reform 1.6 in the Model Rules because the states haven't
gone along with it. So, in the end, I think it comes down not to the
standard, but who enforces it. And that's where we differ with
Sarbanes-Oxley. So I think in terms of two issues, it's the standard and
then it's the enforcement. And I don't think we've got a problem with
the standard. We do have a problem with the enforcement mechanism.

JUDGE TENNILLE: I want to go back to the cultural issue just a
minute. When I was in-house counsel, I was counsel to a large carpet
division for the company, and carpet salesman receive their training as
used car salesmen first, and then they get in the carpet business. And
it was a constant frustration at the outset because their philosophy was,
and they were very candid about it, was sell and repent. All they
wanted to do was get the sale done and, you know, if they did it the
wrong way they'd come into my office and say, "You know, I'll repent.
I'll never do it again-until I have to meet next month's quota."

And in-house counsel face that sort of philosophy all the time. And
the answer, and you absolutely have to have the support from manage-
ment to do it, is two-fold. You're telling the businesspeople, one, my
client is the company and I'm giving you this advice because that's the
best for the company. I'm not representing you. I am representing the
company. And the reason we're doing this is because it's good for the
company. The second thing is it's simply easier to do the right thing.
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AUDIENCE: That's a noble thought.

JUDGE TENNILLE: Marlo Thomas has a wonderful book out called
The Right Words at the Right Time,19 and she's got an article in there
about Tom Brokaw, who said the right words at the right time for him
were from a college professor, an adviser, who literally kicked him out
of school, who said, "You're wasting your time here. You're doing
everything wrong. When you learn that it's easier to do it right, come
back." And those were the words that stuck with him the rest of his life
and it impacted his journalism career. It's simply easier to do the right
thing.

A.P. alluded to it earlier, there's a study actually done at Wharton
that, and it is a lengthy detailed study, that shows that the corporations
who have adhered to shareholder protection to the highest level have
out-performed economically every other company. It's just cold, hard
statistics that those companies who have had their shareholder's
interests first, that don't have poison pills, who operate on a basis of
protecting their shareholders, have returned the highest economic value,
or a much higher economic value than those who didn't. So part of the
job of lawyers, particularly in-house lawyers, again, but you've got to
have the absolute cooperation of management, is convincing people that
it's just easier to do the right thing.

MR. IDE: We had some questions. Yes, in the back?

AUDIENCE: I agree with your professional standards that you're
talking about. I guess my question is more about punishment. I'm
thinking about the new legislation in terms of thinking does it have
teeth or not? My hometown has a lot of people I guess who, like
everywhere, got burned during the stock market crash, and some of
them are lawyers, and some of these people have lost everything, guys
that are practicing in my hometown. And I guess I agree with Harvey
Pitt, too, you know, everybody that's surrounding the corporations has
to be sort of responsible. I can't understand this. I can't understand the
enforcement kind of idea, unless I can understand, because somebody
just, I mean whether they're lawyers or businesspeople, something
happened, so I'm trying to figure out, I guess, what kind of punishment
on a federal or state level for persons who are employed by corporations
get, whether they're independent or not, what kind of punishment will

19. MARLO THOMAS, THE RIGHT WORDS AT THE RIGHT TIME (2002).
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be realistic? I mean, are they going to be disbarred? Is the company
going to be fined?

MR. IDE: Let me take a crack at it. The question that was raised is
out of all the wrongs that occurred in the Enron-type environment, what
punishments are going to be there for real?

MS. JONES: Can I add a spin to that question?

MR. IDE: And we've got an addendum to it.

MS. JONES: Beyond what kind of punishments are there going to be,
has the threshold for finding someone guilty been changed?

MR. IDE: And, so, the additional question was, "Has the threshold
been changed to find them guilty?" So let me try and hit a few points,
and then the rest of the group can come in.

I was out on the West Coast on a program last week, and a plaintiff's
lawyer talked to us about punishment. The plaintiff's bar feels that's
one of the things they get to do in society. And he pointed out that
there's tremendous cooperation right now between the Department of
Justice, the SEC, and the plaintiff's bar. There's no question that
President Bush has gotten the signal out and that this is the highest
priority for U.S. Attorneys, and they are literally calling around trying
to get the facts for making a case against corporate wrongdoers.

The system moves slowly. Now you've had some "perp walks" because
something had to be shown to the public immediately. Four general
counsels have been sued by the SEC in the California Bay area, none for
giving legal advice, but they participated in a fraud, allegedly.
Documents were back-dated and they were there. They saw it happen.
If you are going through the process, it takes a while. Under the
Sentencing Guidelines, if you are a cooperating witness, then you get
leniency and so you rat on the one up the chain. And that's the process
that's going on right now, where outside lawyers are being approached
by people within these corporations, and on their behalf, the lawyers are
discussing plea bargains. At the same time, civil lawsuits are being filed
with such information against management, directors, and "gatekeep-
ers."

It takes longer, but then you'll see actions against lawyers on the
disciplinary side. Meanwhile, the New York Attorney General and the
SEC are changing Wall Street practices, particularly for analysts.
Congress is re-regulating accountants. But I don't think you've seen
nearly the magnitude of results as you will be seeing from successful
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civil suits and criminal suits against wrongdoers. As far as upping the
ante, part of Sarbanes was the increasing penalties.

MS. JONES: Oh, yes, the penalties are severe. But if I'm not going
to get found guilty anyway, who cares?

MR. IDE: Well, one of the phenomenons that goes on in our society
is that if today you're a corporate offender or a member of a corporation
now in front of a jury, you're sunk. Jury polls are showing that
corporations are going to have a terrible time not only in this area but
in any area where they're a defendant. People don't trust corporations
today. I think that you're going to see a fair amount of retribution in
the court system.

AUDIENCE: You mean like jail time?

MR. IDE: Jail time on the criminal side, and disbarrment, if you're
talking about lawyers.

AUDIENCE: Well, yes, that's what we've been talking about.

MR. IDE: But with lawyers, most of the wrongdoing has been as a
member of management, not performing a legal function. The Tyco
general counsel is alleged to have acted for his own personal gain. The
alleged wrong didn't have anything to do with giving legal services. I
gave you the example of the four general counsels that have been
indicted, but not for giving legal services. So my answer is, it's going to
be slow grinding through the court process, but there will be retribution.

What I am concerned with is, how do you prevent Enron/Tyco frauds
in the future? I'm not concerned about the punishment. There are
adequate laws, civil and criminal, in place that will be used, but it will
take time.

MR. CARLTON: I'll go back to my first question of why aren't the
lawyers in the dock? If they deserve to be, they will be. There's three
levels. Bill outlined them. There's the criminal level, the civil level, and
that's for personal conduct, and then there's the disciplinary level for
professional conduct. And you generally see the one at the disciplinary
level following the other two. So I think, over time, you're going to see
some retribution against the lawyers. My concern is that somehow we've
gotten thrown into the pot with the folks who were directly involved.
And as I said, I don't want the lawyers to be hung with the misdeeds of
their clients that they didn't participate in or the acts of other third
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party professionals for whom they were not responsible. They're
responsible for their own acts. And I think you'll see the system take
account of that. To the extent there are lawyers who are responsible for
either conduct unrelated to professional activities, such as what the Tyco
general counsel has been accused of, if he's found guilty, there will be a
disciplinary proceeding and probably a disbarrment proceeding. So one
follows the other, and it occurs at all three levels.

AUDIENCE: And I wasn't saying, necessarily, I think a lot of people
should go to jail. I was just thinking what could it be.

MR. IDE: Unfortunately, it takes time. I mean Richard Nixon, John
Mitchell, Bill Clinton, these things happen. It just takes time. And that
may be a criticism of the system on the lawyer's side.

JUDGE TENNILLE: To answer Susan's question a little more, I don't
think the standards have changed, the legal standards. They've been
there. And I don't think any of this has changed the legal standards.
What has changed are two things: One is, as Bill alluded to, it's going
to be a lot easier to get a verdict in a civil case and a guilty verdict in a
criminal case. That's going to become easier. And enforcement is more
of a priority than it used to be. The simple truth is that everyone has
known for a long period of time that spinning was going on on Wall
Street. It wasn't any secret. We've known that people were getting
preferential treatment. What has changed in this environment is now
there's somebody who's going to step forward and enforce the regulations
that were already there to do something about it. Not that they've
changed, but that the enforcement is there.

MR. IDE: We had some questions. Yes.

AUDIENCE: How do lawyers come together and deal with this
problem, because I know the plaintiff's bar is looked at as the villain
because they're going to come in and exact retribution on corporations,
but how do lawyers come together and come up with good rules and good
regulations without, you know, looking after our own self-interests? If
I'm a corporate lawyer, I'm going to want to make sure that corporations
don't have to follow so much regulations. If I'm on the plaintiff's side,
I'm going to want to make sure that there are regulations to protect
those who aren't in the corporate camp. So how do we, as lawyers, look
at this as a, you know, as a community issue rather than our own self-
interest issue?
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MR. IDE: Well, that's an excellent question, and I showed my
corporate background when I talked about the plaintiff's lawyer. I
believe that the tort system is a good system in general. I think the
issue we have is what Judge Tennille was talking about, and that is
sometimes it gets out of balance one way or the other. As President
Carlton will tell you, it is an issue every day of trying to get the right
balance with selection of judges, taking politics out of the selection of
judges, the proper use of punitive damages, etc. The profession does try
to find the right balance. I think one of the hardest political issues,
inside and outside the profession, is the tort system.

MR. CARLTON: Absolutely. Every day I spend a fourth to a half of
my day with the press, and I have to be very aware of the fact that
lawyers are lawyers and they're waiting for us to be self-serving about
it. And, so, we try to take that position, and that's one of the reasons
I'm so happy nobody has challenged me on. my three part answer to the
question.

I suppose with respect to the plaintiff's bar, the ABA likes to say
they're the big umbrella, and one of the things we do is we constantly
reach out to other Bar sections and have a fair exchange of information.
Just as an example I'll give you, a month ago the officers of the ABA sat
down with the officers of the American Trial Lawyers Association just
to discuss matters of mutual interest, and one of them was that we
pretty much have come to an agreement that there is a crisis in the
medical malpractice insurance industry. Now, we don't know whether
that's being manufactured by verdicts or by the industry itself, but
history would suggest that it's the second and not the first. So one of
the things we're going to do is undertake a joint study. So, we do
cooperate, and we do try to make sure when we do have common ground
where we can agree and go forward together.

JUDGE TENNILLE: One point that I would make to you that I think
is truly important, and particularly for young lawyers today, I think part
of the answer to your question is that the American Bar Association,
over a long period of time, has had the kind of leadership that we have
with A.P. today, but we've had a long, long-standing leadership whose
goal has been to sustain the profession. And although we all have
different interests and come at it from different angles, from different
backgrounds, the one thing that we can all agree on is that we need to
sustain the profession, that it is absolutely a critical pillar for our
society. I think with the right leadership, and you young people have to
get involved in the ABA and you have to provide that sort of leadership
in the future, but that leadership has permitted us to. focus on the
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profession. And when we do that, we can resolve a lot of those
differences because there's a common goal out there. It takes leadership
and commitment. We've had it thus far, but we need to ensure that we
keep having it in the future.

MR. IDE: We have a couple more questions and then we'll adjourn.
Yes.

AUDIENCE: One area you haven't really talked about is the lawyer's
responsibility or choice to withdraw from representing a client. You talk
about going up the chain of command. What happens when the board
doesn't want to listen to you as well? And the one thing we haven't
heard very much about are lawyers who have withdrawn from being
corporate counsel when they have found that their client, or those
responsible for making decisions on behalf of their client, has refused to
take that advice. And I do think that that may be the hardest ethical
stance to take, but I do think that we need to hear more about that. It's
not just a way of saying, you know, who's going to enforce this and how
tough is it going to be for us, -you know, and how can we, you know,
always try to maneuver around these things. I do think there is a point
where lawyers have to be ready to take that stand and do so.

MR. IDE: Well, you're absolutely right. It's fundamental to being a
good lawyer that you have to be able to walk away from your client or
your firm at any time to maintain your independence and your integrity.
What we've spent a lot of time on is this additional aspect of not only am
I going to withdraw if I think that you're not acting in an ethical way,
but if I am aware that you are committing a crime, I also have an
obligation to go to third parties. Quite honestly, this helps a lawyer to
get accountability out of a client when they realize that, particularly in
a corporation, as Sol will tell you, where you're buried in the middle and
someone is not behaving correctly. But you're right. The first and
fundamental issue is that you will not participate in something that is
neither legal nor ethical.

MR. CARLTON: As you know, both having been an inside and an
outside counsel, I bifurcate the question. I came close once inside to
resigning. But you have to remember that you have a duty to the
corporation to try to cure it within. Bill talked about that earlier. And,
quite frankly, it really sends up a real red flag. You've got to be right
when you do it. It's a reportable event in a publicly-held corporation so
it would be like the resignation of an auditor. But in the outside
context, it's a lot easier. I'll just say that. You are not giving up your
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livelihood. I tell the young lawyers that it's a wonderful experience to
have to go through once every now and then to fire a client who is not
taking your advice, just to remind yourself.

MR. IDE: We have time for one last question.

AUDIENCE: I have a question about the ABA's recommendation for
changing the corporate governance rules. And if I could just summarize
generally, it's my understanding that the proposals are about enhancing
the independence of the board of directors and the various committees.
I just wondered if there had been any thought at the ABA to another
approach entirely, which it seems like these recommendations are right
along the line that everybody has been on, and the Berliners (phonetical-
ly) hypothesis and trying to solve the gulf between the shareholders and
the managers of the corporations and that there's been certainly
legalistic solutions to deal with the structural change in the way owners,
and owners of capital, and the managers of capital, are related.

I wondered if there had been thought given to trying to encourage
situations where the owners of capital are essentially also given the role
of managing or supervising managers. For instance, recommending that
shareholders be required to, or be allowed, you know, small shareholders
or whatever, you know, some shareholder groups, should shareholder
power be enhanced? And I wondered has the ABA considered any of
those shareholder rights kinds of enhancements?

MR. IDE: Many corporations are smaller and sitting on the boards
are the owners, the shareholders. And whether it's a venture fund or
another interest, that's the best board because it's their money and they
care a lot about it. Ironically, the larger a corporation becomes, the
more distance you have between the people whose money it is and who's
sitting on the board, which is what we're trying to cure. Now, institu-
tional investors are getting smarter and more aggressive. Some of them
have their own list of candidates. I think you will see institutional
shareholders putting their own slate board nominee.

AUDIENCE: But the ABA itself didn't embrace this and try to, you
know, create a-in law-a more favorable mechanism for shareholders
to participate.

MR. IDE: That's why this is an interim report. We still have work to
do, and what you're giving us is very helpful. Do you want to add
anything?
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JUDGE TENNILLE: I saw an article written once that proposed that
we require every shareholder that had more than five percent of the
stock in the corporation, required them to put somebody on the board.
There, you deal with the practical problems. The most pressing one
being that if you're an institutional investor and you own stock in 1200
companies, how are you going to put 1200 people on boards, or how do
you choose, and do you want the liability. Most institutional or investor
funds do not want the liability of having their representative on the
board, and trying to get them to step up and do that is difficult. Then
you've got, there was an article in The New York Times a couple of days
ago about Calpers2 D and how active, pro-active, they've become as
they've, what's sometimes viewed as a labor or pro-democratic party
position. Do you want large institutional investors putting people on
your board who have an agenda of their own other than shareholder
value? It is an extremely complicated issue to try to deal with, and one
that's, I think, almost impractical to do by legislation. Again, it has to
become a cultural change. Institutional investors have to change their
attitude about how they're going to participate. But you can't mandate
it.

MR. IDE: In our next session we'll continue our discussion. Thank
you very much.

20. Mary Williams Walsh, Calpers Wears a Party, or Union, Label, N.Y. TIMES, Oct. 13,
2002, at § 3, 1.
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