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Editor’s Note

Welcome to the Fall 2004 issue of the New York Busi-
ness Law Journal, which has now arrived at the
advanced old age of eight. It is my pleasure to return as
your editor and to encourage all Business Law Section
members to take an active part in this, the publication
which represents your interests and attempts to keep
you up-to-date on developments in the business law
area twice every year. I hope that all of you will consid-
er submitting articles for our future issues; the deadline
for submissions for the Spring 2005 issue is December
31, 2004. Submissions may be sent to me directly at
Albany Law School, via e-mail attachment, fax, or regu-
lar mail.

This Fall issue has a number of timely items which
should be of interest to our diverse membership. We
start with a brief article by Stuart B. Newman, the dili-
gent and tireless Chair of the Advisory Board of this
Journal and a partner with Salon, Marrow, Dyckman &
Newman, LLP, which alerts readers to a recent change
in New York law that, as of August 10, 2004, prohibits
the use of similar business names for different types of
business organizations. Unless protected by a grandfa-
ther provision also adopted as part of the revision, for
example, an LLC may not adopt a name which is close-
ly similar or identical to the name of an already-existing
corporation or partnership. This important change
should alleviate the problem of business name confu-
sion which existed prior to the amendment.

We next proceed with an article by Jamila Roos,
Claude G. Szyfer and Sherri Venokur of Stroock &
Stroock & Lavan LLP, entitled “The Enforceability of
Electronic Confirmations in Derivatives Contracts.”
This article compares United States, specifically New
York, law, and international law on the validity of elec-
tronic “John Hancocks” in derivatives confirmations,
and discusses critical issues such as what types of sig-
natures bind counterparties and the security and tech-
nological ramifications of non-handwritten signatures. 

I am delighted to be able to print, as our third arti-
cle, an excerpt from a lengthy treatment of “Directors’
Fiduciary Duties in Takeovers and Mergers,” by Arthur
Fleischer, Jr. and Alexander Sussman, of Fried, Frank,
Harris, Shriver & Jacobson LLP. As anyone who either
practices or teaches corporate law knows, the fiduciary
duty area is vitally important, perhaps today more so
than ever, and the Fleischer and Sussman article pro-
vides an excellent overview of the major topics and
cases in Delaware law with which one needs to be
familiar. 

Our next two items consist of a reprint of an article
by David Glass, counsel with Clifford Chance US LLP,
entitled “Are You a Dolphin? Or a Financial Institu-
tion?” which originally appeared in the Fall 2002 issue
of this Journal, preceded by an important update to the
earlier piece (“NYSBA v. FTC: The Dolphins Escape! (Or
Do They?)”). The articles deal with the FTC’s interpreta-
tion of the Gramm-Leach-Bliley Act as requiring attor-
neys to provide clients with written notice regarding
the attorneys’ policy on disclosure of client information
to third parties. The FTC took the novel position that
such attorneys are a “financial institution” subject to the
privacy requirements of the federal statute, and a feder-
al district judge has now held the FTC’s interpretation
to be incorrect. These articles should generate a high
degree of interest among Section members, and indeed
all attorneys who are engaged in the daily practice of
law.

Latham & Watkins has provided us with an excel-
lent piece on SEC expansion of its Form 8-K special cor-
porate events filing requirements. The article, entitled
“SEC Expands and Reorganizes Form 8-K, Providing
for Significant Additional Disclosures and Shorter Fil-
ing Deadlines,” analyzes amendments to the Form
which require disclosure of eight new items and some
increased disclosure of information already mandated
by the SEC. The article also notes the shortened filing
deadline now incorporated into the Form. 

The Fried Frank firm has also authored a timely
article on golden parachute arrangements, entitled
“Internal Revenue Service Clarifies Treatment of Gold-
en Parachute Rules in Bankruptcy.” The article discuss-
es new rules governing deductions for such payments
and their application to four hypothetical situations
which arise in bankruptcy proceedings. This excellent
treatment should be of interest to anyone practicing tax
or bankruptcy law and should also interest those advis-
ing clients who are negotiating a golden parachute
arrangement with their employer.

Laura B. Hoguet and Randi B. May, of the law firm
of Hoguet Newman & Regal, LLP, next discuss the con-
troversial new overtime regulations promulgated by the
U.S. Department of Labor. The article, “New Overtime
Regulations Became Effective on August 20, 2004,” talks
about some basic concepts under the Fair Labor Stan-
dards Act and then gives an overview of the new regu-
lations, discussing who is subject to them and who is
exempt. Finally, the article discusses the consequences
of violations of the new standard. This piece should
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pique the interest of labor lawyers and many businesses
in New York.

Robert D. Bring, writing from New York City, ana-
lyzes the need for attorneys and indeed all persons to
bring the same care and attention to their personal
records that they bring to their business records (“The
Value of Important Papers”). Mr. Bring provides
startling evidence of the carelessness with which people
who should know better treat their personal records,
given their professional emphasis on proper documen-
tation and authentication, and he chides us all for fail-
ing to take proper steps to ensure the availability, accu-
racy, and completeness of  these very important papers.
Mea culpa.

Finally, Alice Joseffer, of the Hodgson Russ firm in
Buffalo, provides us with a brief discussion entitled

“Circular 230: Changes for Tax Opinions and Best Prac-
tices for Tax Advisors.” Her article notes recent pro-
posed changes to Treasury Department rules governing
tax practice before the IRS, including changes to the
definition and treatment of tax shelters, and it outlines
suggested steps which should be taken by tax practi-
tioners to comply with the proposed changes so as to
ensure that the highest quality legal advice is made
available to the client. 

Once again, let me encourage all Business Law Sec-
tion members to join in helping to make your Business
Law Journal a continued success and a journal of which
you can be justly proud. Please contribute!

James D. Redwood
Editor

Back issues of the NY Business Law Journal (2000-present)
are available on the New York State Bar Association
Web site
Back issues are available at no charge to Section members. You must be logged in as a member to access
back issues. For questions, log-in help or to obtain your user name and password, e-mail
webmaster@nysba.org or call (518) 463-3200.

NY Business Law Journal Index
For your convenience there is also a searchable index in pdf format.
To search, click “Find” (binoculars icon) on the Adobe tool bar, and type in search word or
phrase. Click “Find Again” (binoculars with arrow icon) to continue search.

Available on the Web
NY Business Law Journal

www.nysba.org/business
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The Name’s the Same? Not Anymore!
By Stuart B. Newman

A lawyer who wanted to form a New York limited
liability company to be called “Acme Enterprises LLC”
could do so if there were no existing LLCs, either
domestic or foreign, by that name in New York—even if
a New York corporation with the name “Acme Enter-
prises Inc.” already existed!

How could that be? Because under section 204(b) of
the New York Limited Liability Company Law, the
name of each limited liability company need only be
distinguishable from the name of any existing domestic
or foreign authorized limited liability company as such
names appeared on the Department of State’s index of
names of existing limited liability companies. Similarly,
under section 301(a)(2) of the New York Business Cor-
poration Law, the name of a domestic or foreign corpo-
ration need only be distinguishable from names of
existing corporations on the index of names maintained
by the Department of State.

This could lead to some embarrassing and compli-
cated results if Acme Enterprises LLC ever crossed
paths with Acme Enterprises Inc. With such situations
in mind, the legislature this year enacted Chapter 344 of
the Laws of 2004, which amends relevant provisions of
the Limited Liability Company Law, Business Corpora-
tion Law, Not-For-Profit Corporation Law and Partner-
ship Law to require that the names of all such entities
be distinguishable from the names of any other domes-
tic or authorized foreign LLC, corporation (both busi-
ness and not-for-profit) or partnership on file with the
Department of State. The new law became effective as
of August 10, 2004.

Does this mean that Acme Enterprises LLC must
now change its name? No. With due regard for the
chaos that might result if an exception were not made
for existing entities, these new provisions specifically
“grandfather” the names of existing entities.

Note also that there is no provision in the statute
for the Department of State to grant exemptions based
on consent should your client specifically request the
formation of both an LLC and a corporation with the
same name.

While considering the impact of the new statute,
practitioners should also note that, as has always been
the case, the acceptance of a name by the Department of
State, either as a corporation or an LLC, is not a guaran-
ty that the name of the entity will not infringe an exist-
ing trademark or service mark. Practitioners should
always consider the possibility that an entity name the
client is considering might, in fact, infringe an existing
trademark. The cost of a trademark search would be
worth the investment before a client spends heavily to
form a corporation and promote its name only to find
out that the entity name of his business infringes some-
one else’s registered service mark or trademark. 

Stuart B. Newman is the Chair of the Advisory
Board of the New York Business Law Journal and a
partner with Salon, Marrow, Dyckman & Newman,
LLP in New York City.

Catch Us on the Web at
WWW.NYSBA.ORG/BUSINESS
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Stroock Special Bulletin (March 2, 2004)

The Enforceability of Electronic Confirmations
in Derivatives Contracts
By Jamila Roos, Claude G. Szyfer and Sherri Venokur

Background
Is an electronic “John Hancock” enforceable in a

derivatives confirmation? The question is not one of
idle curiosity, as the search for greater efficiency (and
profitability) has led derivatives market participants to
rely increasingly on technology for the documentation
and execution of derivatives transactions. One example
is the automated exchange of confirmations. Although
there are potential benefits from such automation, the
transition from paper to electronic confirmations has
raised numerous legal questions for derivatives practi-
tioners. Key among these is whether an electronic sig-
nature or other electronically generated symbol on the
confirmation will bind the counterparty. This article
examines that issue in the context of current electronic
records and signatures law.

The Enforceability of Electronic Signatures
under United States Law

Electronic Signatures under E-Sign

When confirmations are exchanged electronically,
whether by facsimile, e-mail, or a secure website, a
threshold question is whether electronic transmission of
the confirmation affects the extent to which the confir-
mation may be relied upon to evidence the existence
and terms of the underlying transaction. That question
is answered, at least in part, by the Electronic Signa-
tures in Global and National Commerce Act (E-Sign),
enacted by Congress in 2000.1 Under E-Sign, signatures,
contracts, and records relating to any transaction affect-
ing interstate or foreign commerce do not lose their
legal effect solely due to their electronic format.2 How-
ever, E-Sign also provides that if any law or regulation
requires a contract or record relating to a transaction to
be in writing, such contract or record’s legal effect,
validity, or enforceability may be denied if the contract
or record is in a form that cannot be retained and accu-
rately reproduced for later reference by all parties enti-
tled to retain it.3

Electronic Signatures under State Law and UETA

Before the enactment of E-Sign, many state legisla-
tures already had developed standards pertaining to
electronic records. These state standards govern so long
as they are consistent with E-Sign and do not accord a
higher legal status to the use of any particular technolo-

gy for storing or authenticating electronic records over
the use of any other technology. Nor does E-Sign pre-
empt state law to the extent the state law adopts the
Uniform Electronic Transactions Act (“UETA”).4

Electronic Signatures under New York Law

New York State has not adopted or introduced
UETA. The enforceability of electronic confirmations
under New York law is governed by two statutes: the
Electronic Signatures and Records Act (“ESRA”), which
governs the use of electronic records and electronic sig-
natures in transactions that are purely intrastate, and
the New York General Obligations Law (the
“N.Y.G.O.L.”). ESRA is largely consistent with E-Sign
and therefore is likely to be applicable to interstate
transactions, including derivatives transactions, gov-
erned by New York Law. The definition of an electronic
signature under ESRA is the same as under E-Sign.

The N.Y.G.O.L. does not require a “qualified finan-
cial contract”5 (a term that includes a derivatives con-
tract), to be evidenced by a signed writing in order for
it to be valid and enforceable. However, N.Y.G.O.L. § 5-
701(b)(1)(a) requires that there be “sufficient evidence to
indicate that a contract has been made.” Under
N.Y.G.O.L. § 5-701(b)(3), there is “sufficient evidence”
of the making of a contract if:

(a) there is evidence of electronic com-
munication (including, without limita-
tion, the recording of a telephone call or
the tangible written text produced by
computer retrieval), admissible in evi-
dence under the laws of New York, suf-
ficient to indicate that in such commu-
nication a contract was made between
the parties;

(b) a confirmation in writing sufficient
to indicate that a contract has been
made between the parties and sufficient
against the sender is received by the
party against whom enforcement is
sought no later than the fifth business
day after such contract is made (or such
other period of time as the parties may
agree in writing) and the sender does
not receive, on or before the third busi-
ness day after such receipt (or such
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other period of time as the parties may
agree in writing), a written objection to
a material term of the confirmation . . .;

(c) the party against whom enforcement
is sought admits in its pleading, testi-
mony, or otherwise in court that a con-
tract was made; or

(d) there is a note, memorandum or
other writing sufficient to indicate that
a contract has been made, signed by the
party against whom enforcement is
sought or by its authorized agent or
broker.6

Section 5-701(b)(3) provides that such evidence of
the making of a contract “is not insufficient because it
omits or incorrectly states one or more material terms
agreed upon, so long as such evidence provides a rea-
sonable basis for concluding that a contract was made.”

Though it is not uncommon for parties to record the
telephone conversations of their derivatives marketers
and traders (in fact, the 2002 ISDA Master Agreement
includes an optional provision—Recording of Conver-
sations—in its form of Schedule), it is not standard
practice on all derivatives desks, so that some form of
signed writing may be necessary if a derivatives con-
tract governed by New York law is to satisfy the
requirements of N.Y.G.O.L. § 5-701(b) for qualified
financial contracts. Electronically generated signatures,
or electronically generated symbols or logos, should
suffice to support an intention to be bound, and there-
fore should uphold a finding that a contract was creat-
ed and entered into.

International Law
United States domiciled companies engaging in

derivatives transactions with counterparties in foreign
jurisdictions also need to consider the impact of inter-
national laws relating to the use of electronic records
and signatures. Among these is the European Union
Directive on a Community Framework for Electronic
Signatures (the EU Directive),7 which is intended to
facilitate the use of electronic signatures and to ensure
that an electronic signature meeting certain authenticity
requirements will be given the same legal effect as a
handwritten signature.

The EU Directive distinguishes between the legal
significance of “electronic signatures” and “advanced
electronic signatures,” based on the level of security
attached to the signature. Under the EU Directive, an
electronic signature is “data in electronic form which
[is] attached to or logically associated with other elec-
tronic data and which [serves] as a method of authenti-

cation.”8 In contrast, an advanced electronic signature is
an electronic signature that:

• Is uniquely linked to the signatory;

• Can identify the signatory;

• Is created by means that the signatory can main-
tain under his or her sole control; and

• Is linked to the data to which it relates in such a
manner that any subsequent change of data is
detectable.9

As in the United States, courts in EU member states
cannot deny the legal effectiveness or admissibility of
an electronic signature as evidence based solely on its
electronic form or the fact that it was not created
through the use of what is referred to as a “secure sig-
nature-creation device.”10 They can, however, deny
effectiveness or admissibility on other grounds, such as
that the electronic signature does not meet the tradition-
al requirements of a signature. Advanced electronic sig-
natures automatically are admissible in evidence in
courts of EU member countries and are presumed to
meet the legal requirements of a signature.

Derivatives counterparties subject to the EU Direc-
tive may stipulate in their agreements that only
advanced electronic signatures will be considered effec-
tive. If admissibility of a document signed electronically
will be determined by reference to the laws of an EU
jurisdiction, it is advisable to use advanced electronic
signatures in order to render moot arguments over
authenticity and admissibility. In contrast, under United
States federal and state law, the fact that a signature
meets the requirements for an advanced electronic sig-
nature will not foreclose dispute over the admissibility
of an electronically signed document. Derivatives mar-
ket participants in the United States will have to weigh
whether the goals of heightened security and documen-
tation consistency across trading regions justify the cost
of implementing infrastructure for advanced electronic
signatures that meets the EU standard.

What Types of “Signatures” Can Bind
the Counterparty?

Intent as an Important Determinant of Effectiveness

Intent is an important determinant of whether a sig-
nature is effective against the signer. Intent, however,
can be problematic for confirmations of derivatives
trades, which are created and exchanged within short
time frames, typically by non-lawyers. Those responsi-
ble for reviewing counterparty confirmations, including
signature validity, must be able to determine quickly
whether the counterparty has evidenced an intent to be
bound to the terms of the transaction.
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Under general contract law, the requisite intent for
valid manual signatures is inferred merely from the fact
that the person to whom they are attributed has made
them. When using an electronic format, one must con-
sider whether that signature can be attributed to the
correct person—that is, someone who is authorized to
create a binding agreement between the parties.

Defining “Electronic Signature”

E-Sign defines “electronic signature” as:

an electronic sound, symbol, or process
attached to or logically associated with
a contract or other record and executed
or adopted by a person with the intent
to sign the record.11

It may be difficult to determine intent in the context
of an electronic signature, which may be in a form that
is not readily recognizable and that is not unique in the
same way as is a handwritten signature. Just as a court
may question the intent behind, and authenticity of, a
handwritten “X” or other similar mark that is offered as
a signature in the pen and paper medium, certain elec-
tronic marks or actions have less integrity than others,
based on the level of intent and degree of security that
can be inferred.

Under New York Law, Complete Signature Not
Necessary for Authentication

New York courts have held that markings other
than manual signatures can be effective as signatures. A
signature can be any symbol executed or adopted by a
party with the present intention to authenticate the
writing. For example, a typed subscription and the let-
terhead of the party on the confirmation or a name
typed at the end of an e-mail message could indicate
the requisite intent to be bound.12 Similarly, comments
to UETA suggest that leaving one’s voice on an answer-
ing machine, pressing a particular number on a tele-
phone keypad, clicking a web site button labeled “I
Accept” or entering a PIN number or an encrypted dig-
ital signature, may be sufficient to constitute agreement
if the required intention is present.13

This is underscored by the inclusion of the term
“authentication” in the definition of the term “signed”
in Section 1-201(39) of the New York Uniform Commer-
cial Code (the “UCC”). As Official Uniform Comment
Number 39 to Section 1-201 explains:

The inclusion of authentication in the
definition of “signed” is to make clear
that as the term is used in [the UCC] a
complete signature is not necessary.
Authentication may be printed,
stamped or written; it may be by ini-

tials or by thumbprint. It may be on
any part of the document and in appro-
priate cases may be found in a billhead
or letterhead. No catalog of possible
authentications can be complete and
the court must use common sense and
commercial experience passing upon
these matters. The question always is
whether the symbol was executed or
adopted by the party with present
intention to authenticate the writing.

Attribution to Authorized Signatory

Even if one concludes that the intent of the signato-
ry was to authenticate the writing, the question remains
whether the signature may be attributed to an autho-
rized representative of the party. For example, in the
context of an ongoing derivatives trading relationship, a
password may be provided to a counterparty and cer-
tain authorized persons for access to a secure website. If
an authorized person leaves his or her computer unat-
tended while the website is open, making it possible for
an unauthorized person to make changes to a confirma-
tion and then electronically sign and send the docu-
ments to the other party, the counterparty might be
bound to the terms included in the signed confirmation
even though such terms were not actually agreed to by
an authorized person.

E-Sign does not include criteria for attributing the
source of a signature. On the state level, UETA explains
that an electronic signature will be attributed to a per-
son if it resulted from his or her action, including the
actions of his or her human or electronic agent (e.g., the
person’s computer, programmed to perform certain
tasks on his or her behalf).14 Thus, in the example of the
unattended computer, it may be difficult to prove that
the electronic signature of the person making the
change was not that of the authorized person. In a
paper format, handwriting samples would make it easi-
er to disclaim the allegedly authorized signature on the
basis that the recipient’s reliance on the handwritten
signature was not reasonable.

Security and Technological Issues
The core question for transactions conducted elec-

tronically is whether they are trustworthy. Laws like E-
Sign and the UETA have buoyed the confidence of com-
mercial parties that these transactions will be enforced,
but when transactions are highly structured and
embedded with a number of carefully matched com-
mercial positions, the concern is whether the electronic
document will accurately reflect the agreed-upon terms.
Precautions may be taken in the form of physical or
technological security measures to minimize the opera-
tional risks that arise in an electronic context.
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The use of computer screen locks, firewalls, and
encryption makes an electronic environment for trans-
actions more secure. For routine, lower-margin con-
tracts, the use of passwords coupled with a reliable fire-
wall system may suffice. For larger or more complex
deals, using a secure website or exchanging read-only
documents minimizes the opportunity for data manipu-
lation. For the greatest level of protection, parties may
consider the use of public key cryptography, because it
dramatically improves the ability to authenticate both
content and source of electronic communications.

Endnotes
1. Electronic Signatures in Global and National Commerce Act (“E-

Sign”), S. 761, P.L. 106-229, 15 U.S.C. §§ 7001 et. seq. effective
October 1, 2000.

2. E-Sign, 15 U.S.C. § 7001(a).

3. Id., § 7001(e). See supra n. 1.

4. E-Sign, 15 U.S.C. § 7002(a).

5. See N.Y.G.O.L. § 5-701(b)(1)-5-701(b)(2).

6. N.Y.G.O.L. § 5-701(b)(3)(a)-(d).

7. A copy of the European Directive on a Community Framework
for Electronic Signatures is available at <http://www.fs.dk/uk/
acts/eu/esign-uk.htm.>.

8. EU Directive, Article 2(1).

9. EU Directive, Article 2(2).

10. EU Directive, Article 5(2). A “secure signature-creation device”
must ensure the secrecy of the data used to create the electronic
signature and must protect against forgery of the electronic sig-
nature. EU Directive, Annex III.

11. E-Sign, 15 U.S.C. § 7006(5).

12. See Leising v. Multiple R. Development, 249 A.D.2d 920 (4th Dep’t
1998) (printed corporation name on the top of writing is suffi-
cient to constitute a “signature” under the N.Y.G.O.L.); Pearlman
v. Levisohn, 182 N.Y.S. 615, 112 Misc. 95 (2d Dep’t 1920) (holding
that a party’s name printed on the memorandum of agreement
satisfies the statute of frauds if it is shown to have been adopted
for the purpose of providing a signature); and Cohen v. Wolgel,
176 N.Y.S. 764, 107 Misc. 505 (1st Dep’t 1919) (holding that the
inscription of a party’s name, which was assigned to the partic-
ular transaction, is a sufficient signature).

13. UETA § 2, comment 7.

14. UETA § 9(a) and comment 1.
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Directors’ Fiduciary Duties in Takeovers and Mergers
By Arthur Fleischer, Jr. and Alexander R. Sussman

Directors’ responsibilities in Delaware and most
jurisdictions are measured primarily by the business
judgment rule, a principle that essentially defers to the
decision-making process of the directors themselves
and that, absent special circumstances such as personal
gain, presumes the propriety of the directors’ actions.1
The Delaware Supreme Court has explained that, under
the business judgment rule, “directors are entitled to a
presumption that they were faithful to their fiduciary
duties,” i.e., “[i]t is a presumption that in making a
business decision the directors of a corporation acted on
an informed basis, in good faith and in the honest belief
that the action taken was in the best interests of the
company.”2 In one of its decisions in the Technicolor
cases, the Delaware Supreme Court identified good
faith, loyalty and due care as the “triads of [directors’]
fiduciary duties.”3 In order to rebut the business judg-
ment rule, a stockholder must show that the board
breached one of those duties.

As explained by prominent Delaware jurists in a
2001 article,4 “[i]n the cases, a standard formulation of
the business judgment rule in Delaware is that it creates
a presumption that (i) a decision was made by directors
who (ii) were disinterested and independent, (iii) acted
in subjective good faith, and (iv) employed a reasonable
decision making process. Under those circumstances,
the directors’ decision is reviewed not for reasonable-
ness but for rationality.”5 Furthermore, “[w]here the
business judgment standard applies, a director will not
be held liable for a decision—even one that is unreason-
able—that results in a loss to the corporation, so long as
the decision is rational.”6

In a 1996 ruling, Delaware Chancellor Allen com-
mented on the traditional business judgment rule that
generally applies to board decisions as follows:

What should be understood, but may
not widely be understood by courts or
commentators who are not often
required to face such questions, is that
compliance with a director’s duty of
care can never appropriately be judi-
cially determined by reference to the
content of the board decision that leads to
a corporate loss, apart from considera-
tion of the good faith or rationality of
the process employed. That is, whether
a judge or jury considering the matter
after the fact, believes a decision sub-
stantively wrong, or degrees of wrong
extending through “stupid” or “egre-

gious” or “irrational,” provides no
ground for director liability, so long as
the court determines that the process
employed was either rational or
employed in a good faith effort to
advance corporate interests. . . . Thus,
the business judgment rule is process
oriented and informed by a deep
respect for all good faith board
decisions.7

The traditional business judgment rule has been
modified in Delaware and some other jurisdictions as it
applies to defensive actions by a target board to resist
an unsolicited offer and to board actions in the context
of a sale of control of the company. Because of the
adversarial nature of contested takeovers and mergers
and the very substantial financial stakes involved, tar-
get board actions in those contexts are frequently chal-
lenged in the courts. Thus, numerous cases have adjudi-
cated the nature of a board’s fiduciary responsibilities
in evaluating and reacting to an unsolicited offer and in
entering into a merger or sale of control, and a sizeable
body of law has developed.

We here summarize the key principles, focusing
primarily on Delaware law. Some state legislatures have
amended their corporate laws, and other states’ laws
have been interpreted to expressly reject Delaware prin-
ciples and to apply the traditional business judgment
rule, or, in some cases, rules even more protective of
target boards, in the merger and takeover context.8

Duties in Opposing Takeover Attempts
In general, the fiduciary obligation of target man-

agement and directors in a change of control context is
to act in good faith, with due care and loyalty, in what
they believe to be the best interests of the corporation
and its constituents.

Duty of Care: The board will not lose its business
judgment rule protection for lack of due care, unless the
board’s conduct amounts to gross negligence.9 As the
Delaware Supreme Court has emphasized, “the concept
of gross negligence is also the proper standard for
determining whether a business judgment reached by a
board of directors was an informed one.”10

In many cases, the Delaware Supreme Court has
ruled that “director liability for breaching the duty of
care ‘is predicated upon concepts of gross negli-
gence,’”11 but it has not specifically defined those “con-
cepts of gross negligence.” In McMillan v. Intercargo
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Corp.,12 Vice Chancellor Strine gave content to the term
in observing that, “[s]econd-guessing about whether a
board’s strategy was ‘reasonable’ or ‘appropriate’” is
not sufficient to show gross negligence; rather a plain-
tiff must “set forth facts from which one could infer that
the defendants’ lack of care was so egregious as to meet
Delaware’s onerous gross negligence standard.”13

Duty of Loyalty: The duty of loyalty requires that a
director may not act solely or primarily for a personal
or noncorporate purpose, such as to preserve a position
as a director or officer. However, the type of self-interest
which precludes reliance on the business judgment rule
does not include the alleged self-interest with which
every director in a takeover situation is faced. A board’s
decision will not be set aside merely because it has the
collateral effect of enhancing the power of incumbent
management. Furthermore, a claim that a director is
self-interested, standing alone without evidence of dis-
loyalty, does not rebut the business judgment rule pre-
sumption.14

The self-interest of a single director does not taint
the business judgment protection for the board’s action,
unless it “would have affected the collective decision of
the board.”15 A subjective “actual person” standard
applies in determining whether any self-interest was
material to the allegedly conflicted director’s decision.16

In Technicolor, the Delaware Supreme Court affirmed
the Chancery Court’s conclusions that under the subjec-
tive test only one of nine directors had a material con-
flict of interest and, notwithstanding this self-interest,
the board as a whole remained a “neutral decision-mak-
ing body.”17

In Parnes v. Bally Entertainment Corp.,18 the plaintiff
challenged the merger of Bally with Hilton Hotels. The
court observed that, to overcome the presumption of
the business judgment rule, the plaintiff had to prove
that “a majority of the directors will receive a personal
benefit from a transaction that is not equally shared by
the stockholders . . . [or] where a corporate decision will
have a materially detrimental impact on a director, but
not on the corporation and the stockholders” or “that a
majority of the directors were ‘beholden’ to an interest-
ed party or so under the influence of an interested party
that the directors’ discretion would be sterilized.”19 Fol-
lowing a trial, the court found that the outside board
members were “completely disinterested and indepen-
dent” and dismissed the claims.20

Duty of Good Faith: Directors will not be personal-
ly liable in damages even for gross negligence if the
shareholders of the company have adopted a charter
provision, as authorized by DGCL § 102(b)(7), limiting
liability to acts or omissions not in good faith or which
involve intentional misconduct or a knowing violation
of law. Historically, challenges to a director’s good faith

were subsumed in a court’s inquiry into the director’s
satisfaction of her duties of care and loyalty. Where a
violation of either of those duties was found, there was
no particular significance to determining whether there
was a separate violation of the director’s duty of good
faith; and where there was no breach of those duties, it
was uncommon to have an issue of the director’s good
faith. As noted above, however, DGCL § 102(b)(7)
removes the exculpatory protection of that statute for
violations of the duty of care for “acts or omissions not
in good faith.” Recent cases have therefore inquired into
whether directors’ alleged due care or loyalty violations
also constituted bad faith conduct and have raised the
question of whether directors should be separately con-
cerned with meeting their duty of good faith.

Notably, in two opinions issued in derivative suits
in 2003, In re Walt Disney Co. Derivative Litig.21 and In re
Abbott Labs. Derivative S’holders Litig.,22 the courts found
that plaintiffs sufficiently pleaded allegations of breach-
es of the duty of good faith, not only to survive defen-
dants’ motion to dismiss, but also to preclude the pro-
tection of Section 102(b)(7).23 Those cases offer sharp
warnings that the protections afforded by the business
judgment rule and exculpatory charter provisions will
not extend to instances in which directors “consciously
and intentionally disregarded their responsibilities, adopting
a ‘we don’t care about the risks’ attitude concerning a
material corporate decision.”24

Furthermore, the business judgment rule applies to
the decision to accept or reject an offer, and the board is
not obligated to negotiate with third parties, or to sell
the corporation just because a premium price is offered,
if the board makes a good faith, informed decision that
it would be in the corporation’s best interests to reject
the offer.25 Specifically under the business judgment
rule, directors are not under any obligation to negotiate
with another company because it has indicated an inter-
est in a merger or acquisition, even if it proposes a price
that is at a significant premium to the market price of
the company’s stock. An invitation to negotiate a premi-
um merger does not suspend the business judgment
rule of the directors’ authority to accept or reject the
invitation in good faith and on an informed basis.

These principles were applied by the Delaware
Chancery Court in its 1998 opinion in Kahn v. MSB Ban-
corp, Inc., a ruling that was affirmed without opinion by
the Delaware Supreme Court.26 The target in MSB
received two unsolicited offers to merge with a bidder.
The first letter contained no proposed price, but simply
invited the target to enter into merger discussions,
while the second letter suggested a price for the target’s
stock, but contained no other specific terms.27 The tar-
get’s board, after having considered its investment
banker’s analysis of the offer, rejected it.28 Shareholders
of the target sued, claiming that the target’s board
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breached its fiduciary duties of loyalty and care by hav-
ing rejected those offers and by failing to disclose them
to the shareholders.

The court granted the defendant directors summary
judgment dismissing the complaint, holding that since
the target “merely voted not to negotiate the merger
offer,” no enhanced standard of judicial review applied
to that decision, because “there was no defensive action
[by the target’s board of directors].”29 Therefore, the
court held, the board’s decisions were protected by the
business judgment rule and the plaintiff failed to pre-
sent a triable issue that the board breached its fiduciary
duties because it was “self-interested, because the direc-
tors were motivated to entrench themselves in office” or
because the board’s “behavior amounted to gross negli-
gence.”30

Similarly, in Minzer v. Keegan,31 a federal court inter-
preting New York law held that the ordinary business
judgment rule applies when a target determines
whether to pursue a merger proposal. In that case,
plaintiffs charged the board of The Greater New York
Savings Bank with a breach of fiduciary duty when it
accepted a merger proposal from the Astoria Financial
Corporation rather than seeking a higher price from a
competing bidder, North Fork Bancorporation. The
court held that it was a business judgment question for
the directors whether to approve the Astoria merger
“rather than conducting an auction for the highest bid-
der.”32 Furthermore, the court ruled, “whether the
[directors’] conduct complied with their obligations
turns not on the price at which they arrived but on
whether their actions complied with the business judg-
ment rule,”33 under which “a court will not overturn an
informed decision of directors absent some showing of
‘fraud, illegality or self-dealing.’”34

The district court later granted defendants’ motion
to dismiss the case and the Second Circuit affirmed the
dismissal.35 The Second Circuit panel rejected plaintiffs’
federal securities claim that the merger proxy failed to
disclose the target’s bad faith favoritism of Astoria over
North Fork, because, even if disclosed, a reasonable
Greater New York shareholder would not have been
less likely to vote for the Astoria merger. In explaining
its reasoning, the panel observed:

[E]ven if North Fork’s desire for
Greater New York led it to offer more
favorable terms than Astoria’s bid, a
reasonable shareholder would antici-
pate that Greater New York’s board and
management would mount defensive
measures effectively thwarting any
offer by North Fork. The complaint
alleged that the board and management
did not want to talk with North Fork
“under any circumstances,” and there

is little in New York law that would
force them to abandon that stance. For
example, there is no statutory law or
case law requiring the board to consid-
er merger offers or, in the presence of
such offers, to conduct a fair auction.
Indeed, there are New York statutes
that allow management considerable
leeway in defending against hostile
takeovers, . . . and there is no case law
that would enable shareholders to com-
pel Greater New York’s board to nego-
tiate with North Fork. [Citations omit-
ted.] Were New York courts to follow
leading precedents from other states,
Paramount Communications, Inc. v. Time
Inc., 571 A.2d 1140, 1152 (Del.
1990)(holding in favor of board’s
“defense-motivated” actions against
plaintiff Paramount’s takeover
attempts), it would not require much
ingenuity on Greater New York’s board
or management’s part to thwart North
Fork’s advances, however favorable
they might seem to shareholders.36

Once the board determines to reject an offer, it may
authorize management to oppose it. A complaining
shareholder has the burden of rebutting the business
judgment rule presumption37 and of proving that the
directors acted other than in good faith.38 Indeed, it is
now settled that, as fiduciaries, the directors are
required to oppose offers that in their judgment are not
in the best interests of the corporation and its con-
stituents. In Gilbert v. El Paso Co.,39 for example, the
Delaware Supreme Court pointedly observed:

Supported by the opinion of their advi-
sors, the directors found that the bid
threatened the corporate enterprise.
Their prompt adoption of defensive
measures in an attempt to meet this
imminent threat was hardly improvi-
dent. Given the injunction of Unocal
that the duties of care and loyalty pre-
vent a board from being a passive
instrumentality in the face of a per-
ceived threat to corporate control, one
would have expected nothing less from
the directors under the circumstances.40

Unocal/Unitrin Principles for Defensive
Measures

One of the most critical developments in business
judgment rule jurisprudence has been the gradual evo-
lution of more rigorous judicial scrutiny of board deci-
sions to block hostile takeover attempts. A heightened
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standard of business judgment review was first formal-
ly articulated in Delaware in the 1985 decision in Unocal
Corp. v. Mesa Petroleum Co.41 Under Unocal and its
progeny, the invocation of defensive tactics imposes a
special burden on directors prior to their enjoying the
benefits of the business judgment rule. First, the board
must inform itself fully, and any decision to take defen-
sive action must be the result of a careful evaluation of
the hostile bid and of the various alternative courses of
action available. As suggested by the Delaware
Supreme Court’s interpretation of the Unocal test in El
Paso and Time-Warner and later cases, however, the
board, particularly a board with a majority of disinter-
ested directors, will be afforded latitude in determining
whether an unsolicited bid may be deemed to consti-
tute a threat to corporate policy and effectiveness, the
first prong of the Unocal test.

Second, the board must justify the reasonableness
of specific defensive tactics employed in relation to the
nature of the particular hostile threat to corporate inter-
ests. This proportionality requirement tends to focus
primarily on the overall impact of the board’s action on
stockholders as well as on its other constituents. In gen-
eral, a defensive measure will be found improper or
“disproportionate” if it is either “draconian” (coercive
or preclusive) or falls outside a range of reasonable
responses. Again, however, the case law suggests that
the board enjoys latitude with respect to the satisfaction
of this aspect of the Unocal standard as well. The
Delaware Supreme court also explained in El Paso, in
responding to the directors’ apparent fear, that board
conduct “might somehow wither under enhanced judi-
cial scrutiny.” Like the traditional business judgment
analysis, however, Unocal also implicitly acknowledges
that courts should not impose their own business judg-
ment upon independent directors who reasonably
respond to a threat to the corporate enterprise in good
faith and on an informed basis.42

Where the board is taking action to protect stock-
holders from potentially detrimental activities of a
raider, particularly in circumstances where no bona fide
bid has been made for the company, courts have gener-
ally been supportive of reasonable defensive actions
taken by the board after adequate investigation and due
deliberation. For example, a California appeals court
affirmed the grant of summary judgment on behalf of
Chevron’s directors, upholding various defensive
actions they had taken in response to Pennzoil’s 8.8 per-
cent, $2.1 billion secret acquisition of Chevron stock.43

In Unitrin, where the board was taking defensive
actions in response to a bona fide bid, the Delaware
Supreme Court re-emphasized the need for judicial
restraint in reviewing defensive responses under a
“range of reasonableness” standard:

The ratio decidendi for the “range of rea-
sonableness” standard is a need of the
board of directors for latitude in dis-
charging its fiduciary duties to the cor-
poration and its shareholders when
defending against perceived threats.
The concomitant requirement is for
judicial restraint. Consequently, if the
board of directors’ defensive response
is not draconian (preclusive or coercive)
and is within a “range of reasonable-
ness,” a court must not substitute its
judgment for the board’s.44

Revlon Principles for a Sale of Control
On the other hand, if a sale of control is in question,

Revlon principles will apply45 and the courts are likely
to more closely scrutinize the board’s process and
actions in order to ensure that stockholder interests are
fully protected. In those circumstances, the courts may
not defer as readily to the board’s business decisions as
might be suggested by the El Paso and Time-Warner rul-
ings. Accordingly, determining what constitutes a “sale
of control” is a significant part of a court’s analysis. In
Paramount Communications Inc. v. QVC Network, Inc.,46

for example, the Delaware Supreme Court held first
that, because the merger transaction approved by the
board resulted in a transfer of voting control from the
Paramount public shareholders to the individual con-
trolling shareholder of the bidder, the transaction was a
sale of control, triggering the duty under Revlon to
obtain the best value reasonably available.47 The court
found that the Paramount directors had failed to satisfy
that duty in favoring Viacom over QVC.

Significantly, the court specified the obligation
which the directors had under the circumstances of a
sale of control as follows:

Under the facts of this case, the
Paramount directors had the obligation:
(a) to be diligent and vigilant in exam-
ining critically the Paramount-Viacom
transaction and the QVC tender offers;
(b) to act in good faith; (c) to obtain,
and act with due care on, all material
information necessary to compare the
two offers to determine which of these
transactions, or an alternative course of
action, would provide the best value
reasonably available to the stockhold-
ers; and (d) to negotiate actively and in
good faith with both Viacom and QVC
to that end.48

The Delaware Supreme Court observed that:
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a court applying enhanced judicial
scrutiny should be deciding whether
the directors made a reasonable deci-
sion, not a perfect decision. If a board
selected one of several reasonable alter-
natives, a court should not second-
guess that choice even though it might
have decided otherwise or subsequent
events may have cast doubt on the
board’s determination. Thus, courts
will not substitute their business judg-
ment for that of the directors, but will
determine if the directors’ decision was,
on balance, within a range of reason-
ableness.49

The Delaware Supreme Court reviewed the record
and concluded that “the Paramount directors’ process
was not reasonable, and the result achieved for the
stockholders was not reasonable under the circum-
stances.”50 Similarly, in Cede & Co. v. Technicolor, Inc.,51

the Delaware Supreme Court held that the Technicolor
board’s decision to sell the company was not entitled to
the presumptions of the business judgment rule
because it found that the decision was uninformed,
even though it also found that the board had obtained a
fair price. On remand, the Chancery Court held that the
sale transaction was entirely fair to the Technicolor
stockholders and dismissed the claim against Technicol-
or’s board, a ruling which was affirmed by the
Delaware Supreme Court.52

Entire Fairness Defense if Duty Is Breached
In general, the Delaware cases subject defensive

decisions to a preliminary judicial examination to deter-
mine if the standards discussed above have been met.53

If, indeed, the directors’ defensive actions satisfy these
basic standards and if the directors’ decisions are based
upon their evaluation of business considerations, they
will be protected by the business judgment rule and
will not be second-guessed by the courts. If the board
breaches one of the triads of its fiduciary duties (good
faith, loyalty, or due care) or fails to meet the Unocal/
Unitrin or Revlon standards, business judgment rule
protection is lost. However, the board’s actions are not,
therefore, ipso facto invalid. Rather, the directors then
have the burden of proving the “entire fairness” of the
challenged actions, which will be upheld if they are
found to be fair to stockholders.54

In a case involving the usurpation of a corporate
opportunity by a controlling stockholder, the Delaware
Supreme Court held that the breach of the duty of loy-
alty rendered the defendants liable to disgorge any ben-
efits received and to compensate the corporation for
any damages attributable to the breach, reversing the

Chancery Court’s application of the entire fairness test
and refusal to award damages under that test.55

Considerations of Stockholder Voting Rights
When directors take actions that affect stockholders’

exercise of their right to vote, the courts will examine
the purpose and effect of those actions. In Schnell v.
Chris-Craft Industries, Inc.,56 the Delaware Supreme
Court in 1971 held a board’s rescheduling of an annual
meeting to be unlawful, because:

management ha[d] attempted to utilize
the corporate machinery and the
Delaware Law for the purpose of per-
petuating itself in office; and, to that
end, for the purpose of obstructing the
legitimate efforts of dissident stock-
holders in the exercise of their rights to
undertake a proxy contest against man-
agement. These are inequitable purpos-
es, contrary to established principles of
corporate democracy.57

Later cases placed the burden on directors to justify
a manipulation of the corporate machinery,58 and, in the
Blasius case, to demonstrate a “compelling justification”
if the board’s actions had “the primary purpose of
impeding the exercise of stockholder voting power.”59

The Blasius principle stems from the corporate gov-
ernance policy rationale that regards stockholder
enfranchisement “as the ‘ideological underpinning’
upon which the legitimacy of the directors’ managerial
powers rest.”60 According to Chancellor Allen in Blasius,
because of the fundamental nature of this agency gover-
nance principle, the deferential business judgment rule
and Unocal standard are not satisfactory when examin-
ing board actions that affect shareholder voting rights.61

In its 2003 opinion in MM Companies v. Liquid Audio,
Inc.,62 the Delaware Supreme Court endorsed the use of
the Blasius standard in both takeover and non-takeover
situations. In Liquid Audio, the court reversed a
Chancery Court ruling that had upheld defensive board
actions under Unocal and Blasius. MM Companies had
sought to acquire Liquid Audio, but the board entered
into a merger agreement with a third party.63 MM then
sought to elect two directors at the next annual meet-
ing, which could have led, as a practical matter, to
MM’s gaining control of the board because of the con-
cern that two of the other three incumbent directors
would resign if MM’s nominees were elected.64 In
response, the Liquid Audio board expanded the size of
the board from five to seven directors and appointed
directors to fill the two new board positions.65 The
Delaware Supreme Court noted that the Chancery
Court concluded after an expedited trial that the direc-
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tor defendants timed their actions “for the primary pur-
pose of diminishing the influence of MM’s nominees, if
they were elected at the annual meeting.”66

Based on that finding, the Delaware Supreme Court
applied Blasius “within an application of the Unocal
standard of review,”67 stating:

When the primary purpose of a board of
directors’ defensive measure is to inter-
fere with or impede the effective exer-
cise of the shareholder franchise in a
contested election for directors, the
board must first demonstrate a com-
pelling justification for such action as a
condition precedent to any judicial con-
sideration of reasonableness and pro-
portionality.68

Since the director defendants did not demonstrate a
compelling justification for their action in expanding
the board, the court ruled that the board expansion
should have been invalidated by the Court of
Chancery.69

In two earlier cases, Stroud and Unitrin, the
Delaware Supreme Court had held the Blasius analysis
inapplicable. In Stroud, it upheld a director nomination
bylaw, because it could not be said “that the ‘primary
purpose’ of the board’s action was to interfere with or
impede exercise of the shareholder franchise” and
because the shareholders had a “full and fair opportuni-
ty to vote.”70 In Unitrin and Stroud, that court specifical-
ly noted that “boards of directors often interfere with
the exercise of shareholder voting when an acquirer
launches both a proxy fight and a tender offer.”71

In reviewing board defensive action in such a case,
the Unitrin court said it was “mindful of the special
import of protecting the shareholder’s franchise within
Unocal’s requirement that a defensive response be rea-
sonable and proportionate.”72 The court found that the
shareholders’ franchise was not impeded by the Unitrin
board’s repurchase program, because “a proxy contest
remained a viable (if more problematic) alternative for
American General even if the Repurchase Program
were to be completed in its entirety.”73 Nevertheless, the
court instructed the Chancery Court on remand to
“determine whether Unitrin’s Repurchase Program
would only inhibit American General’s ability to wage
a proxy fight and institute a merger or whether it was,
in fact, preclusive because American General’s success
would either be mathematically impossible or realisti-
cally unattainable.”74

In the MONY Group Shareholders Litigation,75 share-
holder plaintiffs unsuccessfully raised a Blasius claim in
challenging the MONY Board’s actions in connection
with seeking shareholder approval of a proposed merg-

er with AXA. After the Delaware Chancery Court had
required additional disclosures in MONY’s merger
proxy,76 MONY’s Board postponed the shareholder
meeting for the vote on the proposed merger. The
Board also determined to set a new record date in part
in order to improve the likelihood of obtaining the
required 50% vote of outstanding MONY shares in
favor of the merger.77

The court rejected plaintiffs’ claim that the Board
had violated Blasius principles. The court observed that
Blasius applied differently to a merger vote than it did
to an election of directors:

[W]hen the matter to be voted on does
not touch on issues of directorial con-
trol, courts will apply the exacting Bla-
sius standard sparingly, and only in cir-
cumstances in which self-interested or
faithless fiduciaries act to deprive
stockholders of a full and fair opportu-
nity to participate in the matter and to
thwart what appears to be the will of a
majority of the stockholders, as in State
of Wisconsin Investment Board v. Peerless
Systems Corporation, [2000 Del. Ch.
LEXIS 170 (Sept. 27, 2000)]. Where such
circumstances are not present, the busi-
ness judgment rule will ordinarily
apply in recognition of the fact that
directors must continue to manage the
business and affairs of the corporation,
even with respect to matters that they
have placed before the stockholders for
a vote.78

The court further noted that:

Where the plaintiff fails to rebut the
presumption that a majority of the
board of directors was disinterested
and acted in good faith and with due
care, the court will ordinarily defer to
the board’s decisions involving the
administration of the stockholder vote
. . . This is consistent with the recogni-
tion that once a board of directors
deems a merger agreement favorable, it
may employ various legal powers to
achieve a favorable outcome on a share-
holder vote required to approve that
agreement.79

The court denied the preliminary injunction, find-
ing that the MONY Board fulfilled its fiduciary duties80

and that its setting the new meeting and record dates
appeared “reasonable in the circumstances.”81 The court
concluded that “there was ample room for the Board to
make a good faith and honest determination that
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approval of the merger, and a change in the record date
in order to achieve that result, was in the best interests
of the corporation.”82

In Aquila, Inc. v. Quanta Servs.,83 the Quanta board
faced a proxy contest by Aquila, an insurgent share-
holder. The board created a stock employee trust
(“SECT”), to which it sold 10% of its shares, under
terms which provided that certain non-director employ-
ees of Quanta would vote those shares.84 Aquila
claimed that the board’s motivation in creating the
SECT was to dilute Aquila’s voting power.85 Defending
its action, the board argued that the main purpose of
the SECT was to benefit company employees and that
its voting provisions were normal and incidental to its
business purpose.86

In an opinion issued before Liquid Audio, the court
declined to apply Blasius’s “compelling justification”
standard,87 but held that the stock issuance was likely
to fail the Unocal test. The court noted that, in applying
Unocal, it was “obliged to show special vigilance for
protecting the shareholder franchise. That special vigi-
lance requires that the voting feature of the SECT be
analyzed and justified on its own terms, as a distinct
defensive measure.”88

The court observed that the board’s “decision to
have those shares voted by persons who do not own
them necessarily raises substantial questions about the
propriety of the Special Committee’s purpose in doing
so” and concluded that “the defendants will not be able
to meet their initial burden under Unocal of showing
that their actions were reasonable in relation to the
threat posed by Aquila’s activities.”89 Nevertheless, the
court denied the requested preliminary injunction for
lack of irreparable harm, finding that, given Aquila’s
34% voting power, it was unlikely the SECT shares
would be decisive in the proxy contest, and, if neces-
sary, following the election, the court could provide
relief after a prompt final hearing on the merits.90

In The Learning Company’s (TLC’s) defense of its
merger plan with Broderbund against a hostile bid by
SoftKey, the Delaware Chancery Court permitted a
defensive move to give the target board and its stock-
holders time to vote on the proposed stock-for-stock
merger and consider other alternatives to SoftKey’s
bid.91 The court interpreted Unitrin to establish that
board action to allow stockholders to vote on a pro-
posed transaction and to give the board “a reasonable
time to explore and develop other options” as a defen-
sive measure against a hostile tender offer coupled with
a proxy contest “does not implicate the Blasius standard
of review.”92 The TLC court found that the Blasius com-
pelling justification standard had been limited to cases
where inequitable conduct relating to a shareholder
vote had the effect of either “(i) precluding effective

shareholder action . . . or, of (ii) ‘snatch[ing] victory
from an insurgent slate on the eve of the noticed meet-
ing’ . . .”93

In Hilton Hotels Corp. v. ITT Corp.,94 as a defense to
Hilton’s hostile bid, the ITT board had approved a reor-
ganization that placed most of ITT’s operations in a
new corporation with a staggered board, thereby pre-
venting ITT shareholders from voting on Hilton’s effort
to oust the ITT board at ITT’s upcoming annual meet-
ing to facilitate its takeover bid. The federal court
enjoined the classified board provision and other ele-
ments of the board’s plan as a violation both of Unocal
and Blasius principles.95 With respect to the Blasius
claim, the court specifically found that the primary pur-
pose of the reorganization plan was to interfere with
the shareholder franchise and that no compelling justifi-
cation existed for that interference.96

Certainly, Liquid Audio sends a clear signal that the
Delaware courts will rigorously review board action
that could affect an election contest. The directors, in
this context, should evaluate the reasons for the pro-
posed action and its probable impact on the sharehold-
er franchise.

Effect of Stockholder Approval
One way to significantly reduce the risk of potential

breach of fiduciary duty claims is for the board to
obtain shareholder approval of a proposed transaction,
when this is a feasible course to follow. While a board
may have no legal duty to subject proposed transac-
tions to a shareholder vote absent an express require-
ment pursuant to a statute or a corporation’s certificate
of incorporation or bylaws,97 shareholder approval of a
proposed merger or other transaction may shield the
board from most breach of fiduciary duty claims.98

However, it is unclear whether a “duty of loyalty
claim” against directors may be eliminated by stock-
holder ratification on less than a unanimous vote.99 In
Solomon v. Armstrong, supra, Chancellor Chandler
observed that the legal principles on this question “may
be one of the most tortured areas of Delaware law.”100

In that case, the court held that, in addressing duty of
loyalty claims, “where there is no controlling sharehold-
er, control group or dominating force that can compel a
particular result,” shareholder approval of a merger or
other challenged transaction “provides an independent
reason to maintain business judgment protection for the
board’s acts.”101

In Lewis v. Austen,102 the stockholder plaintiff chal-
lenged the treatment of stock options in a spinoff trans-
action. The court ruled that the stockholder approval of
the option modifications did not extinguish a duty of
loyalty claim; however, the court ruled, ratification put
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the burden on plaintiff to plead either insufficient proxy
disclosures or a claim of corporate waste in order to
overcome the business judgment rule presumption.
Since the plaintiff’s pleadings were inadequate, the
claim was dismissed.103

Moreover, when defensive measures are employed
after a hostile bid has been made or Revlon duties are at
issue, shareholder ratification of a transaction will not
shield the board’s decision to erect the defenses or the
board’s fulfillment of Revlon requirements from
enhanced judicial review, unless the shareholders
specifically ratified the defensive measures or the auc-
tion process, and not just the transaction.104 Further-
more, the burden rests on the party relying on share-
holder approval to establish that the shareholders were
fully informed and disinterested.105 Nonetheless, as to
any transaction specifically voted upon, the general rule
remains that, “in most circumstances, ‘where a majority
of fully informed stockholders ratify action even of
interested directors, an attack on the ratified transaction
normally must fail.’”106

Duties of Directors of an Acquiring Corporation
In the mergers and acquisitions arena, the law of

directors’ fiduciary duties has generally evolved in rela-
tion to the actions of the target company’s board.
Delaware and other courts have had fewer opportuni-
ties to review the actions of an acquiring company’s
directors. However, in Ash v. McCall,107 the Delaware
Court of Chancery recently applied traditional business
judgment principles in evaluating the approval of a
merger by an acquirer’s board.108 Rejecting a breach of
duty-of-care claim, the court held that the board was
“entitled to the presumption that it exercised proper
business judgment.”109 Additionally, Ash sets forth legal
standards for determining the circumstances when the
directors of an acquiring company would not be enti-
tled to the classic business judgment presumption.
These standards are consistent with the business judg-
ment rule as applied by Delaware and other courts in
other contexts.

The plaintiffs’ claim in Ash stemmed from the stock
merger of McKesson Corporation and HBOC & Co. in
January 1999. After the completion of that merger, in
April 1999, management of the combined company,
McKesson HBOC, discovered various irregularities in
HBOC’s accounting of sales, revenues, and earnings
from 1996 to April 1999. This discovery resulted in
McKesson HBOC disallowing $327.4 million of revenue
and $191.5 million of operating income and an approxi-
mate 50% reduction in the company’s market capitaliza-
tion. Plaintiffs claimed that the McKesson directors
breached their duty of due care by failing to discover
these accounting irregularities during the course of
their pre-merger due diligence investigation of HBOC.

Additionally, plaintiffs alleged that the McKesson
board’s disregard of several “clear warnings” of these
irregularities, including some well-publicized reports of
HBOC’s accounting practices, was further evidence of
this breach of the duty of care.

Although the court disposed of most of the plain-
tiffs’ claims on procedural grounds for failure to
demonstrate demand futility,110 Chancellor Chandler
also addressed several of the substantive claims in ways
that provide helpful guidance to directors of a company
planning an acquisition. In dismissing the plaintiffs’
duty of care claims, the court held that, in challenging a
transaction approved by a board composed of a majori-
ty of independent, disinterested directors, plaintiffs bear
a heavy burden to create reasonable doubt that the
directors fulfilled their duty of care.111 To determine
whether reasonable doubt exists courts examine the
decision-making process rather than the business result
of a decision and whether the directors (i) informed
themselves of available critical information before
approving the transaction; (ii) considered expert opin-
ion; (iii) provided all Board members with adequate
and timely notice of the [transaction] before the full
Board meeting and of its purpose; or (iv) inquired ade-
quately into the reasons for or the terms of [the transac-
tion].112

Since the McKesson board satisfied these process
requirements, in particular the consideration of expert
advice, the plaintiffs failed to meet this burden and the
court dismissed their claims.

As McKesson engaged expert accounting and finan-
cial advisors to perform due diligence and those advi-
sors gave HBOC a “clean bill of health,” the court
focused the duty of care inquiry as a question of
whether the acquirer’s directors may properly rely on
qualified experts. In answering this question, the court
applied long-standing principles of Delaware law and
wrote “[d]irectors of Delaware corporations quite prop-
erly delegate responsibility to qualified experts in a host
of circumstances. One circumstance is surely due dili-
gence review of a target company’s books and
records.”113 Furthermore, to overcome the presumption
that a board may rely on experts, the court held that
plaintiffs must allege particularized facts that, if proved,
would show that (1) the directors in fact did not rely on
the expert, or (2) that their reliance was not in good
faith, or (3) that they did not reasonably believe that the
experts’ advice was within the experts’ professional
competence, or (4) that the directors were at fault for
not selecting experts with reasonable care, or (5) that
the issue . . . was so obvious that the board’s failure to
detect it was grossly negligent regardless of the experts’
advice, or (6) that the board’s decision was so uncon-
scionable as to constitute waste or fraud.114
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NYSBA v. FTC: The Dolphins Escape! (Or Do They?)
By David L. Glass

It is the policy of the Congress that each
financial institution has an affirmative
and continuing obligation to respect the
privacy of its customers and to protect
the security and confidentiality of those
customers’ nonpublic personal informa-
tion.1

[Lawyers are like] happy dolphins swim-
ming along in the ocean and getting
caught in a tuna net.2

On April 30 of this year, Judge Walton of the District
Court for the D.C. Circuit issued an Order granting the
motion of the New York State Bar Association (“NYSBA”)
for summary judgment and denying the cross-motion of
the Federal Trade Commission (“FTC”) for summary
judgment in a case brought by the NYSBA in 2002.3 (In an
article published in the Fall 2002 issue of the New York
Business Law Journal, reprinted hereafter, the author dis-
cussed the background of the NYSBA’s suit and analyzed
the prospects for its success.)

The NYSBA’s action, subsequently joined by the
American Bar Association (“ABA”), sought to overturn
the FTC’s interpretation that attorneys are covered by the
privacy requirements under the financial reform legisla-
tion enacted in 1999. Known as the Gramm-Leach-Bliley
Act (“GLB Act”), the 1999 law requires, among other
things, that all “financial institutions” provide their cus-
tomers with written notices, at the outset of the relation-
ship and annually thereafter, detailing their policy regard-
ing disclosure of the customer’s non-public information to
third parties, and giving the customer an opportunity to
“opt out” of such disclosure.4 In a breathtakingly wrong-
headed example of administrative decision-making by the
wooden application of a rule, rather than the dictates of
common sense,5 the agency had interpreted its own rule
implementing the GLB Act to mean that an attorney
engaged in the practice of law is a “financial institu-
tion”—at least to the extent that he provides services, such
as real estate settlement, tax advice or tax planning, con-
sidered to be financial in nature—and, as such, is required
to comply with the Act’s notice requirements.

Thus, the FTC’s interpretation, had it been allowed to
stand, could have required many or most of NYSBA’s
72,000 members—along with their nearly one million col-
leagues nationwide—to provide their clients with annual
privacy notices, in the form prescribed by the GLB Act
and the FTC’s rules thereunder, and potentially left them
exposed to the risk of substantial penalties if they failed to
do so. Having thus cast its tuna net far and wide, the FTC
found itself reeling in some not-so-happy dolphins. The

resulting cost and paperwork burden stood to fall most
heavily on solo practitioners, small firms, and public
interest attorneys with limited resources and large num-
bers of individual clients.

But even more than the potential cost and burden of
complying with a disclosure requirement designed pri-
marily for large banks and other financial institutions, the
NYSBA and its members were concerned about the poten-
tial adverse effect upon client relations. Under long-stand-
ing practice, not to mention ethical rules and standards in
effect in every state, clients take for granted that personal
information they give their attorneys in the course of the
attorney-client relationship will not be disclosed by the
attorney without their consent. What are clients to think,
therefore, when—as would have been required by the
FTC’s interpretation—they receive a communication from
their attorney, outlining her “policy” for sharing their
information with third parties?

Judge Walton’s Order (“FTC II”) implemented his
thorough and well-reasoned memorandum opinion
issued in August 2003, in which he initially denied the
FTC’s motion to dismiss the complaint (“FTC I”). In FTC I,
the court determined that it did not appear that Congress
ever intended that attorneys be subject to the GLB Act’s
privacy provisions; that the agency’s failure to provide
sufficient reasoning to support its contrary interpretation
could, therefore, be considered arbitrary and capricious
and beyond its statutory authority within the meaning of
the Federal Administrative Procedure Act (“APA”)6; and
that the agency’s failure to consider whether a de minimis
exception was applicable, even if the rule otherwise
arguably applied to attorneys, was similarly arbitrary and
capricious.7

However, because the court did not have the entire
administrative record before it, the fashioning of a remedy
was left for another day. Then in FTC II the Judge issued a
final Order granting NYSBA’s motion for summary judg-
ment, and declaring the FTC’s interpretation to be arbi-
trary and capricious and beyond its statutory authority. In
the interim, the FTC had stipulated that it would not seek
to enforce the rule against attorneys, pending final resolu-
tion of the case.8

So for now, at least, the dolphins have successfully
dodged the tuna net. On July 9, however, the FTC filed a
notice of appeal, apparently to preserve its right to appeal
by giving notice within the required 60 days (the Judge
signed his Order on May 12). As this article goes to press,
it remains unclear whether the FTC actually intends to go
forward with the appeal. In the author’s view, the District
Court’s decision is soundly reasoned and solidly ground-



26 NYSBA NY Business Law Journal |  Fall 2004  | Vol. 8 | No. 2

ed in basic principles of administrative law, and should,
therefore, withstand any appeal that ultimately may be
brought.

The remainder of this article briefly reviews the back-
ground of the litigation and the key aspects of the D.C.
District Court’s decision.

The GLB Act Privacy Provisions
The GLB Act was the product of more than 20 years

of discussion and negotiation, aimed at enabling U.S.
banking organizations to compete more effectively with
their global brethren by breaking down the existing barri-
ers to their participation in other financial services—par-
ticularly insurance and securities.9 For nineteen of those
20 years, privacy was not part of the discussion; H.R. 10,
the precursor to the GLB Act, which passed the House
(but not the Senate) in 1998, contained no mention at all of
financial privacy. In the spring of 1999, however, just as
the final language of the bill was being crafted in the
House of Representatives, the attorney general of Min-
nesota brought an action against a large bank that sold its
customer list to a third-party marketing firm.10 The pub-
licity surrounding that action apparently galvanized con-
sumer advocates, who expressed concern regarding the
privacy of customer information in the hands of large
financial companies.

Within days, the House Commerce Committee insert-
ed a privacy provision into the pending legislation. As
enacted, the GLB Act’s privacy provision has two princi-
pal elements. First, it requires financial institutions to
adopt a policy as to whether they will share customer
information with third parties, and to disclose that policy
to their customers at the outset of the relationship and
annually thereafter. Second, it implements an “opt out”
approach—i.e., if the customer does not want his informa-
tion shared, he must affirmatively notify the institution to
that effect. The ability of financial institutions to share
such information among their subsidiaries and affiliates,
earlier made explicit through an amendment to the Fair
Credit Reporting Act (“FCRA”), remained undisturbed.

As is typically the case with complex financial legisla-
tion, Congress entrusted the regulatory authorities with
the responsibility to implement the Act’s requirements
through rule-making. Thus, the federal bank regulatory
agencies have promulgated rules setting forth the privacy
notice requirements for the banking institutions under
their respective jurisdictions. The Securities & Exchange
Commission (“SEC”) did likewise for securities firms it
regulates, as did the state insurance regulators for insur-
ance companies. The FTC was given residual authority for
all financial businesses that were not under the jurisdic-
tion of any of these agencies.

Given this history, it was and is clear that Congress
was concerned with giving consumers the option of pre-

venting their financial information from being sold or oth-
erwise disseminated to third parties by financial institu-
tions with whom they deal. It is equally clear that
Congress never contemplated the possibility that attor-
neys engaged in practicing law might be deemed to be
“financial institutions.” There is no mention of lawyers in
the legislative history, and the legislation was never
referred to the House or Senate Judiciary Committees,
which would have jurisdiction over legislation that
impacts on the practice of law. Indeed, an FTC staff attor-
ney, while insisting that lawyers were “technically cov-
ered by the [FTC rule] and need to comply,” acknowl-
edged that applying the GLB Act to lawyers “doesn’t
make sense.”11

Nonetheless, in a letter dated April 8, 2002 to the ABA
(the “Beales Letter”), the FTC stood by its decision that
attorneys were covered by its rule.12 The NYSBA respond-
ed by filing its Complaint.13 (The ABA initially brought a
separate action in North Carolina, which was subsequent-
ly discontinued when it joined the NYSBA action.) The
crux of the NYSBA’s Complaint lies in the area of admin-
istrative law—namely, whether the agency’s action—or, in
this case, inaction—was arbitrary, capricious or not in
accordance with law. The complaint also alleged that
applying the GLB Act to attorneys would violate the
Tenth Amendment of the Constitution, in that the regula-
tion of the confidential nature of the relationship between
clients and practicing lawyers historically has been com-
mitted to the states.

NYSBA v. FTC: Round One
In their pleadings, the ABA and NYSBA sought a

declaratory judgment to the effect that 1) the FTC exceed-
ed its statutory authority by holding attorneys to the pri-
vacy requirements of the GLB Act; 2) the FTC’s decision
that attorneys are subject to the GLB Act’s privacy provi-
sion was arbitrary and capricious agency action, within
the meaning of the APA; and 3) even if attorneys other-
wise were covered, the FTC’s refusal to grant at least a de
minimis exemption was arbitrary and capricious.14 For its
part, the FTC moved to dismiss the complaints for failure
to state a claim upon which relief could be granted. In its
memorandum opinion, the court denied the FTC’s motion
and held for the plaintiffs on each of the three grounds
asserted.

FTC I dealt at length with each of the issues presented
by the case and, in the author’s view, should be upheld if
the appeal goes forward. Assuming it is upheld, the deci-
sion’s thorough analysis is very helpful to practitioners—
not only by removing the cloud hanging over the practice
of law and the attorney-client relationship, but also by
defining the scope of the GLB Act’s privacy provisions
and providing some further contours to the ongoing ques-
tion regarding the degree to which informal agency
actions are entitled to deference from the courts.
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The following discussion briefly summarizes the key
aspects of the court’s reasoning with respect to each of the
points raised.

1. Was the FTC Determination a Final Agency
Action?

At the outset, the court acknowledged that a predicate
for its review of an agency’s action under the APA is that
the action taken must be a “final agency action.” To meet
this test, an agency’s action must have a direct and imme-
diate effect on the parties; immediate compliance must be
expected; the action should have the status of law; and the
question presented should be a legal one, susceptible of
judicial resolution.15 Here, the FTC never issued a rule-
making or formal interpretation regarding its view on the
applicability of the GLB Act to attorneys.

Nonetheless, the court had no trouble concluding that
the FTC’s ruling met this test. In addition to the Beales
Letter, the court noted that, in its response to the ABA, the
FTC had stated that attorneys, along with other “financial
institutions,” had to comply beginning May 13, 2003. It
was clear, therefore, that the FTC regarded the interpreta-
tion as final and was prepared to take enforcement action
based thereon (although it later agreed not to enforce the
rule against attorneys, pending resolution of the litiga-
tion). As such, it was a final action subject to review under
the APA.

2. Does the Plain Language of the GLB Act Cover
Attorneys?

Under the Supreme Court’s Chevron standard, a court
reviewing the action of an administrative agency in imple-
menting a statute is instructed to first determine whether
“the intent of Congress is clear [as to] the precise question
at issue.”16 If so, “that is the end of the matter . . . [but] if
the statute is silent or ambiguous with respect to the spe-
cific issue, the question for the court is whether the agen-
cy’s answer is based on a permissible construction of the
statute.” Furthermore, if the agency’s choice represents a
reasonable accommodation of conflicting policies commit-
ted to its discretion by Congress, that interpretation
should not be overturned by the court unless it appears
from the statute or legislative history that it is not a read-
ing that Congress would have sanctioned.17

Thus, the first step in the Chevron analysis is to deter-
mine whether Congress has spoken to the precise issue in
question. If the court determines that the statute is silent
or ambiguous regarding that question, the next step is to
determine whether the agency’s construction is a permis-
sible on.

The GLB Act applies its privacy provisions to all
“financial institutions.” That term is defined by reference
to the Bank Holding Company Act (“BHCA”), as amend-
ed by the GLB Act,18 and cross-references the list of activi-
ties deemed to be “closely related” to banking (referred to

by banking lawyers as the “laundry list”), as set forth in
regulation Y of the Federal Reserve (the “Fed”).19 Because
the laundry list includes certain real estate settlement ser-
vices, tax preparation, and tax planning, the FTC essen-
tially took the position that attorneys engaged in perform-
ing these services must be deemed to be financial
institutions.

To the court, however, this interpretation “seems to
ignore the plain language of the statute’s regulatory
scheme.”20 The starting point of the analysis is whether an
attorney should be deemed to be an “institution” in the
first place. The second question is whether the practice of
law is properly considered a financial activity under the
GLB Act, simply because it may include one or more of
these activities.

a. Are You an “Institution”?

Since the term “institution” is not defined in the
statute, the court looked to its common dictionary mean-
ing—namely, an “established organization or corpora-
tion.” In this context, the court noted that more than half
of all attorneys are solo practitioners or in firms of five or
fewer lawyers.21 The court concluded that, even applying
the broadest possible construction of the term “institu-
tion,” it would be a “distortion” to conclude that such
individual practitioners were intended to be covered—
even though many of them no doubt perform services
such as a real estate settlement, tax preparation and tax
planning. Thus, whether or not they engage in these or
other financial activities, the court made clear that at least
these attorneys cannot be considered “institutions” whom
Congress intended to be covered under the GLB Act defi-
nition.

b. Is the Practice of Law a “Financial” Activity?

As part of its statutory responsibility under the
BHCA, the Fed over the years has determined various
activities to be “closely related to banking.” The signifi-
cance of this determination is that a bank holding compa-
ny—defined as any company that owns or controls one or
more banks—may engage in such activities. As noted,
among the activities that have been determined by the
Fed to be “closely related,” and added to the laundry list
by formal rule-making, are “providing real estate settle-
ment services” and “providing tax-planning and tax-
preparation services to any person.”22 Nonetheless, the
court held that, viewed in context, the practice of law as
such could not be considered a financial activity, even if it
in part entailed these services.

Thus, with respect to real estate settlement services,
the context in which they came to be included in the Fed’s
laundry list was in conjunction with the broader authority
of bank holding companies to make real estate loans, and
to perform services incidental to such lending, such as real
estate settlement, escrow, and document preparation.
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Likewise, tax planning and preparation were found by the
Fed to be “closely related” to banking because these ser-
vices are performed by banks and bank trust departments
in connection with activities such as financial counseling
and estate management.

Furthermore, the court pointed out that the practice of
law by banks or bank holding companies is specifically
prohibited. In this context, the court noted that, in its orig-
inal rulemaking adding tax planning to the laundry list,
the Fed had explicitly considered the concern that tax
planning could stray into the unauthorized practice of
law.23 The Fed accordingly stipulated that the activity
must be carried out in accordance with local law, and
would be prohibited in any jurisdiction which treated that
activity as the practice of law.24

The Fed’s explicit distinction between the practice of
law on the one hand, and the conduct of certain quasi-
legal activities by a bank holding company on the other,
strengthens the inference that Congress’ reference to the
Fed’s laundry list in defining financial activities was never
intended to catch attorneys in the tuna net. Rather, that
reference was intended to pick up, under the definition of
“financial institution,” any “institution” providing those
or similar services, in order to achieve the congressional
objective of protecting the privacy of customers and the
confidentiality of their nonpublic personal information in
dealings with financial institutions—particularly the behe-
moths envisioned in the GLB Act’s authorization of affilia-
tions among different types of financial service providers.

That this concern is not present with respect to attor-
neys is evident in the purpose and structure of the GLB
Act, which was intended to provide a “prudential frame-
work” for the future affiliation of banks, securities dealers,
insurance companies and other financial businesses. As
the court aptly noted, existing ethical rules in every state
already preserve the confidentiality of client information.
For example, as noted by the NYSBA, and acknowledged
by the court, New York court rules require attorneys to
prominently display a client’s “bill of rights” in their
offices which, among other things, explicitly notifies
clients of their right to privacy, and to have their secrets
and confidences preserved, in their dealings with their
attorney.25

Furthermore, as discussed above, the GLB Act was
enacted to further affiliations among financial institutions.
By contrast, state ethics and disciplinary rules likely
would prohibit attorneys from affiliating with financial
institutions, due to prohibitions on entering into partner-
ships with non-lawyers or sharing fees with them.26 In
sum, as noted by the ABA in its memorandum to the
court, “there are no circumstances in which the GLB Act
affords greater protection than the rules to which lawyers
are already subject.”27

3. Did Congress Intend to Interfere with State
Regulation of Attorneys Through “Subtle”
Language?

Since the GLB Act does not explicitly overturn the
existing structure of state regulation of the practice of
law—indeed, as noted it does not refer to the practice of
law at all—the court next considered whether Congress
plausibly would have attempted to interfere with the
states’ historic role in regulating attorneys through the use
of “subtle language” (i.e., by including attorneys implicit-
ly, rather than explicitly, in the definition of “financial
institution”). Based upon its analysis of a line of Supreme
Court cases dealing with agencies’ attempts to regulate a
significant matter based upon “subtle” statutory authority,
the court concluded that it would not.

Thus, in one case statutory language permitting the
Federal Communications Commission to “modify” certain
tariff filing requirements did not justify its action in mak-
ing such filings optional for certain carriers. The Court
held that it was “highly unlikely” that Congress would
have left the determination of whether an industry would
be rate-regulated in the hands of an agency, through such
a subtle device as permission to modify certain filing
requirements.28 Similarly, the Court overturned an
attempt by the Food and Drug Administration to regulate
tobacco products, since it had historically not done so and
had no express congressional authorization to do so.29

The court concluded that these precedents stand for
the proposition that Congress “does not alter the funda-
mental details of a regulatory scheme in vague terms or
ancillary provisions—it does not, one might say, hide ele-
phants in mouseholes.”30 Thus, in the absence of a clear
indication to that effect, it is “unlikely” that Congress
intended the GLB Act to apply to attorneys, since it has
never sought to regulate the ethical conduct of attorneys,
which historically has been committed to the states. With
this holding the court effectively finessed the Tenth
Amendment argument initially advanced by NYSBA—
i.e., whether Congress would be infringing upon the his-
toric function of states in regulating the practice of law—
by noting that the issue is not whether Congress can, in
any circumstances, regulate the practice of law, but only
whether it attempted to do so here. In the absence of a
clear indication of Congressional intent to infringe on
state authority, therefore, there is no need to reach the
Tenth Amendment issue.31

The court also rejected the FTC’s argument that
Congress has subjected the conduct of attorneys to regula-
tion in other areas. For example, attorneys are subject to
the Fair Debt Collection Practices Act, the civil rights acts,
and the anti-racketeering RICO statute, among others. In
each of these cases, however, as the court pointed out, the
statute in question uses the term “persons” to describe the
scope of its coverage. Their scope is manifestly intended
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to be broader than the GLB Act, which by its terms
applies only to “financial institutions.” And, the court
noted, none of those statutes purports to regulate general-
ly the ethical conduct of attorneys.32

On the other side of the coin, the court pointed to the
Citizens Protection Act (“CPA”) as an indication of con-
gressional intent to defer to the states with respect to the
regulation of attorney ethics. The CPA stemmed from an
attempt by the Justice Department to exempt its attorneys
from the “no contact” rule applicable in every state—i.e.,
the disciplinary rule prohibiting an attorney from contact-
ing directly a person known to be represented by counsel.
In a memorandum to Department staff, former Attorney
General Thornburgh had taken the position that state ethi-
cal rules did not apply to federal attorneys, if they con-
flicted with attorneys’ federal responsibilities. In response,
Congress enacted the CPA, also known as the McDade
amendment, which expressly applies state attorney con-
duct rules to all federal attorneys.33 In the court’s view,
this legislation “reflects the respect Congress has for the
right of the states to regulate the ethical conduct of
lawyers who practice law in their jurisdiction.”34

4. Is the FTC’s Interpretation Entitled to Deference
Under Chevron?

The court’s analysis under the APA assumed, arguen-
do, that the FTC’s interpretation was entitled to deference
under Chevron. In general, of course, the interpretation of
a regulatory statute by the agency charged with its
enforcement is normally entitled to considerable defer-
ence. However, in United States v. Mead Corporation, the
Supreme Court recently clarified that the appropriate
degree of deference depends upon the circumstances.35 In
particular, the Mead case distinguished an informal agency
action, such as an opinion letter, from a formal agency
action, such as a rule-making or adjudication. In deter-
mining the appropriate degree of deference for an infor-
mal action, the Court held that a reviewing court should
look to

the degree of the agency’s care, its consis-
tency, formality, and relative expertness,
and . . . the persuasiveness of the agen-
cy’s position . . . the weight [to be accord-
ed to the agency’s judgment] will depend
upon the thoroughness evident in [the
agency’s] consideration, the validity of its
reasoning . . . and all those factors which
give it power to persuade . . .36

Thus, interpretations contained in an opinion letter,
such as the Beales Letter, are entitled to some respect, but
only to the extent that they have the power to persuade.

Applying this analysis, the court found the FTC’s
position to fall well short of the standard for Chevron def-
erence. First, it was made “without any degree of deliber-
ation, thoughtful consideration or comments from the

public.” Second, the Beales Letter, while acknowledging
the concern expressed by attorneys about the possible
application of the rule to them, “fails to provide any
logic” to support its interpretation. It thus lacks the
“power to persuade” called for under Mead. The court
noted that the FTC did not get around to explaining the
rationale behind the interpretation until its motion to dis-
miss. “Such post hoc rationalizations are inadequate under
Chevron and cannot serve as a substitute for an agency’s
reasoned decision-making.”37

5. Was the FTC’s Interpretation Arbitrary and
Capricious Under Chevron?

In an “arbitrary and capricious” review, the court’s
analysis focuses on whether the agency (i) has relied on
factors that Congress did not intend it to consider; (ii)
entirely failed to consider an important aspect of the prob-
lem; (iii) offered an explanation that is contrary to the evi-
dence before it; or (iv) offered an explanation that is so
implausible that it could not be ascribed to differing views
or the product of agency expertise.38

Given the circumstances of the FTC’s decision mak-
ing, the court had no trouble concluding that the interpre-
tation was arbitrary and capricious agency action under
Chevron. Having nothing before it to shed light on the
interpretation, other than the Beales Letter, the court said
that it “could not even speculate” as to the basis for the
decision: “The FTC has failed to articulate any explana-
tion, let alone a satisfactory one, for its interpretation
(emphasis in original). Missing, therefore, was any indica-
tion of a rational connection between the facts and the
choice made, or that the agency took the requisite hard
look at the issues presented.”39

6. Should the FTC Have Granted a De Minimis
Exemption?

Finally, the court considered whether, assuming
arguendo that the agency’s interpretation was not arbitrary
and capricious, it should at least have granted a de minimis
exemption to attorneys engaged in the practice of law. In
addition to any other exemptions they are empowered to
grant, agencies have inherent authority to provide exemp-
tions “when the burdens of regulation yield a gain of triv-
ial or no value . . . this principle derives from the com-
monplace notion that ‘law does not concern itself with
trifling matters.’”40 The FTC did not contest that it had
this authority; nor could it, given that it had previously
granted an exemption to institutions of higher learning.

The court held that the request for an exemption for
attorneys fairly could be characterized as a request for a de
minimis exemption, given the rationale that attorneys are
already subject to state ethics rules. Given that subjecting
attorneys to the rule demonstrably results in a “gain of
trivial or no value,” the FTC should have taken the result-
ing burdens into account. Its failure to do so was the more
compelling, in that it had made exactly this type of analy-
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sis in exempting institutions of higher learning, which are
already subject to stringent privacy requirements under
law.

Conclusion
The GLB Act was the product of many years of nego-

tiation among financial institutions, the agencies that reg-
ulate them, Congress and the Executive branch, all aimed
at streamlining the financial system and enabling Ameri-
can financial companies to compete with their foreign
competitors. The Act’s purpose is “to enhance competition
in the financial services industry by providing a pruden-
tial framework for the affiliation of banks, securities firms,
insurance companies and other financial services
providers.”41 Lawyers manifestly do not “compete” with
financial conglomerates; nor are financial firms permitted
to practice law.

In this context, the FTC’s interpretation that attorneys
are “financial institutions” under the GLB Act privacy
rules is a classic example of the mischief that can result
when an administrative body interprets its mandate as the
mechanistic application of a rule, rather than the exercise
of judgment and common sense to achieve a legislative
objective. Although the presumption under Chevron
strongly favors agency interpretations, FTC I makes clear
that agency discretion is not unbridled; the exercise of that
discretion must have a rational basis, in order to comport
with basic notions of due process and fundamental fair-
ness. In the author’s view, the decision is well-reasoned
and likely to be upheld, if the FTC goes forward with its
appeal.

So at least for now, it is safe for all of us happy dol-
phins to go back in the water. But keep your eye peeled
for those lurking tuna nets.
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Are You a Dolphin? Or a Financial Institution?
By David L. Glass

It is the policy of the Congress that each
financial institution has an affirmative
and continuing obligation to respect the
privacy of its customers and to protect
the security and confidentiality of those
customers’ nonpublic personal informa-
tion.1

[Lawyers are like] happy dolphins
swimming along in the ocean and get-
ting caught in a tuna net.2

For only the second time in its 125-year history, the
New York State Bar Association (NYSBA) has filed a
lawsuit on behalf of its members.3 In late September
2002, the Government filed a motion to dismiss
NYSBA’s Complaint. And the American Bar Association
(ABA), which has been working behind the scenes on a
legislative fix, has now taken up the litigation cudgel as
well.4

At issue in both actions is the refusal of the Federal
Trade Commission (FTC) to acknowledge the seemingly
obvious: that an attorney engaged in the practice of law
is not a “financial institution” under the financial
reform legislation enacted in 1999, known as the
Gramm-Leach-Bliley Act (“GLB Act”).5 Among other
things, the GLB Act requires all “financial institutions”
to take certain measures to protect the privacy of con-
sumers with whom they deal. No one—not the
Congress, not the consumer advocates, not the lawyers
who assisted in drafting the legislation, and apparently
not the FTC itself6—ever intended or contemplated that
lawyers would be caught in this particular tuna net. But
the FTC has elected to cast its net wide and far, and
many of the one million practitioners in the United
States are going to be not-so-happy dolphins.

At a minimum, the FTC’s interpretation imposes a
substantial paperwork burden on the profession. The
GLB Act mandates that all financial institutions dealing
with consumers provide a notice to their customers,
upon establishing the relationship and annually there-
after. It is doubtful that most individual practitioners or
smaller firms have the systems capability to readily
identify all of the clients to which the requirement
applies.7 This burden falls especially heavily on legal
aid lawyers and others representing poor clients, who
typically have large caseloads and limited resources.8
And it is unclear how the law applies to someone who
is a client for a one-time transaction, such as a real
estate closing.

But the potential consequences are far more trou-
blesome than additional paperwork. As noted in
NYSBA’s Complaint, applying the GLB Act to lawyers
raises the specter that the privacy requirements
imposed by the Act could be deemed to preempt the
more stringent confidentiality and privilege rules to
which the profession is subject under state law.9 And
the notices are sure to alarm clients, who may well per-
ceive them as a reduction in the confidentiality they take
for granted in their relationships with their attorneys.10

This assumes that a client bothers to read the notice
in the first instance. Shortly after the enactment of the
GLB Act, the author participated in a panel discussion
on the privacy provisions with a representative of the
American Civil Liberties Union (ACLU). While arguing
for still more stringent privacy legislation, the ACLU
representative complained that the required notices
were already so lengthy and confusing that consumers
“couldn’t be bothered” to read them.11 Of course, a
notice identifying one’s attorney as a “financial institu-
tion” is just what is needed to clear up the confusion
(and help fill up the recycling bin).

As stated by NYSBA in its Complaint, the FTC’s
interpretation “. . . is the paradigm of a regulatory pro-
nouncement that is arbitrary, capricious, contrary to
law, and an offense to common sense.”12 Viewed in a
broader context, it is the reductio ad absurdum of the
“one size fits all” model of regulation, as so persuasive-
ly described by attorney Philip Howard in his best-sell-
er “The Death of Common Sense,”13 whereby those
charged with administering the law see themselves as
constrained from the exercise of judgment and common
sense, and are reduced to the wooden application of the
literal language of a rule. Indeed, it seems clear that the
FTC itself—or at least its staff—sees its role in exactly
this way. 

Thus, an FTC staff attorney has been quoted as
acknowledging that “[n]o one realized at the time that
[the GLB Act] might apply to lawyers. . . . We agree that
it doesn’t make sense.”14 But the same staff attorney—
even while conceding that lawyers are covered by state
disciplinary rules that are far more protective of clients’
confidential information than is the GLB Act—also said
that “all folks who are technically covered by the [FTC]
rules need to comply.”15 Thus, having determined that
attorneys are “technically covered,” the FTC relieves
itself of the need to exercise judgment, discretion or
common sense. 
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The remainder of this article discusses the back-
ground of the FTC’s action, reviews NYSBA’s complaint
and its prospects for success, and considers the
prospects for reconsideration by the FTC or new legisla-
tion as a way out of the morass.

The FTC Rule
The FTC promulgated its rule pursuant to the man-

date of the GLB Act, which assigned the responsibility
to write privacy rules to seven federal agencies and,
with respect to insurance companies that are historical-
ly regulated by the states, some 50 state agencies. The
FTC’s authority is residual; it essentially covers all enti-
ties that meet the definition of “financial institution,”
but are not under the jurisdiction of the SEC or one of
the federal banking or state insurance regulators. As
required by the GLB Act, the FTC published its pro-
posed privacy regulations for comment in 2000.16 The
proposed rule made no reference to lawyers as such,
but stated that it applied to entities engaged in “any
activity that the [Federal Reserve] Board has deter-
mined to be a financial activity.” The FTC received
some 640 comments on the proposed rule from mem-
bers of the public, not one of them regarding its possi-
ble applicability to lawyers.17

In accordance with the mandate of Congress, as
promulgated the FTC’s regulations require every
“financial institution” to provide its customers, at the
outset of the relationship and on an annual basis there-
after, with a notice setting forth the institution’s policy
regarding whether and under what circumstances it
will share the customer’s nonpublic information in its
possession with others, and giving the customer an
opportunity to “opt out” of such sharing.18 For this pur-
pose, the FTC rule states that “financial institutions . . .
include, but are not limited to . . . credit counselors and
other financial advisors, tax preparation firms . . . and
investment advisors that are not required to register
with the Securities and Exchange Commission.”19

Among the examples given of financial activities to
which the law would apply were “real estate settlement
services; providing financial or investment advisory
activities including tax planning, tax preparation, and
instruction on individual financial management.”20

These are all activities that lawyers may engage in from
time to time. Arguably, therefore, the FTC definition is
broad enough to include lawyers, at least to the extent
that they provide financial advice to individual
clients—for example, in connection with tax or estate
planning, real estate transactions, or trust fund manage-
ment.21 Nonetheless, the bar did not recognize the dan-
ger until the spring of 2001, with the rule due to take
effect on July 2 of that year. 

The Bar’s Response
On June 22, 2001, NYSBA filed a letter with the

FTC, calling upon the agency to declare for the record
that attorneys were exempt from the GLB Act privacy
provisions.22 The following week the ABA also filed a
letter with the FTC, requesting an extension of time to
comply. On July 10, 2001, the ABA sent a letter to the
chairman of the FTC, formally requesting an
exemption.23 While noting that “common sense” dictat-
ed otherwise, the ABA letter conceded that a lawyer or
law firm “significantly engaged” in one or more of the
covered financial activities “potentially would be sub-
ject to the [GLB] Act’s privacy requirements.”24 There-
after representatives of the bar associations met with
FTC staff.25 The FTC participants initially appeared to
be receptive to the concept of exempting attorneys, but
indicated that they did not yet “fully understand” the
scope of the agency’s authority to issue exemptions.26

On August 22, 2001, the ABA again wrote to the FTC,
enclosing a memorandum discussing state regulation of
the legal profession, in response to questions raised by
FTC staff.27

Nonetheless, in a letter dated April 8, 2002 (the
“Beales Letter”), the FTC declined to grant relief. While
stating that the FTC “recognized” the concerns raised
by applying the privacy rules to attorneys, it noted “sig-
nificant questions as to the legal authority of the [FTC]
to grant the exemption you request.” The letter went on
to assert that the FTC’s authority to grant exemptions
was limited to section 502 of the GLB Act, which pro-
hibits disclosure by a financial institution of a con-
sumer’s nonpublic personal information to third parties
unless the consumer has been given a chance to “opt
out” of such disclosure. Therefore, in the FTC’s view,
the GLB Act did not confer authority to grant exemp-
tions from the Act’s other provisions, such as the annu-
al notice requirement.28

The NYSBA Complaint
Just three weeks after the Beales Letter, NYSBA

responded by filing its Complaint. The Complaint
sought relief on essentially two grounds: first, that the
FTC’s failure to grant an exemption was arbitrary,
capricious and contrary to the law and the Congress’
intent; and second, to the extent that the law was read
to apply to attorneys, it would violate the Tenth
Amendment of the Constitution, since it “infringes on
an area of lawmaking and regulation historically com-
mitted and reserved solely to the States—the regulation
of the confidential nature of the relationship between
clients and practicing lawyers subject to State licen-
sure.”29
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The Tenth Amendment issue received comparative-
ly short shrift in the Complaint, although it was devel-
oped in much greater depth in NYSBA’s Memorandum
opposing the Government’s motion to dismiss, filed on
September 16, 2002 (discussed below). The crux of the
Complaint lies in the area of administrative law—name-
ly, whether the agency’s action—or, in this case, inac-
tion—was arbitrary, capricious or not in accordance
with law.30 Under the Supreme Court’s Chevron stan-
dard, the court is instructed to first determine whether
“the intent of Congress is clear [as to] “the precise ques-
tion at issue.”31 If so, “that is the end of the matter . . .
[but] if the statute is silent or ambiguous with respect to
the specific issue, the question for the court is whether
the agency’s answer is based on a permissible construc-
tion of the statute . . . if the administrator’s reading . . .
defines a term in a way that is reasonable in light of the
legislature’s revealed design, we give the administra-
tor’s judgment controlling weight.”32

Thus, the Chevron standard requires the court to
give “controlling weight” to the FTC’s judgment only if
1) the intent of Congress is not clear, 2) the construction
of the statute adopted by the FTC is a permissible one,
and 3) “a term [i.e., “financial institution”] is defined in
a way that is reasonable in light of the legislature’s
revealed design.” In the NYSBA case, there appear to be
grounds for optimism on all three points.

Is the Intent of Congress Clear?
While the statute is silent on its face as to whether

lawyers are included, the legislative intent of Congress
seems quite clear that they were not intended to be
included. The GLB Act was crafted over a period of
years, by the House Financial Services Committee (for-
merly the Banking Committee), the House Energy &
Commerce Committee, and their Senate counterparts.
Numerous trade groups, representing banks, securities
dealers, insurance underwriters and agents, and other
financial services providers, participated actively in its
drafting, along with a variety of consumer advocates.
The stated objective of the GLB Act was to repeal or
overhaul those provisions of the Glass-Steagall Act and
the Bank Holding Company Act that prohibited the
affiliation of banks with securities firms and insurance
companies, and more generally to modernize the struc-
ture for the delivery of financial services.33 The privacy
issue played no part in the early deliberations. Indeed,
a precursor to the GLB Act passed the House in 1998
without any privacy provision at all. 

The privacy title first appeared in early 1999, dur-
ing the final deliberations that led to the bill that ulti-
mately was enacted.34 It was included primarily to
secure the support of consumer advocates for the legis-

lation, which was perceived in some quarters as not
being in the interests of consumers. Under these cir-
cumstances, there is no indication whatever that
Congress ever intended to cover lawyers under the GLB
Act’s privacy title. To the contrary, there is every indica-
tion that such coverage was not intended.35 As the
Complaint notes, had Congress intended the GLB Act
to cover lawyers, as a matter of normal practice—not to
mention procedural fairness—it would have been
referred to the House and Senate Judiciary Committees,
which have jurisdiction over legislation that impacts on
the practice of law. In fact, however, it was never
referred to either of these committees.36

Is the FTC’s Construction a Permissible One?

The second inquiry under Chevron is whether the
agency’s construction of the enabling statute is a per-
missible one. Given the unique structure of the GLB Act
privacy provisions, it appears that the FTC’s interpreta-
tion fails this test.

A key aspect of the GLB privacy provisions is that
they explicitly preserve the authority of the states to
adopt privacy laws that afford greater protection to
consumers. Indeed, several states have actively consid-
ered legislation along these lines. Consistent with this
objective, the GLB Act preserves state law that is “not
inconsistent,” and expressly provides that a state law
affording greater protection to consumers than the GLB
Act is “not inconsistent” and, therefore, is not preempt-
ed.37 As the Complaint argues, the federal law, if con-
strued to apply to lawyers, could effectively preempt
the far greater protections afforded under state regula-
tion of the practice of law. For example, the GLB Act
specifically allows financial institutions to share non-
public personal information with third parties, unless
the consumer expressly “opts out” of such sharing. But
attorneys clearly would be violating well-settled princi-
ples of privilege and confidentiality if they were to
share client information without the client’s consent.38

Thus, the FTC’s construction is directly contrary to
the structure and intent of the GLB Act. Clearly, state
disciplinary rules would prohibit an attorney from sell-
ing her client list, containing personal information, to
third-party marketers. But in principle, at least, an
attorney could argue that the FTC regulations authorize
her to do exactly that, as long as she has given the client
an opportunity to “opt out.” 

Is the FTC’s Definition Reasonable?

The FTC has adopted a definition of “financial insti-
tution” that it construes to include attorneys. As such,
the definition is unreasonable, because it flies in the face
of the “legislature’s revealed design.” As argued by
NYSBA in its Complaint,39 and again in its brief oppos-
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ing the government’s motion to dismiss,40 there is noth-
ing in the language or the legislative history of the GLB
Act to suggest that Congress intended to include
lawyers in the definition of “financial institution.” To
the contrary, there is every indication to the contrary.

As discussed above, the GLB Act was the product
of many years of negotiation among financial institu-
tions, the agencies that regulate them, the Congress and
the executive branch, all aimed at streamlining the
financial system and enabling American financial com-
panies to compete with their foreign competitors. Thus,
the legislative history states the Act’s purpose to be “to
enhance competition in the financial services industry
by providing a prudential framework for the affiliation
of banks, securities firms, insurance companies and
other financial services providers.”41 Lawyers manifest-
ly do not “compete” with financial conglomerates; nor
are financial firms permitted to practice law. 

As noted, the privacy title was the caboose that was
added to the train as it was about to leave the station—
primarily to address the concern of consumer groups
and elected officials that customer privacy be preserved
in the brave new world of financial conglomerates. To
adopt a definition that does not distinguish the practice
of law from the services offered by these conglomerates
manifestly does violence to the intent of Congress.
Indeed, as NYSBA notes in its brief, the regulators of
financial conglomerates supervise their activities to
make certain that, in offering services such as tax plan-
ning, they do not inadvertently lap over into the unau-
thorized practice of law.42

The Tenth Amendment Argument
It is axiomatic that courts will avoid reaching a con-

stitutional issue if the case presents narrower grounds
for decision. Nonetheless, NYSBA sets forth a persua-
sive case to overturn the FTC’s reading of the GLB Act
on Tenth Amendment grounds.

The Tenth Amendment reserves to the states all
powers not expressly granted to the federal govern-
ment. When a federal statute appears to intrude into an
area traditionally reserved to state regulation, therefore,
Congress is presumed not to have intended “to precipi-
tate a constitutional confrontation” unless its intent to
do so is clear.43 In Gregory v. Ashcroft, a group of Mis-
souri state judges argued that the federal Age Discrimi-
nation in Employment Act (ADEA), which protects
“employees” from age discrimination, preempted the
Missouri state constitution, which mandated retirement
for judges at age 70. ADEA specifically exempts
“appointees on the policymaking level” from its protec-
tions.44 The respondents in Gregory argued that appoint-

ed state judges fall within this exemption because, inter
alia, state courts have supervisory power over the state
bar.

In upholding Missouri’s right to establish mandato-
ry retirement age for appointed judges, the Supreme
Court said that Congress’ power to impose its will on
the states is one that “ . . . we must assume Congress
does not exercise lightly.” Accordingly, there must be a
clear and unmistakable intent by Congress, in a “plain
statement,” to override state sovereignty before it will
be inferred that that is the result. Applying this “plain
statement” rule, the Court held that because the ADEA
did not have clear, unambiguous language that
appointed state judges were intended to be covered, it
is presumed that they are not covered.45

Thus, it is not sufficient to infer, as the FTC did, that
lawyers were intended to be included in the GLB Act
privacy protections simply because they were not
expressly excluded (applying, or misapplying, the
hoary maxim of statutory construction that expressio
unius est exclusio alterius). Given that regulation of
lawyers, as officers of the court, is a long-standing state
prerogative, the inclusion of lawyers is not to be
inferred unless it is clearly stated.

FTC Administrative Precedent
The FTC is on record as asserting that it lacks the

jurisdiction to reverse its interpretation, absent a formal
rule-making or a legislative fix. Not the least ironic
aspect of the situation is that an agency that sometimes
has been aggressive, if not high-handed, in upsetting
settled expectations in the past is suddenly so deferen-
tial regarding its own jurisdiction. Just two years ago,
for example, in an informal staff opinion, the FTC
abruptly reversed what the lending industry had long
thought was its settled interpretation under the Fair
Credit Reporting Act (FCRA). FCRA generally requires
certain protections in connection with a “consumer
report.” The agency’s long-standing interpretation was
that a consumer report obtained in connection with a
business, rather than personal, transaction—for exam-
ple, a report on a sole proprietor in connection with a
transaction for his business—was not covered by the
protections of FCRA. 

This interpretation, which appears in the agency’s
own FCRA regulations,46 was abruptly overturned by
an “informal” staff interpretation—which did not even
bother to reference the apparently contrary language in
the regulation, even as it baldly asserted that it was
consistent with that regulation. The opinion stated that
it was an informal staff opinion, and as such was “not
binding” on the FTC.47 While technically correct as a
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matter of administrative law, this statement is more
than a bit disingenuous; it cannot be reasonably sup-
posed that such an opinion would be issued by a staff
attorney without at least implicit approval from the
agency, or that the agency would disregard it once it
has been issued. Certainly the lending and leasing
industry took it quite seriously; the letter generated a
firestorm of protest, leading to the intercession of the
general counsel of all four federal banking agencies in
asking the FTC staff to reconsider. In response, a subse-
quent staff letter beat a hasty retreat from the worst
aspects of the initial, ill-considered, position.48

The FTC’s Commentary on FCRA, included as an
appendix to its regulation, states that “Staff will contin-
ue to respond to requests for informal staff interpreta-
tions” [emphasis supplied], but goes on to provide a
separate procedure for seeking “formal Commission
interpretations of the FCRA . . .”49 The FTC does not
appear to make a similar distinction in the case of the
GLB Act regulations, and it is not clear whether the
agency regards the Beales Letter, which was signed by
the Director of its Bureau of Consumer Protection, as a
formal or informal interpretation. The NYSBA Com-
plaint asserts that it is a final agency action, which as a
matter of administrative law would be a prerequisite to
suing the agency.

In any event, if it were so inclined, the FTC could
reverse its interpretation and end the controversy with-
out the need for legislation or a court determination.
There is no need for a new rule-making, because it is
not the FTC’s rule that is at issue. The rule itself, as
noted, makes no mention of attorneys; it is the FTC’s
interpretation of the rule that has created the problem.
And the agency has the clear authority under the GLB
Act to create exemptions; it has already exempted col-
leges and universities that comply with the Federal
Educational Rights and Privacy Act.50

Corrective Legislation
Finally, the problem could be corrected by legisla-

tion amending the GLB Act to expressly exempt
lawyers from the definition of “financial institution.” As
this article went to press, Reps. Judy Biggert (R-Illinois)
and Carolyn Maloney (D-New York) were introducing
legislation to this effect.51 The American Bar Associa-
tion’s legislative office previously had indicated that it
has the support of members from both parties for “nar-
rowly crafted legislation to exempt lawyers” from the
GLB Act privacy provisions,52 and has established a
working group to seek a legislative fix.53

Whether the legislation makes any headway is
something else again, however. Congressman John

LaFalce (D-New York), ranking member of the House
Financial Services Committee, told the author in June
that he regarded the FTC’s interpretation as clearly vio-
lating the intent of the Congress, and intended to sup-
port a legislative fix. But Rep. LaFalce since has decided
not to seek reelection. And with the public mood not
favorable to professions such as law and accounting in
the wake of Enron and other scandals, there is no great
incentive for Congress to move this issue at this time.
As one attorney active in the legislative effort noted, the
response she got from members of Congress was, “Why
would we tell the world we were trying to exempt
lawyers from a privacy statute?”54

In the end, the attempt at a legislative fix may
prove counterproductive. In the absence of a favorable
court decision on the NYSBA (or ABA) action, the FTC
can continue to take the position that it need not act to
reconsider its position on the application of the GLB Act
to lawyers, since legislation is pending. Indeed, that is
precisely the position the agency has taken in comment-
ing on the Biggert-Maloney initiative.55

Conclusion
The FTC’s refusal to exempt attorneys from the

GLB Act privacy rules is a classic example of the law of
unanticipated consequences—as well as the mischief
that can result when an administrative body interprets
its mandate as the mechanistic application of a rule,
rather than the exercise of judgment and common sense
to achieve a legislative objective. If it is not reversed, its
consequences will range from added cost and adminis-
trative burden, to potential disruption of the ethical
governance of legal practice at the state level. 

In New York State Bar Ass’n v. Reno, NYSBA’s only
prior venture into court, it succeeded in enjoining
enforcement of a provision in the “Granny’s Lawyer
Goes to Jail” Act, which sought to impose criminal
penalties on lawyers and others who counsel individu-
als to dispose of assets in order to qualify for Medicaid
benefits.56 The court agreed with NYSBA that the provi-
sion was patently unconstitutional; and besides, the Jus-
tice Department had made clear that it had no intention
of enforcing it anyway.

In this case, by comparison, NYSBA is seeking not
to enjoin, but to compel, a federal agency to issue a rul-
ing in an area where it has declared it has no jurisdic-
tion to act. The NYSBA’s and ABA’s efforts to judicially
compel the agency to reverse its course present novel
questions of administrative law. Under normal circum-
stances, an interpretation by an agency of a statute
entrusted to its jurisdiction carries every presumption
of validity, and will not be overturned unless arbitrary
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and capricious, which is a heavy burden for the com-
plainant to meet. In this case, however, the particular
structure of the underlying legislation—which specifi-
cally empowers the agency to make exemptions in
accordance with the legislative intent, and in effect not
to preempt state laws that afford greater protection to
consumers—offers some hope of a favorable decision. 

While courts normally are loath to reach constitu-
tional issues if they can be avoided, the Tenth Amend-
ment issue here may be the ace in the hole. The FTC
determined that lawyers were included in the rule sim-
ply because they were not expressly excluded and,
arguably, some of their activities appear to fit the defini-
tion of financial institution. But as the NYSBA memo
persuasively argues, under Gregory v. Ashcroft that is
not sufficient—rather, given the historical and long-set-
tled state regulation of the practice of law, the intent of
Congress to cover attorneys would have to be explicit
before it can be assumed that they are covered.

Absent a sudden reversal by the FTC—which, as
noted, the FTC could do if it were so inclined—attor-
neys whose practice falls into one of the covered areas
are best advised, as a matter of prudence, to comply
with the FTC rule’s notice requirements, at least pend-
ing the outcome of the NYSBA suit or a legislative fix.
The good news is that it appears that attorneys who
attempt to comply in good faith, by furnishing at least a
minimal notice to their covered clients, will not be sub-
ject to enforcement action. And at the least, we attor-
neys can take some comfort from thinking of ourselves
as happy dolphins for a change, rather than those other
“dorsal finned denizens of the deep”57 with which we
are more often compared.
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SEC Expands and Reorganizes Form 8-K,
Providing for Significant Additional Disclosures and
Shorter Filing Deadlines
By Erica H. Steinberger and R. Scott Shean

Introduction
On March 16, 2004, the SEC adopted “landmark”

rules that expand the number and types of events that
public companies will be required to disclose in current
reports on Form 8-K and require them to do so faster.1
The 10 additional disclosure items, only two of which
were previously reportable in periodic filings, and two
expanded disclosure items, carry out the disclosure
goals of Section 409 of the Sarbanes-Oxley Act of 2002
for “rapid and current” disclosure by public companies
of material information to investors regarding changes
in companies’ financial condition or operations. 

Filings on Form 8-K, which has been reorganized
into topical categories utilizing a new numbering sys-
tem, will generally be required to be made within four
business days after the occurrence of a reportable event.
This replaces the previous five business day and 15 cal-
endar day deadlines. However, companies furnishing
reports under new Item 7.01 (Regulation FD disclosure)
or filing reports under Item 8.01 (Other Events) solely
to satisfy Regulation FD obligations must do so in
accordance with Regulation FD deadlines. Companies
are provided a limited safe harbor from liability under
Exchange Act Section 10(b) and Rule 10b-5 for failure to
timely file certain Form 8-K reports. Compliance with
the new rules is required as of August 23, 2004.

Expanded Disclosure
The new rules add eight new disclosure items to

Form 8-K:

• entry into or amendment of a material definitive
agreement not made in the ordinary course of
business;

• termination of a material definitive agreement not
made in the ordinary course of business;

• creation of a material, direct financial obligation
or an obligation under an off-balance sheet
arrangement, whether or not the company is a
party to the agreement;

• occurrence of any event that accelerates or
increases a material direct financial obligation or
a material obligation under an off-balance sheet
arrangement, whether or not a company is a
party to the transaction under which the trigger-
ing event occurs;

• exit or disposal activities to which the company is
committed under which material charges will be
incurred under GAAP;

• determination that the company is required to
record a material impairment charge under
GAAP;

• receipt of notice of delisting or failure to satisfy a
continued listing rule or standard or transfer of
listing from a national securities exchange or
inter-dealer quotation system; and

• determination that investors should no longer
rely on previously issued financial statements or
a related audit report or completed interim
review.

Part of two items previously reportable in periodic
reports are transferred to Form 8-K:

• unregistered sales of equity securities by the com-
pany aggregating at least 1 percent of the out-
standing class (5 percent for small business
issuers); and

• material modifications to the rights of holders of
the company’s registered securities.

In addition, two existing Form 8-K disclosure items
are expanded to require disclosure of:

• any departure of directors or principal officers,
election of directors other than by shareholder
vote and appointment of principal officers; and

“[T]he SEC adopted ‘landmark’ rules
that expand the number and types of
events that public companies will be
required to disclose in current reports
on Form 8-K and require them to do so
faster.”
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• any amendment to its articles or bylaws if the
company did not propose the amendment in a
previously filed proxy statement, and any change
in fiscal year other than by shareholder vote or
article or bylaw amendment.

Forms 10-Q and 10-K have been amended as neces-
sary to conform to changes in Form 8-K and to provide
that disclosure is required on such forms of any event
during the period covered by the form that was
required to be, but was not, disclosed on Form 8-K.

Annex A sets out the revised Form 8-K items and
discusses the additional and amended disclosure items
in greater detail in the new order and under the new
item numbers established by the rules. 

Filing and Furnishing of Exhibits 
Copies of agreements, amendments or other

required documents must be filed or furnished as
exhibits to the Form 8-K only if an item specifically so
requires, and certain agreements and other documents
may be filed at a later date or with the company’s next
periodic report. This will not, however, affect any other
requirement to file such documents, including as
exhibits to registration statements or pursuant to Item
601 of Regulation S-K. 

Limited Safe Harbor
The rules create a limited safe harbor from public

and private claims under Exchange Act Section 10(b)
and Rule 10b-5 for failure to timely file a report on
Form 8-K with respect to seven new disclosure items
that the SEC understands may require company man-
agement to quickly assess the materiality of the event in
order to determine whether a disclosure obligation has
been triggered: entry into a material definitive agree-
ment (Item 1.01), termination of a material definitive
agreement (Item 1.02), creation of a direct financial obli-
gation or an obligation under an off-balance sheet
arrangement (Item 2.03), triggering events that acceler-
ate or increase a direct financial obligation under an off-
balance sheet arrangement (Item 2.04), costs associated
with exit or disposal activities (Item 2.05), material
impairments (Item 2.06), and company determinations
of non-reliance on previously issued financial state-
ments (Item 4.02(a)).

The safe harbor applies only to a failure to timely
file a report on Form 8-K, and not to any material mis-
statements or omissions in a Form 8-K. It states that no
failure to file a Form 8-K report that is required solely
pursuant to the provisions of Form 8-K shall be deemed

to be a violation of Section 10(b) or Rule 10b-5. The safe
harbor will not apply to, or impact, any other disclosure
obligation a company may have and extends only until
the due date of the company’s next periodic report, so
that failure to make disclosure in such periodic report
will subject the company to potential liability under
Section 10(b) and Rule 10b-5, as well as under Section
13(a) or 15(d).

Relief Under Form S-2, Form S-3 and Rule 144
Eligibility Requirements

Failure to timely file a Form 8-K will continue to
result in a loss of Form S-2 or S-3 eligibility for the 12
months following the required filing date, except for
failures to report any of the seven items for which the
safe harbor is provided. Nevertheless, a company must
be current in its Form 8-K filings with respect to those
items at the actual time it files a Form S-2 or S-3 regis-
tration statement.

Rule 144 has been amended to clarify that a compa-
ny need not file all required Form 8-K reports during
the 12 months preceding a sale of securities to satisfy
the “current public information” requirement of the
rule, although this does not affect the requirement that
the selling security holder represent that it does not
have inside information.

Impact of the New Form 8-K Requirements
The SEC intends for these new rules to assist

investors in making accurate investment decisions by
granting them more information on a more timely basis.
However, the rules, including the new timing require-
ments, will require both inside and outside counsel to
be vigilant in their examination of whether transactions
and events trigger a filing requirement and to carefully
coordinate, on a regular basis, with management and
inside and external accountants. 

In addition, the expanded and accelerated reporting
requirements will require companies to assess and in
many cases modify their disclosure controls and proce-
dures. For example, companies should evaluate
whether their existing procedures, which may include
review by a disclosure committee, are sufficiently flexi-
ble to permit the materiality determinations required by
the new rules on a timely basis. A company’s ability to
comply with the new Form 8-K reporting requirements
will also impact the attestation report on management’s
assessment of internal control over financial reporting
by the company’s independent auditors under Regula-
tion S-K, Item 308, and the CEO and CFO certifications
required as exhibits to Forms 10-K and 10-Q. 
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The New, Expanded and Reorganized
Form 8-K

As noted above, the amendments reorganize Form
8-K into eight topical categories—Business and Opera-
tions, Financial Information, Securities and Trading
Markets, Matters Related to Accountants and Financial
Statements, Corporate Governance and Management,
Regulation FD, Other Events and Financial Statements
and Exhibits—each of which is discussed below, with
emphasis on new or expanded requirements. 

Section 1—Registrant’s Business and Operations

Item 1.01—Entry into a Material 

Definitive Agreement

This new disclosure item requires disclosure of the
entry into, or material amendment of, a material defini-
tive agreement not made in the ordinary course of busi-
ness, utilizing the same standard with respect to the
types of agreements requiring disclosure as Item
601(b)(10) of Regulation S-K. Disclosure of non-binding
agreements, including letters of intent, is not required.2

The date on which the agreement was entered into
or amended, the identity of the parties, a brief descrip-
tion of any material relationship between the company
or its affiliates and any of the parties and a brief
description of the material terms and conditions of the
agreement or amendment are required to be disclosed.
The agreement or amendment is not required to be filed
as an exhibit to the Form 8-K, although the Commission
urges companies to do so if feasible, in particular when
confidential treatment is not being requested. Instead, a
company may continue to file the material agreement
with its next periodic report.

Note that if the filing of the Form 8-K for a business
combination agreement constitutes the first “public
announcement” for purposes of Rule 165 under the
Securities Act and Rule 13e-4(c), Rule 14d-2(b) or 14a-12
under the Exchange Act, the filer will be able to satisfy
its obligations under those rules by checking a box on
the new Form 8-K cover page to so indicate (so long as
all the information required by those rules is included).

Item 1.02—Termination of a Material Definitive
Agreement 

This new disclosure item requires disclosure of the
termination of a material definitive agreement (using
the same definition as Item 1.01) not made in the ordi-

nary course of business that terminates for any reason
other than as a result of expiration of the agreement or
completion of obligations. The disclosure must include
the date of termination, the identity of the parties, a
brief description of any material relationship between
the company or its affiliates and any of the parties, a
brief description of the material terms and conditions of
the agreement, a brief description of the material cir-
cumstances surrounding the termination and any mate-
rial early termination penalties incurred by the compa-
ny. Instructions to the item now state that no disclosure
is required during negotiations or discussions regarding
termination, but only upon termination, and that no
disclosure is required, unless a notice of termination has
been received in accordance with the agreement, if the
company in good faith believes the agreement has not
been terminated.

Item 1.03—Bankruptcy or Receivership 

This item retains the basic substance of previous
Item 3.

Section 2—Financial Information

Item 2.01—Completion of Acquisition or Disposition
of Assets 

This item retains most of the substantive require-
ments of previous Item 2, including its threshold signif-
icant asset test. The item has been amended, however,
to eliminate disclosure regarding the nature of the busi-
ness in which acquired assets were used and whether
the company intends to continue such use, as well as
disclosure of the source of funds for the acquisition,
except where a material relationship exists between the
company and the funding source.

Item 2.02—Results of Operations and Financial
Condition 

This item retains all the substantive requirements of
previous Item 12 regarding companies’ public
announcements or releases of material non-public infor-
mation with respect to their results of operations or
financial condition for any completed fiscal quarter or
year.

Item 2.03—Creation of a Direct Financial Obligation
or an Obligation Under an Off-Balance Sheet
Arrangement of a Registrant 

If a company becomes obligated under a material,
direct financial obligation,3 this new item requires dis-
closure of the following information:
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• the date on which the company becomes obligat-
ed;

• a brief description of the transaction or agree-
ment;

• the amount of the obligation, including the terms
of payment; and

• a brief description of other material terms. 

If the company becomes directly or contingently
liable for a material obligation arising out of an off-bal-
ance sheet arrangement (regardless of whether the com-
pany is also a party to the transaction or agreement cre-
ating the contingent obligation), the company must
provide the following information:

• the date on which the company becomes liable;

• a brief description of the transaction or agreement
creating the arrangement and obligation; 

• a brief description of the nature and amount of
the obligation, including the terms under which it
may become a direct obligation or be accelerated
or increased and the nature of any recourse provi-
sion enabling recovery from third parties;

• the maximum potential future payments (undis-
counted and without reduction for any amount
that may be recoverable under recourse or collat-
eralization provisions in any guarantee agree-
ment or arrangement); and

• a brief description of other material terms.

Item 2.04—Triggering Events That Accelerate or
Increase a Direct Financial Obligation or an
Obligation Under an Off-Balance Sheet
Arrangement

This new item requires disclosure of the occurrence
of any event that accelerates or increases a material
direct financial obligation or a material obligation under
an off-balance sheet arrangement, or causes a contin-
gent obligation of a company under an off-balance
sheet arrangement to become a material direct financial
obligation, of the company, whether or not the compa-
ny is a party to the transaction under which the trigger-
ing event occurs. A company will be required to dis-
close the following information:

• the date of the triggering event, a description of
the agreement or arrangement under which the
obligation was created and is increased or accel-
erated (or a brief description of the off-balance
sheet arrangement);

• a brief description of the triggering event;

• the amount of the obligation; and

• any other material obligations of the company
that may arise, increase, be accelerated or become
a direct financial obligation as a result thereof.4

No disclosure is required until a triggering event
has occurred in accordance with the terms of the rele-
vant agreement or arrangement, including notice if
required and the satisfaction of all conditions except the
passing of time. As with Item 1.02, unless the company
has received notice, no disclosure is required if the com-
pany has a good faith belief that no triggering event has
occurred.

Item 2.05—Costs Associated With Exit or Disposal
Activities

Disclosure is necessary under this new item if the
board of directors or a board committee (or an autho-
rized officer(s) if board action is not required) commits
the company to an exit or disposal plan or disposes of a
long-lived asset or terminates employees under a plan
described in paragraph 8 of FASB Statement of Finan-
cial Accounting Standards No. 146, Accounting for
Costs Associated with Exit or Disposal Activities (SFAS
No. 146), under which the company will incur material
charges under GAAP. The company must provide the
date of the commitment to the action, a description of
the plan, an estimate (total or range) of each major type
of cost, and the total amount to be incurred in connec-
tion with the action as well as an estimate of charges
that will result in future cash expenditures. If a good
faith estimate of the amount of the charges cannot be
made at the time of filing the Form 8-K, an amendment
must be filed within four business days after the com-
pany formulates an estimate.

Item 2.06—Material Impairments

When a company’s board of directors or a board
committee (or an authorized officer(s) if board action is
not required) concludes that a material charge for
impairment to one or more of its assets, including an
impairment of securities or goodwill, is required under
GAAP, this new item mandates disclosure of the date of
such conclusion, a description of the impaired asset and
the facts and circumstances leading to such conclusion,
and the company’s estimate of the amount (or range of
amounts) of the impairment charge that will result in
future cash expenditures. As with Item 2.05, an amend-
ment to the Form 8-K must be filed within four busi-
ness days after the company formulates such estimate if
a good faith estimate cannot be made at the time of the
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original Form 8-K filing. No Form 8-K disclosure is
required, however, if such conclusion is made in con-
nection with the preparation, review or audit of finan-
cial statements to be included in the company’s next
periodic report and such report is timely filed and dis-
closes such conclusion. 

Section 3—Securities and Trading Markets

Item 3.01—Notice of Delisting or Failure to Satisfy
a Continued Listing Rule or Standard; Transfer of
Listing

Paragraph (a) of this new item requires disclosure
of any notice from a national securities exchange or
association maintaining the principal listing for any
class of the company’s common equity that the compa-
ny or such class of security does not satisfy a rule or
standard for continued listing, the exchange has sub-
mitted an application to the SEC under Rule 12d-2 to
delist such class, or the association has taken all neces-
sary steps under its rules to delist the security from its
automated inter-dealer quotation system. The date of
such notice, the rule or standard implicated and any
action or response that the company has determined to
take, as of the date of filing, must be disclosed, but the
notice need not be filed as an exhibit. Paragraph (b) of
Item 3.01 requires the same disclosure with respect to
any notice by the company to such exchange or associa-
tion that the company is aware of any material non-
compliance with a rule or standard for continued list-
ing. 

Disclosure is also required if such exchange or asso-
ciation issues a public reprimand letter or similar com-
munication in lieu of suspension or delisting, or if the
company takes definitive action to cause delisting of a
class of common equity on such exchange or associa-
tion, including to transfer such listing to another
exchange or association. Delistings by reason of certain
events, including redemption or call for redemption of
the entire classes in accordance with the terms of the
security, the conversion by merger of the class into cash
or another security and the payment at maturity or
retirement of the entire class, are exempt. 

Item 3.02—Unregistered Sales of Equity Securities

Disclosure of information regarding an issuer’s
unregistered issuances (through sale or upon conver-
sions or similar transactions) of equity securities, previ-
ously required in Item 2(c) of Form 10-Q and Item 5(a)
of Form 10-K, will now be required in new Item 3.02 if
the number of securities sold since the most recent of
the company’s last Form 8-K filed under Item 3.02 or
last periodic report aggregate at least 1 percent of the
outstanding securities of that class (5 percent for a small

business issuer). The disclosure obligation arises when
the company enters into an enforceable agreement
(whether or not subject to conditions) under which the
securities are to be sold or, if no such agreement, within
four business days after the closing or settlement of the
transaction. Any issuances not reported on Form 8-K
will continue to be required to be reported in periodic
reports.

Item 3.03—Material Modifications to Rights of
Security Holders

This item will require the same substantive disclo-
sure with respect to material modifications to the rights
of holders of any class of a company’s registered securi-
ties as previously required by Items 2(a) and (b) of
Form 10-Q. No duplicative disclosure of such modifica-
tion is required in any periodic reports filed subsequent
to the Item 3.03 Form 8-K.

Section 4—Matters Related to Accountants and
Financial Statements

Item 4.01—Changes in Registrant’s Certifying
Accountant

This item is essentially the same as previous Item 4
requiring disclosure of the resignation, dismissal or
engagement of an independent accountant.

Item 4.02—Non-Reliance on Previously Issued
Financial Statements or a Related Audit Report or
Completed Interim Review

If the company concludes that any previously
issued annual or interim financial statements no longer
should be relied upon because of an error in such state-
ments as addressed in Accounting Principles Board
Opinion No. 20 (APB Opinion No. 20), paragraph (a) of
this new item requires disclosure of the date of such
conclusion, the financial statements and year(s) covered
that should no longer be relied upon, a brief description
of the facts underlying the conclusion, to the extent
known to the company at the time of filing (the adopt-
ing release notes that the Form 8-K may be amended
voluntarily to reflect any changes to the facts underly-
ing the conclusion after such filing), and a statement as
to whether the subject matter giving rise to such conclu-
sion had been discussed with the company’s indepen-
dent accountant. 

Likewise, similar disclosure is required under Item
4.02(b) if the company is advised by its independent
accountant that disclosure should be made or other
action taken to prevent future reliance on a previously
issued audit report or completed interim review related
to previously issued financial statements. In this situa-
tion, the company must provide the independent
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accountant with a copy of the disclosures being made
under Item 4.02(b) no later than the day the Form 8-K is
filed with the SEC and request that the independent
accountant furnish the company with a letter,
addressed to the SEC, stating whether the accountant
agrees with the company’s disclosures and indicating
where it does not agree. The Form 8-K must then be
amended to include the letter as an exhibit within two
business days of receipt.

Section 5—Corporate Governance and
Management

Item 5.01—Changes in Control of Registrant 

Previous Item 1 of Form 8-K has been streamlined
but remains substantially the same.

Item 5.02—Departure of Directors or Principal
Officers; Election of Directors, Appointment
of Principal Officers

Existing disclosure requirements under previous
Item 6 have been significantly expanded. In the case of
the departure of a director due to a disagreement with
the company, known to an executive officer of the com-
pany, on any matter relating to the company’s opera-
tions, policies or practices, or removal for cause, Item
5.02(a) requires disclosure describing the date of resig-
nation, refusal to stand for re-election or removal, any
committee positions held by the director at such time,
and a brief description of the circumstances of the dis-
agreement surrounding the departure, including copies
of all written correspondence from the director concern-
ing the circumstances surrounding his or her resigna-
tion, refusal or removal. Item 6 previously required dis-
closure only if a director departed as a result of a
disagreement and provided a letter describing the dis-
agreement and requested that the company make pub-
lic disclosure of the matter. The company must provide
the director with a copy of the disclosure being made in
response to Item 5.02(a) no later than the day the Form
8-K is filed with the Commission and provide the direc-
tor with the opportunity to furnish a letter to the com-
pany stating whether he or she agrees with the compa-
ny’s disclosures and describing the respects in which he
or she does not agree. If the company receives a letter
from the director, the Form 8-K must be amended to
include the letter as an exhibit within two business days
of its receipt. 

Item 5.02(b) requires disclosure of the retirement,
resignation or termination of the company’s principal
executive officer, president, principal financial officer,
principal accounting officer, principal operating officer
or any person performing similar functions, and any
director’s resignation, refusal to stand for re-election, or

removal other than in circumstances requiring disclo-
sure under paragraph (a). 

Item 5.02(c) requires disclosure of appointments of
newly appointed officers (those listed in (b)), including
the material terms of any employment agreement and
certain information regarding the background of the
officer and his or her relationship with the company as
required by Items 401(b), (d), (e) and Item 404(a) of
Regulation S-K.

Item 5.02(d) requires disclosure of the election of
any new director other than by vote of security holders
at a meeting called for such purpose, including a
description of any arrangement or understanding
between the director and any other persons, naming
them, pursuant to which he or she was selected, any
committee to which the new director has been or is
expected to be appointed, and information concerning
certain related transactions between the new director
and the company as required by Item 404 of Regulation
S-K. 

Filings with respect to the election of an officer may
be delayed until the day on which the company first
makes public announcement of such election other than
by means of a Form 8-K filing to enable the company to
make a smooth transition of authority. To the extent
information is not known about employment contracts
of officers or board committees or related party transac-
tions with respect to new directors, an amendment to
the Item 5.02 Form 8-K containing the required infor-
mation must be made within four business days after it
is determined or becomes available.

Item 5.03—Amendments to Articles of Incorporation
or Bylaws; Change in Fiscal Year

Companies with a class of equity securities regis-
tered under Exchange Act Section 12 must disclose
under this new item any amendment to their articles of
incorporation or bylaws, if not proposed in a previously
filed proxy or information statement, and any change in
fiscal year other than by a vote of security holders or an
amendment to the articles or bylaws. If an amendment
to the articles or bylaws is reported on Form 8-K, only
the text of the amendment need be filed as an exhibit,
but the company’s restated articles or bylaws must be
filed as an exhibit to its next periodic report.

Item 5.04—Temporary Suspension of Trading Under
Registrant’s Employee Benefit Plans

The new rules revise previous Item 11 to clarify that
a Form 8-K must be filed with respect to this item no
later than the fourth business day after the company
receives the required notice of a suspension of trading
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under a company’s employee benefit plan under ERISA
or, if no notice is received, on the same date that the
company transmits a timely notice to an affected officer
or director under Regulation BTR.

Item 5.05—Amendments to the Registrant’s Code of
Ethics, or Waiver of a Provision of the Code of Ethics

This item was previous Item 10, effective March 30,
2003.

Section 6 of the Form has been reserved for future
use, and Section 7—Regulation FD, Item 7.01 Regulation
FD Disclosure, Section 8—Other Events, Item 8.01 Other
Events, and Section 9—Financial Statements and Exhibits,
Item 9.01 Financial Statements and Exhibits, are previous
Items 9, 5 and 7, respectively.

Endnotes
1. Final Rule: Additional Form 8-K Disclosure Requirements and

Acceleration of Filing Deadline; Release Nos. 33-8400; 34-49424;
File No. S7-22-02 (March 16, 2004), as amended by: Additional
Form 8-K Disclosure Requirements and Acceleration of Filing
Date; Correction; Release Nos. 33-8400A; 34-49424A; File No. S7-
22-02 (August 4, 2004).

2. Footnote 39 of the adopting release notes that a non-binding let-
ter of intent that also contains binding but nonmaterial provi-
sions, such as a confidentiality or no-shop agreement, need not
be filed because the binding provisions are not material.

3. “Direct financial obligation” means a long-term debt obligation,
a capital lease obligation, an operating lease obligation (as
defined in Item 303(a)(5)(ii)(A)(B) and (C), respectively, of Regu-
lation S-K) or a short-term debt obligation arising other than in
the ordinary course of business, provided that obligations that
are securities (or terms of securities) sold or to be sold pursuant
to an effective registration statement need not be reported on

Form 8-K if the sale prospectus contains the infor-
mation required by Item 2.03 and is filed within
the required period under Securities Act Rule 424.
“Off-balance sheet arrangement” is as defined in
Item 303(a)(4)(ii) of Regulation S-K.

4. For purposes of Item 2.04, the meaning of
“direct financial obligation” in Item 2.03 is
expanded to include any obligation arising out
of an off-balance sheet arrangement accrued as
a probable loss contingency under FASB State-
ment of Financial Accounting Standards No. 5,
Accounting for Contingencies (SFAS No. 5).

Erica H. Steinberger, a partner in
the New York office of Latham &
Watkins, has considerable experience
in hostile tender offers, tender offer
defense, proxy fights and negotiated
mergers, acquisitions and divestitures,
as well as in public and private offer-
ings of debt and equity securities and
exchange offers, and also advises pub-
lic and private clients on corporate,
securities and governance issues,
including compliance with the Sar-
banes-Oxley Act of 2002 and related
regulations. 

R. Scott Shean is a partner in the
Orange County office of Latham &
Watkins, and his practice focuses on
mergers and acquisitions, corporate
finance and general corporate and secu-
rities matters.

Reprinted with permission.
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Fried, Frank, Harris, Shriver & Jacobson LLP

Internal Revenue Service Clarifies Treatment of Golden
Parachute Rules in Bankruptcy

On July 19, 2004, the Internal Revenue Service
issued Revenue Ruling 2004-87, providing guidance on
the application of the golden parachute rules of Section
280G of the Internal Revenue Code to companies that
have filed voluntary petitions for relief under the
Bankruptcy Code.

Background
Section 280G of the Code denies a corporation a

deduction for “excess parachute payments,” and Sec-
tion 4999 of the Code imposes a nondeductible 20%
excise tax on these payments. “Excess parachute pay-
ments” consist, in summary, of payments to specified
individuals1 that are contingent upon a change in own-
ership or control of a corporation, or a change in a sub-
stantial portion of the corporation’s assets, and that
exceed a statutorily determined base amount (essential-
ly, the average of five years of W-2 compensation). Sec-
tions 280G and 4999 were enacted to discourage sub-
stantial golden parachute payments to these individuals
in connection with changes in corporate control. It was
believed that, in some situations, the existence of gold-
en parachute arrangements could encourage executives
and other key personnel to favor a proposed takeover
that was not in the best interests of the corporation’s
shareholders. The IRS promulgated final regulations
interpreting Section 280G in August, 2003.

Revenue Ruling 2004-87
In Revenue Ruling 2004-87, the IRS applied Section

280G to four hypothetical situations arising under the
Bankruptcy Code.

• Situation 1: After negotiation with a court-
appointed creditors’ committee,2 shares of a pub-
lic company are distributed pursuant to a Chap-
ter 11 plan approved by the Bankruptcy Court,
with 75% of the shares being distributed to the
creditors. No single creditor receives 20% or more
of the company’s common stock, and the pre-
organization board of directors endorses the com-
pany’s new board of directors.

Under the final regulations promulgated under Sec-
tion 280G, a change in control of a corporation occurs
when any person, or more than one person acting as a
group, possesses more than 50% of the total fair market
value or voting power of the stock of the corporation.

In addition, a change in control of a corporation is pre-
sumed to occur when one person, or more than one
person acting as a group, acquires stock with 20% or
more of the voting power of the corporation.

In Revenue Ruling 2004-87, the IRS holds that, in
the bankruptcy context, a change in control under Sec-
tion 280G will not be deemed to have occurred under
the facts given in Situation 1 and therefore any excess
parachute payments that are triggered as a result of
these facts would not be denied a deduction and would
not be subject to the nondeductible 20% excise tax. The
rule treating persons as acting as a group would not
apply to creditors’ committees in the bankruptcy con-
text because (1) creditors would typically prefer to be
paid in cash rather than in stock and therefore the dis-
tribution of stock is often involuntary, and (2) the for-
mation of the committee and the distribution of stock
typically results from the financial resources of the cor-
poration rather than an intention on the part of the
creditors to take control of the corporation.

• Situation 2: This situation contains all of the facts
as Situation 1, except that a single creditor
receives 25% of the reorganized company’s com-
mon stock.

In Revenue Ruling 2004-87, the IRS held that a
change in control is presumed to occur, thereby making
any excess parachute payments triggered as a result of
the facts given in Situation 2 ineligible for a deduction
and subject to the nondeductible 20% excise tax,
because a single creditor received 20% or more of the
corporation’s voting stock. However, this presumption
could be rebutted by showing that the creditor will not
act to control the management and policies of the cor-
poration.

• Situation 3: An insolvent public company in
Chapter 11 proposes to sell more than one-third
of its assets to an acquirer pursuant to a motion
filed with, and an order to be entered by, the
Bankruptcy Court. The company has been delist-
ed, and its shares do not trade on an exchange or
any other market (including the pink sheets, the
over-the-counter market, the over-the-counter
bulletin board or the automated confirmation
transaction service). A motion is also filed by an
executive of the debtor that specifies and
describes certain payments that will be paid to
the executive as a result of the asset sale and asks
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the Bankruptcy Court to approve the payments as
actual, necessary costs and expenses of preserv-
ing the bankruptcy estate.

Under the final regulations promulgated under Sec-
tion 280G, a change in the ownership of a substantial
portion of a corporation’s assets is deemed to occur
when one person, or more than one person acting as a
group, acquires assets having a total gross fair market
value of one-third or more of the fair market value of
the assets of the corporation (determined without
regard to liabilities associated with the assets). Howev-
er, companies, the stock of which is not readily tradable
on an established securities market or otherwise, can
exempt payments from the effects of Section 280G and
4999 by obtaining shareholder approval of the pay-
ments. The final regulations promulgated under Section
280G describe these private company shareholder
approval requirements in detail (which include, among
other things, preparation of a detailed disclosure state-
ment and dissemination of the disclosure statement to
all shareholders).

Revenue Ruling 2004-87 drew two conclusions with
respect to the facts given in Situation 3. First, the IRS
held that, because its shares were not traded on any
exchange or any other market, the corporation is eligi-
ble to use the private company shareholder approval
exemption under Section 280G. Second, the IRS held
that the private company shareholder requirements
were met because the payments were approved by the
Bankruptcy Court upon a motion that specified and
described those payments. The rationale for the second
conclusion is that the pre-organization shareholders
(whose continuing interests in the corporation may be
difficult to determine or predict) may lack a material
interest in the corporation and therefore a motivation to
evaluate the payments appropriately. In this context,
the approval of the Bankruptcy Court serves as a factu-
al finding that the payments are actual, necessary costs
and expenses of preserving the bankruptcy estate,
thereby accomplishing the goal of Section 280G to pro-
tect the estate and the ultimate owners from unneces-
sary or excessive payments. Therefore, any excess
parachute payments that are triggered as a result of the
facts given in Situation 3 would not be denied a deduc-
tion and would not be subject to the nondeductible 20%
excise tax.

• Situation 4: This situation contains all of the facts
as Situation 3, except that the public company’s
stock is traded on an over-the-counter market
after being delisted.

Revenue Ruling 2004-87 held that the trading of the
stock of a corporation that is a debtor in bankruptcy on
an over-the-counter market (including, for example,

pink sheets, the over-the-counter bulletin board or auto-
mated confirmation transaction service) is impaired
and, therefore, that the stock is not “readily tradable”
under Section 280G. Accordingly, the private company
shareholder approval exemption would be available for
such a corporation such that any excess parachute pay-
ments that are triggered as a result of the facts given in
Situation 4 would not be denied a deduction and would
not be subject to the nondeductible 20% excise tax.

Effective Date
Revenue Ruling 2004-87 applies to any payment

that is contingent on a change in ownership or control
that occurred on or after July 19, 2004. An exception to
this effective date is provided for a bankruptcy debtor
with securities traded on an over-the-counter market.
Such a debtor’s securities are not considered “readily
tradable” for purposes of the private-company share-
holder approval exemption discussed above even if the
change in ownership or control occurred prior to July
19, 2004.

The IRS has asked interested parties to submit com-
ments as to whether and to what extent stock traded on
an over-the-counter market should be treated as other
than “readily tradable” under Section 280G outside of
the bankruptcy context. The IRS requested that com-
ments be submitted by October 18, 2004.

Authors:
Bankruptcy and Restructuring (New York)

Brad Eric Scheler
Vivek Melwani
Alan N. Resnick
Bonnie Steingart
Kalman Ochs

Executive Compensation and Employee Benefits
(New York)

Donald P. Carleen
Howard B. Adler
Jonathan F. Lewis

Endnotes
1. These specified individuals consist of employees and indepen-

dent contractors of a corporation who are officers, more-than-
1% shareholders or highly compensated individuals at any time
during the 12-month period prior to and ending on the date of
the change in control.

2. It does not appear that the status of a committee as court-
appointed is central to the analysis of the Revenue Ruling.

Reprinted by permission.
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New Overtime Regulations Became Effective
on August 20, 2004
By Laura B. Hoguet and Randi B. May

The United States Department of Labor recently
announced new regulations governing exemptions from
overtime pay requirements under the Fair Labor Stan-
dards Act (FLSA). Not paying overtime required by the
FLSA can have dire financial consequences, so employ-
ers will want to make sure that employees the DOL
considers entitled to overtime are correctly classified as
“nonexempts”—that is, as employees who are subject
to, and not exempt from, the FLSA’s minimum pay,
overtime and recordkeeping requirements.

The Department of Labor forecasts that some 8 mil-
lion employees who are not now receiving overtime
will have to be reclassified under the new regulations.
At first glance, this is puzzling because the regulations
are not very different in substance from the old regula-
tions that have been in place for over 50 years. The
major change that survived the rulemaking process
(DOL received over 80,000 comments on the regulations
in their draft form) is that the new regulations provide
updated examples of jobs to illustrate DOL’s position
on what is required to qualify for the “executive,”
“administrative” and “professional” exemptions under
the Act. If it is true that employers have classified more
new-economy jobs as “exempt” in recent years than
DOL thinks appropriate, then enforcement of the new
regulations could, indeed, lead to significant increases
in overtime pay. 

Some Fair Labor Standards Act Basics
The FLSA, enacted in 1938 as one of the center-

pieces of New Deal labor legislation, guaranteed work-
ers a minimum hourly wage plus time and half as over-
time for hours worked over 40 hours in any given work
week. The Act also requires employers to keep records
of the time worked by employees covered by the Act.

Reflecting a deep-seated but hard-to-articulate dif-
ference between the workers who were intended to be
protected under the Act and other employees who were
not, DOL’s regulations implementing the FLSA from the
outset divided all employees into two groups: “nonex-
empts,” that is workers who are guaranteed overtime
and the minimum wage and for whom time records
must be kept, and “exempts,” who are exempt from the
Act’s coverage. Traditionally, manual or “blue collar”
workers are nonexempt. Employees paid by the hour,
including “white collar” workers, are also nonexempt,

while employees who are paid on a “salary basis” or
“fee basis” and whose work is “executive, administra-
tive or professional” are exempt. Also included as
exempt under the statute are outside sales employees
and certain computer employees.

In the more than fifty years that have elapsed since
the FLSA was passed, the content of jobs in the work-
place has changed dramatically. In the old days bosses
dictated and typists typed, but in today’s workplace
boss and admin both use the computer. Is the admin
exempt? What about a paralegal, or someone who sits
at a computer help desk? How about the analyst num-
bers cruncher? For answers to these and other overtime
questions, it is prudent to consult the regulations rather
than a summary of them such as that provided in this
article, which is not intended to provide advice about
any particular situation.

Overview of the New Regulation
Under the new regulations, as under the old, manu-

al workers, and people paid on an hourly basis in gen-
eral, are nonexempt. The new regulations specifically
provide that police officers, firefighters, paramedics,
emergency room technicians, licensed practical nurses
and other so-called “first responders” are nonexempt.

Most FLSA classification problems concern office
employees who are paid on a salary basis. The new reg-
ulations set an annual salary threshold for “automatic”
exemption from the overtime requirements at $100,000
(which may include commissions and discretionary
bonuses). Employees who earn more than this amount
are ineligible for overtime no matter what their job
duties are. At the other end of the scale, employees who
earn less than $23,600 per year are, broadly speaking,
guaranteed overtime without regard to what their jobs
are.

Of course, the large majority of salaried, non-hourly
employees earn somewhere between $23,600 and
$100,000 per year. Except for a few categories of
employees who are automatically exempt regardless of
their duties (outside sales employees, teachers, practic-
ing lawyers and doctors, some computer employees),
the way to determine whether these employees in the
middle salary range are exempt or nonexempt is to
measure their job duties against the regulations’
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description of the requirements for the executive,
administrative and professional exemptions. Actual job
duties, not job titles, are key to this inquiry.

Employees who qualify for the executive exemption
are those whose “primary duty is management of the
enterprise . . . or a customarily recognized department
or subdivision thereof” and who “customarily and regu-
larly” direct the work of two or more other employees
and who have authority to hire, fire and promote, or
whose recommendations concerning hiring, firing and
promotion of other employees “are given particular
weight.” The regulations recognize that an employee
may have concurrent job functions and still qualify for
exemption as an “executive,” as, for example, an assis-
tant manager of a retail store who may help stock
shelves or clean, but whose primary duty is manage-
ment. On the other hand, an electrician is nonexempt
even if he directs the work of other employees at a job
site.

Employees who qualify for the administrative
exemption are those whose “primary duty is the perfor-
mance of office or non-manual work directly related to
the management or the general business operations of
the employer or the employer’s customers” and whose
“primary duty includes the exercise of discretion and
independent judgment with respect to matters of signif-
icance.” This rubric encompasses tax, finance, account-
ing, auditing, insurance, advertising and marketing (but
not selling) and a host of similar functions which, in
many companies, are thought of as staff rather than line
jobs. The “exercise of independent judgment” means
more than the use of skill, and does not include secre-
tarial or clerical work or data tabulation “or performing
other mechanical, repetitive, recurrent or routine work.”
As examples, the new regulations say that insurance
claims adjusters are probably exempt, as are financial
services employees who collect and analyze informa-
tion regarding customer income, assets and invest-
ments, and who advise customers about financial prod-
ucts. A project team leader will likely also qualify for
the administrative exemption. An administrative assis-
tant “to a business owner or senior executive of a large
business” may qualify if “such employee, without spe-
cific instructions or prescribed procedures, has been
delegated authority regarding matters of significance.”
HR managers are usually exempt—but HR clerks who
screen resumes are not.

Employees qualify for the professional exemption if
their primary duty is the performance of work “requir-

ing knowledge of an advanced type in a field of science
or learning customarily acquired by a prolonged course
of specialized intellectual instruction” or “requiring
invention, imagination, originality or talent in a recog-
nized field of artistic or creative endeavor.” The regula-
tions in this category explain that registered nurses are
exempt, practical nurses are not; dental hygienists are
exempt, as are physicians’ assistants; accountants are
exempt, but bookkeepers “who normally perform a
great deal of routine work” are not; chefs with an aca-
demic degree in culinary arts are exempt, but cooks
who perform routine work are not; paralegals are not
exempt even if they have been to paralegal school. In
the “creative” category we find that actors, musicians,
painters, and writers are usually exempt, as are journal-
ists (except those who merely rewrite press releases,
who are nonexempt).

The Consequences of FLSA Violations
The overtime regulations are a minefield for

employers because overtime claims are doubled as a
penalty and, under the case law, can’t be settled or com-
promised—all the employer can do is pay the full
amount when assessed plus interest and the employee’s
attorney fees. Some of the biggest overtime claim prob-
lems come from record-keeping violations—if an
employer has classified employees as exempt and there-
fore has not kept time records for them, subsequent
reclassifications triggered by a DOL audit can lead to
very high payments to employees because the employer
has no way to prove that the employees worked little or
no actual overtime.

Enforcement of the overtime rules depends, in large
part, on the budget and effectiveness of the Department
of Labor. Audits sometimes occur as a result of com-
plaints by employees who think they should be getting
overtime but are not. The lower end of the salaried
workforce, when business conditions have required
employees to work overtime, is a likely source of such
complaints.

Laura B. Hoguet is a founder of Hoguet Newman
& Regal, LLP and a trial lawyer with wide experience
in business, financial and employment matters.

Randi B. May is an associate at Hoguet Newman
& Regal, LLP.



The Value of Important Papers
By Robert D. Bring

This short article, in the opinion of the author, has
applicability both to the client and to the attorney, who,
so often, is guilty of the “shoemaker’s children without
shoes” syndrome.

Are you able to prove that you are an American
(whether born in this country or otherwise)? Or that
your son or daughter was born on American soil? Or
that he or she was vaccinated against smallpox in 1938?

Or, for that matter, are you able to prove that you
paid for liability or life insurance premiums this year or
were graduated from college in 1941 or served in the
armed forces during World War II?

“With time,” you say, “probably, of course I can.”

Then, if you said that, you are among the millions
of Americans who fail to keep track of vital records con-
cerning their affairs and daily lives.

For example, the time required to locate armed ser-
vice records may mean costly delay if you unexpectedly
need hospitalization at a VA hospital.

Another example is the location of a cemetery deed,
to be readily available when needed. The time to obtain
a copy of your birth certificate may mean an unneces-
sary delay in issuing your passport. The time to trace
insurance records—liability or otherwise—may mean a
long delay in the settlement of claims. Time is money in
the business of your own affairs as well as in the affairs
of your business. It is vital that you be certain now that
your family records and valuable papers will be avail-
able when you need them.

According to estate planners, family records can be
divided into those relating to personal affairs, banking,
insurance, real estate, personal property and bonds and
investments.

Your “personal affairs” files should include: your
marriage certificate, birth certificate, naturalization
papers, armed service records, a “family tree,” income
tax returns (and evidence of payments), receipts for
paid bills (and expense records), diplomas, licenses and
family health records (vaccinations, etc., with dates).

Your banking records are of the utmost importance.
Can you remember, without the help of records, the
name of every bank in which you have ever had an
account, and in whose names those accounts were
opened? Few of us can, after heading a family for so

many years, yet you or your spouse may need this
information some day . . . for income tax or credit
investigations or for a dozen other reasons.

Other important items under the heading of bank-
ing records are: canceled checks, bank statements, bank
books, 1099 forms and vouchers. These should be kept
at least six (6) years, in case you are called upon to
prove that you did, in fact, pay $10,000 for that missing
diamond bracelet . . . or that you did, in fact, pay that
old electric bill.

As far as insurance policies are concerned, merely
knowing where they are is not good enough. For
instance, do your records indicate the last time your life
insurance policies were reviewed? Was it before your
second child was born? If before, you may want to con-
tact your life insurance agent. You should also make
sure that his or her name and address are easy to find.

“Real estate” files should contain: your deed (or
lease), condominium (or cooperative) prospectus, copy
of mortgage, title insurance policy, certificate(s) of occu-
pancy and bills (with attached canceled checks) for
improvements made by you to your home. These docu-
ments are also needed for any secondary (vacation)
home.

“Personal property” files should contain: data on
your automobile(s) and, ideally, an inventory of house-
hold goods, jewelry, and other valuables, together with
dated photographs (or tapes) of each item. Distasteful
as it is to talk of disaster (“if anything should happen
. . .”), it is necessary that your spouse have enough
knowledge at his or her disposal to take over the “busi-
ness of the family.” If you are unconscious, your spouse
will have to provide the hospital admission clerk with
information about your hospitalization policy, “living
will,” health care proxy and power of attorney. If you
are out of town and discover that you have forgotten
your checkbook or credit cards, your spouse had better
know what they look like so that they may be sent to
you.
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“It is vital that you be certain now that
your family records and valuable papers
will be available when you need them.”



No matter what happens to your savings bonds,
investment bonds and securities, you are safe it you
have recorded their serial numbers. You are even safer
if those numbers are recorded in a few different places.
The location of all your bonds and securities, and the
name, address and telephone number of your stockbro-
ker should also be recorded.

You should not only make a will, but also discuss
its provisions with your spouse, as well as any trust
agreements which you may have executed. Finally, does
your will name guardians for your minor children if
they should lose both you and your spouse at the same
time? This is a harsh prospect for a parent to contem-
plate, but who is better qualified to determine who will
raise your children if you and your spouse are not for-

tunate enough to do so yourselves? Above all, do not
depend on word-of-mouth agreements. If the insurance
money comes with the children, even the most selfish
relatives may become “loving” overnight and make
attempts through the courts to be awarded custody.

Apply the same common-sense ideas to the “busi-
ness of your family” that you do in your business or
profession. Inventory the valuable papers that are your
“assets.” Know where they are. Be certain that some-
one—preferably more than one person—besides your-
self also knows their location, and has a key for any
locked cabinet or drawer. Finally, it is urged that you
plan for the future of your family—considering all the
possibilities, even the disagreeable ones.

Robert D. Bring is a sole practitioner in private
practice, as well as the past Co-Chair of the Real Prop-
erty Committee of the Rockland County Bar Associa-
tion, and he is a Director of the Trust and Estate Plan-
ning Council of Rockland County.
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“Apply the same common-sense ideas
to the ‘business of your family’ that you
do in your business or profession.”

Is someone on your case?Is someone on your case?

If you’re trying to balance work and family, the
New York State Bar Association’s Lawyer
Assistance Program can help.

We understand the competition, constant stress
and high expectations you face as a lawyer.
Dealing with these demands and other issues can
be overwhelming, which can lead to substance
abuse and depression.

NYSBA’s Lawyer Assistance Program offers free,
confidential support because sometimes the
most difficult trials lie outside the court. All LAP
services are confidential and protected under
Section 499 of the Judiciary Law.

NEW YORK STATE BAR
ASSOCIATION
Lawyer Assistance Program
1.800.255.0569  lap@nysba.org
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Circular 230: Changes for Tax Opinions
and Best Practices for Tax Advisors
By Alice Joseffer

The Treasury Department has recently proposed
changes in Circular 230 regarding regulations that gov-
ern practice before the Internal Revenue Service. These
proposed changes (1) prescribe best practices for all tax
advisors; (2) combine and modify standards applicable
to marketed and more likely than not tax shelter opin-
ions; (3) revise procedures for ensuring compliance
with standards of practice; and (4) provide for advisory
committees to the Office of Professional Responsibility.

One key proposed change modifies the definition of
“tax shelter” and, as a result, the standards applicable
to tax shelter opinions now apply to tax opinions not
previously subject to the regulations. A tax shelter could
be, for example, a municipal bond offering or a family
limited partnership. The new definition of tax shelter
would affect tax shelter opinions rendered after the date
the final regulations are published in the Federal Regis-
ter. However, in April 2004, the IRS announced that, in
final regulations, the definition of tax shelter opinion
for these purposes will not apply, if at all, to written
advice concerning municipal bonds rendered less than
120 days after the publication of final regulations. Also,
the “best practices” and procedures for ensuring com-
pliance with standards of practice apply to tax advisors
generally, and are not limited to the tax shelter context.

A summary of the proposed changes follows.

1. Best Practices to Be Observed by All Tax
Advisors

1. Communicate clearly with the client regarding
the terms of the engagement and the form and
scope of the advice or assistance to be rendered;

2. Establish the relevant facts, including evaluating
the reasonableness of any assumptions or repre-
sentations;

3. Relate applicable law, including potentially
applicable judicial doctrines, to the relevant
facts;

4. Arrive at a conclusion supported by the law and
facts;

5. Advise the client regarding the significance of
the conclusions reached;

6. Act fairly and with integrity in practice before
the Internal Revenue Service.

The best practices apply to oral as well as written
advice. Some of them seem to go beyond other profes-
sional ethical requirements. For example, the require-
ment to evaluate the reasonableness of any assumptions
or representations appears to impose additional obliga-
tions.

A marketed tax shelter opinion is a tax shelter opin-
ion that a practitioner knows or has reason to know will
be used by other(s) in promoting or recommending the
tax shelter to one or more taxpayers.

2. Requirements for Marketed Tax Shelter
Opinions and More Likely Than Not Tax
Shelter Opinions

Requirements for these tax shelter opinions include:
(1) identifying and considering all relevant facts and
not relying on unreasonable factual assumptions or rep-
resentations; (2) relating the applicable law to the rele-
vant facts and not relying on unreasonable legal
assumptions, representations, or conclusions; (3) reach-
ing a conclusion, supported by the facts and the law,
with respect to each and all material federal tax issues;
and (4) providing an overall conclusion as to the federal
tax treatment of the tax shelter item or items and the
reasons for that conclusion. If a practitioner cannot
reach a conclusion with respect to one or more material
federal tax issues or cannot reach an overall conclusion,
the opinion must state the issues and reasons for failing
to reach a conclusion. “Limited scope” opinions are
allowed only if the opinion is not marketed and certain
disclosures are made.

3. Required Disclosures
A practitioner must disclose any compensation

arrangement or any referral agreement with any person
(other than the client) with respect to promoting, mar-
keting, or recommending tax shelters. A marketed opin-
ion must disclose (1) that it may not be sufficient for a
taxpayer to use for the purpose of avoiding penalties;
and (2) that the taxpayers should seek advice from their
own tax advisors. A limited scope opinion must state
that additional issues may exist that could affect the
federal tax treatment of the tax shelter under discus-
sion. If an opinion fails to reach the confidence level of
at least more likely than not with respect to one or more
material federal tax issues, it must disclose that fact and
that it was not written, and cannot be used by the recip-
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ient for the purpose of avoiding penalties with respect
to such issues.

An objective of the proposed regulations is to
ensure a client is informed explicitly about what protec-
tion an opinion provides to the client.

Conclusion
Under the proposed rules, tax practitioners must

establish procedures for compliance with the best prac-
tices. Practitioners will need to determine whether or

not tax advice is a tax shelter opinion and, if it is,
ensure compliance with additional requirements. Devis-
ing adequate procedures will require creativity to meet
clients’ needs for timely responses while complying
with the regulations.

Alice Joseffer is a partner at Hodgson Russ LLP, in
Buffalo, concentrating in the area of tax law. Her areas
of expertise include tax planning and dispute resolu-
tion issues.
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