MCLE ARTICLE: ADDRESSING CONFLICTS OF
INTEREST IN A TRANSACTIONAL PRACTICE

NEIL ] WERTLIEB AND NANCY T. AVEDISSIAN

This article is the first in a series by the authors which will focus on ethical

issues of particular interest to transactional attorneys in California.

nlike litigators, those of us who are transactional lawyers work on friendly
Udeals where the parties have common goals and interests. In litigation (as well
as other practice areas, such as criminal law, bankruptcy, and family law), the battle
lines are obvious and there’s usually a clear winner and clear loser in the battle. No
such battle lines exist in business transactions and, after a successful closing, every-
one’s a winner. In fact, we sometimes celebrate a successful engagement with closing
dinners attended by people from both sides of the transaction. The notion of win-

ners and losers celebrating together after a verdict, conviction or divorce is absurd.
So, because our clients have goals and interests in common with their busi-

ness counterparts, there can be no ethical conflicts of interest that apply to trans-
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actional lawyers, right? The answer, of course, is a clear and resounding “NO!” S
CHOOL.

One need not look any further than a simple M&A transaction, where Buyer is

looking to buy a business and Seller is looking to sell that business. to see that

conflicts of interest abound in a transactional practice as well. Even though buyers

and sellers of businesses share the same fundamental goal—the transition of the business from Seller to Buyer—the interests of Buyer
(e.g., paying the lowest possible price, with strong representations and indemnification coverage) are often diametrically opposed to those
of Seller (e.g., selling at a premium with minimal representations and indemnity exposure).

For perhaps too many transactional attorneys, focusing on the details of what may constitute a conflict of interest in a particular sit-
uation (and what to do about it) becomes overshadowed, or even completely eclipsed, by the initial self-congratulation and excitement of
obtaining a new client representation. Further, in those first days of a new representation, an attorney may be pressured to move forward
with the transaction, engaging in discussions with the client and its counterparties, participating in negotiations, and drafting documents,
perhaps after applying only the proverbial “smell test” to evaluate whether any conflict of interest exists. However, taking an “T'll know it
when [ see it” approach to analyzing conflicts of interest, especially in the transactional arena, is inadequate. Under many circumstances,
recognizing possible conflicts may not be as intuitive as the attorney might expect.

It is not uncommon for transactional attorneys to represent clients with conflicting interests. But, under the ethical rules applicable
to all attorneys in California, such representations create a conflict of interest for the attorney representing such clients. Most conflicts can
be waived by the clients potentially affected, but only with their informed prior written consent. To meet an attorney’s ethical obligations
under California law, a careful review of the facts, an application of California-specific rules, and the possible request of an appropriate
waiver from one or more clients, are all necessary steps in addressing conflicts of interest. This article discusses how to identify, analyze,

and address conflicts of interest between clients, paying particular attention to issues commonly faced by transactional attorneys.

What constitutes a conflict of interest and what do | do about it?

A conflict of interest exists where the interests of an attorney’s clients actually or potentially conflict with each other, and the attor-
ney’s duty on behalf of one client requires the attorney to take (or omit to take) action which is or may be harmful to the interests of one
or more other clients of the attorney.' An unaddressed conflict may result in a situation where an attorney’s zealousness may be dimin-
ished, or his or her judgment may be impaired or duty of loyalty divided. Generally, failure to resolve or otherwise address a conflict of
interest in accordance with the rules regulating attorney conduct could result in disqualification of the attorney in one or both conflicted
matters, and may also result in malpractice liability, fee disallowance or disgorgement, sanctions, or (for willful breaches) discipline by the

State Bar of California.?
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The rules regulating attorney conduct in California are set
forth in the California Rules of Professional Conduct (“CRPC”),
which were promulgated by the State Bar of California and
approved by the California Supreme Court, and are binding on all
members of the State Bar of California.> The CRPC are disciplin-
ary rules, not statutory laws, but courts use the CRPC to deter-
mine whether attorneys or law firms should be disqualified from a
particular representation.

An attorney’s responsibilities with respect to conflicts of
interest are governed by rule 3-310 of the CRPC, the relevant sec-
tions of which are set forth below:

“(B)A member [of the State Bar of California] shall not accept
or continue representation of a client without providing writ-
ten disclosure to the client where:

(1)The member has a legal, business [or] professional ...
relationship with a party ... in the same matter; or

(2)The member knows or reasonably should know that:
(a) the member previously had a legal, business [or]
professional ... relationship with a party ... in the same
matter; and (b) the previous relationship would sub-
stantially affect the member’s representation; or

(3)The member has or had a legal, business [or] profes-
sional ... relationship with another person or entity the
member knows or reasonably should know would be
affected substantially by resolution of the matter ....”4

“(C)A member shall not, without the informed written consent
of each client:

(1)Accept representation of more than one client in a mat-
ter in which the interests of the clients potentially con-
flict; or

(2)Accept or continue representation of more than one
client in a matter in which the interests of the clients
actually conflict; or

(3)Represent a client in a matter and at the same time in
a separate matter accept as a client a person or entity
whose interest in the first matter is adverse to the client
in the first matter.”

“(E)A member shall not, without the informed written consent
of the client or former client, accept employment adverse to
the client or former client where, by reason of the representa-
tion of the client or former client, the member has obtained
confidential information material to the employment.”®
An obvious conflict of interest would exist in the simple

M&A transaction mentioned above if an attorney (or her firm)

were engaged to represent both Buyer and Seller in the transac-

8

tion. A conflict of interest would also exist if the attorney were
to represent just one of the parties in the acquisition, but the
counterparty is also a client in unrelated matters. Other potential
or actual conflicts of interest arise for the transactional attorney
when, for example, the attorney is engaged to form a business
entity on behalf of multiple parties or to negotiate and document
employment terms on behalf of both an executive and her corpo-
rate employer.”

It is important to note that the rules do not refer to or require
harm to a client for a conflict of interest to exist. A conflict of
interest may exist even when there is just a risk that the attorney’s

duties may be compromised.?

Who exactly is my client?

Because attorneys owe fiduciary duties to their clients, it is
essential to know who the client is—and is not—in any given mat-
ter. Occasionally for the transactional attorney, identifying the cli-
ent may prove difficult or sensitive. Generally, when representing
an organization or corporate entity, it is the organization that is
the client—and not the officers, directors, shareholders, or other
constituents associated with the organization. As a practice matter,
engagement letters should always specifically and correctly iden-
tify the client, even if the letters are addressed to the attention of
the officer with whom the attorney has a professional or personal
relationship.

Rule 3-600(A) of the CRPC provides that, in representing
an organization, an attorney “shall conform his or her representa-
tion to the concept that the client is the organization itself, acting
through [those of its authorized representatives that are] oversee-
ing the particular engagement.” Even though an authorized rep-
resentative may be empowered on behalf of the organization to
direct the attorney, absent other circumstances the authorized rep-
resentative is not a client. As an example, California courts have
held that a former director was not allowed to disqualify corpo-
rate counsel from being adverse to him, because he himself was
not the attorney’s client.® However, note well the “absent other
circumstances” qualification. In California, it is much easier than
most attorneys think for an implied attorney-client relationship
to arise.™

When representing an organization, there are certain cir-
cumstances where the attorney may have a duty to advise employ-
ees and other constituents of the organization that he or she is
not representing them. Such a duty is embodied in rule 3-600(D)

of the CRPC, which states: “In dealing with an organization’s

Continued on Page 26
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Continued from page 8 . . . Conflicts of Interest in a Transactional Practice

directors, officers, employees, members, shareholders, or other
constituents, a member shall explain the identity of the client for
whom the member acts, whenever it is or becomes apparent that
the organization’s interests are or may become adverse to those
of the constituent(s) with whom the member is dealing.” Rule
3-600(D) further provides: “The member shall not mislead such a
constituent into believing that the constituent may communicate
confidential information to the member in a way that will not be
used in the organization’s interest if that is or becomes adverse to
the constituent.”™ It is advisable that, when representing an orga-
nization, the attorney should communicate in writing to the key
constituents with whom he or she is working (e.g., the general
counsel or other members of management) that it is the organiza-
tion that is the client, and that such constituents are not clients of
the attorney. Moreover, the attorney should continue to monitor
his or her interaction with such constituents during the course of
the representation, as the obligation to explain the identity of the
client may arise at any time. An individual officer or other repre-
sentative of the organization may find the distinction unclear, and
could easily believe that he or she is also a client, especially where
such individual communicates with the attorney on a daily basis
and may have developed a professional or personal relationship
with the attorney. As a result, it may be necessary to explain and
repeat the admonition more than once.

The representation of affiliated entities in transactional mat-
ters creates additional issues in identifying the client and analyz-
ing conflicts. Such facts raise “corporate family” issues. Generally,
affiliated entities are distinct legal persons, and representing one
entity does not necessarily preclude an attorney from representing
another client in a matter adverse to an affiliate of that entity. How-
ever, facts and circumstances may (and often do) dictate otherwise.
The leading California decision in this area held that a client and
an affiliated entity (in this case, a subsidiary of the entity client)
should be treated as one client where the “unity of interests” test is
met.”? The court considered the following factors in determining
whether the unity of interests test had been met: (1) whether there
is a substantial relationship between the representation of the cur-
rent client and the proposed representation against its subsidiary;
(2) whether the client controls the legal affairs of its subsidiary;
and (3) whether the client and its subsidiary have integrated or
shared operations, management and personnel. If affiliated enti-
ties meet the unity of interest test, the attorney should consider

them to be one entity for purposes of analyzing conflicts of inter-
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est and maintaining confidential information, and the attorney
may be disqualified from representing a client with interests that

are adverse to the non-client affiliate of the entity client.

Representing the organization and its constituents

Even though an employee or other constituent of an orga-
nization client should not be considered to be a client, provided
the attorney makes this explicit, the CRPC nevertheless permit
the attorney for the organization to also represent any of its con-
stituents.” In such an situation, an attorney would have multiple
clients whose interests might potentially conflict. The attorney
must then determine whether a conflict of interest exists, whether
the conflict can be waived and, if so, obtain appropriate informed
consent to the conflict. It is important to note that in obtaining the
organization’s consent, the attorney must ensure that the consent
be given by an appropriate constituent other than the constituent
who is to be represented.'* For example, where an attorney is being
called upon to represent both a corporation and its chief financial
officer (whether in related or unrelated matters), an officer other
than the CFO (or, alternatively, the shareholders) should be the
one to provide the consent on behalf of the corporate client.

Relationships and representations with constituents may
cause conflicts of interest when an attorney seeks to simultane-
ously or subsequently represent the entity. For example, in the case
of a partnership and its individual partners, a California court
evaluated whether the totality of the circumstances, including the
parties’ conduct, implied an agreement not to accept other rep-
resentations adverse to an individual partner’s interest. Relevant
factors courts have considered include: (1) the type and size of the
partnership; (2) the nature and scope of the attorney’s represen-
tation; (3) the amount of contact between the attorney and the
individual partner; and (4) the attorney’s access to information

regarding the individual partner’s business."

Can the conflict be waived?

The existence of a conflict of interest does not necessarily
prevent an attorney from proceeding with a representation. The
CRPC and case law contemplate that, despite a conflict of inter-
est, an attorney may accept or continue a representation provided
certain prescribed disclosures are made and consents given. The
CRPC require that disclosures of potential or actual conflicts of
interest be provided by the attorney in writing to the client, and
that consents to such conflicts be provided by the client in writ-
ing to the attorney.!® “Absent disclosure and consent, the attor-
ney should neither represent a claim inconsistent with his client’s

interest nor represent two clients with conflicting interests. It is
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... a violation of [an attorney’s] duty for him to assume a posi-
tion adverse or antagonistic to his client without the latter’s free
and intelligent consent given after full knowledge of all the facts
and circumstances .... [T]he decisions condemn acceptance of
employment adverse to a client even though the employment is
unrelated to the existing representation.””

The attorney must examine each client’s interests at the out-
set of an engagement and request informed written consent of
each client if it appears that a conflict, whether potential or actual,
exists. Rule 3-310(C) of the CRPC provides that once an attorney
has identified a potential conflict of interest between a current cli-
ent and a prospective one, he or she may proceed with the new
representation only with the informed prior written consent of
both the current and the prospective clients. The rule further pro-
vides that, if circumstances or conditions change—such that an
actual or different conflict develops during the representation or
the original consents become insufficiently specific—new written
informed consents may also be necessary.

While most conflicts encountered by transactional attorneys
are waivable, the discussion following rule 3-310 in the CRPC
makes clear that there are situations where consent would not
necessarily cure a conflict: “There are some matters in which the
conflicts are such that written consent may not suffice for non-
disciplinary purposes.” For example, a purported consent to dual
representation of litigants with adverse interests at a contested
hearing was rejected as such representation would be inconsistent
with the adversary position of an attorney in litigation.!® Similarly,
although the CRPC might allow the attorney in the example above
to represent both Buyer and Seller in the same M&A transaction
with the consent of both parties, the attorney would be ill advised
to do so because their diametrically opposing interests make it dif-
ficult for the attorney to be both zealous and loyal to each client at
the same time. In most transactional matters, however, the practi-
cal obstacle to gaining effective informed consent tends to be the

attorney’s duty of confidentiality (as described below).

How do | know the affected clients have given effective consent?

A prerequisite to an effective informed written consent by a
client is full disclosure by the attorney to the client. Rule 3-310 of
the CRPC requires that such disclosure include “the relevant cir-
cumstances and ... the actual and reasonably foreseeable adverse
consequences” pertaining to the conflict.” It is good practice to
provide the client with the kind of information that an impartial
attorney (one without any conflict) would give to the client, and to

be clear and explicit about any potential risks to the representation
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and harm to the client that might arise as a result of the conflict.

The attorney’s interests in this regard may be best served if the
potential risks are explained in plain English, using terms such as
“if ... then ...,” “because,” and “for example.”

A common obstacle to getting informed consent is the attor-
ney’s duty of confidentiality. Attorneys are duty bound to “main-
tain inviolate the confidence, and ... to preserve the secrets of his
or client ....”2° The duty of confidentiality to one client might
preclude the disclosure of the information necessary to secure
the informed consent of another current or potential client.** For
example, where a client considers the representation itself to be
confidential, the attorney may be precluded from disclosing any
meaningful information about that representation. As a result, the
attorney will not be able to make disclosure sufficient to obtain
informed written consent by the other client, and the attorney can-
not accept or continue the conflicted representation. Even where
the representation itself is not confidential, but certain of the rele-
vant circumstances pertaining to the representation are confiden-
tial, the attorney may be unable to proceed.

Moreover, except in narrow circumstances (e.g., a law firm
employing former government attorneys>*), the need for consent
cannot be circumvented by the use of a “screen” or “ethical wall” to
prevent sharing of certain information among attorneys within a
law firm. Of course and as is often the case, a client can condition
its consent on the use of a screen, and if the client does so, the firm
must ensure that its screen is effective.

The disclosure requirement of rule 3-310(B) is consistent
with rule 3-500 of the CRPC, which requires attorneys to keep
each client “reasonably informed about significant developments”
relating to the representation. When representing more than one
client in a single matter, it is worth considering whether to also
secure an express written waiver of confidentiality from each cli-
ent, which would enable the attorney to make the requisite disclo-

sures and keep the clients informed.

Do | have to worry about former clients?

While the focus of this article is on conflicts among current
and potential clients, certain of the disclosure and consent require-
ments of the CRPC apply to former clients as well.”> Returning
to our original M&A example, the attorney may be disqualified
from representing Buyer if he or she has previously represented
Seller in matters relating to the business being sold (especially if,
through that prior engagement, the attorney obtained confidential
information that Buyer would find material), unless Seller con-

sents.? On the other hand, unlike situations involving current and
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potential clients, the attorney may proceed with a new engagement
adverse to a former client (with no consent required from the for-
mer client) where that engagement does not bear a “substantial
relationship” to the prior engagement and the former client has no
reasonable expectation of confidentiality.>

The need for consent cannot be obviated by terminating the
representation of a current client (to turn that client into a former
client) in order to avoid the application of certain requirements of
the CRPC (e.g., rule 3-310(B)(1) and rule 3-310(C)) and trigger
the less onerous “substantial relationship” rules applicable to con-
flicts involving former clients.?® Further, dumping a client to avoid
a conflict with a new more attractive representation may itself be a

breach of the attorney’s duty of loyalty to that client.?

[ work in a law firm—am | my partner’s keeper?

The provisions of rule 3-310 of the CRPC set forth above
speak in terms of prohibitions on members of the State Bar (i.e.,
individual attorneys), rather than on law firms. Attorneys at law
firms are well advised, however, to analyze conflicts of interest on
the basis that the rules apply to current, prospective, and former
clients of the attorney’s law firm.?® As a general rule, the attorney’s
duty of loyalty extends to all clients of his or her firm, and the
client’s attorney-client relationship extends to all members of the
firm, regardless of which attorney performs services on behalf of
such client.?

Finally, we offer as a cautionary note (without detailed discus-
sion) that, for attorneys at law firms, the identification of conflicts
of interest with respect to current and former clients becomes much
more complicated (and no less important) as law firms merge with
each other (combining conflicted clients within one firm) or attor-
neys move from firm to firm (perhaps tainting the new firm with
conflicts attributable to the prior firm). For further information on
this topic, see: Jan Christensen, Law Firm Divorces: Departing Part-

ners: Economics & Ethics, 2 Bus. L. News 8 (2008).

Conclusion

All attorneys in the State of California, including transac-
tional attorneys, are ethically obligated to address or avoid con-
flicts of interest. Except in certain limited circumstances, an
attorney may proceed with a conflicted representation, but only
with the informed, written consent of each affected client. Should
an attorney fail to comply with the ethical rules governing con-
flicts of interest, consequences can be dire and include disquali-
fication, malpractice liability, fee disallowance or disgorgement,
sanctions, and (for willful breaches) discipline by the State Bar of

California.3® However, attorneys can prevent such outcomes by
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simply being mindful of the foregoing issues and taking the time
to analyze and recognize any potential or actual conflicts of inter-

est in connection with each new representation. ll
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In addition, the minor’s parent or guardian is considered the
minor’s guardian ad litem for any proceeding relating to the peti-
tion for pre approval, unless the court determines “that appoint-
ment of a different individual as guardian ad litem is required in
the best interests of the minor.”** Although the language of sec-
tion 6751 indicates that the appointment of a guardian ad litem
is not required, in practice, courts uniformly appoint a guardian
ad litem.*

Given the cost of seeking court approval for a contract, it is
not surprising that such approval is sought in entertainment and
sports, where the value of the contracts at issue can be substan-
tial. For example, The Talent Agencies Act limits a minor’s ability
to disaffirm a contract with a duly licensed talent agency if the
contract is a form contract that has been approved by the Labor
Commissioner, and where the contract has been approved by a
Superior Court.

The practice of obtaining court approval for a minor’s con-
tracts became more prevalent following the March 2007 publica-
tion of Berg v. Traylor.>* In that case, a personal manager was hired
to act as the exclusive personal manger for Craig Traylor for a fif-
teen percent commission. The contract was between the manager,
on the one hand, and Craig and his mother, on the other. Craig,
who was ten at the time, did not see or sign the contract, but his
mother did. Moreover, the contract contained an express provi-
sion that if Craig disaffirmed the contract, his mother would be
personally liable for the payments due to the manager. In well-
drafted contracts of this type, since Berg, this is a common provi-
sion since many parents will regularly assume this obligation.

Two years later, Craig became a series regular on the FOX
Television Network show Malcolm in the Middle. Four month’s
before the expiration of that agreement, Craig’s mother terminated
the manager, who responded by filing suit against both Craig and
his mother for breach of contract and related causes of action. The
case proceeded to arbitration despite the fact that Craig was not
represented by a guardian ad litem. The arbitrator ordered Craig
and his mother to pay the manager almost $600,000, an award that
was confirmed by the trial court.

The Court of Appeal for the Second District reversed, hold-
ing that the minor had the right to disaffirm the contract pursuant
to Family Code section 6710. Craig also had a right to disaffirm
the arbitrator’s award because he was not represented by a guard-
ian ad litem in the arbitration proceeding. The court of appeals

did, however, affirm the trial court’s decision with respect to the
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