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DISCLAIMER

This newsletter includes claim prevention techniques that are designed to minimize the likelihood of being sued for legal
malpractice. The material presented does not establish, report, or create the standard of care for attorneys. The articles do not
represent a complete analysis of the topics presented and readers should conduct their own appropriate legal research.

IN BRIEF

POLICIES AGAINST INSIDER TRADING

Law firms should consider establishing a
policy against insider trading.  Section 21 A of the
Securities Exchange Act of 1934 provides that the
SEC may bring an action in Federal Court for
penalties against any person who engages in
insider trading and against persons who “control”
insider traders.  Many of the cases brought against
insider traders are actions against attorneys, legal
secretaries, and other law firm staff.  Law firms are
often considered control persons.  The penalty
against control persons can be three times the
profit on the trade (not to exceed $1 million
dollars).  A control person can avoid the penalty if
the control person established, maintained, and
enforced policies and procedures designed to
prevent insider trading. Establishing a policy
against insider trading is particularly important if
the law firm is distributing stock in a client to
partners and employees, particularly at or around
the time of a public offering, merger, or other
extraordinary event that will likely cause the value
of that stock to significantly increase.

POLICIES ON INVESTMENTS
WITH CLIENTS

Establishing a policy on investing with clients
will help the firm clarify its approach to these
issues. Here are policies considered by various
firms:

• Limit the investment to a small percentage of
stock. (The firm should define "small.")

• Limit the amount invested in any single client
to a small sum. (The firm should define

ESTABLISH LAW FIRM POLICIES
"small.")

• Require a lawyer in the firm, other than the
lawyer with the principal client contact, to
determine if a conflict exists and to decide
what action needs to be taken.

• Transfer billing and supervisory responsibility
to a partner who has no stock ownership in the
client.

• Prohibit a lawyer from investing in or with any
firm clients without prior approval of an
executive committee composed of neutral
lawyers.

• Allocate investments in nonpublic clients
among partners (or all firm lawyers) as
inves tment  oppor tuni t ies ,  p lace  the
investments in a pooled investment fund, or
allocate the investments to a bonus plan.

• Prohibit firm members from purchasing
amounts of stock that could lead to a change
of control of a client corporation, whether
made by an individual lawyer or in concert
with others.

• Prohibit firm members and law firm investments
in the initial public offering of stock in
situations where the firm is acting as counsel
for the issuer or underwriter.

• Prohibit individual lawyers from investing in
clients.

• Avoid law firm investments in clients unless
the client is a publicly traded corporation.  If
the firm decides to invest in a client, give the
client an appropriate disclosure and consent
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letter that has been reviewed by the firm’s ethics
committee (composed only of neutral members)
or independent outside ethics counsel. Get the
client's consent to the disclosure in writing.
Have an attorney who is not representing the
client review the disclosure and consent letter
frequently to determine if it  is necessary to do
a supplemental disclosure and consent letter.

• Prohibit lending money to or borrowing money
from clients except when (1) the client is a
financial institution and borrowing occurs in
connection with the firm’s operation or the
lawyer’s routine business, (2) deferring the
collection of attorney fees, or (3) approved by an
executive committee of neutral lawyers.


