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ACCOUNTANTS: PROTECT AND COLLECT WITH AN
ENGAGEMENT LETTER
Nancy M. Reimer
Donovan Hatem LLP

For practicing accountants, a
major source of litigation stems from
clients' allegations that their accountant
failed to perform services that were out-
side the scope of the accountant’s en-
gagement. Fortunately, there is a
straightforward and cost-effective way to
greatly reduce the risk of such litigation:
the engagement letter. An engagement
letter can reduce the risk of lawsuits by
removing doubt about the nature and
scope of the agreed-upon services.
Without a properly drafted engagement
letter, such litigation can be a time-
consuming and costly nightmare. With
an engagement letter appropriately
tailored to the practice and scope of
services to be covered, an accountant
can greatly decrease the risk of contro-
versy and increase the chances for
speedy and favorable resolution of
claims.

The Engagement Letter

Ideally, an accounting profes-
sional will issue an engagement letter
prior to commencing work for a client.
The letter should:

e |dentify the client

e |dentify and define the
professional services be-
ing provided and the
schedule of the services

e |dentify the accounting
professional(s) who will
provide the services

e |dentify the client's re-
sponsibilities

e Define the fees and
schedule for payment

¢ Incorporate appropriate
terms and conditions of
the accountant’s services

(Continued to Page 2)

THE SARBANES-OXLEY ACT AND PRIVATE COMPANIES:
UNDERSTAND THE IMPLICATIONS
Edward P. Gonzales
Donovan Hatem LLP

By now just about everyone in
corporate America has heard about the
Sarbanes-Oxley Act of 2002, which was
enacted with much fanfare in response
to several notable corporate scandals
involving large publicly-held companies.
Although the Act and subsequently en-
acted interpretive rules are intended to
address the corporate governance prac-
tices at public companies and the con-

duct of the professionals who serve
them, such as accountants and lawyers,
a number of the Act’s provisions can im-
pact private companies, both currently
and in the context of future dealings that
these companies may engage in.

(Continued to Page 5)
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e Be signed by the
client and returned
to the accounting
professional

These are the basics of
what an engagement letter should
cover. Engagement letters should
be customized to fit each individual
engagement, particularly when non-
traditional services or fee arrange-
ments are being provided. If prop-
erly prepared not only can an en-
gagement letter limit an account-
ant’s risk of being sued, but it can
also limit a client’s ability to avoid
paying the fees.

Effective Use of Engagement
Letters

In order to get the full bene-
fit of an engagement letter, it is es-
sential that there is a complete un-
derstanding of the terms of the en-
gagement by the accountant and the
client. If there is no record that the
client has signed off on such a letter,
an accounting professional faces a
much harder time proving that the
client agreed to the terms of the let-
ter. Accordingly, engagement let-
ters should be prepared for all en-
gagements before rendering any
type of service, should completely
and accurately reflect the scope of
services provided, and should be
signed by both the accountant and
the client.

Maintaining the full protec-
tion of an engagement letter does
not end, however. More often than
not, the scope of an engagement
will change from year to year or
even within a particular year upon its
execution. In cases where the client
asks for, or the accountant recom-
mends, additional services and the
agreement changes, it is vital that
the engagement letter be supple-
mented to confirm, and document
the changes. A follow-up letter,
again signed by the client, is neces-
sary. Typically follow-up letters

within the same year should refer
back to the engagement letter and
indicate that the changes in services
will continue to be governed by the
terms of the original letter.

Further Benefits of Engagement
Letters

Clients are not the only ones
who sue accountants. Third parties
who rely on accountants' work—
usually lenders, investors or client
vendors—have been known to sue
accountants for malpractice. A well
drafted engagement letter can be the
key to defending these troublesome
third-party claims as well. By ex-
pressly defining the scope of ser-
vices and limiting the audience that
is meant to rely on the services pro-
vided, an engagement letter can be
potent ammunition in third-party suits
against accountants. Because laws
governing a third-party's right to sue
vary from jurisdiction to jurisdiction,
accountants need first-rate legal ad-
vice in order to prepare a letter that
will protect them from third-party
claims.

A prime example of another
beneficial term that can be incorpo-
rated into an engagement letter is
the assignment of responsibility for
detecting illegal acts—a topic that
has received much attention of late.
A good engagement letter can limit
an accountant’s exposure for failure
to uncover employee or manage-
ment fraud. By incorporating cus-
tomized, explicit disclaimers into the
engagement letter, an accountant
can protect against liability for not
catching a fraud perpetrated by a cli-
ent-employee.

One last feature that can be
integrated into an engagement letter
is a provision mandating alternative
dispute resolution ("ADR") if a claim
arises. ADR is often an effective
way to curb the high costs of defend-
ing liability claims. It is crucial, how-
ever, that an accountant obtain his

insurance carrier's permission be-
fore including any ADR language
in his engagement letters, as in-
surers take varying positions on
the usefulness of ADR processes
such as arbitration and binding/
non-binding mediation.

The Non-Engagement Letter

Serving a similar purpose
as an engagement letter — to evi-
dence the understanding between
parties and avoid lawsuits — a for-
mal non-engagement/rejection let-
ter can also be a valuable tool in
reducing liability risk. An account-
ant will sometimes turn down a
new client for reasons such as
conflicts of interest and lack of
time. In these cases, the account-
ant should inform the rejected cli-
ent in writing that the accountant
will not be performing the re-
guested services. A non-
engagement/rejection letter will
prevent the would-be client from
blaming the accountant for failure
to perform any of the requested
services. Non-engagement/
rejection letters should also cau-
tion that any guidance that the ac-
countant may have given in the
course of dealing with the would-
be client should not be relied
upon, as it was offered without the
opportunity for a thorough investi-
gation of the relevant facts and
literature.

Conclusion

While no engagement let-
ter can provide 100% protection
from client lawsuits, the consistent
use of engagement letters pro-
vides clients with accurate infor-
mation regarding the services they
have retained the accountant to
perform, the limitations of those
services, and the responsibilities

(Continued to Page 4)
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LENDER’S COUNSEL GRANTED SUMMARY JUDGMENT

In a legal malpractice action
brought by a residential real estate
purchaser against the lender’s clos-
ing attorney, a Massachusetts Supe-
rior Court judge awarded summary
judgment to the attorney after con-
cluding that no reasonable jury
could find that either an attorney-
client relationship existed between
the plaintiff and the defendant, or
that the defendant otherwise owed a

duty to the plaintiff. Fistel v. Torrey,
et. al, 16 Mass. L. Rep. 479 (2003).

In Eistel, the plaintiff signed
a purchase and sale agreement to
purchase property that included six
deeded parking spaces. The plain-
tiff sought financing from a lender,
and signed a notice with the lender
acknowledging that she had the
right to have her own counsel pre-
sent at the closing and that the
lender’s attorney did not represent
her. The plaintiff did not retain
counsel to represent her at the clos-
ing. The plaintiff alleged that during
the closing she asked the broker,
with the attorney present, whether
the documents conveyed the six
parking spaces, and that the broker
said, “not to worry about it, the park-
ing spaces will be conveyed.” The
parking spaces were not conveyed,
and were later sold to another party.
The plaintiff argued that the attorney
breached a duty of care owed to her
because based on what was said at
the closing it was foreseeable that
she would rely on him to prepare
documentation that would have con-
veyed the parking spaces.

The Court began its analy-
sis by looking to Massachusetts
precedent holding that, “[t]he duty of
care owed by an attorney arises
from an attorney-client relationship.”
Miller v. Mooney, 431 Mass. 57, 61

ON CLAIM BY BORROWER

Jeffrey W. Hallahan
Donovan Hatem LLP

(2000). An attorney-client relation-
ship can arise from an express con-
tract or it can be implied. Such a
relationship is implied when: 1) a
person seeks advice or assistance
from an attorney; 2) the advice or
assistance sought pertains to mat-
ters within the attorney’s profes-
sional competence; and 3) the attor-
ney expressly or impliedly agrees to
give or actually gives the desired
assistance. Id. (quoting DeVaux V.
American Home Assurance Co.,
387 Mass. 814, 817-818 (1983)).
The third element may be estab-
lished by proof of detrimental reli-
ance, when the person seeking legal
services reasonably relies on the
attorney to provide them and the at-
torney, aware of such reliance, does
nothing to negate it. 1d.

In applying the test to the
facts in this case, the Court ob-
served that there was no express
contract between the plaintiff and
the attorney, and that the plaintiff
never sought legal advice from the
attorney. Moreover, any reliance by
the plaintiff would have been unrea-
sonable, given the lender’s notice
that she signed. See Page v. Fra-
zier, 388 Mass. 55, 65-66 (1983).
As such, no attorney client relation-
ship existed between the plaintiff
and the attorney.

The Court observed that
even though the plaintiff was not the
attorney’s client, “an attorney may
owe a duty to nonclients who the
attorney knows will rely on the ser-
vices rendered.” Williams v. Ely,
423 Mass. 467, 475 (1996). Courts,
however, are less likely to impose a
duty on an attorney to nonclients
when such a duty conflicts with the
duty the attorney owes to a present
client. See Miller, 431 Mass. at 63.

Under such circumstances, it is the
potential for a conflict that is deter-
minative, not an actual conflict. Id.
Here, the Court noted that a conflict
between a borrower and a lender
could potentially arise over prepay-
ment rights, disclosure law, late
charge provisions, the timing of re-
cording of the mortgage, and cer-
tain title defects. See Page, 388
Mass. at 63.

Further, the duty owed to a
nonclient is limited to those who an
attorney intends to supply the infor-
mation, and not all of those who
might be foreseeably harmed. See
Kirkland Construction Co. v.
James, 39 Mass. App. Ct. 559, 562
(1995). The Court concluded that
by signing the notice provided by
the lender, the plaintiff knew that
the attorney represented the lender
and not her. As such, the plaintiff
essentially took the chance that her
interests were consistent with the
lender’s, despite an express warn-
ing that those interests may differ.
A claim of foreseeable reliance
cannot survive simply because, in
retrospect, the interests are shown
not to have differed. Page,

388 Mass. at 66.

Given these facts, the
Court found that a reasonable jury
could not conclude that the defen-
dant owed a duty to the plaintiff. In
addition, the Court also found that
the plaintiff's Chapter 93A claim
(Massachusetts Unfair Trade Prac-
tice Act) must fail as proof of the
attorney-client relationship is critical
to sustaining that cause of action.
See Robertson v. Gaston Snow &
Ely Bartlett, 404 Mass. 515, 527
(1989).
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of both the accountant and the cli-
ents arising from the engagement.
Establishing and reinforcing of this
client communication is a critical ele-
ment in avoiding “expectation gap”
problems that can lead to profes-
sional liability claims. To ensure the
effectiveness of the engagement let-
ter, it should be prepared with the
aid of a knowledgeable attorney who

is familiar with the laws of the juris-
diction where the services will be
performed. While the engagement
letter is not a magic shield to protect
accountants from malpractice
claims, unless it is incomplete, inac-
curate or misleading, any engage-
ment letter is better than none at all.

NANCY REIMER’S INTERVIEW
REGARDING “REFINING THE
ENGAGEMENT LETTER”

IS PUBLISHED IN THE
FEBRUARY 2004
ISSUE OF

PRACTICAL ACCOUNTANT.
www.electronicaccountant.com

THE MASSACHUSETTS APPEALS COURT CONFIRMS THAT MERE
NEGLIGENCE WILL NOT GIVE RISE TO A CLAIM UNDER M.G.L. cH. 93A

In a claim by a patient
against a doctor for violation of
Mass. Gen. Laws c. 93A
(Massachusetts Unfair Trade Prac-
tice Act), the Massachusetts Ap-
peals Court affirmed summary judg-
ment in favor of a doctor, finding that
the facts in the light most favorable
to the plaintiff amounted to nothing
more than negligence and there was
no support for the argument that the
doctor’s actions towards the patient
were unfair or deceptive. Darviris v.
Petros, 59 Mass. App. Ct. 323
(2003).

In Darviris, symptoms about
which the patient initially consulted
the doctor three years earlier reap-
peared, resulting in an examination
and diagnosis of anal fissure, and a
recommendation of surgery. The
patient made a number of inquiries
regarding the surgery, including pos-
sible side effects, their treatment,
and the length of the surgery. The
doctor assured the patient that she
would not experience any side ef-
fects, and even if she did, they could
be remedied by a simple office pro-
cedure.

The patient decided to un-
dergo surgery, but six days before
the operation notified the doctor that

Jeffrey W. Hallahan
Donovan Hatem LLP

her symptoms had disappeared and
guestioned the necessity of pro-
ceeding with the operation. Accord-
ing to the patient, the doctor said
she needed the surgery to remedy
the problem. The patient attended a
preoperative evaluation and then
signed a form entitled “A Consent to
an Operation” without reading it.

Section one of the form au-
thorized a “fissurectomy” under the
direction of the doctor. Section two
provided that “[t]he nature and pur-
pose of the operation...and the pos-
sible alternative methods of treat-
ment [had] been explained to [her]
by [a particular doctor other than the
defendant]. The fourth section was a
consent “to the performance of op-
erations, procedures, and treatment
in addition to or different from those
[then] contemplated...which [the de-
fendant]...may...consider necessary
or advisable.” Above the patient’s
signature, the form stated in capital
letters, “I certify that | have read and
fully understand the above consent,
that the explanations...referred to
were made, that all blanks or state-
ments requiring insertion or comple-
tion were filled in, and that inapplica-
ble paragraphs, if any, were stricken
before | signed.” The signature of

the other doctor appeared to be in
the “signature of witness” field. Ac-
cording to the patient, however,
she did not meet that particular
doctor until the morning of the sur-
gery and that another person pro-
vided her with the consent form.

After the surgery, the doc-
tor told the patient that he had per-
formed a hemorrhoidectomy in-
stead of a fissurectomy. The pa-
tient was upset by this revelation
and told the doctor that she never
would have agreed to that proce-
dure. Soon thereafter, the patient
experienced chronic and excruciat-
ing pain. At her repeated visits to
the doctor, he assured the patient
that she was getting better. The
doctor ultimately performed a sec-
ond operation on the patient and
determined that one of the hemor-
roidectomy wounds had not healed.
Expert testimony characterized the
patient's symptoms as known side
effects of the hemorroidectomy,
and opined that they were proxi-
mately caused by the procedure.

The Massachusetts Court
of Appeals began its analysis of the
award for summary judgment on

(Continued to Page 6)
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The Sarbanes-Oxley Act

In general, the Sarbanes-
Oxley Act was passed to address a
significant number of actual and per-
ceived deficiencies in corporate gov-
ernance, financial statement prepa-
ration and public disclosure practice.
In general, these provisions address
board of director independence, au-
dit committee composition, codes of
conduct and ethics, relationships
with auditors, internal financial con-
trols and procedures, and manage-
ment certification of financial re-
ports, among others. Despite the
widely-held belief that the Act only
applies to public companies, there
are provisions that apply directly to
private companies, such as require-
ments relating to document retention
and whistle-blower protection. Other
provisions of the Act that apply ex-
clusively to public companies may
be imposed on private companies
by third parties interested in doing
business with such companies.

Situations in which Compliance
with the Act May Be Desirable

The corporate governance
requirements of the Sarbanes-Oxley
Act are quickly becoming “best prac-
tices” for all companies. They are
designed in many ways to enhance
the integrity of a company’s opera-
tions and increase the reliability of a
company’s financial reports. Ac-
cordingly, compliance with many of
these provisions is taking on more
significance in major transactions
such as mergers and acquisitions,
raising private financing and public
offerings. In addition, compliance
can have significance in more rou-
tine business matters that private
companies are likely to be involved
in at one time or another, such as
securing bank financing, obtaining
insurance coverage and contracting
with the government. Failure to
comply with certain provisions of the
Act, either in whole or in part, could

delay or prevent certain transac-
tions from proceeding. In those
cases where the matter does pro-
ceed, the lack of compliance could
significantly increase the costs in-
volved or greatly reduce the value
or benefit ultimately realized.

Provisions that Private
Companies May Want to Observe

Compliance with certain of
the corporate governance provi-
sions of the Act is becoming more
important to third parties because
these “best practices” provide an
increased level of comfort and as-
surance that the company involved
is what it appears to be and will not
have any hidden liabilities or risks.
In this process, private companies
have certain advantages over public
companies; i.e., as the ability to se-
lect which of the corporate govern-
ance provisions should be complied
with, when such compliance should
be phased in, and to what degree
such compliance should be under-
taken. With this flexibility a private
company can implement a compli-
ance plan that best ensures the
company’s likelihood of success in
anticipated transactions, but does
not unduly burden the company’s
operations. By voluntarily undertak-
ing some level of compliance, pri-
vate companies can enable third
parties to move more quickly
through any due diligence or other
investigation required for the trans-
action at hand, and such companies
can better position themselves to
receive the highest valuation or
benefit proposed.

Of course, compliance with
many of these provisions will only
appeal to third parties to the extent
that they have been effectively im-
plemented. Such implementation
will take time. For example, not
only will finding qualified independ-
ent directors to sit on a company’s
board take some time, but once

found and appointed, more time will
be necessary for such directors to
become sufficiently familiar with the
company and its business to allow
the company to realize the benefits
associated with independent direc-
tor involvement. Similarly, estab-
lishing internal financial controls
and procedures, implementing
them, and evaluating through finan-
cial statement preparation cycles
will involve a lengthy period of time.
The same can be said for just
about all of the provisions that are
most meaningful to third parties,
such as adopting a code of conduct
or creating a functioning audit com-
mittee. In each of these cases the
implementation period can range
from nine months to a year.

In light of the potential
benefits that could result from com-
pliance and the lengthy time peri-
ods involved, it is incumbent upon
private company management to
carefully consider the company’s
short and long-term goals and peri-
odically assess when compliance
with relevant provisions of the Act
may be beneficial. The decision of
whether and when to comply with
any of the provisions of the Act will
depend on a variety of factors,
such as: the size of a company; the
complexity of a company’s opera-
tions; how widely dispersed the
company’s operations are; the an-
ticipated timing of engaging in an
activity that raises compliance is-
sues; and the expectations of the
third party on the other side of a
deal, which expectations can be
very subjective and, therefore, vary
widely. Applying these factors is
often not straightforward. For ex-
ample, a large 200-person com-
pany with a relatively simple busi-
ness plan may be a less likely can-
didate for compliance than a small
10-person shop with complex op-
erations. Nonetheless, the larger

(Continued to Page 7)
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THE MASSACHUSETTS APPEALS COURT CONFIRMS...
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the Chapter 93A claim by acknowl-
edging that even though Chap-

ter 93A was enacted to provide a
remedy for unfair or deceptive acts
or practices in the conduct of any
trade or commerce, “there is no
clear definition of what conduct
constitutes an unfair or deceptive
act.” Ahern v. Scholz, 85 F.3d 774,
798 (1 Cir. 1996). Whether con-
duct constitutes an unfair or decep-
tive act depends on the facts and
circumstances of each case. See
Arthur D. Little, Inc. v. Dooyang
Corp., 147 F.3d 47, 55 (1* Cir.
1998). “Although whether a par-
ticular set of facts, in their factual
setting, is unfair or deceptive is a
question of fact, ...the boundaries
of what may qualify for considera-
tion as a Chapter 93A violation is a
question of law.” Sheperd’s Phar-
macy, Inc. v. Stop & Shop Cos., 37
Mass. App. Ct. 516, 520 (1994)
(quoting Schwanbeck v. Federal-
Mogqul Corp., 31 Mass. App. Ct.
390, 414 (1991)).

The Court stated that
claims of negligence and Chap-
ter 93A violations occupy two dis-
tinct arenas, and in this case, the
Court concluded that the patient
failed to demonstrate how the facts
extended beyond the realm of neg-
ligence and into the arena of 93A.

According to the Court, the patient’s
essential complaint was that she
agreed to a certain procedure, and
once inside the operating room, the
doctor performed another one.
While the doctor may have been
negligent, the Court found no reason
to characterize his conduct as unfair
or deceptive, particularly where the
patient admits to signing a consent
form, without reading it, six days be-
fore the surgery authorizing the doc-
tor's conduct.

Appeals Court stated, “A negligent
act standing by itself does not give
rise to a claim under Chapter 93A.
There must in addition be evidence
that the negligence was or resulted
in an unfair or deceptive act or
practice.”

Finally, the Court disposed
of the patient’s argument that viola-
tions of Mass. Gen. Laws c. 111, §
70E, a provision of the “Patients’
Bill of Rights” applicable to facilities
licensed by the Department of Pub-
lic Health, constitute a per se viola-
tion of Chapter 93A. The Court
noted that § 70E contains no spe-
cific mention of Chapter 93A, while
Chapter 111, § 70F, explicitly
states that “[w]hoever violates the
provisions of [§ 70F] shall be
deemed to have violated
[Chapter 93A].” The specificity of
language in 8 70F, in contrast to
the absence of such language in §
70E, was determinative on the is-
sue of legislative intent. While vio-
lations of § 70E may constitute a
violation of Chapter 93A, a § 70E
violation is not a per se violation of
Chapter 93A. Accordingly, the
Massachusetts Appeals Court ruled
that the trial court did not err and
affirmed summary judgment in fa-
vor of the doctor.

The Court identified two le-
gal malpractice cases that it found
relevant because they both involved
claims under Chapter 93A where
there was sufficient evidence to
prove underlying negligence. In
Meyer v. Wagner, 429 Mass. 410,
424 (1999), the Supreme Judicial
Court approved a Superior Court trial
judge’s ruling that “[a]n unfair or de-
ceptive act requires more than a find-
ing of negligence,” and affirmed that
judge’s decision rejecting a Chap-
ter 93A claim. Similarly, in Poly v.
Moylan, 423 Mass. 141, 151 (1996),
cert. denied, 519 U.S. 1114 (1997),
the SJC affirmed a Superior Court
holding that a lawyer’s negligence
did not result in a deceptive act. In
support of that finding, the SJC cited
to Squeri v. McCarrick, 32 Mass.
App. Ct. 203, 207 (1992), where the

COURT DENIES EMOTIONAL DISTRESS DAMAGES IN LEGAL
MALPRACTICE ACTION
Nancy M. Reimer and Carly B. Goldstein
Donovan Hatem LLP

A Massachusetts Superior
Court judge recently ruled that the
plaintiffs could not recover emotional
distress damages in a legal mal-
practice action. See lacono et al. v.
Boncore et al., 2003 Mass. Super.
LEXIS 270.

In lacono, the plaintiffs, hus-
band and wife, had retained the de-

fendant attorneys’ services in a
bankruptcy matter. The judge as-
sumed for the purposes of the rul-
ing, but it was not proven, that the
attorneys’ negligently handled the
matter by, among other things, mis-
takenly advising the plaintiffs that
they could not sell their home for
three years following the bankruptcy
and failing to discharge certain liens

that should have been discharged
in the course of the bankruptcy.

Three years later, when the
plaintiffs finally put their home on
the market, they discovered the
liens which should have been dis-
charged. The discovery of the liens

(Continued to Page 8)
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company might opt to implement a
policy while its operations make that
task relatively simple, and therefore
less burdensome and costly, espe-
cially if it expects to grow and be-
come more complex prior to pursu-
ing a deal.

Additional illustrations of
compliance follow that could arise in
the contexts identified. These illus-
trations are limited examples and do
not address the full range of issues
that could arise. Concerns could
vary greatly based on a company’s
industry, size, location and history,
among other factors. As more time
passes, trends in dealing with com-
pliance issues in these scenarios
will develop and make is easier to
predict how private companies
should proceed.

Mergers and Acquisitions.
A private company contemplating
being acquired by a public company,
or with aspirations of going public,
should consider complying with
those sections of the Act related to
its internal controls and procedures.
This is because public companies
are required to make public disclo-
sures about certain financial infor-
mation, including any applicable in-
formation relating to any entities it
acquires. If an acquiring company is
not comfortable that it can make the
required disclosures and attesta-
tions, it might not be able to proceed
with a planned acquisition, or it
might not be willing to pay as high a
price for the acquired company.

A common situation is a
member of a private company’s
management team has a company
loan outstanding. If that member is
expected to be added to an ac-
quiror’'s executive management
team, the loans, unless grand-
fathered, would be prohibited under
the Act. As a result, for the transac-
tion to proceed, the debt will either
have to be satisfied or forgiven (with

the proposed executive having to
deal with the resulting liquidity and
tax consequences), or the executive
may be forced to forego appointment
to the acquiror's management team.

Venture Capital and Other
Private Financing. Venture capital-
ists and other private investors invest
in companies based on a variety of
criteria, including sound manage-
ment. As a result, an investor con-
ducting a due diligence review of a
company’s financials and operations
will likely incorporate some review of
compliance with those aspects of the
Act that the investor believes will pro-
vide a greater level of comfort in
these areas. Obviously, different in-
vestors will have different expecta-
tions, but eventually a pattern will
emerge to provide more guidance on
how to best prepare for these deals.

After an investment has
been completed, compliance with the
Act is likely to take on even greater
importance to venture capitalists.
The eventual desired exit strategy of
being acquired or going public would
require a company to increase its
level of compliance in order to suc-
cessfully exit the company at the
highest valuation possible.

Bank Financing. The Act
requires the CEO and CFO of a pub-
lic company to personally certify the
accuracy of the company’s quarterly
and annual financial reports. The
covenants in a typical bank financing
require the borrower to provide quar-
terly and annual financial statements
to the lender. It is expected that
banks will start to require all borrow-
ers to make the kinds of certifications
required in public company disclo-
sures. To be able to make these
certifications and limit exposure to
liability for mistakes, private compa-
nies will need to have in place con-
trols and procedures similar to those
public companies utilize to ensure
the accurate collection, analysis and

reporting of the relevant informa-
tion. Without such controls and
procedures, certifications by man-
agement of private companies can
expose them to significant liability.

Insurance Coverage. As
the Act gains more acceptance as
the best practices for corporate
governance, the standard of care
considered reasonable for man-
agement in performing their duties
will develop similarly. Failure to
adhere to the Act’s standards
could cause premiums for direc-
tors’ and officers’ insurance to
rise, if such insurance is obtain-
able at all for non-compliant com-
panies. In addition, directors and
officers could find that liability for
errors or omissions could attach
more easily if they fail to follow
recognized best practices for cor-
porate governance. For compa-
nies that do not carry D&O insur-
ance, it will be more difficult, if not
impossible, to add qualified direc-
tors to the board or officers to
serve in management.

Governmental Contract-
ing. For private companies that
engage in contracts with the gov-
ernment, agencies may begin to
require that the companies they
contract with comply with certain
provisions of the Act, especially
those relating to financial and ac-
counting matters.

Going Public. With the
rebound of the stock market in
2003 and the related increase in
IPO activity, many private compa-
nies are considering going public.
If a company ever plans to go
public, compliance with many pro-
visions of the Act must start very
early in the process, not only be-
cause the window of opportunity
to go public can open and close
very quickly and every potential
impediment should be eliminated,

(Continued to Page 8)
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but also because, upon the filing of
the first registration statement for
the IPO, the private company will
become subject to the applicable
public company provisions of the
Act. For example, if the fairly com-
mon practice described earlier in-
volving company loans to directors
or officers is involved, the manage-
ment must determine how to re-
solve the issue in a manner that will
not jeopardize the proposed timing
of the filing, since filing with such
loans outstanding would cause the
company to be in immediate viola-
tion of the Act. Also, given the re-
quirements of the composition of
Boards of Directors for public com-

panies, not to mention audit commit-
tees, the search for qualified director
candidates should be undertaken

early in the process to avoid delays.

The Bottom Line

Given the myriad require-
ments of the Sarbanes-Oxley Act
and the potential impact on the broad
spectrum of a private company’s
activity, determining when compli-
ance is warranted can be a difficult
but worthwhile process. It is impor-
tant for management to periodically
assess, either independently or with
the company’s advisors, when com-
pliance with one or more of the appli-

COURT DENIES EMOTIONAL DISTRESS DAMAGES...

Continued from Page 6

postponed the sale of the home.
The delay forced the plaintiffs to live
in a motel for a number of weeks.
Moving into the motel allegedly
caused the wife to suffer major de-
pression for which she sought medi-
cal treatment and caused the hus-
band to suffer anxiety as well. The
plaintiffs sued the attorneys, alleging
that they had engaged in legal mal-
practice and had violated M. G. L. c.
93A. The attorneys filed motions in
limine to bar evidence of the plain-
tiffs’ alleged emotional distress and
loss of consortium associated with
the negligence claim.

In ruling on the motions in
limine, the court referred to estab-
lished case law. First, the court ob-
served that, in Massachusetts, emo-
tional distress damages are typically
unavailable absent some type of
physical injury because such claims
are easily “fabricated,” and even if
true, they are too difficult for a jury to
assess. Accordingly, in order to es-
tablish an emotional distress claim
absent some type of physical injury,
a plaintiff must establish that the de-
fendant’s actions were (1) extreme
and outrageous and (2) intentional

or reckless. Massachusetts case law
also provides that in order to recover
for negligent infliction of emotional
distress, a plaintiff must be able to
demonstrate that a physical mani-
festation developed as a result of
the emotional distress.

The court then acknowl-
edged Massachusetts law further
limiting recovery for emotional dis-
tress damages resulting from the
negligence of a lawyer. Specifically,
in Massachusetts, a plaintiff may
only recover from an attorneys’ mal-
practice where such negligence re-
sults in loss of a liberty right.
Wagenmann v. Adams, 829 F.2d
196 (1st Cir. 1987); Wehringer v.
Powers & Hall, 874 F. Supp. 425,
428 (D. Mass. 1995); Derosier v.
White, 1995 Mass. Super. LEXIS
754 * 7. The court stated that in a
negligence action a plaintiff may
only recover for damages that are
foreseeable and usually the only
foreseeable damage in legal mal-
practice is economic in nature.
Therefore, the court stated that
emotional distress damages in a
legal malpractice action will be
allowed only in “exceptional circum-

cable provisions of the Act may be
beneficial. Management should
regularly review the company’s
short and long-term strategic plans,
identify the potential compliance
issues applicable to its plans, de-
termine which provisions should be
adopted and when to phase them
in, and revisit the determinations
from time to time as the company’s
expectations or its circumstances
change. Failure to adequately ad-
dress these issues in a timely man-
ner could delay or derail the imple-
mentation of the company’s strate-
gic plans or, in the worst cases,
could lead to significant liability.

stances.”

The court stated that where
a plaintiff retains counsel for guid-
ance in a bankruptcy matter, eco-
nomic loss is generally the only
foreseeable damage. Here, the
plaintiffs allegedly experienced
emotional distress years after the
attorneys’ alleged negligence. Ac-
cording to the court, a trier of fact
could not reasonably find a causal
connection between the attorneys’
alleged negligence and the plain-
tiffs’ alleged emotional distress be-
cause too much time had elapsed
between the two events. In other
words, the attorneys could not have
reasonably foreseen that, as a re-
sult of their alleged negligence, the
plaintiffs would suffer their claimed
emotional distress. Moreover, the
court held that the husband failed
to establish any objective physical
manifestation that resulted from his
distress. Finally, the court held that
because neither plaintiff had a vi-
able claim for emotional distress,
their claim for loss of consortium
inevitably failed as a matter of law.
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REVERSABLE ERROR IN LEGAL MALPRACTICE ACTION
FOUND IN EXCLUSION OF WRITTEN OFFER OF EMPLOYMENT
AS PROOF OF CAUSATION AND DAMAGES

In a legal malpractice ac-
tion in which a client claimed he
relied on his attorneys’ negligent
advice concerning an employment
contract, the Massachusetts Ap-
peals Court reversed the trial
court’s dismissal, ruling that the cli-
ent had the burden but should have
been given the opportunity of dem-
onstrating that he would have
reached a more favorable outcome
with his employer had the attorneys
exercised adequate skill and care.
Shimer v. Foley, Hoag & Eliot LLP,
59 Mass. App. Ct. 302 (2003).

The client hired the attor-
neys to advise him regarding the
interpretation of a termination provi-
sion in his employment contract.
The client’s employer took the posi-
tion that the contract would expire

Jeffrey W. Hallahan
Donovan Hatem LLP

on a particular date, while the client
asserted that it would automatically
renew and continue beyond the
date identified by the employer.
During the course of the dispute,
the client rejected a contract with
less favorable terms based on en-
couraging advice his attorneys pro-
vided him regarding the viability of
his position on the original contract.
Ultimately, the employer brought a
declaratory judgment action in fed-
eral court to resolve the dispute.

The attorneys initially con-
cluded that it was “very likely” that
the client’'s employment agreement
would be enforced as a self-
renewing contract and would be
terminable only for certain reasons
not applicable at that time. Never-
theless, they told the client that fur-

ther research was necessary. The
client requested additional research
to better evaluate whether he
should continue defending the liti-
gation brought by the employer, or
accept the offer of a new contract.

The attorneys conducted
further research that uncovered two
appellate cases with similar facts,
neither of which was helpful to the
client. In fact, one of the cases
supported the employer’s position
regarding the interpretation of the
termination provision. The client
was never alerted to the existence
of the adverse precedent, and in-
stead was told that the additional
research revealed nothing to mod-
ify the attorneys’ initial evaluation of

(Continued to Page 10)

RULE 4.2 PERMITS EXPARTE COMMUNICATIONS WITH UNREPRESENTED
FORMER EMPLOYEES OF AN ORGANIZATION
Nancy M. Reimer and Lee M. Holland

The Massachusetts Su-
preme Judicial Court (“SJC") re-
cently held that a lawyer’s duty to
refrain from ex parte contact with
represented parties, pursuant to
Mass. R. Prof. C. 4.2, as amended,
437 Mass. 1303 (2002) (“Rule
4.2"), does not restrict ex parte ac-
cess to an adverse party’s unrepre-
sented former employees. Clark v.
Beverly Health and Rehabilitation
Services, Inc., et al., 440 Mass.
270, 275-76 (2003). In Clark, the
SJC builds upon a trend evident in
certain of its recent decisions, in-
cluding Messing, Rudavsky &
Weliky, P.C. v. President & Fellows
of Harvard College, 436 Mass. 347
(2002) and Patriarca v. Center for

Donovan Hatem LLP

Living & Working, Inc., 438 Mass.
132 (2002), which promotes free
access to “material facts” and a
“litigant’s need for information” over
an “organization’s need to protect
its legitimate interests.” See Clark,
440 Mass. at 275-76.

Rule 4.2 provides that “[i]n
representing a client, a lawyer shall
not communicate about the subject
of the representation with a person
the lawyer knows to be represented
by another lawyer in the matter,
unless the lawyer has the consent
of the other lawyer or is authorized
by law to do so.” Mass. R. Prof. C.
4.2, as amended, 437 Mass. 1303
(2002). Comment [4] to Rule 4.2

provides:

In the case of an organiza-
tion, this Rule prohibits
communications by a law-
yer for another person or
entity concerning the mat-
ter in representation only
with those agents or em-
ployees who exercise
managerial responsibility in
the matter, who are alleged
to have committed the
wrongful acts at issue in
the litigation, or who have
authority on behalf of the
organization to make deci-
sions about the course of

(Continued to Page 10)
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his case.

The employer ultimately
prevailed. In the malpractice
action, the client claimed that the
attorneys’ negligence denied him
the opportunity to properly evaluate
the strength of his legal position.
As such, he was unable to assess
the risks associated with further liti-
gation compared to the benefits
associated with the new contract
offer. The client claimed that had
he been notified of the negative
precedent, he would have accepted
the new offer and avoided the legal
fees incurred to litigate against his
employer.

The trial judge granted the
attorneys’ motion in limine to ex-
clude as hearsay certain evidence
of damages, including evidence of
the employer’s new contract offer,
and dismissed the action against
the attorneys without reaching the
issue of negligence. In addressing

the evidentiary issue on appeal, the
Massachusetts Appeals Court first
addressed a plaintiff's burden of
proof in legal malpractice proceed-
ings, as it was determinative on the
issue of admissibility. The Court
framed the issue as whether evi-
dence of the offer would have been
admissible in an action in which the
proposed contract itself was an
issue. With that in mind, the Court
quickly concluded that evidence of
the offer would be proof of opera-
tive words used in the making of a
contract, and therefore would be
admissible and not barred by the
hearsay rule.

The Court noted that be-
cause the malpractice proceeding
would require a “trial within a trial,”
the client still had to demonstrate
the probability that he would have
reached a more favorable outcome
(in this case, a new employment
contract) had the attorneys exer-

RULE 4.2 PERMITS EX PARTE COMMUNICATIONS ...

Continued from Page 9

the litigation. If an agent or
employee of the organiza-
tion is represented in the
matter by his or her own
counsel, the consent by that
counsel to a communication
will be sufficient for pur-
poses of this Rule.

Mass. R. Prof. C. 4.2 comment [4],
as amended, 437 Mass. 1303
(2002) (“Comment 47).

Clark involved a wrongful
death action by an administrator of
an estate against Beverly Health
and Rehabilitation Services (“the re-
habilitation center”) for alleged acts
of negligence arising out of a mor-
phine overdose.

In the course of discovery,
counsel for the plaintiff contacted a

nurse formerly employed at the re-
habilitation center who had been on
duty the night of the overdose. The
plaintiff's counsel identified himself
and his role in the litigation, and as-
certained that the former employee
was not represented by counsel.
Following a series of interviews, the
former employee gave deposition
testimony favorable to the plaintiff.
The rehabilitation center obtained a
protective order prohibiting the plain-
tiff's counsel from engaging in any
ex parte contact with former rehabili-
tation center employees and requir-
ing the plaintiff's counsel to seek the
court’s permission prior to introduc-
ing at trial any evidence so obtained.
Following an unsuccessful plea for
interlocutory relief in the Appeals
Court, the plaintiff petitioned the
SJC for relief from the Superior

cised adequate skill and care. See,
e.g., Poly v. Moylan, 423 Mass. at
145. Even though the malpractice
suit was not an action to enforce a
contract, the client had the obliga-
tion and, therefore, the burden of
establishing the existence and
terms of the offer which, but for the
attorneys’ negligence, the client
would have accepted. The client
also had to prove that the employer
could pay the contractual obliga-
tions offered. Recognizing the diffi-
culty of such proof, the court further
held that the attorneys fees paid
after the client would have
accepted the offer were also
recoverable damages. Accord-
ingly, proof of the underlying offer
was sufficiently integral to proof of
the client’s malpractice claim that it
should not have been excluded.

Court’s protective order to the extent
the prior order conflicted with the
SJC's decisions in Messing and Pa-
triarca.

In vacating the protective
order, the court in Clark character-
ized Messing as a case which stood
for the proposition that Rule 4.2
“protects only the attorney-client re-
lationship, and not the underlying
facts.” Clark, 440 Mass. at 276
(citing Messing, 436 Mass. at 259).
Although Patriarca confirmed that a
lawyer may not make ex parte con-
tact with a former employee whom
the lawyer knows to be represented
by counsel, Patriarca did not ad-
dress the general applicability of
Rule 4.2 to former employees. The
applicability of Rule 4.2 to former

(Continued to Page 11)
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employees of adverse parties
remained, prior to Clark, an “open ...
question.” Clark, 440 Mass. at 273.

In answering the question,
the SJC held that Rule 4.2 does not
prohibit ex parte contact with an ad-
verse party’s unrepresented former
employees. Clark, 440 Mass. at 274
(stating that Rule 4.2 “neither pro-
hibits, nor purports to regulate, pri-
vate contacts between an adverse
attorney and the organization’s for-
mer employees as such”). The
court found a contrary result to be
against a “commonsense” reading of
Comment 4 to Rule 4.2. |d. at 275.
Further, “the purposes of Rule 4.2
would not be served by including
former employees within its reach.”
Id. at 275-76. Comment 4, even if
interpreted as the rehabilitation cen-
ter argued it should be, merely
“provides guidance” for practicing in
compliance with the Rules, and
does not “enlarge, diminish, or in
any way affect the scope of [Rule
4.2] itself.” 1d. at 275, n. 8; see also
Mass. R. Prof. C. Scope [1], 426
Mass. 1305 (1998) (discussing the
proper role of comments vis-a-vis
the Rules).

The holding in Clark was
also supplied by practical consid-
erations. First, “informal interviews
are an exceptionally efficient means
for the meaningful gathering of
facts.” Clark, 440 Mass. at 277; see
also id. (stating that such interviews
“are generally more conducive to
full disclosure and far less costly
than the more structured processes
of formal discovery”). Second, for-
mer employees, as a class, are an
unusually rich fact-finding source.
Clark, 440 Mass. at 278; see also
id. (stating that “[flormer employees
may be a useful source of meaning-
ful information, because they may
feel less directly tied to the em-
ployer’s interests and therefore
more willing to discuss informally
what they know”). A ban on ex
parte access to unrepresented for-
mer employees would “[i]n effect,
immuniz[e] former employees from
all ex parte interviews [and] permit
the organization to monitor the flow
of nonprivileged information to a po-
tential adversary at the expense of
uncovering material facts.” Clark,
440 Mass. at 278.

The court in Clark empha-
sized that its holding does not
lessen the responsibilities of coun-
sel with respect to other rules gov-
erning professional conduct. See
Clark, 440 Mass. at 278 (noting
that “‘counsel must, of course, be
assiduous in meeting other ethical
and professional standards found
outside rule 4.2.™) (citing Patriarca,
438 Mass. at 139). Specifically, the
Clark Court noted that, “[w]ithout
limitation, counsel conducting the
ex parte interview must pay particu-
lar attention to avoid transgressing
Mass. R. Prof. C. 4.1, 426 Mass.
1401 (1998), governing a lawyer’'s
duty of truthfulness to a third party;
Mass R. Prof. C. 4.3, 426 Mass.
1404 (1998), governing a lawyer’'s
dealings with unrepresented per-
sons; and Mass. R. Prof. C. 4.4,
426 Mass. 1405 (1998), requiring
the lawyer to refrain from using un-
fair or illegal tactics to obtain evi-
dence.” Clark, 440 Mass. at 278-
79 (citing Patriarca, 438 Mass. at
139-141; id. at nn. 9, 10).
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