Legal Ethics in the Context of Negotiations

by Gianfranco A. Pietrafesa

ost of the Rules of Professional Con-

duct (RPCs) are drafted in the context

of litigation and other contested mat-

ters, and not in the context of trans-

actional matters and negotiations.

This article examines some of the
RPCs frequently encountered in the context of negotiations. In
particular, the article examines a few RPCs referring to a
lawyer’s obligations to make truthful statements when negoti-
ating on behalf of clients, and to disclose information to third
parties to prevent certain “bad acts” of clients.

When Representing a Client, | Cannot Tell a Lie

About Material Facts

A lawyer cannot lie about material facts. RPC 4.1(a)(1)
states that: “In representing a client, a lawyer shall not know-
ingly make a false statement of material fact or law to a third
person.”" The two key terms in this rule are “knowingly” and
“material facts.”

RPC 1.0(f) defines “knowingly” as “actual knowledge of the
fact in question. A person’s knowledge may be inferred from
circumstances.” Thus, there is no violation of RPC 4.1(a) if the
lawyer does not know that his or her statement is false. Con-
sider the following example.

Example #1: A lawyer represents a client selling a busi-
ness. In response to a buyer’s request for due diligence, the
client sends his lawyer unaudited financial statements with
instructions to forward them to an interested buyer. The
financial statements are false, and show inflated income. The
lawyer is conveying false information from his client to the
other party, but if the lawyer does not know the information
is false, he is not knowingly making a false statement.

The term “material fact” is not defined in the RPCs. A fact
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is material if it has real importance or great consequence,” one
that goes to the heart of the matter.* That is, “a fact is materi-
al when, if the representation had not been made, the con-
tract or transaction would not have been entered into. Con-
versely, a representation is not material when it appears that
the transaction would have been entered into notwithstand-
ing it.”* Consider the following two examples to distinguish
between material and immaterial facts.

Example #2: A buyer wants to purchase an office building
for its rental income. When representing the seller of an office
building, a lawyer states to the buyer that the building sits on
two acres of land when she knows that the actual size is 1.90
acres. The size of the land in this context is probably an
immaterial fact because the buyer seeks the rental income and
the transaction would probably happen regardless of the size
of the land.

Example #3: When representing the seller of vacant land,
a lawyer states to the buyer that there are five acres of vacant
land when he knows that the actual size of the land is 4.90
acres. The size of the land in this context may be a material
fact if the buyer has indicated that he intends to develop the
vacant land into five one-acre lots in accordance with appli-
cable land use laws. The transaction may not happen, or cer-
tainly would not happen at the same price, if the buyer knew
that he could subdivide the land into only four instead of five
lots, or that he could subdivide the land into five lots only if
he bears the additional cost of seeking applicable variances.

About the Law

RPC 4.1(a)(1) states that “a lawyer shall not knowingly
make a false statement of material fact or law to a third per-
son.” The rule prohibits a lawyer from knowingly misstating
the law to another person, including another lawyer, because
the other person may rely on the misstatement.’ In this
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regard, two authorities on legal ethics
have written:

[W]hen one lawyer addresses another,
she must not deliberately distort what
she knows to be the law, for the cir-
cumstances may be such that the other
lawyer will not have an opportunity to
research the point, and will make a
hasty decision or forgo certain rights in

reliance on such a misstatement.®

It has been observed, however, that
this rule does not require one lawyer to
do the work of another.” Consider the
following examples.

Example #4: A lawyer represents
the seller of business assets. The lawyer
representing the buyer fails to request
the information necessary to submit a
notice of bulk transfer to the New Jersey
Division of Taxation. As a result, the
buyer may become liable for any taxes
the seller owes to the state of New Jer-
sey. The seller’s lawyer is not required to
disclose to the other lawyer that it
would be prudent to submit the notice.

Example #5: Consider the same
facts as Example #4, except that the
buyer’s lawyer asks the seller’s lawyer
whether a notice of bulk transfer should
be submitted to the Division of Taxa-
tion. What should the seller’s lawyer
do? At a minimum, she cannot misstate
the law by stating that the form is
unnecessary, but can remain silent or
advise the buyer’s lawyer to do her own
research.

Example #6: Consider the same
facts as Example #4, except that the
buyer’s lawyer states that a notice of
bulk transfer is not required in this
transaction. It is clear to the seller’s
lawyer that the buyer’s lawyer misun-
derstands the law. What should the sell-
er’s lawyer do? The rule does not require
one lawyer to do the work of another.
The lawyer can remain silent, but must
consider his or her integrity and reputa-
tion.
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But Little White Lies are OK

The rule does not prevent a lawyer
from making false statements of imma-
terial facts (i.e., telling little white lies).?
However, consider that a lawyer’s word
is his or her bond, and a lawyer’s reputa-
tion for integrity is paramount. If a
lawyer lies, he or she will soon earn a
reputation as an untrustworthy person.

Example #7: A lawyer represents
Party A to a contract negotiation. The
lawyer for Party B wants to schedule a
conference call on the following day for
both parties and their lawyers to discuss
some issues with the contract. The
lawyer for Party A, who wants time to
speak with his client, falsely states to the
other lawyer that Party A is not available
on the following day but will be avail-
able in two days. This is a false state-
ment of an immaterial fact.

Bluffing, Puffing, Posturing and
Opinions are OK

RPC 4.1 concerns facts, and not
expressions of opinion, bluffing, puff-
ing, posturing, etc. by a lawyer. Some
misstatements are generally accepted
and even expected in negotiations; for
example, a lawyer’s opinion on the pur-
chase price of a business. Likewise, bluff-
ing about whether a price will be accept-
able to a client is expected. In this
regard, Comment 2 to the American Bar
Association (ABA) Model Rules states:

This Rule refers to statements of fact.
Whether a particular statement should
be regarded as one of fact can depend
on the circumstances. Under generally
accepted conventions in negotiation,
certain types of statements ordinarily
are not taken as statements of materi-
al fact. Estimates of price or value
placed on the subject of a transaction
and a party’s intentions as to an
acceptable settlement of a claim are

ordinarily in this category.

Consider the following examples.

Example #8: In order to increase
the offer of an interested buyer, a lawyer
states to the interested buyer that his
client already has a firm offer of $1 mil-
lion, when in fact he does not. The
lawyer has knowingly made a false state-
ment of fact, which is material and thus
a violation of RPC 4.1(a)(1).

Example #9: In order to make a
quick sale, a lawyer states to interested
buyers that the business will sell quick-
ly, and that they should make their
highest and best offers. The lawyer has
not made a statement of fact in viola-
tion of RPC 4.1(a)(1). Whether the busi-
ness will sell quickly is a matter of opin-
ion.

Example #10: A client tells her
lawyer that she has a firm offer of $1
million, and asks the lawyer to convey
that information to interested buyers.
The lawyer is unaware that the client
does not have such an offer. Without
knowledge of its falsity, the lawyer has
not violated RPC 4.1(a)(1), even though
he has made a false statement of materi-
al fact.

Example #11: A lawyer is negotiat-
ing the terms of her client’s purchase of
a business. The buyer has advised his
lawyer that he is willing to pay up to
$5,000,000 for the business. The seller
asks whether the buyer is willing to pay
$4,500,000. Can the buyer’s lawyer state
that she is not sure her client will be
willing to pay such a high price? Yes,
this is considered acceptable bluffing or
posturing during negotiations, and not
a violation of RPC 4.1(a)(1).

Be aware that whether a statement is
one of fact or opinion, puffing, postur-
ing, etc., depends on the circumstances;
for example, what is said, to whom and
how. In this regard, the Restatement of
the Law Governing Lawyers provides:

Whether a misstatement should be so
characterized depends on whether it is
reasonably apparent that the person

to whom the statement is addressed
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would regard the statement as one of
fact or based on the speaker’s knowl-
edge of facts reasonably implied by
the statement or as merely an expres-
sion of the speaker’s state of mind.
Assessment depends on the circum-
stances in which the statement is
made, including the past relationship
of the negotiating persons, their
apparent sophistication, the plausibili-
ty of the statement on its face, the
phrasing of the statement, related
communication between the persons
involved, the known negotiating prac-
tices of the community in which both
are negotiating, and similar circum-
stances. In general, a lawyer who is
known to represent a person in a
negotiation will be understood by
nonclients to be making nonimpartial
statements, in the same manner as
would the lawyer’s client. Subject to
such an understanding, the lawyer is
not privileged to make misrepresenta-

tions described in this Section.®

No Affirmative Duty to Disclose

Although RPC 4.1(a)(1) prohibits a
lawyer from lying about material facts,
generally it does not create an affirma-
tive duty to disclose any facts to third
persons. The ABA Comments state that
“A lawyer is required to be truthful
when dealing with others on a client’s
behalf, but generally has no affirmative
duty to inform an opposing party of rel-
evant facts.”"

Example #12: A lawyer represents a
manufacturer of watches, and is negoti-
ating an agreement with a retailer. Both
the manufacturer and the lawyer know
that a competitor will soon introduce a
superior watch at a reduced price. The
competing watch is likely to undercut
demand for the client’s watch." Under
the arrangement, the retailer presum-
ably will be required to purchase watch-
es, spend money on advertising, etc.
Neither the client nor the lawyer has
made any statement about competing
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watches.

As noted, RPC 4.1(a)(1) does not cre-
ate an affirmative duty to disclose any
facts to third persons. Therefore, the
lawyer does not have to disclose the
competing watch to the opposing side,
the retailer. The lawyer’s duty is to the
client and that duty is to maintain the
confidentiality of the information.

Example #13: Consider the same
facts as Example #12, with the following
additional facts: “As negotiations are
being wrapped up, the lawyer for the
retailer’s lawyer asks the manufacturer’s
lawyer whether there are any new mod-
els being introduced in the market that
could hurt sales.”"

The client did not make any state-
ments to the retailer or its lawyer; there-
fore, there is no duty to disclose the
material fact about the competing
watches because there was no fraud by
the client. RPC 4.1(a)(2) provides that “a
lawyer shall not knowingly fail to dis-
close a material fact to a third person
when disclosure is necessary to avoid
assisting a criminal or fraudulent act by
a client.”

However, if the client did make a
statement about the lack of competition
or the quality of the watches on the
market, and knew that the competing
watch would have an adverse effect on
its watches, and thus on the retailer, this
amounts to fraud, and requires the
lawyer’s disclosure of the material fact
about the competing watches to the
retailer.”

My Client Was So Bad, | Had to Tell
Someone

A Lawyer’s Duty to Disclose to Prevent
Crime and Fraud

Under RPC 4.1(a)(2), a lawyer must
disclose a material fact to a third party
when disclosure is necessary to prevent
a client from committing a crime or
fraud." Significantly, not only must a
lawyer disclose material facts, but under

RPC 4.1(b) a lawyer must make a disclo-
sure even if he or she is required to dis-
close confidential information other-
wise protected under RPC 1.6."

In addition to RPC 4.1(a)(2), RPC
1.6(b)(1) requires a lawyer to: 1) disclose
information 2) to the proper authorities
3) to prevent a client or another person
from committing a criminal, illegal or
fraudulent act 4) that the lawyer reason-
ably believes is likely 5) to result in
death, substantial bodily harm or sub-
stantial injury to the financial interest
or property of another."

The purpose of RPC 1.6(b) is to
require disclosure of information to pre-
vent a client’s criminal, illegal and fraud-
ulent acts the lawyer reasonably believes
is likely to result in death, substantial
bodily harm or substantial injury to the
financial interest or property of another.
Three key terms in RPC 1.6(b) are “prop-

nou

er authorities,” “substantial injury to
the financial interest or property of
another” and “reasonably believes.”"”

In transactional matters, the proper
authorities may include the Securities
and Exchange Commission, the New
Jersey Department of Environmental
Protection (NJDEP)and the New Jersey
Division of Taxation, among others.
However, when dealing with criminal,
illegal and fraudulent acts that may
result in death, substantial bodily harm
or substantial financial or property dam-
ages, these disclosures could or should
be made to the police, the county pros-
ecutor or the Attorney General’s Office.
When in doubt, disclose the informa-
tion to the county prosecutor.

There must be more than a remote
possibility of potential harm to consti-
tute a substantial injury to the financial
interest or property of another.” Under
RPC 1.0(m), the term “‘substantial’
when used in reference to degree or
extent denotes a material matter of clear
and weighty importance.”"

Under RPC 1.6(e), the term “reason-
able belief” means “the belief or conclu-
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sion of a reasonable lawyer that is based
upon information that has some foun-
dation in fact and constitutes prima facie
evidence of the matters referred to in
subsections (b), (c), or (d).” Likewise,
“reasonable belief” or “reasonably
believes” means “the lawyer believes the
matter in question and that the circum-
stances are such that the belief is reason-
able.”” “Reasonable” or “reasonably”
means “the conduct of a reasonably pru-
dent and competent lawyer.”** “Belief”
or “believes” means a lawyer “actually
supposed the fact in question to be true.
A person’s belief may be inferred from
circumstances.”?

The following are examples of
mandatory disclosures under RPC
1.6(b).

Example #14: A client is being
investigated by an administrative
agency. The client and its lawyer advised
the agency that the client did not com-
pensate its landlord based on the rev-
enues generated at the leased premises.
The agency terminated its investigation
of the client. Later, the lawyer discovers
the client was, in fact, compensating an
out-of-state affiliate of the landlord
based on the revenues generated at the
leased premises.

The lawyer reasonably believes the
the

agency’s termination of its investiga-

information was relevant to
tion, and that the client was perpetrat-
ing a fraud on the agency. When the
client refused to disclose the informa-
tion to the agency, the lawyer made the
disclosure to the agency.”

Example #15: A lawyer is represent-
ing the seller of real estate with a leaking
tank.
unknown reasons, the buyer’s environ-

underground  storage For
mental expert did not locate the aban-
doned tank or evidence of a significant
discharge of heating oil. The seller refus-
es to disclose the tank or the discharge
to the buyer or the NJDEP. The lawyer
reasonably believes the buyer is likely to

incur substantial expenses in an envi-
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ronmental cleanup. The lawyer must
disclose the discharge to the NJDEP to
prevent his client from committing ille-
gal and fraudulent acts (namely, failing
to disclose the discharge to the NJDEP
and failing to disclose the tank and the
discharge to the buyer) that are likely to
result in substantial injury to the finan-
cial interest or property of the buyer.

If a lawyer makes a disclosure to the
proper authorities, under RPC 1.6(c) the
lawyer may also disclose the informa-
tion to the buyer to the extent the
lawyer reasonably believes is necessary
to protect the buyer from death, sub-
stantial bodily harm or substantial
injury to a financial interest or property.
However, even if a lawyer does not make
a disclosure to the proper authorities
under RPC 1.6(b), he or she is required
to disclose a material fact to the buyer
under RPC 4.1(a)(2) instead of under
RPC 1.6(¢).

In conclusion, when negotiating on
behalf of a client, a lawyer must be cog-
nizant of his or her obligations under
the Rules of Professional Conduct and
the relevant case law, and must be pre-
pared to make difficult decisions about
disclosure of material facts, and perhaps
even confidential information, to third
parties. &2
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