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spotlight on one of the most nettlesome issues in corporate finance: the nature
and extent of an underwriter’s due diligence obligations in the context of a shelf
registration under Securities and Exchange Commission (“SEC”) Rule 415.> Shelf reg-
istration — “the process by which securities are registered to be offered or sold on a
delayed or continuous basis™ — affords well-seasoned issuers virtually instantaneous
access to the capital markets, but the speed of a shelf takedown, which can literally
occur in days or even hours, materially limits the ability of underwriters to discharge
their due diligence obligations in the same manner as in non-shelf offerings.
Indeed, the securities bar has petitioned the SEC for greater leniency in this regard,
arguing that the benefits of shelf registrations
are undermined by continuing to impose on financial intermediaries and other
“gatekeepers” the responsibility to take the time necessary to do a sufficient due
diligence investigation to assure quality disclosure without recognizing and mak-

The very recent decision in In re WorldCom, Inc. Securities Litigation' throws a

Continued on page 2

Does The Business Judgment Rule Apply
To Business Decisions Made By A Debtor
In Chapter 117? 5, viune tarvey and strgaria paton

he business judgment rule has been a fixture in the corporate board room for
I over a century.' Simply stated, the business judgment rule provides that:

[T]n making a business decision, the directors are presumed to have acted inde-
pendently, on an informed basis, in good faith, and in the honest belief that the
decision is in the best interests of the corporation. A business decision will nor-
mally be sustained unless the presumption is rebutted in either of two ways:
(1) the process, independence, or good faith of the directors is compromised; or
(i) the decision cannot be attributed to a rational business purpose.’

The business judgment rule affords certain liability protection to directors of compa-
nies who on the one hand, must make business decisions fraught with risk, while at the
same time comply with fiduciary obligations owed to the shareholders of the corporation.

Continued on page 4
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ing allowances for their difficulty
or even inability to do so. It is not
possible for underwriters and oth-
ers to meet this standard in the
current financing environment.*
But the SEC has hewed to the view
that the integrated disclosure system —
which enables the use of shelf registra-
tions by permitting the issuer’s prior
Exchange Act filings to be incorporated
by reference into its registration state-
ment — “was intended to ‘simplify dis-
closure and reduce unnecessary repeti-
tion and redelivery of information,” not
to ‘modify the responsibility of under-
writers and others to make a reasonable
investigation.”” Thus, the SEC advised

underwriters, concerned by the pres-
sures that a shelf takedown imposes, to
“‘arrange [their] due diligence proce-
dures over time for the purpose of
avoiding last minute delays in an offer-
ing environment characterized by rapid
market changes.””®

This article examines Judge Cote’s
WorldCom decision and considers both
its legal and practical implications for
underwriters.

Factual And Procedural Background
Of The Decision

Judge Cote’s WorldCom decision
arises in the context of the well-publi-
cized accounting scandal and conse-
quent collapse of WorldCom, Inc.
(“WorldCom”), which resulted not only
in the largest bankruptcy filing in
American history, but also in the filing

of myriad securities class actions.
Among the defendants named in those
litigations, which were consolidated in
the Southern District of New York, were
WorldCom’s underwriters in connection
with (i) a May 2000 debt offering val-
ued at approximately $5 billion and (ii)
a May 2001 debt offering valued at
approximately $11.9 billion, which
Judge Cote termed “the largest public
debt offering in American history.”
The court’s decision addresses the
parties’ (Lead Plaintiff’s and certain of
the underwriters’ (the “Underwriter
Defendants’”))* dueling motions for
summary judgment. Lead Plaintiff
moved for partial summary judgment
on its claims under Sections 11 and
12(a)(2) of the Securities Act “with
respect to certain statements in World-
Com’s financial filings that the Lead
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Plaintiff contends are indisputably false
and material.”” The Underwriter Defen-
dants moved for summary judgment on
all claims under the “due diligence” and
“reliance” defenses of Section 11,
specifically arguing, among other
things, that they

were entitled to rely on World-

Com’s audited financial state-

ments and had no duty to investi-

gate their reliability unless they
had reasonable grounds to
believe that they were not accu-
rate, and that they were also enti-
tled to rely on [certain] “comfort
letters” from WorldCom’s auditor

[Arthur Andersen] for the interim

unaudited WorldCom financial

statements.'

Debate, summarized below, thus
centered on the sufficiency of the
Underwriter Defendants’ due diligence
efforts in connection with the 2000 and
2001 WorldCom debt offerings.

The 2000 Offering

WorldCom filed a shelf registration
for its 2000 offering on April 12, 2000,
and due diligence was conducted over
nine days, from May 15 to May 23,
2000." The court noted that the “only
written record of due diligence per-
formed by the Underwriter Defendants
for the 2000 Offering” was a memoran-
dum from underwriters’ counsel, Cra-
vath, Swaine & Moore LLP (“Cra-
vath”), describing a single telephone
conversation on May 17, 2000 between
the Underwriter Defendants and then
WorldCom CFO Scott Sullivan.”” The
memorandum reflects that Sullivan
“predicted overall growth for the year
2000 would be about 14%, represented
that the proceeds for the 2000 Offering
would be used to repay ‘commercial
debt,” reported that WorldCom was
experiencing a very competitive envi-
ronment but that there were no changes
in that environment since 1999, and
stated that there were no other material
issues.”” The memorandum concludes
with an outline of WorldCom’s board
minutes, a list of the company’s public
filings, references to the company’s
press releases, and a discussion of doc-
uments relating to the company’s failed
merger with Sprint."
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“Shelf registration . . . affords well-seasoned issuers
virtually instantaneous access to the capital markets,
but the speed of a shelf takedown, which can literally
occur in days or even hours, materially limits the
ability of underwriters to discharge their
due diligence obligations in the same manner
as in non-shelf offerings.”

Judge Cote highlighted the Under-
writer Defendants’ reliance in connec-
tion with the 2000 offering on a May
19, 2000 Arthur Andersen “comfort let-
ter” for WorldCom’s first quarter finan-
cials and a May 23, 2000 “bringdown
comfort letter,”” although the roughly
six-week period between the April 12
filing of the shelf registration statement
and the May 24 offering afforded the
Underwriter Defendants time for addi-
tional due diligence.

The 2001 Offering

By early 2001, WorldCom’s finan-
cial condition had deteriorated dramati-
cally, leading the Underwriter Defen-
dants (internally) and Standard & Poor’s
(publicly) to downgrade WorldCom’s
credit rating.'* Given the company’s
credit situation, the Underwriter Defen-
dants were faced with the dilemma
whether to assist in restructuring World-
Com’s credit facility, or to compete for
investment banking positions in the
massive debt offering that WorldCom
planned for that spring.” WorldCom
resolved the dilemma by informing its
banks that they could participate in the
offering only if they assisted in the
restructuring.”®  Significantly, the court
noted that “[t]here is evidence to suggest
that several of the Underwriter Defen-
dants decided to make a commitment to
the restructuring of the credit facility
and to attempt to win the right to under-
write the 2001 Offering, while at the
same time reducing their own exposure
to risk from holding WorldCom debt by
engaging in hedging strategies.”"

The Underwriter Defendants con-
ducted due diligence for the 2001 offer-
ing between April 19 and May 16, 2001,

Business & Securities Litigator

which, as described in a May 16, 2001
Cravath memorandum, consisted of two
telephone calls with Sullivan on April
30 and May 9, a May 9 telephone call
with Sullivan and Arthur Andersen, and
reviews of WorldCom'’s board minutes, a
1998 revolving credit agreement, SEC
filings, and press releases.” Sullivan
told the Underwriter Defendants that
“WorldCom was comfortable with the
current earnings per share, that there
were no issues that could affect the com-
pany’s credit rating, and that the com-
pany had nothing material to disclose
that had not [already] been discussed
with the investment bankers.””' Arthur
Andersen expressed similar views dur-
ing its call and represented that “there
were no accounting concerns.”” The
Underwriter Defendants were unaware
and certainly were not informed by Sul-
livan that on April 20, 2001, WorldCom,
at Sullivan’s direction, began to engage
in a “capitalization scheme” for the
company’s line costs that was intended
to “make the E/R ratio for the first quar-
ter of 2001 ‘fairly consistent’ with the
E/R ratio for the prior quarter.””

Arthur Andersen also issued two
comfort letters in connection with
WorldCom’s first quarter financials,
which, unlike its comfort letters from
the previous year, omitted language
regarding conformity with generally
accepted accounting principles.”
When this difference drew attention,
one of the bankers “noted that the issue
was important to understand but
advised against getting ‘too vocal’
about it since ‘WorldCom’s a bear to
deal with on that subject.”””

Continued on page 9



Does The Business Judgment Rule
Apply In Chapter 11?

Continued from page 1

What happens to this classic rule of
corporate governance when a company
is financially troubled and has filed for
bankruptcy protection? Courts have
struggled with whether applying a pure
business judgment rule is the right thing
to do when a company is insolvent. The
rationale for the business judgment rule
still appears to exist in the bankruptcy
context even though the playing field
has changed. When the corporation
reaches the point of insolvency, the
firm’s directors then owe fiduciary
duties to the company’s creditors, yet
the directors continue to have the task to
maximize the economic value of the
company with all the attendant risks
inherent in such an endeavor.’

In describing whether and to what
extent business judgment principles
should apply to decisions made by a
debtor’s board of directors, bankruptcy
courts have tended to make complex
assessments based upon the context of
the business decision, the section of the
Bankruptcy Code at issue, the business
decision’s potential impact on all credi-
tors and the jurisdiction’s own predilec-
tion as to whether business judgment
principles should be utilized in the
bankruptcy context.

Although most bankruptcy courts
recognize the importance of deferring
in some manner to the business judg-
ment of a debtor, a handful of bank-
ruptcy cases have held that the business
judgment rule should not apply to deci-
sions made by directors and officers of
insolvent corporations, characterizing
these directors and officers as ‘trustees’
for the creditors of the corporation and
holding these decision-makers to a sim-
ple negligence standard.*

Perhaps the best way to analyze the
application of the business judgment
rule in the reorganization context is to
focus on specific business decisions
that are often encountered by a debtor
during its reorganization. As the fol-
lowing examples demonstrate, even
when bankruptcy courts insist that they

are applying business judgment princi-
ples, courts tend to go beyond the busi-
ness judgment rule presumption and
review the substance of the business
decision, in some cases even applying
20/20 hindsight to the soundness of the
debtor’s determinations.

Decisions By The Debtor
To Approve Break-Up Fees

When a corporation in bankruptcy
attempts to sell off all or a portion of its
assets, it frequently offers bidding
incentives to induce potential pur-
chasers to enter into the bidding
process. One form of bidding incentive
which has become increasingly com-
mon in asset sales under Section 363 of
the Bankruptcy Code is a break-up fee
in the event that the sale is not consum-
mated.” Break-up fees “are meant to
compensate the potential acquirer who
serves as a catalyst or ‘stalking horse’
which attracts more favorable offers.”

In the non-bankruptcy merger trans-
action, courts typically have denied the
use of break-up fees only where such
fees were the product of bad faith or
would chill competing bids.” In the
bankruptcy setting, on the other hand,
three different standards for analyzing
the appropriateness of breakup-fees
have emerged: (1) the modified busi-
ness judgment test; (2) the best interests
of the estate test; and (3) the adminis-
trative expense test.

The Modified Business Judgment Test
Bankruptcy courts that apply the
business judgment test will approve a
break-up fee if (1) the debtor believes in
its business judgment that such fees
will benefit the estate; (2) there is no
proof of self-dealing, and (3) there is no
proof of specific harm to the bank-
ruptcy estate.®
As the Court recognized in In re 995
Fifth Avenue Assoc., L.P. this test is
akin to the one applied by courts
reviewing break-up fees in the corpo-
rate takeover arena:
In the corporate takeover context
it is recognized that breakup fees
are not illegal where they enhance
rather than hamper the bidding.
Breakup fees and other strategies
may “be legitimately necessary to
convince a ‘white knight’ to enter

Business & Securities Litigator

the bidding by providing some
form of compensation for the risks
it is undertaking.” When reason-
able in relation to the bidder’s
efforts and to the magnitude of the
transaction, breakup fees are gen-
erally permissible. But if such a
fee is too large, it may chill the
bidding to the detriment of share-
holders (or, if the company for
sale is insolvent, its creditors). In
such instances, the fee is not pro-
tected by the business judgment
rule (which bars judicial inquiry
into actions of corporate directors
taken in good faith and in the exer-
cise of honest judgment in the
lawful and legitimate furtherance
of corporate purposes) and is thus
subject to court review."

Under this modified business judg-
ment standard," bankruptcy courts con-
sider whether the proposed break-up fee
prohibits or chills the bidding and
whether the amount of the proposed
breakup fee was reasonable in relation
to the size of the sale and the work and
expense involved in negotiating the
agreements.”” In general, bankruptcy
courts have found the average range of
reasonableness for break-up fees and
expenses is 1-4% of the purchase price,
although a few courts have found higher
percentages to be reasonable."”

The Best Interests of the Estate Test

Other bankruptcy courts have cho-
sen a more rigorous standard to apply
when evaluating the debtor’s decision to
approve a break-up fee. Under the best
interests of the estate test, a bankruptcy
court inquires (1) whether the bid is
higher than it would have been had
the break-up fee not been granted;
(2) whether the break-up fee provided
net value to the estate; (3) whether a
break-up fee is necessary to start the
bidding process; and (4) whether the
amount of the fee is small relative to the
overall benefit to the estate. Most courts
applying this standard have denied
motions to approve a break-up fee.

For example, in In re America West
Airlines, Inc.,”* the court refused to
approve a break-up fee in connection
with a § 363(b) asset sale, noting that
since the debtor had already been
“thoroughly marketed,” the proposed
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break-up fee would not “induce further
bidding or bidding generally” but could
“potentially deplete [ ] assets that
c[ould] be better utilized to help fund a
plan of reorganization and continue to
provide funds for professionals, attor-
neys, accountants and consultants to
that end.”"”

The America West court expressly
refused to apply business judgment
principles, which it recognized had
been applied outside of the bankruptcy
context, concluding that: “[a]cquisition
of an ongoing business which is in
bankruptcy is fundamentally different
from that of an acquisition involving
parties not in bankruptcy.”® Accord-
ingly, the “standard is not whether a
break-up fee is within the business
judgment of the debtor, but whether the
transaction will ‘further the diverse
interests of the debtor, creditors and
equity holders, alike.””"”

A similar rejection of business judg-
ment principles in analyzing the appro-
priateness of a break-up fee occurred in
In re Hupp Industries, Inc." There, the
debtor sought authorization to enter
into a letter of intent that would have
provided for the sale of many of the
debtor’s assets under 11 US.C. § 363
and obligated the debtor to pay up to
$150,000 in break-up fees and expenses
if the deal were not consummated. The
Creditors’ Committee and a principal
secured creditor objected. The court
disallowed the break-up fee.

The Hupp court expressly rejected
the business judgment test and listed
seven factors to be considered in a
determination of whether breakup fees
would be appropriate: 1) whether the
fee requested correlates with a maxi-
mization of value to the debtor’s estate;
2) whether the underlying negotiated
agreement is an arms-length transaction
between the debtor’s estate and the
negotiating acquirer; 3) whether the
principal secured creditors and the offi-
cial creditors committee are supportive
of the concession; 4) whether the sub-
ject break-up fee constitutes a fair and
reasonable percentage of the proposed
purchase price; 5) whether the dollar
amount of the break-up fee is so sub-
stantial that it provides a “chilling
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effect” on other potential bidders; 6) the
existence of available safeguards bene-
ficial to the debtor’s estate; and 7)
whether there exists a substantial
adverse impact upon unsecured credi-
tors, where such creditors are in opposi-
tion to the break-up fee.”

“The America West court
expressly refused to
apply business judgment
principles, which it
recognized had been
applied ovutside of the
bankruptcy context,
concluding that:
[akquisition of an
ongoing husiness which
is in bankruptcy is
fundamentally
different from that of
an acquisition
involving parties
not in bankruptcy.””

The Hupp Court also cautioned that
the fees must be “carefully scrutinized
in § 363(b) asset sales to ensure that the
debtor’s estate is not unduly burdened
and that the relative rights of the parties
in interest are duly protected.””

In In re S.N.A. Nut Co., an unsuc-
cessful bidder in sale of Chapter 11
debtor’s assets applied for reimburse-
ment of costs and expenses incurred in
an unsuccessful bid. The court, in find-
ing the bidder could not recover cost
and expenses, considered the applica-
tion for break-up fees under § 11 U.S.C.
503 (b)* and under the ‘best interests of
the estate’ test as articulated in America
West and Hupp, namely “whether the
interests of all concerned parties are
best served by such a fee.””
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The Court rejected the line of cases
which have held that break-up fees and
bidding incentives in general are ana-
lyzed under the business judgment rule:

The ultimate question becomes,
who pays the costs of investigating
the potential subject of an auc-
tion? If Debtor agrees to reim-
burse a bidder or to pay the oppor-
tunity cost of bidding, then the
creditors are paying those costs.
The goal of a bankruptcy auction,
however, is to maximize the return
to the estate. The costs of bidding
should be borne by those who are
best able to bear them—the bid-
ders who have voluntarily entered
the bidding process, and who are
bidding for a company with title
free and clear of liens and with all
the advantages provided by the

Bankruptcy Code.”

In In re Tiara Motorcoach Corp.,** a
Chapter 11 debtor moved under § 363
for authorization of the sale of certain
assets and approval agreement to pay a
break-up. The Bankruptcy Court
refused to approve the break-up fee
agreement, finding that it was not in the
best interests of the estate, creditors and
equity holders:

This court agrees with the position
taken in S.N.A., America West, and
Hupp. A sale pursuant to § 363 of
the Bankruptcy Code is not in the
ordinary course of business, and
the business judgment of the
debtor should not be solely relied
upon. Rather, a court should
insure that revenues are maxi-
mized and that the best interests of
the debtor’s estate, creditors and
equity holders are furthered.
Therefore, “[t]he proposed break-
up fee must be carefully scruti-
nized to insure that the Debtor’s
estate is not unduly burdened and
that the relative rights of the par-
ties in interest are protected.”

The Administrative Expense Test
Under the administrative expense
test, the allowance of a break-up fee in
connection with a § 363 asset sale by a
debtor depends on the claimant’s ability
to show that the fees were actually nec-
essary to preserve the value of the
estate, or, that the fees benefited the

Continued on page 6
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estate in a demonstrable way — i.e., the
test which an administrative creditor
has to meet in order to recover for
administrative expenses under § 503(b)
of the Bankruptcy Code.” The Third
Circuit’s decision in /n re O Brien Envi-
ronmental Energy, Inc.,”” is a good
example of how the administrative
expense test is applied.

In O’Brien, ten purchasers submit-
ted bids for the debtor’s assets and
three were deemed highest and best.
The debtor then entered into a pur-
chase agreement with Calpine Corpo-
ration. Calpine’s obligation to perform
under the purchase agreement was
conditioned upon the parties’ ability to
obtain bankruptcy court approval for a
break-up fee of $2,000,000 and
expenses up to $2,000,000 under cer-
tain circumstances. The bankruptcy
court refused to approve the break-up
fee provision, holding that such a pro-
vision would chill, or at best, compli-
cate the competitive bidding proce-
dure. Despite the lack of bankruptcy
court approval, Calpine reentered the
bidding process. Ultimately, another
entity purchased the debtor’s assets,
and Calpine filed an application for
administrative expenses under section
503(b). Calpine’s fee application was
denied by the bankruptcy court. The
district court affirmed the bankruptcy
court’s decision.

On appeal, the Third Circuit found
the appropriate test to review the
approval of a break-up fee was not the
nine factor test articulated by the bank-
ruptcy court, but rather, an assessment
of whether the expense provided some
tangible benefit to the debtor’s estate.
Applying this standard, the Third Circuit
determined that the disappointed buyer
had strong financial incentives to partic-
ipate in the bidding for the debtor’s
assets regardless of the break-up fee
and, therefore, a break-up fee was not
necessary to induce Calpine to take part
in the bidding.”® Accordingly, the Third

Circuit found no benefit to the estate
and upheld the lower courts’ denial of
the administrative expense claim.”

As aptly noted in one article,’” the
Third Circuit’s decision in O’Brien
“reflects the general difficulty of
obtaining court approval of bidding
incentives after the bidding process.
With the benefit of hindsight, courts
can subject such incentives to the
strictest scrutiny.”'

Recently, an Towa bankruptcy court
applied the nine factor test articulated
by the bankruptcy court in O’Brien
rather than the Third Circuit’s test. The
Court in In re Tama Beef Packing, Inc.,”
found that the unsuccessful bidder was
entitled to a break-up fee noting that:

[t]he fourth [O Brien] factor . . . is
the most significant factor in this
analysis. Under the unique facts
in this case the presence of
AgriProcessors [the unsuccessful
bidder] not only attracted another
bidder to the auction, it is undis-
puted that there would have been
no auction, or benefit to the estate,
had AgriProcessors not agreed to
participate.”

Executory Contracts

In the bankruptcy context, an execu-
tory contract is one in which material
performance remains due on both sides.
If performance on one side is com-
pleted, the contract is no longer execu-
tory.* Under § 365 (a) of the Bank-
ruptcy Code, the trustee, subject to
court approval, may assume or reject
any executory contract or unexpired
lease of the debtor. This provision of
the Bankruptcy Code allows the
assumption or rejection of executory
contracts in order to permit the trustee
or debtor-in-possession to use valuable
property of the estate and to “‘renounce
title to and abandon burdensome prop-
erty.””” If the trustee or debtor-in-pos-
session rejects an executory contract
pursuant to § 365, “the other party to
the rejected contract becomes a general
creditor of the estate for any damages
flowing from the rejection.”*

Virtually all bankruptcy courts
apply the business judgment rule in
deciding whether to approve or disap-
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prove a debtor’s decision to reject or
assume an executory contract.”” These
courts have held that fairness to the
nondebtor contracting party is irrele-
vant in determining whether the debtor
may reject a contract.®® The only thing
that matters is that the debtor has con-
cluded in its business judgment that
there is a benefit to the estate from
rejection or assumption of the execu-
tory contract.

In a few bankruptcy cases, however,
the amount of potential harm caused to
the nondebtor contracting party has
been deemed to be so severe that the
bankruptcy court has departed from
employing a pure business judgment
rule and instead has determined to
weigh the benefits and detriments to
both the debtor and the other contracting
party. These cases reflect a bankruptcy
court’s willingness to apply a more
probing analysis when it perceives the
need to apply the principles of equity.

For example, in In re Petur U.S.A.
Instrument Co.,” the debtor, which mar-
keted geotechnical instruments invented
by one of its principals, sought to reject
a 20 year licensing agreement with a
closely held company formed solely for
the purpose of marketing the debtor’s
products in Canada. The bankruptcy
court concluded that the debtor had
“properly exercised its business judg-
ment and that rejection could well cre-
ate additional profits and aid in reorgan-
ization.™ Nevertheless, the bankruptcy
court refused to authorize the debtor’s
rejection of the licensing agreement,
finding that granting the motion would
result in the destruction of the non-
debtor licensee and that damage to the
licensee would be grossly dispropor-
tionate to any benefit derived by gen-
eral creditors of the debtor’s estate. The
bankruptcy court also noted that its
conclusion “was supported by several
additional factors,”' such as the inabil-
ity of the debtor to show that it will be
able to reorganize.

Similarly, in In re Monarch Tool &
Mfg. Co.,* the debtor moved to reject an
executory distribution contract which
granted the distributor the exclusive
right to sell debtor’s products in the
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United States. In denying the rejection
motion, the court held that dispropor-
tionate damage to the non-debtor party
to an executory contract provides a
ground for disapproving rejection. The
bankruptcy court noted that its decision
to disapprove the debtor’s rejection was
“reinforced by other consequential
facts,” such as the fact that the debtor
“does not presently have management
competent to lead it to a successful
reorganization. [Thus] [r]ejection of
the contract . . . would not improve the
fortunes of this Debtor.”*

Recently, the Fifth Circuit consid-
ered whether business judgment princi-
ples should be the only measure when
faced with a debtor rejecting an execu-
tory contract that might raise public
interest concerns. In In re Mirant
Corp.,* the Fifth Circuit remanded to
the district court for a determination as
to whether debtor Mirant should be
able to reject a electricity purchase
agreement with Potomac Electric
Power. The Fifth Circuit “suggested”
to the district court that a more “rigor-
ous” standard than the business judg-
ment rule should be used to determine
the rejection motion. Specifically, the
Fifth Circuit, in remanding the matter,
instructed the district court to “care-
fully scrutinize the impact of rejection
upon the public interest” so as to
“ensure that rejection does not cause
any disruption in the supply of electric-
ity to other public utilities or to con-
sumers.”” This new “public interest”
standard suggested by the Fifth Circuit
may gain traction with other courts
when faced with a debtor’s rejection of
an executory contract that could impact
the public at large.

DIP Financing

One of the critical issues faced by a
chapter 11 debtor-in-possession is the
need for sufficient operating funds dur-
ing the reorganization process. The
debtor is prohibited from using cash
collateral without court approval or the
consent of the secured creditor (11
U.S.C. § 363(c)(2)), and, if the debtor’s
assets are encumbered, obtaining post
petition financing from a new lender, at
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least at the beginning of the case, may
be problematic. A debtor may elect to
litigate with the secured lender to obtain
the use of cash collateral. Another
option is for the debtor to negotiate a
postpetition financing arrangement
with a secured creditor.

“Although courts list a
number of factors that
require close factual
scrutiny by the
bankruptcy court, as
a practical matter,
bankruptcy courts are
reluctant to deny DIP
financing agreements
without which the
debtor may be forced
to liquidate.”

Section 364 of the Bankruptcy Code
provides that, if necessary, the post-peti-
tion lender may be given security in the
debtor’s assets, and a super priority
ahead of all administrative creditors.*
Such forms of external financing are
known as debtor-in-possession financing
(“DIP”). DIP financing arrangements
under § 364 of the Bankruptcy Code are
subject to the oversight of the bank-
ruptcy court and most arrangements
require prior judicial authorization.”

In order to secure approval of post-
petition financing pursuant to 11 U.S.C.
§§ 364(c) and/or (d), bankruptcy courts
have found the debtor-in-possession
bears the burden of proving the follow-
ing three factors:

[Flirst, that the proposed financ-

ing is an exercise of sound and

reasonable business judgment;
second, that no alternative financ-
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ing is available on any other basis;
third, that the financing is in the
best interests of the estate and its
creditors; and, as a corollary to the
first three points, that no better
offers, bids, or timely proposals
are before the Court.*

Accordingly, a determination by the
bankruptcy court that the financing
transaction satisfies the business judg-
ment rule (i.e., that the debtor acted in
good faith and in an informed manner)
is just the starting point in obtaining
approval of a DIP financing agreement.

Some courts have added still other
factors to consider in deciding whether
a DIP financing agreement should be
approved. For example, in In re Farm-
land Industries, Inc.,” the Court held
that the following enumerated factors
should be considered by a bankruptcy
court in determining whether a § 364
post-petition financing agreement
should be approved:

(1) That the proposed financing is an
exercise of sound and reasonable
business judgment;

(2) That no alternative financing is
available on any other basis;

(3) That the financing is in the best
interests of the estate and its credi-
tors;

(4) As a corollary to the first three
points, that no better offers, bids, or
timely proposals are before the
court;

(5) That the credit transaction is neces-
sary to preserve the assets of the
estate; and

(6) That the terms of the transaction are
fair, reasonable, and adequate, given
the circumstances of the debtor-bor-
rower and the proposed lender.
Although courts list a number of

factors that require close factual

scrutiny by the bankruptcy court, as a

practical matter, bankruptcy courts are

reluctant to deny DIP financing agree-
ments without which the debtor may be
forced to liquidate.”

Some courts have recognized that
the debtor has very little bargaining
power in negotiating DIP financing
arrangements and have sought to level
the playing field a bit. For example, at
the request of the Delaware District
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Court, Chief Judge Walsh of the

Delaware Bankruptcy Court submitted

a letter in April, 1998 commenting on

the terms of first day DIP financing

orders that, “should be avoided” so as to

“eliminate some of the most objection-

able features of such orders.”' These

prohibitions include:

(i) absent exigent circumstances, a
proposed DIP order “should not
grant to a lender a lien on avoid-
ance actions,”

(i) a proposed DIP order should not
“divest the debtor, or any other
party in interest, of any discretion
in the formulation of a plan,”

(ii1) a proposed DIP order should pro-
vide that the debtor is only obli-
gated to reimburse a lender for
“reasonable attorneys fees and
costs and such reimbursement
should not apply to “the lender’s
defense to challenges by a com-
mittee to the lender’s prepetition
security position.”

Conclusion

Most bankruptcy courts recognize
that applying business judgment princi-
ples in some form to business decisions
made by debtors in the bankruptcy reor-
ganization setting is as appropriate as in
regular non-bankruptcy situations.
These courts recognize that the debtor-
in-possession is required to take risk
and be innovative in its decision-mak-
ing without fear of judicial hindsight.

Bankruptcy courts that apply the
business judgment rule to a corporate
decision made by a debtor, however,
often interject considerations of fair-
ness and reasonableness that are not
present in a traditional business judg-
ment rule analysis. These courts take
the view that a more searching standard
of review (which focuses on the sub-
stance of the decision) is desirable in
order to better protect the interests of
the bankruptcy estate and its creditors.
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Section 11’s “Due Diligence”
And “Reliance” Defenses

Section 11 of the Securities Act of
1993 creates a private right of action for
the filing of a registration statement that
“contain[s] an untrue statement of a
material fact or omit[s] to state a mate-
rial fact required to be stated therein or
necessary to make the statements
therein not misleading.”* In enacting
this provision, Congress specifically
sought to subject underwriters,” among
other non-issuers involved in the
process of offering securities to the
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public, to the liability provisions of the
federal securities laws, because doing
so “‘would provide the necessary incen-
tive to ensure their careful investigation
of the offering.””*

But, as Judge Cote acknowledged in
WorldCom, Congress “specifically
rejected the notion of underwriters as
insurers,” requiring instead that under-
writers “‘exercise diligence of a type
commensurate with the confidence,
both as to integrity and competence,’
placed in them by those purchasing
securities.”” In this connection, Section
11 provides two distinct, but interrelated
affirmative defenses for underwriters.

The first defense, known as the “due
diligence” defense, applies to the “non-
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expertised” portions of registration

statements® and shields the underwriter

from liability if
he had, after reasonable investiga-
tion, reasonable ground to believe
and did believe, at the time [a non-
“expertised”’] part of the registra-
tion statement became effective,
that the statements therein were
true and that there was no omis-
sion to state a material fact
required to be stated therein or
necessary to make the statements
therein not misleading.!

The due diligence defense, which,
by its terms, creates a negligence stan-
dard of liability for underwriters,*
applies only if the underwriter conducts
a “reasonable investigation.” Although



the question of precisely what consti-
tutes a “reasonable investigation” is not
susceptible to “a rigid rule suitable for
every case defining the extent to which
such verification must go,”* Judge
Cote, noting the paucity of caselaw in
this area, referred to the Southern Dis-
trict of New York’s 1968 decision in
Escott v. BarChris Construction Corp.
for a description of the nature of the
required inquiry:

The purpose of Section 11 is to

protect investors. To that end the

underwriters are made responsible
for the truth of the prospectus. If
they may escape that responsibil-
ity by taking at face value repre-
sentations made to them by the
company’s management, then the
inclusion of underwriters among
those liable under Section 11
affords the investors no additional
protection. 7o effectuate the
statute s purpose, the phrase “rea-
sonable investigation” must be
construed to require more effort
on the part of the underwriters
than the mere accurate reporting
in the prospectus of “data pre-
sented” to them by the company.
It should make no difference that
this data is elicited by questions
addressed to the company officers
by the underwriters, or that the
underwriters at the time believe
that the company’s officers are
truthful and reliable. In order to
make the underwriter’s participa-
tion in this enterprise of any value
to the investors, the underwriters
must make some reasonable
attempt to verify the data submit-
ted to them. They may not rely
solely on the company’s officers

or on the company’s counsel. A

prudent man in the management

of his own property would not rely
on them.*

Accordingly, “while an underwriter
is not ‘expected to possess the intimate
knowledge of corporate affairs of inside
directors,” his obligation is to conduct a
meaningful investigation, ‘not merely
... listen[ ] to management’s explana-
tions of the company’s affairs.””*

In contrast, the second affirmative
defense — known as the “reliance”
defense — applies to the “expertised”

10

portions of a registration statement and
provides that an underwriter will not be
held liable if

he had no reasonable ground to
believe and did not believe, at the
time such part of the registration
statement became effective, that
the statements therein were untrue
or that there was an omission to
state a material fact required to be
stated therein or necessary to
make the statements therein not
misleading.*

"After WorldCom,
underwriters apparently
must take responsibility
for questioning not only

the issuver’s conduct
when suspicious facts
arise, but also
questioning why
the issuer’s financial
performance - as
measured by one
performance ratio in this
case (i.e., the E/R ratio)
- is hetter than that
of its competitors.”

With respect to the reliance defense,
Judge Cote — again noting that
“[n]either the Supreme Court nor the
Second Circuit has explored this area of
law in any significant way”*’" — referred
to Justice Powell’s dissent in John
Nuveen & Co. v. Sanders,* in which he
explained that Section 11

explicitly absolve[s] [an under-

writer] of the duty to investigate

with respect to “any part of the
registration statement purporting
to be made on the authority of an
expert” such as a certified
accountant if “he had no reason-
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able ground to believe and did not
believe” that the information
therein was misleading. This pro-
vision is in the Act because, almost
by definition, it is reasonable to
rely on financial statements certi-
fied by public accountants.”

Section 11(a)(4) specifically identi-
fies an accountant as an expert, but an
accountant’s opinion qualifies as an
expert’s opinion for Section 11°s
reliance defense only if the following
three prerequisites are met: (i) the opin-
ion must be reported in the registration
statement; (ii) it must be an audit opin-
ion; and (iii) the accountant must con-
sent to the inclusion of the opinion in the
registration statement. Consequently,
“[u]lnderwriters can rely on an accoun-
tant’s audit opinion incorporated into a
registration statement in presenting a
defense under Section 11(b)(3)(C),” but
“may not rely on an accountant’s com-
fort letters for interim financial state-
ments in presenting such a defense.
Comfort letters do not ‘expertise any
portion of the registration statement
that is otherwise non-expertised.”””*!

Importantly, as discussed below,
Judge Cote cautioned that “underwrit-
ers’ reliance on audited financial state-
ments may not be blind. Rather, where
‘red flags’ regarding the reliability of an
audited financial statement emerge,
mere reliance on an audit will not be
sufficient to ward off liability.”*

Due Diligence In The Context
Of Shelf Registrations

To ensure that investors are fur-
nished with “meaningful, nonduplica-
tive information both periodically and
when securities distributions are made
to the public,”” the SEC, beginning in
the late 1960s, sought to integrate the
disclosure requirements of the Securi-
ties and Exchange Acts.* This was
accomplished in large part through the
adoption of Form S-3 in 1982, which
created “a streamlined registration form
available only to certain well-capital-
ized and widely followed issuers about
which a significant amount of public
information is already available.” A
Form S-3 registration — otherwise
known as a “short form” registration —
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allows the registrant to incorporate by
reference into the registration statement
the registrant’s extensive Exchange Act
reporting, including its most recent
Form 10-K and all subsequent periodic
Exchange Act filings through the termi-
nation of the offering.*

The SEC’s adoption of Form S-3
was accompanied by its adoption of
Rule 415, which enables all Form S-3
eligible registrants to engage in shelf
registration — “the process by which
securities are registered to be offered or
sold on a delayed or continuous basis™’
— “in an amount . . . reasonably
expected to be offered and sold within
two years from the initial effective date
of the registration.”™® Shelf registration
was intended to provide the issuer with
“‘procedural flexibility’ to vary ‘the
structure and terms of securities on
short notice,” and the adoption of
Rule 415 in 1982 (and its subsequent
amendment in 1992) furthered that pur-
pose by, among other things, expanding
the types of securities that could be
offered “off the shelf.”

As could be expected, these devel-
opments dramatically reduced the time
and expense involved in the offering
process, “thus enabling more ‘rapid
access to today’s capital markets.”””** But
as also could be expected, these devel-
opments raised concerns with under-
writers that were left with only a frac-
tion of the time they previously had to
complete their due diligence:

[TThis reduction in preparation
time, together with competitive
pressures, will restrict the ability
of responsible underwriters to
conduct what would be deemed to
be a reasonable investigation, pur-
suant to Section 11, of the con-
tents of the  registration
statement. . . . [[]ssuers may be
reluctant to wait for responsible
underwriters to finish their
inquiry, and may be receptive to
offers from underwriters willing
to do less.”

Notwithstanding the underwriters’
misgivings, the SEC has held under-
writers to their historical due diligence
obligations, emphasizing that its prom-
ulgating an integrated disclosure sys-
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tem was intended to speed up the offer-
ing process, not to loosen due diligence
standards.”® Thus, underwriters — in
light of the increased use of shelf regis-
trations — were advised by the SEC to
“‘arrange [their] due diligence proce-
dures over time for the purpose of
avoiding last minute delays in an offer-
ing environment characterized by rapid
market changes.””” As Judge Cote

explained:
At the time the SEC finalized the
shelf registration rule . . . it again

recognized that “the techniques of
conducting due diligence investi-
gations of registrants qualified to
use short form registration . . .
would differ from due diligence
investigations under other circum-
stances.”” Nonetheless, it stressed
the use of “anticipatory and contin-
uous due diligence programs” to
augment underwriters’ fulfillment
of their due diligence obligations.™
With the SEC having repeatedly
expressed its view, the question
remained how the courts would frame
an underwriter’s due diligence obliga-
tions in the time-sensitive context of a
shelf registration. As made clear below,
Judge Cote adheres to the SEC’s view.

The Merits Of The Underwriter Defendants’
Summary Judgment Motion

The Underwriter Defendants moved
for summary judgment on each of the
alleged misstatements in the 2000 and
2001 registration statements, arguing
that they were entitled to the “reliance”
and “due diligence” defenses under
Section 11 because with respect to (a)
WorldCom’s audited (and thus, exper-
tised) financial statements, they had no
reasonable ground to believe and did
not believe they were untrue, and (b) the
unaudited interim financial statements,
i.e., the (non-expertised) comfort letters
issued by Arthur Andersen, after a rea-
sonable investigation, the Underwriter
Defendants believed them to be true.

The Audited Financial Statements

The court began its analysis with the
Underwriter Defendants’  alleged
reliance on the expertised portions of
the 2000 and 2001 registration state-
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ments — ie., the unqualified “clean”
audit opinions issued by Arthur Ander-
sen. Lead Plaintiff argued that, even
with respect to the audited figures, the
Underwriter Defendants nevertheless
had an obligation to conduct a reason-
able investigation into any red flags in
the registration statements, whether
contained in the audited figures them-
selves, or related in such a way as to
“have required further [inquiry] about
the discrepancy between the audited
[and any unaudited] figures.”

In response, the Underwriter Defen-
dants’ argued that “an audited figure
can never constitute a red flag and
impose a duty of investigation” and
that, with respect to facts “extraneous”
(but related) to the audited figures, “the
standard that should apply is whether
they had ‘clear and direct notice’ of an
‘accounting’ problem.”*

Dismissing the Underwriter Defen-
dants’ position as akin to asserting a
right to rely on audited financial state-
ments under all circumstances (“blind
reliance,” in the court’s words), Judge
Cote observed, “where ‘red flags’
regarding the reliability of an audited
financial statement emerge, mere
reliance on an audit will not be suffi-
cient to ward off liability””” A “red
flag,” said the court, can be one of two
things. “First, red flags can be those
facts which come to a defendant’s atten-
tion that would place a reasonable party
in defendant’s position ‘on notice that
the audited company was engaged in
wrongdoing to the detriment of its
investors.””® The court said that this
formulation, often used in the context
of claims arising under Section 10(b) of
the Exchange Act, is particularly help-
ful in assessing whether a defendant’s
conduct was such “an extreme depar-
ture from the standards of ordinary
care” that it is a reasonable inference
that the defendant acted intentionally to
defraud or was reckless in disregarding
the possibility of wrongdoing by
another party.” Yet, having reviewed
the underwriters’ due diligence in con-
nection with the 2000 and 2001 offer-
ings, there is no suggestion by the court
that the underwriters acted other than in
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accordance with customary practice.

In addition to those red flags sug-
gesting a defendant acted fraudulently
or recklessly, the court identified a
second type of red flag, which it char-
acterized as “facts or circumstances
that ‘would suggest to an investor of
ordinary intelligence the probability
that she has been defrauded.””® For-
mulated differently, the court said that
“[a]ny information that strips a defen-
dant of his confidence in the accuracy
of those portions of a registration
statement premised on audited finan-
cial statements is a red flag, whether or
not it relates to accounting fraud or an
audit failure.”®

With these standards in mind, the
court concluded that there were two sets
of undisputed facts that a jury could
conclude put the underwriters on notice
that reliance on the audited financial
statements without further investigation
was unreasonable.”? First, as to the
2000 offering, the court held that a jury
could find that the differences between
WorldCom’ “E/R” ratio (the ratio of
line cost expense to revenues, a per-
formance measure commonly used to
evaluate fixed line telecommunications
companies, and one derived directly
from WorldCom’s financial statements)
and the comparable measures of its
closest competitors constituted a red
flag. Second, as to the 2001 offering,
the court held that in addition to the E/R
ratio, a jury could find there was a red
flag because AT&T and Sprint, World-
Com’s principal competitors, recorded
asset impairment charges related to
their core networks in 2000 while
WorldCom did not.

The facts the WorldCom decision
considers possible “red flags” are likely
to surprise many in the underwriter com-
munity. Before WorldCom, the “most
prominent recent discussion” of an
underwriter’s ability to rely on audited
financial statements was In re Softwork
Toolworks Inc. Securities Litigation.* In
Toolworks, the plaintiffs argued that spe-
cific red flags precluded the underwrit-
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ers from relying on the issuer’s audited
financial statements. First, the plaintiffs
asserted that, having discovered a mem-
orandum revealing the backdating of a
sales contract so as to allow the issuer to
record revenue in a particular year, the
underwriters were thereafter precluded
from relying on the audited financial
statements. The district court disagreed
and the appellate court affirmed the trial
court’s decision. Why did the court
reach this result? It was because the
underwriters, having found evidence of
potential wrongdoing, demanded expla-
nations from the independent auditor,
required the auditor to provide written
confirmation of the accounting treat-
ment for specific contracts, and con-
sulted with another public accounting
firm to confirm the accounting treat-
ment.” Clearly, the underwriters recog-
nized that the backdating memorandum
required further investigation.

The second red flag alleged in 7o0l-
works was that the underwriters, having
read the contracts under which the issuer
is alleged to have improperly booked
revenues, should have realized that the
company’s financial statements were
suspect. The court firmly rejected this
argument.  Quoting its holding in
another case, the Ninth Circuit said, “It
is absurd in these circumstances for
plaintiffs to suggest that the other defen-
dants, who are not accountants, possibly
could have known of any mistakes by
[the auditors]. Therefore, even if there
were errors in the financial statements,
no defendant except [the auditor] can be
liable under Section 11 on that basis.”*
Until WorldCom, underwriters — unless
brought face to face with obvious evi-
dence of potential wrongdoing by the
issuer or its auditors — would have
thought that the accounting decisions
reflected in audited financial statements
“represent precisely the type of ‘certi-
fied” information on which section 11
permits non-experts to rely.”’

WorldCom changes the rules of the
game for underwriters in no small meas-
ure. Previously, underwriters knew that
when confronted with evidence of
potential wrongdoing by the issuer or its
auditor (e.g., the backdating memoran-
dum at issue in Toolworks), they were on
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notice of the need to further investigate
the issuer’s audited financial statements
before relying on them. After World-
Com, underwriters apparently must take
responsibility for questioning not only
the issuer’s conduct when suspicious
facts arise, but also questioning why the
issuer’s financial performance — as
measured by one performance ratio in
this case (i.e., the E/R ratio) — is better
than that of its competitors. Moreover,
WorldCom suggests that underwriters
have an obligation to demand that an
issuer explain the accounting decisions
taken by its competitors, and not by it
(e.g., the asset impairment write downs
by AT&T and Sprint).

In a sense, the lessons of WorldCom
are not marked departures from tradi-
tional underwriting due diligence prac-
tice, at least in the context of initial
public offerings or offerings conducted
less rapidly than many shelf-take-
downs. Underwriters traditionally have
meaningful expertise in the issuer’s
particular industry and are aware of
how the issuer and its financial per-
formance compare to its competitors.
The underwriters and their counsel typ-
ically examine the disclosure docu-
ments of comparable companies to see
whether there are risks, trends and
uncertainties identified by or affecting
other industry players that one might
also expect to affect the issuer. Infor-
mation gleaned from those sources, and
from industry research reports, credit
rating agency reports, securities ana-
lysts reports, trade journals and other
media all factor into the due diligence
process and provide fodder for ques-
tions posed to issuers.*®

But WorldCom goes beyond empha-
sizing an underwriter’s duty to make a
critical inquiry into the issuer and its
business. Instead, WorldCom suggests
that the underwriters involved in a par-
ticular transaction must have a deeper
understanding of industry, financial and
accounting matters than all other
observers of the company and its com-
petitors. The WorldCom court, for
example, discounts entirely the Under-
writer Defendants’ argument — uncon-
tested by Lead Plaintiff — that the dif-
ferences between WorldCom'’s E/R ratio
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and the similar ratios of its competitors
were known throughout the market and
had not attracted public comment from
those who make their living trading or
advising those who trade securities.”
To equate the underwriters’ obligation
“to bring their expertise to bear”” with
an obligation to be smarter than all oth-
ers who study the company seems
unfair and, in a meaningful sense,
unreasonable.” Moreover, although the
Underwriter Defendants — as well as
everyone else involved in these offer-
ings — certainly knew that AT&T and
Sprint had recorded asset impairment
charges while WorldCom had not, it
goes against the lessons of the Tool-
works case to require underwriters to
second-guess such fundamental matters
of accounting judgment, at least with-
out evidence learned from the issuer or
its auditors suggesting wrongdoing.

The Unaudited Financial Statements

The WorldCom decision holds that
receipt of an accounting “comfort let-
ter,” by itself, is not sufficient to demon-
strate that the underwriters performed
adequate due diligence with respect an
issuer’s unaudited (and therefore “non-
expertised”) financial statements. In the
abstract, it is difficult to take exception
with the court’s decision on this point.
There is no doubt that unaudited finan-
cial statements are not “expertised,” and
there is no doubt that a comfort letter is
not the same as an expert’s report, thus
entitling an underwriter to assert a
reliance defense. Nevertheless, the
WorldCom decision will create conster-
nation and confusion in underwriting
circles because, in the absence of evi-
dence suggesting fraud or error in unau-
dited financial statements, the tradi-
tional practice of holding conversations
with the issuer’s senior financial man-
agement coupled with holding conversa-
tions with the auditors, in both cases to
inquire about the issuer’s financial per-
formance in the interim period covered
by the unaudited financial statements,
and receipt of a comfort letter have been
viewed as synonymous with conducting
a reasonable investigation.

Of course, it is entirely possible that
the jury will conclude that the World-
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Com underwriters conducted a reason-
able investigation.” Unfortunately, the
Underwriter Defendants’ due diligence
procedures in this case clearly did not
impress Judge Cote, who sided with
Lead Plaintiff in concluding that the

“[Tlhere is one clear
lesson from WorldCom.
Against the backdrop of
a massive fraud, when

the underwriter itself
has doubts about the
issuer’s financial
condition and is actively
taking steps to minimize
its exposure to that
client, the due diligence
record will be viewed in
hindsight with a much
greater degree of
skepticism than is
likely in other cases.”

reasonableness of the underwriters’
investigation is a question for the jury
to decide. Indeed, the real lesson of
WorldCom may well be “caveat under-
writer,” at least when a plaintiff claims:

that having internally downgraded
WorldCom’s credit rating and hav-
ing taken steps to limit their expo-
sure as WorldCom’s creditors, the
Underwriter Defendants were well
aware that WorldCom was in a
deteriorating financial position in
a troubled industry, and that a rea-
sonable investigation would have
entailed a more searching inquiry
than that undertaken by the
Underwriter Defendants.”

The Lead Plaintiff has also argued that

evidence of the limited number of
conversations with the issuer or its
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auditors, the cursory nature of the
inquiries, the failure to go behind
any of the almost formulaic
answers given to questions, and
the failure to inquire into issues of
particular prominence in the
Underwriter Defendants’ own
internal evaluations of the finan-
cial condition of the issuer or in
the financial press,

showed an inadequate investigation by
the underwriters.”™

It would be comforting to take the
view that the WorldCom decision
should be limited to its facts. Rarely
does the phrase “hard facts make bad
law” seem more apposite. Neverthe-
less, until we know the denouement of
the WorldCom litigation, or another sig-
nificant decision addressing the due
diligence defense appears, underwriters
and their counsel will be left to grapple
with deciding whether, and how high,
WorldCom has raised the bar for future
due diligence exercises and, if so, what
procedures are available to them to
meet the standard posed by the World-
Com court:

The term ‘“reasonable investiga-
tion” encompasses many modes of
inquiry between obtaining com-
fort letters from an auditor and
doing little more, on one hand, and
having to re-audit a company’s
books on the other. Nonetheless,
if aggressive or unusual account-
ing strategies regarding signifi-
cant issues come to light in the
course of a reasonable investiga-
tion, a prudent underwriter may
choose to consult with accounting
experts to confirm that the
accounting treatment is appropri-
ate and that additional disclosure
is unnecessary.

Underwriters perform a different
function from auditors. . . . They
are not being asked to duplicate
the work of auditors, but to con-
duct a reasonable investigation. If
their initial investigation leads
them to question the accuracy of
financial reporting, then the exis-
tence of an audit or a comfort let-
ter will not excuse the failure to
follow through with a subsequent
investigation of the matter.”
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Conclusion

WorldCom requires rethinking what
constitutes a reasonable due diligence
investigation with respect to accounting
and financial matters, whether or not
the context involves a shelf offering.
The nature of the “red flags” that
deprive an underwriter of its ability to
rely on audited financial statements
without further inquiry has been
changed. Underwriters and their coun-
sel can no longer look only to suspi-
cious evidence coming from the issuer’s
or its auditors’ files to cause them to
probe more deeply into audited finan-
cial statements. Now they must be con-
cerned over whether deviations between
an issuer’s financial performance and
that of its peers, or whether accounting
decisions made by other industry par-
ticipants and not by the issuer, raise
questions of such significance that a
searching inquiry into the audited
financial statements, possibly with the
assistance of another accounting firm,
is necessary. With respect to unaudited
financial statements, the underwriting
community now faces significant
uncertainty about what sort of inquiry it
must make — what precisely does it
mean to engage in an investigation that
is something between relying on a com-
fort letter without more and auditing the
issuer’s auditor?

Of course, there is one clear lesson
from WorldCom. Against the backdrop
of a massive fraud, when the under-
writer itself has doubts about the
issuer’s financial condition and is
actively taking steps to minimize its
exposure to that client, the due dili-
gence record will be viewed in hind-
sight with a much greater degree of
skepticism than is likely in other cases.
Moreover, in this particular context, the
argument that the offering was done as
a takedown from a shelf registration
statement and therefore there was not
time to do more is unlikely to find a
sympathetic hearing.
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