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DENI SE COTE, District Judge:

This Opi nion addresses issues related to an underwiter’s
due diligence obligations. Follow ng the conclusion of fact
di scovery, several of the parties in this consolidated securities
class action arising fromthe collapse of WrldCom Inc.

(“Worl dConi) have filed for summary judgnent. This Opinion
resolves the notions for summary judgnent filed by Lead Plaintiff
for the class, who seeks a declaration that certain of the

Worl dCom financials incorporated in the registration statenents
for two Worl dCom bond offerings contained material m sstatenents;
and by the underwiters for those sane bond offerings, who seek a
decl aration that they have no liability for any fal se statenents
in the Worl dCom financials that acconpanied the registration
statenments or for the alleged om ssions fromthose registration
st at enent s.

It is undisputed that at | east as of early 2001 Worl dCom
executives engaged in a secretive schenme to mani pul ate Wrl dConi s
public filings concerning WrldConis financial condition.

Because those public filings were incorporated into the

regi stration statenents for the two bond offerings, the
underwiters are liable for those fal se statenents unl ess they
can show that they were sufficiently diligent in their

i nvestigation of WorldComin connection with the bond offerings.

Through these notions, the Lead Plaintiff enphasizes that the



underwriters did al nost no investigation of WrldComin
connection wth their underwiting of the bond offerings for the
conpany, and because they did essentially no investigation, wll
be unable to succeed with their defense that they were diligent.
The Lead Plaintiff contends noreover that there were “red fl ags”
t hat should have | ed the underwiters to question even the
audited financials filed by WrldCom

For their part, the underwiters enphasize that Wrl dCom
managenent conceal ed the fraud from al nost everyone within
Worl dCom from Worl dComi s outside auditor, and fromthe
underwriters thenselves. They assert that they were entitled to
rely on WrldConis audited financial statenents as accurately
describing the conpany’s financial condition, and al so on the
confort letters that WrldCom s outside auditor provided for the
unaudi ted financial statenents. Wile they have not noved for
sumary judgnent on the adequacy of their due diligence efforts
per se, they do argue that those efforts should not be neasured
solely by the work that they undertook in connection with the
bond offerings thensel ves, but should be assessed agai nst a
background of their long termfamliarity and work with the
conpany. They al so argue that nmuch of the information that was
allegedly omtted fromthe bond registration statenents was

al ready known to the public.



For the followi ng reasons, the Lead Plaintiff’s notion is

granted in part. The underwiters’ notion is also granted in part.

Background

These summary judgnment notions require, in varying anounts
of detail, an understanding of the industry in which Wrl dCom
operated, sone of the accounting issues that affected the
reliability of the WorldCom financial statenents, and the due
di ligence work perfornmed by the underwiters in connection with
the two bond offerings. The facts recited here are either
undi sputed or as shown by the party resisting summary judgnent,
unl ess otherwise identified. A brief description of the history
of this litigation and the context for the summary judgnent

noti ons precedes the factual recitation.

Procedural History

Wor | dCom announced a massive restatenment of its financials
on June 25, 2002. It reported its intention to restate its
financial statenents for 2001 and the first quarter of 2002.
According to that announcenent, “[a]s a result of an interna
audit of the conpany’s capital expenditure accounting, it was
determined that certain transfers fromline cost expenses! to

capital accounts during this period were not nade in accordance

! Line costs, which are transm ssion costs, are described
bel ow. They were the single |argest operating expense incurred
by Worl dCom



wi th generally accepted accounting principles (GAAP).” The
amount of transfers was then estimated to be over $3.8 billion.
Wthout the inproper transfers, the conpany estimated that it
woul d have reported a net |oss for 2001 and the first quarter of
2002. On July 21, it filed for bankruptcy. A restatenent of
Wr |l dComis financials was issued in 2004 in connection with
Wor | dComi s energence from bankruptcy. WrldComrestated its
financial information for the years ending 2000 and 2001. The
restatenent included approximately $76 billion in adjustnents,
whi ch reduced Worl dComi s net equity from approxi mately $50
billion to approximately mnus $20 billion.

Securities litigation addressing the accuracy of Wrl dCom s
financial statenents commenced in the Spring of 2002. Those
class actions filed in this district were consolidated on August
15, 2002. The Judicial Panel on Multi-District Litigation (“ML
Panel ") transferred the securities litigation pending in federal
courts to this district and all of the actions, both individual
(“I'ndi vidual Actions”) and class actions, were consolidated for

pre-trial purposes on Decenber 23, 2002. In re WrldCom Inc.

Sec. Litig., No. 02 Giv. 3288 (DLC), 2002 W. 31867720 (S.D.N.Y.

Dec. 23, 2002). This litigation is referred to as the Securities

Litigation.?
2 The MDL Panel also transferred all litigation concerning

Worl dCom rai sing i ssues under the Enploynment Retirement |ncone
Security Act, 29 U S. C. 8 1001 et seq., to this district. It has
been consolidated and is referred to as the ERISA Litigation.
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The consolidated class action conplaint in the Securities

Litigation was filed on Cctober 11, 2003, and the first wave of
nmotions to dismss that pleading were resolved in an Opinion of

May 19, 2003. In re WrldCom Inc. Sec. Litig., 294 F. Supp. 2d

392 (S.D.N. Y. 2003). Fact discovery in the Securities Litigation

concl uded on July 9, 2004.%® Before its conclusion, Ctigroup,
Inc., Citigroup G obal Markets Inc. f/k/a/ Sal onon Smth Barney
Inc. (“SSB”"), Citigroup G obal Markets Limted f/k/a/ Sal onon
Brothers International Limted, and Jack B. G ubman (“G ubman”)
(collectively “Citigroup Defendants”) settled the class action
lawsuit. A fairness hearing on the $2.575 billion settlenent was
hel d on Novenber 5, 2004, and the settlenent was approved. In re

WrldCom Sec. Litig., No. 02 Gv. 3288 (DLC), 2004 W 2591402

(S.D.NY. Nov. 12, 2004).

SSB had functioned was the co-lead underwiter for the two
bond offerings issued by WrldComthat are at issue in the class
action: one in May 2000 (“2000 Ofering”) and one in May 2001
(“2001 Ofering”). Gubman, an SSB enpl oyee, was the | eading
t el ecommuni cati ons anal yst covering WorldComand it is alleged
that he had issued reports urging investors to purchase Wrl dCom
securities when he knew that Worl dConis financial statenents did
not accurately disclose information that was material to

investors. The plaintiffs asserted that SSB's desire to obtain

3 Fact discovery of the plaintiffs in the Individual Actions
remains to be done.



Worl dComi s i nvest nent banki ng business caused it to issue

m sl eadi ng anal yst reports that urged investors to purchase

Worl dCom securities. The class action conplaint alleged that the
Citigroup Defendants violated not just the strict liability
statutes governing securities offerings, but also the securities
statutes that forbid fraud, including Section 10(b) of the
Securities Exchange Act of 1934 (“Section 10(b)” and *Exchange
Act”).

The defendants in the class action, as naned in a Corrected
First Amended Cl ass Action Conplaint of Decenber 1, 2003, include
former Worl dCom executives Bernard J. Ebbers (“Ebbers”),

Worl dComis CEQ, and Scott Sullivan (“Sullivan”), WrldConis CFQ
menbers of Worl dConis Board of Directors (“Director Defendants”),
i nvest mrent banks that underwote the 2000 and 2001 Offerings,*
and Arthur Andersen LLP (“Andersen”), WrldConmis fornmer auditor.

The plaintiffs allege that the Underwiter Defendants viol ated

* The underwiters consist of Salonmon Smith Barney, Inc.,
now d/ b/a/ Citigroup G obal Markets Inc. and Sal onon Brothers
International Limted (collectively “SSB"); J.P. Mrgan Chase &
Co., J. P. Mdrgan Securities, Ltd., & J.P. Mdirgan Securities,
Inc. (collectively “J.P. Mdxrgan”); Banc of Anmerica Securities
LLC, Chase Securities Inc.; Lehman Brothers Inc., Blaylock &
Partners, L.P.; Credit Suisse First Boston Corp.; Deutsche Bank
Al ex. Brown, Inc., now known as Deutsche Bank Securities, Inc.;
Gol dman, Sachs & Co.; UBS Warburg LLC, ABN AMNRO Inc.; Ut endah
Capi tal; Tokyo-M tsubishi International plc; Wstdeutsche
Landesbank G rozentrale; BNP Paribas Securities Corp.; Caboto
Holding SIMS.p.A.; Fleet Securities Inc.; and M zuho
International plc. Sone of the Underwriter Defendants
participated in only one of the two Oferings. For purposes of
this Opinion, it is unnecessary to distinguish anong them As
used in this OQpinion, the term*®“Underwiter Defendants” refers to
all underwiters except for SSB.



Sections 11 and 12(a)(2) of the Securities Act of 1933 ( “Section
11", “Section 12(a)(2)”, and “Securities Act”), 15 U S.C. 8§ 77k
and 8 771, and that Andersen violated Section 11 of the
Securities Act and Section 10b of the Exchange Act.

On August 20, 2004, summary judgnent notions were filed by
parties to the class action. The trial is scheduled to begin on
February 28, 2005.

The Lead Plaintiff has noved for partial sunmary judgnent,
and the Underwriter Defendants have noved for conplete sumary
judgnment.® The Lead Plaintiff noves for sunmary judgnent on its
Sections 11 and 12(a)(2) clains with respect to certain
statenments in WrldConis financial filings that the Lead
Plaintiff contends are indisputably false and naterial .

Worl dComis financial filings were incorporated into the

regi stration statenents for the 2000 and 2001 O ferings. The
all egedly fal se statenents on which the Lead Plaintiff’s notion
is based relate to the reporting of WirldComis |ine costs,

capi tal expenditures, depreciation and anortization, assets, and

goodw | | .

> Wth one exception, all of the material msstatenents in
t he 2000 and 2001 offerings outlined by Lead Plaintiff inits
responses to the Underwiter Defendants’ second set of
interrogatories are grounded in WrldConis financial statenents.
The sol e exception relates to statenents in the May 2001
Regi stration Statenent as to how proceeds fromthe offering would
be used. This alleged msstatenent is simlar to an all eged
om ssion in the registration statenent, and the Underwiter
Def endants have presented argunents in their briefs that address
ei ther characterization.



The Underwiter Defendants nove for summary judgnent on the
Sections 11 and 12(a)(2) clainms against themwth the argunent
that it is undisputed that they conducted reasonabl e due
diligence with respect to the WrldCom financi al statenents that
were incorporated into the registration statenents for the 2000
and 2001 O ferings. They argue in particular that they were
entitled to rely on WrldConmi s audited financial statenents and
had no duty to investigate their reliability unless they had
reasonabl e grounds to believe that they were not accurate, and
that they were also entitled to rely on the “confort letters”
fromWrldComi s auditor for the interimunaudited Wrl dCom
financial statenents. Wth respect to the alleged materi al
om ssions that are also a basis for those sanme Securities Act
clainms, the Underwiter Defendants contend that none of the
om ssions are actionable, for instance, because the information
was al ready publicly disclosed or was not naterial .

The parties have nade extensive subm ssions in connection
wi th these conpeting notions. Because of the analysis which
follows, it is only essential to set forth a small portion of the
factual material presented through these notions. The essenti al
facts as shown through the evidence presented with these notions

i nclude the foll ow ng.



Wrl dCom and its Role in the Tel ecomuni cati ons | ndustry

Ebbers founded a | ong-di stance tel ephone service provider in
1983 in Mssissippi. H's conpany grew by purchasing ot her snal
| ong- di stance conpani es throughout the late 1980s and early
1990s. The conpany went public in 1989, and by 1993 it was the
fourth |largest |ong-distance carrier in the United States. It
t ook the name Worl dComin 1995.

Congress enacted the Tel econmmuni cati ons Act in 1996, 47
US C 8§ 251 et seq., which encouraged conpetition in |ocal and
| ong-di stance tel ephone services. At this sane tinme, the
I nternet was expanding rapidly and there was a demand for
i ncreased bandwidth.® To neet that denmand and in response to the
i ntense conpetition, telecomrunications conpani es nade
substantial capital investnments in fiber optic networks and
t el ecommuni cations infrastructure.

Bet ween 1996 and 1999, Worl dCom conpl eted several nmjor
acqui sitions that hel ped diversify or enlarge its business.
Through a nerger with MFS Conmuni cations, Inc., WrldCom acquired
UUNET Technol ogies Inc., which was the world’ s |argest Internet
service provider and which had a substantial fiber optic cable
network. It acquired ConpuServe Corporation and ANS

Comruni cations Inc., which gave WrldComa |arge Internet dial-up

6 Bandwi dth is used to nean the rate of data transm ssion
and refers to the nmaxi rum anount of information that can be sent
al ong a particular conmunications circuit per second.
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communi cations network. The acquisition of SkyTel

Communi cations, Inc. gave WrldCom an expertise in the wireless
busi ness. I n 1998, Wrl dCom acquired MCI Comrunications (“MCl"),
a conmpany whose revenues were nore than two and hal f tines
greater than WrldConis. Wth that acquisition WrldCom becane
the second | argest tel ecommuni cations conpany in the world. Its
share price, which had been approximately $8 per share in 1994,
increased to $48 per share by Septenber 1999.

As noted, by the late 1990s, the tel econmunications industry
was grow ng increasingly conpetitive. Regional conpanies were
entering the | ong-di stance narket, |ong-distance carriers were
entering the local call market, and nany conpani es were seeking
to provide Internet services. Sonme anal ysts expressed concerns
about Worl dComi s weakness in wireless technol ogi es and the
i ncreased conpetition it faced in the | ong-distance tel ephone
service market, where conpetition was driving prices down.

On Cctober 5, 1999, Worl dCom announced that it had agreed to
nerge with Sprint in a transaction valued at $129 billion. Wth
this acquisition, WrldComwould get Sprint’s wrel ess business
and address sonme of the concerns expressed about its conpetitive
posture in the tel ecommunications market. The market initially
reacted enthusiastically to the announcenent, but as tinme passed
Wrl dComis share price fell dramatically. On May 18, 2000,
attorneys in the Antitrust Division of the United States
Department of Justice formally reconmended to their division

10



chief that the nmerger be blocked. On July 13, Wrl dCom announced
that it was termnating its nerger agreenent with Sprint. By the
end of August 2000, WorldComis stock was trading in the | ow $30s.
On Septenber 5, 2000, Worl dCom announced that it had entered
into a $6 billion nmerger agreement with Internmedia. Internedia
had a | ocal exchange carrier business and owned a web hosting
busi ness, Digex. WrldComhoped to sell the local carrier
busi ness and to take advantage of the Digex Internet business.
Wth the acquisition of Internmedia, WrldCom assuned nmassi ve debt
obligations. WrldCom paid approximately $250 mllion a quarter
to fund Internmedia s business and approxinmately $300 mllion a
year to support Digex’'s capital expenditure needs. WrldCom was
unable to find a buyer for the Internedia | ocal carrier business.
On Novenber 1, 2000, Wrl dCom announced that its revenues
for 2001 would not be as high as previously estimted. WrldCom
indicated it was issuing “new financial guidance due to
continuing conpetitive pressures in the tel ecommunications
i ndustry, increased spending to support the Conpany’s growth

initiatives and other economc factors.”

Ebbers’ Dependence on Wrl dCom St ock

Ebbers’ personal finances were dependent on the rise and
fall of WorldComis stock price. The majority of his wealth was
concentrated in his holdings of WrldCom stock. He pledged

essentially all of his WrldCom stock to secure |oans that he

11



used to acquire other businesses and to fund their operations.
Most of his personal debt was held by affiliates of Citibank and
Bank of Anerica.

As descri bed above, WirldComis stock price fell during 2000.
By the Fall of 2000, Ebbers began receiving substantial margin
calls from Bank of America s private bank. Because Ebbers had
al ready pledged all of his holdings to secure his personal debt,
he was unable to pl edge any additional stock. On Septenber 6,
Wor |l dCom agreed to extend Ebbers a $50 million | oan to cover the
margin calls. Wthin a few weeks, Ebbers faced additional margin
calls. Wen WrldComrefused a request for an additional |oan,
Ebbers entered into a forward sale of three million Wrl dCom
shares to raise $70 million. The sale was reported by the nedia
on Cctober 4, and Worl dConis stock price dropped nearly 8% to
$24. 93.

In early Cctober 2000, Citibank issued nargin calls to
Ebbers. Its affiliate SSB had a significant investnment banking
relationship with WrldCom and SSB agreed to guarantee paynent

of Ebbers’ personal debt to Ctibank.’

" A Novenber 21, 2000 SSB nenorandum expl ains that the SSB
private banking group held approximtely $50 million of margin
| oans to Ebbers and certain of his conpanies which were secured
by Worl dCom stock. At the then current price of Wrl dCom st ock,
this gave G tigroup an unsecured exposure of $5 million. The
menor andum expl ai ned, “[o]n the strength of the corporate finance
rel ati onshi p between SSB and [Worl dConj, SSB effectively
guaranteed the Private Bank’s exposure, and has elected not to
enforce the margin call provisions or the demand feature of our
| oan docunents. W are, however, in the process of taking |liens

12



On Cctober 27, Wrl dCom agreed to | oan Ebbers an additi onal
$25 million and to guarantee an additional $75 m|lion of Ebbers’
debt to Bank of Anmerica, staving off additional margin calls. In
m d- Novenber, the guarantee was increased to $100 mllion. By
t he end of 2000, WorldCom had extended a total of $200 million in
| oans and guarantees to Ebbers. The |oans increased to over $250
mllion by May 2001.

On April 11, 2001, Ebbers nmet with the private banking arm
of J.P. Modrgan and requested a | oan of $40 mllion to refinance
$20 mllion of his debt to Bank of Anerica relating to his
investment in a yacht building business, and to invest another
$20 million in building additional yachts. The investnment
bankers encouraged their bank to accommobdat e Ebbers, and in June,
J.P. Morgan gave Ebbers a personal line of credit of $20 mllion.
An April 26 menorandum anal yzi ng Ebbers’ personal financi al
situation noted that “Ebbers has used his wealth in WCOMto fund
his investnments,” principally in a yacht buil ding business,
tinmber, notels, a trucking conmpany and the | argest working ranch
in North Arerica. The nmenorandum conti nued,

Unusual for a CEO of this type, he has virtually no

ot her marketable securities. . . . To finance these
private investnents, Ebbers has accunul ated substanti al
mar gi n | oans agai nst his WCOM shares. Last fall, when

the share price of WCOM declined substantially, his
| argest | ender, Bank of Anerica, issued sone well -
publicized margin calls. 1In order to forestall a sale

on the client’s vacation condo and his yacht which reportedly
have aggregate val ue sufficient to cover our clean exposure.”

13



of the Chairman’s shares and risk further downward
pressure on the share price[,] WCOM stepped in and
repl aced Bank of Anerica as |ender on $75 mllion and
provi ded an additional guaranty on the remaining $186

mllion loans outstanding. . . . Wile Bank of Anerica
seens confortable for the nonment, the current margin
structure of his debt and the illiquid nature of his

other assets provides little roomfor novenent in the
WCOM share price.

(Enmphasi s supplied.) The nmenorandum added that Ebbers had a
“hi ghly | everaged bal ance sheet with $315 mllion in debt
structured as margin | oans against his [WrldConm shares. 80%

| ever age agai nst WCOM shares.”

Worl dComi s Accounting Strateqies

Worl dComi s single | argest operating expense was its |line
costs. This itemaccounted for roughly half of its expenses and
was so material that it was reported as a separate line itemon
its financial statenents. WrldConis ratio of |line cost expense
toits revenue was called the EfR ratio, was used as a
measurenent of its performance, and was al so publicly reported in
its SEC filings. The |lower the ratio, the better the
per f or mance.

The parties dispute the extent to which Wrl dConis financial
statenents were intentionally and materially fal se before the
first quarter of 2001. They do not dispute, however, that senior
managenent in Worl dCom mani pul ated the public reports of
Worl dComi s line costs beginning in the first quarter of 2001

t hrough shifting a portion of themto capital expenditures

14



accounts, and that this manipulation was crimnal.® The
mani pul ati on reduced the reported line costs and resulted in a
lower E/R ratio.

Before capitalizing the line costs in 2001, Wrl dCom had
engaged in other strategies to reduce the apparent magnitude of
its line costs. One exanple will suffice. During 2000, Wrl dCom
rel eased reserves or accruals that had been set aside to cover
anticipated costs, and used themto offset |line costs. These
reserves had been maintained to cover additional bills that
Worl dCom had estimated it m ght receive fromoutside service
providers.® By releasing these reserves, |line costs appeared
smaller. Prior to 2000, WrldCom had a 24-nonth billing reserve
for invoices it had not yet received. This reserve covered its
estimated exposure for a rolling 24-nonth period. 1In the first

quarter of 2000, Worl dCom managenent deci ded to reduce the period

8 On July 9, 2004, the Underwriter Defendants refused, when
responding to the Lead Plaintiff’'s Requests for Admi ssion, to
admt that any of Worl dConis financial disclosures contained
m sstatements. The Underwiter Defendants naintained this
position during a tel ephone conference with the Court and ot her
parti es on August 18, 2004, noting that Andersen had taken an
i dentical stance. Two days |ater, however, the Underwriter
Def endants filed their notion for summary judgnent, in which they
represent that they are reviewing their responses to Lead
Plaintiff’s Requests for Admi ssion “to determine the extent to
whi ch amendnent of any denial is required by the fact that
Wor | dCom i nproperly accounted for $771 mllion in line costs in
the first quarter of 2001.”

° A reserve was created when Worl dCom received a bill that
was smaller than the bill it had estinmated it would receive. The
statute of limtations on submtting a corrected bill, or
“backbilling,” was understood to be 24 nonths.

15



of tinme covered by the reserve from24 to twel ve nonths.

Wor | dCom di vi ded the inpact fromthis change in policy between

the first and second quarters of 2000: $59 mllion was rel eased
in the first quarter; $77 nmllion was released in the second
quarter. In the last quarter of 2000, Wdrl dCom reduced the

period fromtwelve nonths to 90 days and released $70 mllion in
reserves in that quarter

Unabl e to reduce reserves further, and still wishing to
conceal the nagnitude of WrldConmis expenses and artificially
inflate Worl dConis reported i nconme, senior managenent of Worl dCom
started in 2001 to capitalize WrldComis |line costs. They would
review Worl dConmis financial results toward the end of each
quarter in order to decide how much of the |ine cost expenses to
capitalize. The capitalization of line costs was unsupported by
any cont enpor aneous anal ysis or records, and was a violation of
GAAP. It is undisputed that it constituted fraud.

The capitalization fraud began on Friday, April 20, 2001,
when Troy Normand, WorldComis Director of Legal Entity Reporting
I n General Accounting, directed that [ine costs be reduced by
$771 mllion by booking that anmount of line costs in an entry
| abel ed “prepaid capacity.” Between that day and Tuesday, Apri
24, Wor| dCom personnel allocated the line costs expenses to

Worl dComis two tracker stocks?® and ot her business units. This

0 On Novenber 1, 2000, WorldCom announced a plan to
separate its businesses and create two publicly traded tracking

16



mani pul ati on was necessary to nmake the E/R ratio for the first
quarter of 2001 “fairly consistent” with the EERratio for the
prior quarter.

Ander sen was unaware of the manipulation of |ine costs
through this capitalization schenme. On April 26, WrldCom i ssued
a Form 8-K. ** That Form 8-K fal sely represented Wrl dCom s
financial condition.

The Lead Plaintiff contends that two Worl dCom docunents from
March and April 2001, if reviewed, would have reveal ed the
di screpancy between Worl dConi s actual financial condition and its
public reports.?*® A March 20, 2001 docunent, which is |abel ed
“2001 Line Cost Budget/Final Pass/ Corporate Financial Planning,”
reveals that WorldCominternally projected line costs to be
materially higher than what it was reporting for line costs in

2001. The docunent projects line costs for the first quarter at

stocks: Worl dCom which would reflect the perfornmance of
Worl dComi s “core high-gromh data,” Internet, hosting and

i nternational businesses; and MCl, which would reflect the
performance of its high cash flow consunmer, small business,
whol esal e | ong-di stance voi ce and dial -up Internet access
oper at i ons.

1A Form8-Kis the SEC formused for conpani es’ current
reports pursuant to Sections 13 and 15(d) of the Exchange Act, 15
US C 88 78m(a)(2), 780(d). A Form 8-K nust be filed upon the
occurrence of certain significant corporate events as defined by
the SEC and may be filed with respect to any other matter the
conpany considers of material inportance.

2 The Underwriter Defendants argue that these docunents
have never been authenticated.
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$4.65 billion. On April 26, 2001, it publicly reported inits
Form 8-K first quarter line costs of only $4.1 billion, or half a
billion dollars |ess.

The 2001 Line Cost Budget docunent al so showed that Wrl dCom
expected an E/Rratio of 47.6% for 2001, based on $19.2 billion
of line costs on $40.3 billion of revenue. WrldCom had reported
an EfRratio of 39.6%in 2000. The docunent attributes the
difference to several factors, including the fact that Worl dCom
could no longer release line cost reserves.'® The docunent
cryptically lists dollar values as “tasks” and conmputes the
effect of the “task” on WrldConis EfR ratio. For instance, a
“Task of $100Minproves E/R to 40.7%"” Overall, the docunent
reflects a “proposed 2001 task” in the anount of $471 mllion.

Worl dComi s Capital Expenditure Report, prepared on a nonthly
and quarterly basis by its Financial Planning Departnent,
described its capital expenditures. The March 2001 Capit al
Expendi ture Report was distributed on April 20, 2001. It
reported that Worl dCom s capital expenditures (excluding
software) were $1.691 billion for the first quarter. On April

26, however, WorldComis Form 8-K publicly reported that the first

13 The 2001 Line Cost Budget reads in this connection: “YOY
change in E/R largely inpacted by: Increase in submtted EfR in
donmestic voice/data: . . . Depletion of reserve liabilities

" (enphasis supplied).
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quarter capital expenditures were $544 mllion nore or $2.235
billion.?

The significance of the Capital Expenditure Report was self-
evident. On May 1, 2002, after the March 2002 report was
di stributed, one co-conspirator e-nailed a colleague: “Were do
I sign ny confession?” Another conplained, “Wy did you
distribute this report? | thought we were never again
distributing this. . . . No need to reply but do not distribute
again.”

The inproper capitalization of line costs continued through
the first quarter of 2002. W rldComis internal audit departnent
had conpleted its |last audit of WrldComi s capital expenditures
I n approxi mately January of 2002, and had not uncovered any
evidence of fraud. |In May of 2002, it began another audit of the
conpany’s capital expenditures. The fraudul ent capitalization of
| ine cases was uncovered as a result of a May 21 neeting between
the conpany’s internal auditors and the WrldComdirector in

charge of tracking capital expenditures. During that neeting the

4 The Underwriter Defendants contend that the Lead
Plaintiff has focused on the wong page of the docunent and
shoul d focus on the | ast page “which shows actual capital
expenditures of |ess than what WrldCom actually reported.” It
is the Lead Plaintiff’s contention, however, that the Capital
Expendi ture Report does in fact reflect “actual capital
expenditures of |ess than what WrldCom actually reported.” It
woul d appear, therefore, that the parties are reading the
docunent in a simlar way.
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director used the term*“prepaid capacity” to explain the
di fference between two sets of schedul es that he was bei ng shown.
The auditors were unfamliar with the term After asking
guestions of several people about “prepaid capacity,” Eugene
Morse, a nenber of WorldConmis internal audit group, used a new
software tool to investigate Wrl dConis books and was able to
uncover the transfer of line costs to capital accounts in a
matter of hours.®

On June 17, David Myers, WrldComis fornmer controller
admtted to the internal audit teamthat there was “no support”
for the prepaid capacity entries and that there was “no standard”
supporting the entries. He explained that the “entries had been
booked based on what they thought the margins should be.” Mers
told the team “if we couldn’t get the costs down that we m ght
as well shut the doors of the business, that we can't continue.”
On June 20, during a neeting in which Sullivan was confronted
with the fraud, Myers told internal audit that the capitalization
of line costs had started in the first quarter of 2001. As of

that time, the internal audit teamthought that the

> Morse testified that without that software tool and
wi t hout access to the general |edger (which the internal audit
departnment did not have), it would have taken hi m weeks of
digging to uncover the fraud. 1In his opinion, soneone with
access to the general |edger or soneone who asked those who nade
t he questionable entries for the docunentation to support the
entries, could also have uncovered the fraud.
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capitalization of Iine costs had begun in the second quarter of
2001, and was no longer trying to find out how far back the

entries went.

Andersen and the 1999 Form 10- K6

Ander sen had been the auditor for WrldComor its
predecessors for al nost twenty years. |t issued an unqualified
or “clean” opinion for the WrldCom annual financial statenents
for 1997 through 2000 After the public disclosure of the
accounting fraud, Andersen withdrew its support for the Wrl dCom
2001 Form 10-K, but it never withdrew its audit opinions for the
1999 or 2000 Form 10-Ks.

The Worl dCom 1999 Form 10-K, for the year endi ng Decenber
31, 1999, was dated March 30, 2000. It included detailed
di scussions of a nunber of the itens that are central to the
parties’ notions for summary judgnent. |Its description of the

busi ness of Worl dComincluded the follow ng: “MI WrldCom

1 A Form 10-K is an SEC formused to file a conpany’s
annual report pursuant to Sections 13(a)(2) and 15(d) of the
Exchange Act, 15 U.S.C. 88 78m(a)(2), 780o(d).

Y “An unqualified opinion, the nost favorable report an
audi tor may give, represents the auditor’s finding that the
conpany’s financial statenents fairly present the financi al
position of the conpany, the results of its operations, and the
changes in its financial position for the period under audit, in
conformty with consistently applied generally accepted
accounting principles.” United States v. Arthur Young & Co., 465
U S. 805, 818 n. 13 (1984).
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| everages its facilities-based networks to focus on data and the
Internet. M Wbrl dCom provides the building blocks or
foundation for the new e-econony. . . . MI WrldCom provides

t he broadest range of Internet and traditional, private
net wor ki ng servi ces avail able fromany provider.” The 10-K
descri bed nine nergers since 1995. In describing the nerger
agreenent with Sprint, it defined its strategy as an effort

to further develop as a fully integrated

t el ecommuni cati ons conpany positioned to take advant age
of growth opportunities in global tel ecomunications.
Consistent with this strategy, the Conpany believes
that transactions such as the M Merger, the
CompuServe Merger, the AOL Transaction, the SkyTel
Merger and, if consummated, the Sprint Merger, enhance
the conbined entity’s opportunities for future grow h,
create a stronger conpetitor in the changing

t el ecomuni cations industry and all ow provision of end-
t o-end bundl ed services over gl obal networks, which
wi |l provide new or enhanced capabilities for the
Conpany’s residential and business custoners. In
particul ar, the Conpany believes that if consummt ed,
the Sprint Merger will enable the conbi ned conpany to:
(1) offer a uni que broadband access alternative to both
cable and traditional telephony providers in the United
States through a conbination of digital subscriber |ine
(“DsSL”) facilities and fixed wirel ess access using the
conbi ned conpany’s “wi rel ess cable” spectrum (ii)
continue to | ead the industry with innovative service
of ferings for consunmer and business custoners; and
(iii) continue as an effective conpetitor in the
wireless market in the United States.

In a section | abeled “transm ssion facilities,” the 1999
Form 10-K explains that it owns |ong-distance, international and
multi-city local service fiber optic networks with access to

additional fiber optic networks through | ease agreenents with
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other carriers. It also owns and | eases trans-oceanic cable
capacity. WorldCom uses what it calls “ring topology.” The

net wor k backbones for this systemare installed in conduits owned
by Worl dCom or | eased fromthird parties. The |ease arrangenents
“are generally executed under nmulti-year ternms with renewal
options and are non-exclusive.” To serve its custonmers in
buil di ngs that are not |ocated directly on the fiber network
described in the Form 10-K, WorldCom | eases Iines froml ocal
exchange carriers and ot hers.

The 1999 Form 10-K described WrldConis ability to generate
profits as depending in part “upon its ability to optim ze the
different types of transm ssion facilities used to provide
comuni cations services.” Wile the Conpany’s own networks were
“typically” the nost effective transmi ssion routes, “a variety of
| ease agreenents for fixed and variable cost (usage sensitive)
services” ensured “diversity and quality of service.” The “rapid
and significant” changes in technol ogy were al so di scussed.

In describing rates and charges, the Form 10-K expl ai ned
that its rates “are generally designed to be conpetitive.” It
reported that to date, “continued inprovenent in the donestic and
international cost structures” had all owed the Conpany to
mai ntai n “acceptable margins.”

The topics of conpetition and regul ati on were di scussed at
length. WorldComrepresented that it expected that conpetition,
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whi ch was al ready extrenme, would “intensify in the future.”
After discussing different business conpetitors, the 1999 Form
10-K reported that “Wrl dCom may al so be subject to additional
conpetition due to the devel opnent of new technol ogi es and
i ncreased availability of domestic and international transm ssion
capacity.” It noted that the desirability of its fiber optic
network could be adversely affected by changi ng technol ogy, and
that it could not predict which of many future product options
woul d be inportant. It noted that the Tel ecommuni cations Act of
1996 had renoved barriers to conpetition. Once the Bel
operating conpanies were allowed to offer |ong-di stance servi ces,
they would be in a position “to offer single source |ocal and
| ong-di stance service simlar to that being offered” by Wrl dCom
It predicted that the increased conpetition would result in
increased pricing and margin pressures. As for its data
comuni cations services, including Internet access, that was al so
extrenely conpetitive. “The success of M WrldComw || depend
heavily upon its ability to provide high quality data
conmuni cations services, including Internet connectivity and
val ue- added Internet services at conpetitive prices.”

In its lengthy description of the regulatory environnent,

the 1999 Form 10-K noted that access charges are a princi pal
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Wor | dCom expense. WirldComwas attenpting to bring access
charges down to cost-based |evels.

Voi ce revenues for 1999 were described as having increased
by 6% over the prior year because of a 10%gain in traffic.
“These volunme and revenue gains were offset partially by
antici pated year-over-year declines in carrier wholesale traffic
as well as federally mandated access charge reductions that were
passed t hrough to the consuner.”

Line costs “as a percentage of revenues” for 1999 were
reported to be 43% as conpared to 47% for 1998. *“Overal
decreases are attributable to changes in the product m x and
synergi es and econom es of scale resulting from network
efficiencies achieved fromthe continued assimlation of MI,”
and ot her conpanies into the Conmpany’s operations.

Addi tionally, access charge reductions that occurred in

January 1999 and July 1999 reduced total |ine cost

expense by approximately $363 million for 1999. Wile

access charge reductions were primarily passed through

to custoners, line costs as a percentage of revenues

were positively affected by over half a percentage

poi nt for 1999.

The report explained that the “principal conponents of |ine
costs are access charges and transport charges.” |t added that

Worl dCom s “goal is to manage transport costs through effective

utilization of its network, favorable contracts with carriers and
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network efficiencies made possible as a result of expansion of
t he Conpany’s custoner base by acquisitions and internal growth.”

Worl dCom s total debt was reported to be $18.1 billion. It
had available liquidity of $8.7 billion under its credit
facilities and conmercial paper programand fromcash. |Its
aggregate credit facilities were $10.75 billion.

Worl dCom represented that the devel opnent of its business
“Wll continue to require significant capital expenditures.”
Failure to have access to sufficient funds for capital
expenditures on acceptable terns or other difficulties in
managi ng capital expenditures “could have a material adverse
effect on the success” of Worl dCom

Andersen consented to the inclusion of its March 24, 2000
audit report in the Form 10-K. In that report, Andersen
represented that it had audited Wrl dConmi s bal ance sheets, and
statenents of operations, sharehol ders’ investnent and cash
flows. It reported that

[w] e conducted our audits in accordance with auditing

standards generally accepted in the United States.

Those standards require that we plan and performthe

audit to obtain reasonabl e assurance about whether the

financial statenents are free of material m sstatenent.

An audit includes exam ning, on a test basis, evidence

supporting the anounts and di scl osures in the financial

statenents. An audit al so includes assessing the
accounting principles used and significant estinmates

made by managenent, as well as evaluating the overall
financial statenent presentation. W believe that our
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audit . . . provide[s] a reasonable basis for our
opi ni on.

In our opinion, based on our audit . . ., the
financial statenents referred to above present fairly,
inall material respects, the financial position of M
Wrl dCom Inc. and subsidiaries as of Decenber 31, 1999

. ., Iin conformty with accounting principles
generally accepted in the United States.

2000 O fering

On May 24, 2000, Wbrl dCom conducted a public offering of
debt securities by issuing approxinmately $5 billion worth of
bonds (“2000 Ofering”). It filed a registration statenent dated
April 12, 2000, and prospectus suppl ement dated May 19, 2000
(collectively “2000 Registration Statenent”) that incorporated by
reference anong other things the Worl dCom Form 10-K for the year
endi ng Decenber 31, 1999, and its Form 10-Q® for the quarter
ended March 31, 2000. SSB was the book runner and, wth J.P.

Morgan, was the co-lead manager.?®

8 A Form10-Qis the SEC formused for quarterly reports
under Sections 13(a)(2) and 15(d) of the Exchange Act, 15 U S.C

§§8 78m(a)(2), 780(d).

9 A book runner is responsible for pricing the offering and
all ocating shares to institutional and retail investors. A |lead
manager determ nes the anount of shares reserved for its own
sales efforts and the anmount of the offering for other nenbers of
t he syndi cat e.
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The April 12, 2000 Registration Statenent? began with a
war ni ng t hat

[wW] e have not authorized anyone to give any information
or to make any representations concerning the offering
of the debt securities except that which is in this
prospectus or in the prospectus supplenent. . . . You
should rely only on the information contained in or

i ncorporated by reference into this prospectus.

The docunent then explained that it was part of a registration
statenent that was filed with the SEC using a “‘shel f’
regi stration process.”

Under this process, we may sell any conbination of the

debt securities described in this prospectus in one or

nore offerings up to a total dollar anmount of

$15, 000, 000, 000. This prospectus provides you with a

general description of the securities we may offer.

Each tinme we sell securities, we will provide a

prospectus supplenent that will contain specific

I nformati on about the terns of that offering. The

prospectus suppl enment may al so add, update or change

I nformation contained in this prospectus.

I n describing recent devel opnents, the 2000 Regi stration
St atenent focused exclusively on the nmerger agreenent with
Sprint. It warned that consunmation of the merger was subject to
various conditions, including regulatory approval.

I n describing how the proceeds woul d be used fromthe sale

of debt securities, it represented that the proceeds woul d be

used “for general corporate purposes. These may include, but are

20 As described below, a registration statenent is conposed
of two documents: a prospectus, and other information the SEC
regul ations require an issuer to disclose.
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not limted to, the repaynent of indebtedness, acquisitions,
additions to working capital, and capital expenditures.”

The 2000 Registration Statenment included a section |abeled
“experts.” It explained that the year-end Wrl dCom consol di at ed
financial statenents

have been audited by Arthur Andersen LLP, independent

public accountants, as indicated in their report with

respect thereto, and are included in the M Wbrl dCom s

Annual Report on Form 10-K for the year ended Decenber

31, 1999, and are incorporated herein by reference, in

reliance upon the authority of such firmas experts in

accounting and auditing in giving such reports.

Anmong t he “undertaki ngs” contained in the 2000 Regi stration
Statenent was the obligation to file during the period in which
sal es were being made, a post-effective amendnent to “reflect in
the prospectus any facts or event arising after the effective
date of this registration statement (or the nost recent post-
ef fective anmendnment hereof) which, individually or in the
aggregate, represent a fundanental change in the information set
forth in this registration statenent.”

The May 19, 2000 Prospectus Suppl enent explained that the
net proceeds fromthe $5 billion offering would be used to “repay
commerci al paper, which was issued for general corporate
purposes.” |t announced that follow ng that repaynent, Wrl dCom

expected “to incur additional indebtedness. . . .” The docunent

briefly explained WrldConmi s business. The bul k of the docunent
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addressed the proposed Sprint nerger, described Sprint, and
presented an unaudited pro forma condensed conbi ned financi al
statenent for the nerged entity. It warned that “the nerger is
subj ect to the recei pt of consents and approvals from vari ous
government entities, which nay jeopardi ze or delay conpl etion of
the nerger or reduce the anticipated benefits of the nmerger.”

The docunent al so included the foll ow ng explanati on of the
rel ati onship between the Underwiter Defendants and Worl dCom

The underwiters and their affiliates have perforned
certain investnent banking and advi sory and general

fi nanci ng and banki ng services for us fromtine to tine
for which they have received custonary fees and
expenses. The underwiters and their affiliates nmay,
fromtinme to tinme, be custoners of, engage in
transactions with and performservices for us in the
ordinary course of their business. Salonon Smth
Barney Inc. has acted as financial advisor to WrldCom
in connection with the Sprint nmerger, for which it has
received certain fees and for which it expects to
receive additional fees upon the closing of the Sprint

merger. In addition, Salonon Smth Barney will receive
a financial advisory fee in connection with this
of fering.

Each of the Underwriter Defendants involved in the 2000
O fering has stated that it relied on the due diligence perforned
by SSB. Many of the Underwiter Defendants had underwritten
prior WrldCom of ferings or had other dealings with WrldCom
prior to the 2000 O fering. For exanple, J.P. Mrgan was
involved in an offering of WrldCom securities in 1998 and

participated in syndicating credit extended to WrldComthat sane
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year. Bank of Anmerica had a web of relationships with Wrl dCom
and considered itself the “leading capital provider” to Wrl dCom
since 1990. Anong other things, it participated in the
securitization of WrldConis accounts receivable and a private

pl acenent for WrldComin the 1990s, participated in an Apri

1998 bond offering by WrldCom and was a | ead manager of the
Wor | dCom acqui sition of MZ in 1998.

The prospectus supplenent for the 2000 O fering did not
include a section |abeled “risk factors.” Several weeks earlier,
on April 30, an investnent banker at SSB sent a draft prospectus
suppl ement to a nore senior SSB banker with a detailed list of
risk factors included init. Under the heading “Ri sk Factors,”
the draft item zed risk factors relating to the Sprint nerger,

Wor |1 dComi s busi ness, and conpetition in the tel econmunications
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i ndustry, anpbng other things.?* At the request of WrldCom the
risk factors section was renoved. 2

The only witten record of due diligence perfornmed by the
Underwiter Defendants for the 2000 Ofering is a May 26
menor andum prepared by Cravath, Swaine & More (“Cravath”),
counsel to the Underwiter Defendants. The nenorandumreflects
due diligence conducted fromMay 15 to 23.% |t describes a May
17 tel ephone conversation in which Sullivan was asked questions
about the Sprint nerger, whether WrldCom had experienced

problens integrating either SkyTel or M, and whether there were

2 The draft docunment noted, for instance, that the
devel opment of the business of WrldCom required “significant
capital expenditures” and that it planned to “access” the debt
market to nmeet its needs to the extent that its cash flow, credit
facilities, and commercial paper programwere insufficient. It
war ned that the “effect of technol ogi cal changes, i ncluding
changes relating to energing wireline and w reless transn ssion
and switching technol ogi es, on the businesses of MC Wrl dCom
cannot be predicted.” It described |egislation and court rulings
that were affecting its business. On the issue of conpetition,
the draft document noted over the course of a several page
detail ed discussion that Wrl dCom expected that conpetition would
intensify, including conpetition “due to the devel opnment of new
t echnol ogi es.”

22 \WWr| dCom expl ained that it “no | onger disclose[d]” risk
factors related to the business of WrldComin its SEC filings.
I nsofar as the regul atory environnent was concerned, it noted
that it updated its regulatory informati on each quarter inits
“34 Act filings.” WrldComdid, however, want to consider
whet her risks associated with the Sprint nerger should be
i ncl uded.

22 The nmenorandum i ndi cated that due diligence for Worl dCom
for the period prior to August 17, 1999 was contained in a
docunent of that date.
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any other material issues.? |In that conversation, Sullivan

predi cted overall growh for the year 2000 woul d be about 14%
represented that the proceeds for the 2000 O fering woul d be used
to repay “commercial debt,” reported that Wrl dCom was
experiencing a very conpetitive environnment but that there were
no changes in that environnment since 1999, and stated that there
were no other material issues than the ones he described in the
call. The nenorandum then outlines the board m nutes for
WrldCom Ilists its public filings, refers to its press rel eases,
and di scusses Sprint docunents.

J.P. Morgan’s 1998 Overvi ew of the Debt Underwiting Process
was still in effect in 2000 and contai ned the foll ow ng
descriptions of an underwiter’s responsibility.

In our role as an underwiter or distributor of

securities, performance by J.P. Mrgan entities of an

appropriate due diligence investigation of the issuer

serves a variety of inportant purposes. The npst

obvi ous key advantage of proper due diligence is

protecti on agai nst unexpected news regardi ng the issuer

or its business having an adverse effect of the pricing

and/ or placenent of the offered securities during the

primary distribution and in the inmedi ate aftermarket.

From a | egal perspective, under the securities

| aws of the U.S. and several other jurisdictions, due

diligence creates an affirmative defense to

underwiter/distributor liability for m sstatenents or

om ssions of material facts in offering docunents. In

practical ternms, this neans that if the market val ue of
the offered securities declines weeks, nonths or years

24 The menor andum does not identify who participated in the
conversation with Sullivan.
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after closing and unhappy investors sue the issuer and
the underwiters, on the theory that the underlying
reason for such narket decline should have been

di sclosed in the offering docunent, then J.P. Morgan
should be able to avoid an expensive adverse |udgnent,
so long as we can denponstrate that we conducted an
appropriate due diligence investigation of the issuer
and its business in connection with the offering.

At | east as inportantly, due diligence reduces the
possibility of comrercial and reputational |osses
arising out of such msstatenments and provides us with
an opportunity to denonstrate to the issuer client our
prof essi onal i sm our understanding of its business and
our commtnent to the transaction.

In order to successfully establish a due diligence
defense, underwiters and securities distributors may
not take at face value representations nade to them by
the issuer and its representatives, but rather nust
denpnstrate they nade a reasonabl e investigation of the
facts to ensure there i s no m sstatenent or om ssion of
a material fact in the offering docunents.

CGenerally such investigation will focus on
di scussions with and information provided by the issuer
and its counsel and accountants, although it may be
appropriate, in the case of sone issuers and
i ndustries, to include neetings with outsiders, such as
consultants with industry expertise, major suppliers or
dom nant custoners.

(Enphasi s supplied.)

Ander sen created an undated worksheet in connection with
Worl dComis first quarter 2000 unaudited financial statenment. The
wor ksheet was an el even-page Andersen formentitled “U S. GAAS
Revi ew of Interim Financial Statenents of a Public Conpany,” and
was a vital step in preparing a “confort letter” for a conpany

and underwiters. The formreflects tasks to be perforned, wth
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boxes to indicate whether the task had been “done” or was “NA.”
Most of the tasks had one of those two boxes checked, sone had
bot h boxes checked, and one task -- reading the financial
statenents and disclosures in the client’s draft Form 10-Q -- was
left blank. Brief comments were handwitten next to sonme of the
tasks. The form paragraph that appears directly above the
engagenent partner’s signature, states: “Based on the results of
the revi ew procedures, we are not aware of any nateri al
nodi fi cations that should be made to the interimfinancial
statenents for themto be in conformty with generally accepted
accounting principles consistently applied.”

A “confort letter” for the first quarter 2000 unaudited
financial statenent is dated May 19, is eight pages |ong, and
indicates that it is witten at the request of WrldCom In it,
Andersen reaffirnms its audits, including those incorporated in
the 2000 Registration Statement. It warns that havi ng not
audited any financial statenents for any period subsequent to
Decenber 31, 1999, it is unable to express any opinion on the
unaudi t ed consol i dated bal ance sheet of WrldCom as of March 31,
2000, or the results of operations or cash flows as of any date
subsequent to Decenber 31, 1999. The letter indicates, however,
t hat Andersen had perforned the procedures specified by the

Anerican Institute of Certified Public Accountants for a revi ew
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of interimfinancial information as described in SAS No. 71 on

t he unaudi ted condensed consol i dated bal ance sheet as of March
31, 2000, and related statenents, and had nmade certain inquiries
of Worl dCom of ficials who have responsibility for financial and
accounting matters. Andersen represented that nothing had cone
toits attention as a result of that work that caused Andersen to
believe that “[a]lny material nodifications should be nade to the
unaudi t ed condensed consolidated financial statements [for the
first quarter of 2000], incorporated by reference in the

Regi stration Statenent, for themto be in conformty with
general |y accepted accounting principles” or that “[t] he
unaudi t ed condensed consol idated financial statenments . . . do
not conply as to formin all nmaterial respects with the
appl i cabl e accounting requirenents of the Act and the rel ated
publ i shed rules and regulations.” The letter concludes that it
is offered to “assist the underwiters in conducting and
docunenting their investigation” of the affairs of WrldComin
connection with the offering of securities covered by the 2000
Regi stration Statenment. A two page May 23 Andersen letter

reaffirmed the May 19 letter
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Late 2000 I nvestnment’ Banki ng Transacti ons

As al ready described, in Novenmber 2000, Worl dCom announced
that it would be creating two tracking stocks. J.P. Mrgan and
SSB were involved in this project.

On Decenber 14, 2000, Wbrl dCom conducted a $2 billion
private placenent of debt. J.P. Mrgan was the | ead manager and

sol e book runner for that private placenent.

The Underwriter Defendants’ Credit Assessnent of Worl dCom as of

Early 2001

I n February 2001, several of the Underwiter Defendants
downgraded Worl dConis credit rating due to their assessnent of
Worl dComi s deteriorating financial condition. Then, during the
weeks that followed, several of the Underwiter Defendants nmade a
commitment to WorldComto help it restructure its massive credit
facility. In doing so, there is evidence that at |east sone of
the Underwiter Defendants internally expressed concern again
about Worl dComis financial health. WrldCom had required the
banks to participate in the restructuring of the credit facility
if a bank wished to play a significant role in its next bond
offering, the 2001 Offering. That offering turned out to be the
| argest public debt offering in Arerican history. The Lead

Plaintiff contends that the evidence of the Underwiter
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Def endants’ concerns about Worl dComi s financial condition in the
nont hs i medi ately preceding the 2001 Offering undercuts their
contention that the due diligence that they performed in
connection with the 2001 O fering was reasonabl e.

As noted, several of the Underwriter Defendants downgraded
WrldComas a credit risk in February 2001. At the sane tine,
one of the major credit rating agencies publicly announced that
it was downgradi ng | ong-term Wrl dCom debt.

On February 22, Bank of Anerica downgraded Worl dComis credit
rating from3 to 4, citing its lack of revenue growh, nmargin
deterioration, the likelihood that WrldComrevenue fromits
| ong- di stance busi ness would continue to decline, the increasing
conpetitive | andscape, WrldCom s increasing debt |oad, and
concerns regarding its strategic direction following the failure
of the merger with Sprint.

On February 27, a J.P. Mrgan docunent reflects that the
bank reduced its internal “senior unsecured” risk rating for
Wor | dCom from A2 to BBBl1 because of Wrl| dConis “weakened credit
profile and continued pressure on its M | ong-di stance busi ness
segnent.”?> The internal report noted that WrldConm s cash flow

had noved froma positive to a “Cash Burn” of negative $137

2> By February 21, 2001, a J.P. Mrgan banker described the
burden of carrying the debt associated with the Internedia
busi ness as “a serious risk factor” for Wrl dCom
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mllion. 1t also enphasized WrldComs high ratio of debt. The
report observed that “[i]t remains to be seen if WCOM can
stabilize cash flows and increase profitability inits M
segnent while supporting the capital requirenments for the high
grow h data business in an increasingly conpetitive
envi ronment . " 26

On February 27, Standard & Poor’s (“S&P”) al so downgraded
Worl dComis credit rating, albeit just its ratings on WrldComi s
| ong-term debt instrunments. Those were downgraded froma rating
of A- to BBB+. S&P sinultaneously removed Worl dComfromits
previously inposed “creditwatch.” S&P did not revise its ratings
for Worl dCom s short-termdebt. S&P explained that the downgrade
reflected Wrl dConi s “hei ghtened business risk profile” because
of conpetitive challenges and pricing pressures in the voice and
data markets. It observed that the risk was “sonewhat offset by
the conpany’s financial flexibility and experi enced managenent.”
It described the outlook for WrldComas “stable.”

In | ate February, Deutsche Bank downgraded Worl dCom as part
of a global credit review because of price declines in the |ong-
di stance market and Wbrl dComi s need to generate cash. The credit

review |l isted WrldComis credit status as “[p]erfornmance

26 The Underwiter Defendants contend that at this point in
time the author no | onger had the responsibility for assigning a
credit rating to WirldCom
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concerns” and the bank’s credit strategy and ri sk appetite as
“Ir]isk appetite reduced.”

Wthin weeks of these decisions to downgrade Worl dConi s
credit rating, the Underwiter Defendants had to consi der whet her
to participate in WrldComis restructuring of its credit
facility, which was a line of credit extended to Wrl dCom by
several of the banks, and whether to conpete for investnent
banki ng positions in the bond offering that Wrl dCom hoped to
undertake that Spring. WrldComhad a $10.25 billion credit
facility with affiliates of sonme of the banks and it wanted to
restructure that facility in a $8 to 10 billion transaction.

Wor | dCom i nf or med banks that they could only participate as an
underwriter on the 2001 Ofering if they agreed to participate in
the restructuring. WrldCom also | et banks know that the greater
a bank’s commitnent to the credit facility, the greater the role
It could have in the offering. Wth a commtnent of at |east
$800 million to the new credit facility, a bank was pron sed a
role as “joint book running manager” in the offering.? Bank of

Anerica calculated that if it were successful in becomng a joint

2" According to a March 28, 2001 Bank of Anerica nmenorandum
“[b] ecause WCOM needs to refinance its existing Bank Facilities
in a tough bank environnent, the Conpany has stated that it wll
tie the bank refinance with its new $10 billion bond deal.
Specifically, the Conpany stated it plans to only ask a few
pl ayers (including BAS) to hold $800 nmillion in the new Bank
Facilities for Joint Book Running Manager on the bonds.”
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book runni ng manager, it could earn 20 to 25% of an expected
i nvest ment banking fee of $10 to 12.5 million.

There is evidence that several of the Underwiter
Def endant s?® deci ded to nake a commtnent to the restructuring of
the credit facility and to attenpt to win the right to underwite
the 2001 Offering, while at the same tinme reducing their own
exposure to risk from hol ding Wrl dCom debt by engaging in
hedgi ng strategi es, such as credit default swaps.? For exanple,
as early as March 23, J.P. Morgan identified one of its three key
obj ectives in connection with the restructuring of the credit
facility and its participation in the 2001 Ofering as: “to
m nim ze exposure after $800MMinitial comrtnent. . . .” The
menor andum r ecommended devel oping a strategy that would give up
sonme participation in the 2001 Ofering in return for reducing
t he bank’s exposure under the credit facility down to $600
mllion. It concluded, “Lets [sic] nake this a true teameffort:

first class execution for the client, attractive econonmcs for

28 This Opinion does not discuss simlar evidence regarding
SSB, on this and other points, since it has settled wth the Lead
Plaintiff. That evidence will be adm ssible at trial, however,
to the extent that SSB' s due diligence is at issue.

2 A credit default swap enables a | ender to hedge its
exposure to a borrower. The |ender enters into a swap contract
and pays a premumfor credit default protection to the swap
seller. 1In the event of a failure to pay, the swap seller agrees
to pay the lender the value of the loan. |If there is no failure
to pay, the I ender has lost only the prem um
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JPM and the mnimumcredit exposure.” (Enphasis supplied.)

Wthin less than a nonth, J.P. Mirgan wanted to reduce its
exposure to $500 million. By May 22, through a carefully nanaged
entry into the market, J.P. Morgan had entered a $150 mllion
credit default swap, out of a goal of $200 million, to reduce its
exposure in the event of a default by WrldCom J.P. Morgan
personnel structured its activities so that neither Wrl dCom nor
any of J.P. Mrgan’s investnent banking rivals would | earn what
it was doing. A May 16 e-nmmil captured the problemw th these
words: “if WCOM gets any sense that we're laying off exposure
DURI NG t he syndi cation process (and wouldn’t SSB | ove to pass
that along), it would not be good news. Understandably” this
point is “Jennifer’s greatest and principal concern.” (Enphasis
in original.) Jennifer Nason was the bank’s due diligence team
| eader for the 2001 O fering.

Bank of Anerica was in a particularly precarious position.
It had been the sole | ead arranger and sol e book manager for a
$10.75 billion senior credit facility for WrldComin August
2000. It was one of five arrangers for a $2 billion Wrl dCom
trade receivabl e securitization program As of March 2001, it
had an exposure of approximately $1.5 billion to WrldCom This
exposure was concentrated in a syndicated credit facility of

about $600 mllion, an accounts receivable securitization of $306
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mllion, and a commtnent of $175 million to Intermedia. Bank of
Anerica sought to make a commitnent of $800 million to the
restructured credit facility and yet reduce its overall exposure
to WrldComto no nore than $500 million through credit default
swaps and ot her devices, again, without telling WrldCom 3°

Those within Bank of Anerica, who were reconmendi ng that the bank
participate in the restructuring of the credit facility in order
to be eligible to play a | ead investnent banking role in the 2001
O fering, argued in a March 28 nenorandumthat it was |ikely that
Wor | dCom woul d never need to draw on its credit facility -- in

their words: “No funding anticipated.”

2000 Form 10-K

The April 26, 2001 Worl dCom Form 10-K for the year ending
2000 explained that, if approved by Wrl dConi s sharehol ders, the
conpany woul d create two separately traded tracking stocks to
correspond to “the distinct custonmer bases” served by its

busi nesses. It advised shareholders that if they did not approve

3¢ The Bank of America conmunication reflecting this plan
reads: “we will get down in this facility to $500MM (t hrough
syndi cati on, secondary sales or 364 day credit default swaps)
.we are telling the conpany $800MM hol d though.” A February 2
Bank of Anerica nmenorandum put the problem succinctly: “If we
try (and successfully win) Joint Books this quarter of a
potential . . . Bond deal and then try and exit the
Securitization (we are one of the Leads) or significantly | ower
commtnment as the Lead in one of the |arger Bank deals out there
at $10.25BN . . . WCOM should go nuts.” (Enphasis supplied.)

43



the creation of the two stocks, the conmpany would still realign
its businesses into the two distinct service entities.

Wth respect to | ong-di stance services, the docunent

reported that revenue fell in 2000 in absolute ternms and as a
percentage of total WrldComrevenues. |In its description of
operations, line costs were shown as a decreasing percentage of

revenues for each year from 1998 to 2000, beginning wwth 45.3%in
1998, and ending at 39.6% in 2000. The Form 10-K expl ai ned t hat
the inmprovenment was a result of increased data and dedi cat ed

Internet traffic.

2001 Ofering

Through the 2001 O fering WrldComissued $11.9 billion
worth of notes. The May 9, 2001 registration statenent and My
14, 2001 prospectus supplenent (collectively, “2001 Registration
Statenent”) for the 2001 O fering incorporated Wrl dConmi s 2000
10-K and first quarter 2001 Form 8-K dated April 26, 2001.

J.P. Morgan and SSB served as co-book runners. Each of the
Underwriter Defendants for the 2001 Ofering have stated that
they relied on the due diligence perforned by SSB and J. P.

Morgan. Cravath again represented the Underwiter Defendants.
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A May 16, 2001 nenorandum prepared by Cravath describes the
due diligence conducted from April 19 through May 16, 2001 in
connection with the 2001 O fering.* On April 23, the
Underwriter Defendants forwarded due diligence questions to
Worl dCom  The due diligence for the 2001 O fering included
t el ephone calls with WrldComon April 30 and May 9, and a May 9
t el ephone call with Andersen and Worl dCom The due diligence
inquiry also included a review of WrldCom s board mi nutes, 1998
revolving credit agreenent, SEC filings, and press rel eases from
April 19 to May 16, 2001.

During the April 30 tel ephone call, two bankers fromJ.P.
Morgan and SSB, and two attorneys from Cravath spoke with
Sullivan. Sullivan expl ained that Wrl dComintended to use half
of the proceeds fromthe 2001 Ofering “to repay the bal ance of
its outstanding comrercial paper, to retire debt and to fund a
portion of the Conpany’s negative free cash flow.” Wen asked
whet her Worl dCom had significant reserves for bad receivabl es,
Sul I'i van responded that WrldCom had a general $1.1 billion
reserve. Sullivan indicated that WrldComwas confortable wth

the current earnings per share, that there were no issues that

31 The menorandum | ists the date as April 19, 2000. It is
assuned that it should be April 19, 2001.

32 The nenorandum i ndi cates that the due diligence for
Wor | dCom for the period from August 16, 1999 to May 23, 2000 is
contai ned in a nmenorandum of May 26, 2000.
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could affect the conpany’s credit rating, and that the conpany
had nothing material to disclose that had not been discussed with
the i nvestnent bankers. Wen asked about the conpetitive
environment, Sullivan answered that

t he general econom ¢ sl owdown has not had a materi al

i npact on the Conpany’s business, however the

t el econmuni cati on environment has affected the Conpany.

In particular, he was surprised that receivables

declined in the first quarter. Despite this, the

Conmpany is selling through the rough parts of the

t el econmuni cati ons sl owdown and t he nunber of new

installations is still strong.

On May 9, Sullivan confirned that there were no material changes
since the April 30 tel ephone call.

On May 9, a banker fromJ.P. Mdrgan and two Cravath
attorneys spoke by tel ephone with Sullivan and Stephanie Scott of
Worl dCom and with representatives of Andersen. Andersen
indicated that it had not issued any nmanagenent letters to
Worl dCom and that there were no accounting concerns. Worl dCom
and Andersen assured J.P. Mrgan that there was nothing el se
material to discuss. In neither the April 30 due diligence
t el ephone call nor the May 9 call did Sullivan disclose the $771
mllion capitalization of line costs.

On May 9 and 16, Andersen issued confort letters for the
Worl dCom first quarter 2001 financial statenent. The 2001

confort letters stand in contrast to the 2000 confort letter,

whi ch expressed that nothing had cone to Andersen’s attention to
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cause it to believe that “[a]lny material nodifications should be
made to the unaudited condensed consolidated financial statenents
described in 4(a)(1), incorporated by reference in the
Regi stration Statenent, for themto be in conformty with
general |y accepted accounting principles” or that “[t] he
unaudi t ed condensed consol idated financial statenents . . . do
not conply as to formin all material respects with the
appl i cabl e accounting requirenents of the Act and the rel ated
publ i shed rules and regulations.” 1In 2001, by conparison, the
letters indicated that nothing had come to Andersen’s attention
that caused it to believe that the financial statenents “were not
determ ned on a basis substantially consistent with that of the
correspondi ng anounts in the audited consolidated bal ance sheets
of Worl dCom as of Decenber 31, 2000 and 1999, and the
consol i dated statenments of operations, sharehol ders’ investnent
and cash flows for each of the three years in the period ended
Decenber 31, 2000 . . . .” A J.P. Mrgan banker and a Cravath
attorney noticed the absence of the “negative GAAP assurance” in
the 2001 confort letter. An SSB banker noted that the issue was
i mportant to understand but advised against getting “too vocal”
about it since “WrldConis a bear to deal with on that subject.”
Sonme of the investnent bankers responsible for perform ng

due diligence in connection with the 2001 Ofering were aware of
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their own bank’s credit concerns regardi ng Worl dCom and sone
were not. For instance, the |ead investnent banker for J.P.
Morgan testified that she was unaware of her bank’s nmenorandum
downgradi ng WrldConis risk rating. Two investnent bankers at
Deust che Bank testified that they were aware that their bank had
downgraded Worl dConmis credit rating. One testified that he
bel i eved that the downgrading was “too early”; the other
testified that the downgradi ng was not inconsistent with the
informati on that was in the public donain.?*

The 2001 O fering was preceded by a road show in Anerica and
Europe in which WrldCom J.P. Mrgan, and SSB nade presentations
to convince potential investors to purchase the bonds. A script
for that presentation begins with the follow ng statenent:

Vel come to WorldComis Multi-billion A obal Debt

O fering Roadshow presentation. . . . On behalf of

J.P. Morgan and SSB as joi nt bookrunners, our joint

| ead managers, and co-nanagers, we are excited about

the WorldCom credit story and this debt offering. . . .

We val ue Wirl dComis senior debt at low single Awth a

stable credit trend. . . . WrldConis financial

position gives it the strongest credit profile of any
of the | argest broadband providers.

3% The Lead Plaintiff contends that the |ead investnent
banker for Bank of Anerica was aware that her bank’s credit
experts had downgraded Wrl dCom and that she testified that that
know edge did not influence her due diligence and that she did
not advi se any other Underwiter Defendant or Cravath that her
bank had downgraded Wrl dCom The Lead Plaintiff has not
included with its summary judgnment papers the deposition pages
that would confirmthat description
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Later in the script, there were representati ons about Wrl dConi s
revenue in 2000 and a representation that the peak in the
conpany’s capital expenditures was behind it. The script
i ncluded a conparison of 1999 and 2000 credit ratios for
Worl dCom This conparison suggested an inproving trend in
revenues and in the “EBI TDA** coverage ratio” from 1999 to 2000.
The conparison of 1999 and 2000 credit ratios appears in the
script despite an April 24 comment by a J.P. Mrgan anal yst that
those credit ratios were “m sl eadi ng” because Wrl dComi s
“financial profile will be nore | everaged in 2001.” She
suggested substituting long termtarget ratios.

The May 9 Prospectus for the 2001 O fering explained that it
was part of a registration statenent filed with the SEC using a
““shelf’ registration process” that permtted it to sell any
conmbi nation of debt securities in one or nore offerings up to a
total remaining dollar anbunt of just under $12 billion. It
war ned that the investor “should rely only on the information
i ncorporated by reference or provided in this prospectus and any
suppl enrent. We have not authorized anyone el se to provide you
with different information.” It described the use of proceeds as

“for general corporate purposes,” which may include “repaynent of

i ndebt edness, acquisitions, additions to working capital, and

34 EBI TDA stands for earnings before interest, taxes,
depreciation, and anorti zati on.
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capital expenditures.” The remainder of the prospectus described
the debt securities that would be offered. At the end of the
docunent, it advised that WrldCom s year-end financi al
statenents for each of the years in the three-year period ending
Decenber 31, 2000 had been audited by Andersen, and were
I ncorporated by reference “in reliance upon the authority of such
firmas experts in accounting and auditing in giving such
reports.”

The Prospectus Suppl enent contained i nfornmation about
Worl dCom including selected financial information. Under a
section | abel ed “recent devel opnents,” it announced that the
Wor | dCom group revenue increased over the same period in 2000,
but that the MCl group’s revenues had declined. It described the
use of proceeds as “for general corporate purposes, including to
repay commercial paper, which was issued for general corporate
pur poses. "3

After describing the underwiters’ commtnents to buy
portions of the 2001 O fering, the 2001 Regi stration Statenent
advi sed t hat

the underwiters and their affiliates have perforned

certain investnent banking, advisory and genera

fi nanci ng and banking services for us fromtinme to tine
for which they have received customary fees and

% In working on the draft of this docunent, a Cravath
attorney had opined that this description was “too broad” and
needed to be revised to add nore detail of WrldConmis intentions.
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expenses. The underwiters and their affiliates may,

fromtinme to tine, be custonmers of, engage in

transactions with and performservices for us in the

ordinary course of their business. Certain of the

underwriters and their affiliates have in the past and

may in the future act as |lenders in connection with our

credit facilities.

Discussion

Summary judgnent may not be granted unl ess the subm ssions
of the parties taken together “show that there is no genui ne
issue as to any material fact and that the noving party is
entitled to a judgnment as a matter of law.” Rule 56(c), Fed. R
Cv. P. The noving party bears the burden of denonstrating the
absence of a material factual question, and as such, “always
bears the initial responsibility of . . . identifying those
portions of the *pleadings, depositions, answers to
interrogatories, and adm ssions on file, together with the

affidavits, if any,” which it believes denonstrates the absence

of a genuine issue of material fact.” Celotex Corp. v. Catrett,

477 U.S. 317, 323 (1986) (quoting Fed. R Cv. P. 56(c)); accord

Koch v. Town of Brattleboro, 287 F.3d 162, 165 (2d G r. 2002).
In making this determ nation the court nust view all facts in the

|l ight nost favorable to the non-noving party. Anderson v.

Li berty Lobby, Inc., 477 U S. 242, 247 (1986); Celotex, 477 U S

at 323. “A dispute regarding a material fact is genuine if the

evidence is such that a reasonable jury could return a verdict
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for the nonnoving party.” Munt Vernon Fire Ins. Co. v. Belize

NY, Inc., 277 F.3d 232, 236 (2d Gr. 2002).

When the noving party has asserted facts showng that it is
entitled to sunmary judgnent, the opposing party nust “set forth
specific facts showing that there is a genuine issue for trial,”
and cannot rest on the “nere allegations or denials” of the

movant’ s pleadings. Rule 56(e), Fed. R Cv. P.; accord Burt

Rigid Box, Inc. v. Travelers Prop. Cas. Corp., 302 F.3d 83, 91

(2d Gr. 2002). Wiile evidence as a whol e nust be assessed to

determ ne whether there is a trial-worthy issue, Bickerstaff v.

Vassar Coll., 196 F.3d 435, 448 (2d Gr. 1999), conclusory

statenents are insufficient to defeat a notion for sumary

judgrment. Opals on Ice Lingerie v. Body Lines, 320 F.3d 362, 370

n.3 (2d Gr. 2003). Throughout its consideration of a notion for
summary judgnent, a court “may rely only on adm ssible evidence.”

Ehrens v. Lutheran Church, 385 F.3d 232, 235 (2d G r. 2004).

Thus, in determ ning whether to grant summary judgnent, this
Court rmust (1) determ ne whether a genuine factual dispute exists
based on the admi ssible evidence in the record; and (2)

determ ne, based on the substantive |law at issue, whether the

fact in dispute is material.
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Legal Franewor k

The “primary innovation” of the Securities Act was the
creation of duties in connection with public offerings,
principally “registration and disclosure obligations.” Qustafson

v. Alloyd Co., 513 U S. 561, 571 (1995). The Securities Act “was

designed to provide investors with full disclosure of materi al
i nformati on concerning public offerings of securities in

commerce, to protect investors against fraud and, through the
i mposition of specified civil liabilities, to pronote ethical

standards of honesty and fair dealing.” Ernst & Ernst v.

Hochf el der, 425 U. S. 185, 195 (1976). The purpose of the Act was
to “elimnate serious abuses in a largely unregul ated securities

market.” United Hous. Found., Inc. v. Fornmmn, 421 U. S. 837, 849

(1975). Liability under Section 11 of the Securities Act flows
fromthe requirenments for filing a registration statenent.
Liability under Section 12(a)(2) flows fromthe requirenent to

di stribute prospectuses.

A Section 11

Section 11 of the Securities Act provides that any signer,
director of the issuer, preparing or certifying accountant, or
underwriter may be liable if “any part of the registration

statenent, when such part becane effective, contained an untrue
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statenent of a material fact or omtted to state a material fact
required to be stated therein or necessary to nake the statenents
therein not msleading.” 15 U S.C. 8 77k(a).3® Purchasers of
securities issued pursuant to a registration statenent may sue if
they purchased at the tine of the initial public offering, or if

they are “aftermarket purchasers who can trace their shares to an

3¢ Section 11 states in pertinent part:

In case any part of the registration statenent, when
such part becane effective, contained an untrue
statenent of a material fact or omtted to state a
material fact required to be stated therein or
necessary to nake the statenents therein not

m sl eadi ng, any person acquiring such security (unless
it is proved that at the tinme of such acquisition he

knew of such untruth or omission) may . . . sue —
(1) every person who signed the registration statenent;
(2) every person who was a director of . . . the issuer
(4) every accountant . . . who has with his consent

been naned as having prepared or certified any part of
the registration statement, or as having prepared or
certified any report or valuatlon whi ch is used |n
connection with the registration statenent
(5) every underwiter with respect to such securlty
I f such person acquired the security after the issuer
has nmade generally available to its security holders an
earning statenent covering a period of at |east twelve
nont hs beginning after the effective date of the
regi stration statenent, then the right of recovery
under this subsection shall be conditioned on proof
t hat such person acquired the security relying upon
such untrue statenment in the registration statenent or
relying upon the registration statenent and not know ng
of such om ssion, but such reliance nay be established
w t hout proof of the reading of the registration
statenent by such person

15 U.S.C. § 77k(a).
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allegedly m sleading registration statenent.” DeMaria V.
Andersen, 318 F.3d 170, 178 (2d Cr. 2003).

A registration statenent “neans a filing that includes the
prospectus and other information required by section 7 of the
Securities Act.” 12 CF.R 8§ 16.2(m. A prospectus is defined
as “an offering docunent that includes the information required
by section 10(a) of the Securities Act.” 12 CF. R 8 16.2(1).

Section 7(a) of the Securities Act provides that
regi stration statenents nust be acconpani ed by the information
and docunents specified in Schedule A of the Act, which sets
forth thirty-two itenms that nust be included in a registration
statenent. 15 U.S.C. 88 77g(a), 77aa. Section 7(a) also
aut horizes the SEC to enact “rules or regulations” so that
“disclosure fully adequate for the protection of investors is
otherwi se required to be included within the registration
statenent.” 15 U.S.C. § 77g(a). Pursuant to Section 7(a), the
SEC i ssued Regulations S-X, 17 CF.R 8 210 et seq., and S-K, 17
CFR 8 229 et seq. Regulation S X governs the form and content
of financial statements required to be included in a registration
statenent. Regulation S-K dictates the non-financial information

that nmust be included in a registration statenent.?® |n a catch-

3" Regul ations S-X and S-K, which were devel oped as parts of
the “integrated disclosure system” which is described bel ow,
al so address the form and content of disclosure under the
Exchange Act. See, e.d., 2 Louis Loss & Joel Seligman,

55



all provision, the SEC regul ations also provide that “[i]n
addition to the informati on expressly required to be included in

a registration statenent, there shall be added such further

material information, if any, as nay be necessary to make the

required statenents, in the light of the circunstances under

which they are nmade, not misleading.” 17 C.F.R 8§ 230.408

(enphasis supplied). See DeMaria, 318 F.3d at 180.

Section 11 of the Securities Act “was designed to assure
conpliance with the disclosure provisions of the Act by inposing
a stringent standard of liability on the parties who play a

direct role in a registered offering.” Herman & Maclean v.

Huddl eston, 459 U. S. 375, 381-82 (1983). This design reflects
Congress’ sense that underwiters, issuers, and accountants bear
a “noral responsibility to the public [that] is particularly
heavy.” (Qustafson, 513 U. S. at 581 (1995) (quoting H R Rep. No.
85, 73d Cong., 1st Sess., at 5 (1933)). As a result, such
parties will be found to have violated Section 11 whenever
“material facts have been onitted or presented in such a way as

to obscure or distort their significance.” 1. Meyer Pincus &

Assoc. v. Oppenheiner & Co., 936 F.2d 759, 761 (2d G r. 1991)

(citation omtted).

Securities Requlation 607 (3d ed. 1999).
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In determ ning whether a registration statenent is
materially m sleading, the “central inquiry” is “whether
def endants’ representations, taken together and in context, would
have m sl ed a reasonabl e investor about the nature of the

investnment.” |. Meyer Pincus, 936 F.2d at 761 (citation

omtted).®*® A material fact is one that “would have been vi ewed
by the reasonable investor as having significantly altered the
‘“total mx’ of information made available.” DeMaria, 318 F. 3d at

180 (citation omtted). See also Ganino v. Ctizens Uil. Co.,

228 F.3d 154, 162 (2d Cr. 2000). Material facts may “incl ude
not only information disclosing the earnings and distributions of
a conpany but also those facts which affect the probable future
of the company and those which may affect the desire of investors

to buy, sell, or hold the conpany's securities.” Kronfeld v.

Trans World Airlines, Inc., 832 F.2d 726, 732 (2d Gr. 1987)

(citation omtted).

An omitted fact may be inmmaterial if it is “trivial,” or “so
basic that any investor could be expected to know it.” Ganino,
228 F.3d at 162 (citation omtted). In a simlar vein, a

m srepresentation may be i mmterial as a matter of | aw where

“adequat e cautionary | anguage [is] set out in the same offering.”

% The standard for materiality under Sections 11 and 12 of
the Securities Act is “identical to that under Section 10(b)” of
t he Exchange Act. Ronbach v. Chang, 355 F.3d 164, 178 n.11 (2d
Cr. 2004).
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Ronbach, 355 F.3d at 173 (citation omtted). Materiality
remai ns, however, “a m xed question of law and fact.” Ganino,
228 F.3d at 162. Since materiality is necessarily a “fact-

specific inquiry,” Basic, Inc. v. Levinson, 485 U S. 224, 240

(1988), courts within the Second Circuit have “consistently
rejected a formul ai c approach to assessing the materiality” of
m srepresentations. Ganino, 228 F.3d at 162.

Because of the fact-intensive inquiry that acconpani es any
analysis of materiality, a registration statenent or prospectus
nmust be read “as a whole.” DeMaria, 318 F.3d at 180 (citation

omtted). See also Ronbach, 355 F.3d at 172 n.7; QO Kkey v.

Hyperion 1999 Term Trust, Inc., 98 F.3d 2, 5 (2d Gr. 1996).

“The touchstone of the inquiry is not whether isolated statenents
wi thin a docunent were true, but whether defendants’
representations or om ssions, considered together and in context,
woul d affect the total mx of information and thereby m slead a
reasonabl e investor regarding the nature of the securities

offered.” Halperin v. eBanker USA.COM Inc., 295 F.3d 352, 357

(2d Gr. 2002). O, as the Second Crcuit has explained even
nore recently, the inquiry nust focus not on whether “particular
statenents, taken separately, were literally true, but whether
def endants’ representations, taken together and in context, would

have m sl ed a reasonabl e i nvestor about the nature of the
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securities.” DeMaria, 318 F.3d at 180 (citation omtted). A
prospectus violates Section 11 “if it does not disclose materi al
obj ective factual matters, or buries those matters beneath other
information, or treats themcavalierly.” 1d. (citation omtted).

Section 11 provides two affirmative defenses. First, the
statute provides an affirmative def ense where a defendant can
prove that the loss in value of a security is due to sonething
ot her than m sl eading statenents within a registration statenent.
Specifically, Section 11(e) provides:

[1]f the defendant proves that any portion or all of

such damages represents other than the depreciation in

val ue of such security resulting fromsuch part of the

registration statenent, with respect to which his

liability is asserted, not being true or omtting to

state a material fact required to be stated therein or

necessary to make the statenents therein not

m sl eadi ng, such portion of or all such danages shal

not be recoverabl e.
15 U S.C. §8 77k(e). A defendant’s burden in establishing this

defense is heavy since “the risk of uncertainty” is allocated to

defendants. Akerman v. Oryx Comm, Inc., 810 F.2d 336, 341 (2d

Cir. 1987); see also McMahan & Co. v. Werehouse Entnmit, Inc., 65

F.3d 1044, 1048-49 (2d G r. 1995).
In addition, Section 11 provides an affirmative defense of

“due diligence,” which is available to defendants other than the

i ssuer of the security. See Huddleston, 459 U. S. at 382; Chris-

Craft Indus., Inc. v. Piper Aircraft Corp., 480 F.2d 341, 370-71
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(2d Gr. 1973). The standard that applies to this defense varies
dependi ng on whether the m sleading statenent in the registration
statenment is or expressly relies on an expert’s opinion. The due

di li gence defense is discussed further bel ow

B. Section 12

Section 12(a)(2) of the Securities Act (formerly Section
12(2)) allows a purchaser of a security to bring a private action
against a seller that “offers or sells a security . . . by neans
of a prospectus or oral communication, which includes an untrue
statenment of a material fact or omts to state a material fact
necessary in order to nake the statenents . . . not m sl eading.”
15 U S.C 8§ 771(a)(2). The section entitles the buyer

to recover the consideration paid for such security

with interest thereon, |ess the anount of any incone

recei ved thereon, upon the tender of such security, or

for damages if he no | onger owns the security.

Id.; Commercial Union Assurance Co. v. MIlken, 17 F.3d 608, 615

(2d Cir. 1994); see also Randall v. Loftsgaarden, 478 U S. 647,

655 (1986) (“8 12(2) prescribes the remedy of rescission except
where the plaintiff no | onger owns the security.”).

Section 12 turns on status, not scienter: It inposes
l[iability without requiring “proof of either fraud or reliance.”

Gustafson, 513 U S. at 582; see al so Ronmbach, 355 F.3d at 164. A

plaintiff need only show “sone causal connection between the
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al | eged communi cation and the sale, even if not decisive.”

Metronedia Co. v. Fugazy, 983 F.2d 350, 361 (2d Cr. 1992)

(citation omtted). “Reliance by the buyer need not be shown,
for 8 12(2) is a broad anti-fraud neasure and inposes liability
whet her or not the purchaser actually relied on the

m sstatenment.” [d. (citation omtted).

Def endants nmay be l|iable under Section 12(a)(2) either for
selling a security or for soliciting its purchase. First,
Section 12 creates a cause of action against sellers who “passed
title, or other interest in the security, to the buyer for

value.” Pinter v. Dahl, 486 U S. 622, 642 (1988); see also

Wlson v. Saintine Exploration & Drilling Corp., 872 F.2d 1124,

1126 (2d Cir. 1989) (applying Pinter's 8§ 12(1) analysis to what

is now 8§ 12(a)(2)); Capri v. Mirphy, 856 F.2d 473, 478 (2d Cir.

1988) (sane). To be liable as a seller, the defendant nust be
the “buyer's inmmedi ate seller; renote purchasers are precluded
from bringing actions against renote sellers. Thus, a buyer
cannot recover against his seller's seller.” Pinter, 486 U. S. at
644 n.21. As underwiters in a firmcommtnment underwiting
becone the owners of any unsold shares, they may be |iable as

sellers for direct sales to the public. In re WrldCom Sec.

Litig., 219 F.R D. at 283.
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Second, persons who are not in privity with the plaintiff
may be liable if they “successfully solicit[ed] the purchase,
notivated at least in part by a desire to serve [their] own
financial interests or those of the securities owner.” Pinter,

486 U.S. at 647; see also Commercial Union Assurance Co., 17 F. 3d

at 616. In finding that Section 12 included liability for
solicitation, the Suprene Court observed that “[t]he solicitation
of a buyer is perhaps the nost critical stage of the selling
transaction. . . . [and] the stage at which an investor is nost
likely to be injured.” Pinter, 486 U. S. at 646.

Section 12(a)(2) provides affirmative defenses that parallel
t hose available for a Section 11 claim First, the statute
prohi bits recovery to the extent that

t he person who offered or sold such security proves

that any portion or all of the anobunt recoverable .

represents other than the depreciation in value of the

subj ect security resulting fromsuch resulting from

such part of the prospectus or oral communications,

with respect to which liability of that person is

assert ed.

15 U.S.C. 8 771(b). In addition, Section 12(a)(2) provides an

affirmati ve defense of reasonable care. See Royal Am Munagers,

Inc. v. IRC Holding Corp., 885 F.2d 1011, 1019 (2d Gr. 1989).

. Lead Plaintiff's Mdtion for Partial Summary Judgnent

Lead Plaintiff noves for partial summary judgnment on the

i ssue of whether certain statenents regardi ng Worl dComi s
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financial condition in its financial statenents, that were
incorporated into the 2000 and 2001 Regi stration Statenents, were
false. Wth respect to the 2000 Registration Statenent, the Lead
Plaintiff’s notion is addressed to the reporting of line costs
and depreciation and anortization. Wth respect to the 2001
Regi stration Statenent, the Lead Plaintiff’s notion is addressed
to the reporting of line costs, capital expenditures, and assets
and goodwi | I .

The Underwiter Defendants concede that the reporting of
line costs and capital expenditures for the first quarter of 2001
was fal se. They resist sunmary judgnment regarding the falsity of
any other line of financial reporting with respect to the 2000
and 2001 Registration Statenents. They assert that Andersen’s
prof essi onal judgnent regarding certain items has not been shown
to be unreasonable. For exanple, they argue that Andersen used
reasonabl e judgnment in deciding that MCl’s workforce and custoner
base should be included in goodwiIl. They also assert that there
are disputed issues of fact regarding the materiality of certain
of the alleged false statenents. For exanple, they argue that
only those statenments that are relevant to cash fl ow woul d be
material to bondhol ders since bondhol ders are entitled to be paid
princi pal and interest regardl ess of the price novenents in a

conmpany’ s stock
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The Underwiter Defendants argue in addition that the Lead
Plaintiff’s notion does not address their affirmative defense of
due diligence and their entitlement to rely on Andersen’s audits
and confort letters. They argue that they are entitled to
further discovery of Lead Plaintiff’'s experts and of ten
“enbar goed” witnesses,® the latter of whomthey contend wll
agree that no amount of due diligence woul d have uncovered the

accounting fraud. *°

39 Al t hough fact discovery closed on July 9, 2004, the
parties in the Securities Litigation were pernmtted to reserve
time to depose ten witnesses that the Governnent deens critica
to its prosecution of Ebbers following their testinony in Ebbers’
crimnal trial. Ebbers’ trial is scheduled to begin on January
17, 2005.

40 As described below, the Underwiter Defendants are
entitled to rely on the due diligence defense whether or not it
woul d have uncovered the fraud. Conversely, they nust shoul der
t he burden of establishing their due diligence even if that due
diligence woul d not have reveal ed the existence of fraudul ent
conduct. The parties have not addressed whether the Underwriter
Def endants’ argunment in this regard woul d be nore persuasive
under Section 12(a)(2). Conpare 5 Arnold S. Jacobs, Disclosure
and Renedi es Under the Securities Laws § 3:158 (West 2004)
(contending that a defendant could successfully establish a
reasonabl e care defense under Section 12(a)(2) “if he does not
exerci se reasonabl e care but would have been unable to ascertain
the falsity even if he had used reasonable care”) with 3B Harold
S. Bloonmenthal & Sanmuel Wolff, Securities & Federal Corporate Law
8§ 12:6 (2d ed. 1998) (“Gven the role of an underwiter, in order
to avoid Section 12(a)(2) liability it nust nmake a reasonabl e
investigation in order to establish that it used reasonabl e
care.”).

In Demarco v. Edens, 390 F.2d 836 (2d Cir. 1968), the Court
of Appeals affirnmed a judgnment followi ng trial that an issuer had
used “reasonable care” in selecting an underwiter and did not
know that the underwiter would not remt the proceeds of the
sale of securities. 1d. at 842. The court observed both that
the i ssuer had taken the steps necessary to show its reasonabl e
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Since there is no material issue of fact in dispute
regarding the falsity of WirldComis first quarter financial
statenent for 2001 insofar as it reported WrldCom s |ine costs,
or the materiality of that false statenent to investors
purchasing notes in the 2001 O fering, the Lead Plaintiff is
entitled to sunmary judgnent on the issue of whether the
Regi stration Statenent for the 2001 O fering was fal se and
m sl eading. The Lead Plaintiff’s notion for summary judgnent on
the 2000 O fering, and on any other purported fal se statenent
made in connection with the 2001 O fering is denied.

. The Underwriter Defendants’ ©Modtion for Summary Judgnent:
The Financi al Statenents

The Underwiter Defendants nove for summary judgnent with
respect to the financial statenents that were incorporated into
the Registration Statenments. They assert that there is no
di spute that they acted reasonably in relying on Andersen’s
audits and confort letters. The Underwiter Defendants contend
that they were entitled to rely on Wirl dComi s audited financi al
statenents and had no duty to investigate their reliability so
|l ong as they had “no reasonable ground to believe” that such

financial statenents contained a false statenent. They al so

care but also that it did not need to “probe[] nore deeply into
t he background and affairs” of the underwiter as “[f]urther
inquiry . . . would have disclosed nothing.” 1d. at 843.
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assert that they were entitled to rely in the same way on
Andersen’s confort letters for the unaudited quarterly financi al
statenments incorporated into the Registration Statenents.

Bef ore anal yzing the Underwriter Defendants’ argunents, it
will be helpful to describe the | egal and regul atory framework
surroundi ng the “due diligence defenses,” which are in turn
conposed of a reliance defense and a due diligence defense.
Following a brief description of the role of the underwiters,
the Opinion will discuss the due diligence defenses under
Sections 11 and 12(a)(2); the role of accountants as experts; the
enactnent in the 1980s of integrated disclosure, shelf
registration, and SEC Rule 176, as well as their inpact on
underwriters’ due diligence obligations; the reliance defense as
described in case | aw and the inpact on that defense of the
exi stence of red flags; and the case | aw regardi ng the due
diligence defense. Wth that background, the specific argunent

presented by the Underwriter Defendants will be addressed.

A. Rol e of the Underwriter

An underwiter is commonly understood to be a “person who
buys securities directly or indirectly fromthe issuer and

resells themto the public, or perforns sone act (or acts) that

facilitates the issuer’s distribution.” In re WrldCom Sec.
Litig., 308 F. Supp. 2d 338, 343 (S.D.N. Y. 2004) (citation

66



omtted). As the SEC has observed, in enacting Section 11
“Congress recogni zed that underwiters occupied a unique position
that enabled themto discover and conpel disclosure of essenti al
facts about the offering. Congress believed that subjecting
underwriters to the liability provisions would provide the
necessary incentive to ensure their careful investigation of the
offering.” The Regulation of Securities Oferings, SEC Rel ease

No. 7606A, 63 Fed. Reg. 67174, 67230, available at 1998 W. 833389

(Dec. 4, 1998) (“SEC Rel. 7606A’). At the sanme tinme, Congress
specifically rejected the notion of underwiters as insurers.

H R Conf. Rep. No. 73-152, at 277 (1933); SEC Rel. 7606A, 63
Fed. Reg. at 67230. Rather, it inposed upon underwiters the
obligation to “exercise diligence of a type commensurate with the
confidence, both as to integrity and conpetence,” placed in them
by those purchasing securities. H R Conf. Rep. No. 73-152, at

277.
Underwiters nust “exercise a high degree of care in

i nvestigation and i ndependent verification of the conpany’s

representations.” Feit v. Leasco Data Processing Equip. Corp.

332 F. Supp. 544, 582 (E.D.N.Y. 1971). Overall, “[n]o greater
reliance in our self-regulatory systemis placed on any single
participant in the issuance of securities than upon the

underwriter.” Chris-Craft, 480 F.2d at 370. Underwiters

function as “the first line of defense” with respect to nateri al
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m srepresentations and om ssions in registration statenents. 2

Gary M Lawrence, Due Diligence in Business Transactions 8§ 2.03A

(2004) (“Lawrence, Due Diligence”). As a consequence, courts

nmust be “particularly scrupulous in examning the[ir] conduct.”

Feit, 332 F. Supp. at 581; see also In re Enron Corp. Sec.,

Derivative & ERISA Litig., 235 F. Supp. 2d 549, 612-13 (S.D. Tex.

2002) .

B. The “Due Diligence” Defenses

The phrase “due diligence” does not appear in the Securities
Act, but two of the affirmative defenses avail abl e under Section
11(b) are collectively known as the “due diligence” defense. See

Law ence, Due Diligence §8 2.03A. The first such defense provides

that “as regards any part of the registration statenent not
purporting to be made on the authority of an expert,” a defendant
will not be liable upon a show ng that

he had, after reasonable investigation, reasonable
ground to believe and did believe, at the tine such
part of the registration statenment becane effective,
that the statenents therein were true and that there
was no om ssion to state a naterial fact required to be
stated therein or necessary to nake the statenents
therein not m sl eadi ng.

15 U S.C 8 77k(b)(3)(A) (enphasis supplied). This defense is

understood as “a negligence standard.” Hochfelder, 425 U.S. at
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208. The SEC has described the duty of an underwiter to conduct
a reasonabl e investigation as foll ows:

By associating hinself with a proposed offering [an
underwriter] inpliedly represents that he has made such
an investigation in accordance with professional
standards. Investors properly rely on this added
protection which has a direct bearing on their

appraisal of the reliability of the representations in
t he prospectus. The underwiter who does not nmake a
reasonabl e investigation is derelict in his
responsibilities to deal fairly with the investigating
publi c.

41 SEC 398 [1961-1964 Transfer Binder] Fed. Sec. L. Rep. (CCH ¢
76,904 (Feb. 27, 1963).

There is a different standard that applies when a Section 11
defendant is entitled to rely upon the opinion of an expert.
“[Als regards any part of the registration statenent purporting
to be made on the authority of an expert,” a defendant other than
that expert will not be liable if he denobnstrates that

he had no reasonable ground to believe and did not

believe, at the tine such part of the registration

statenent becane effective, that the statenents therein

were untrue or that there was an om ssion to state a

material fact required to be stated therein or

necessary to nake the statenents therein not
m sl eadi ng.

15 U S.C. 8§ 77k(b)(3)(C (enphasis supplied).*

41 Section 11 al so provides a defense to an expert as
concerns “any part of the registration statenent purporting to be
made upon his authority as an expert.” The expert nust prove
t hat

he had, after reasonable investigation, reasonable
ground to believe and did believe, at the tinme such
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Al t hough the requirenents of due diligence vary dependi ng on
whet her the registration statenent has been made in part or in
whol e on the authority of an expert, the standard for determ ning
what constitutes a reasonabl e investigation and reasonabl e ground
for belief is the sane: “[T]he standard of reasonabl eness shal
be that required of a prudent man in the managenent of his own
property.” 15 U.S.C. § 77k(c).

Courts have distingui shed between these two standards by
| abel ing them the due diligence defense and the reliance defense,
referring in the latter case to the reliance permtted by the

statute on an expert’s statenment. See, e.d., Kaplan v. Rose, 49

F.3d 1363, 1371 (9th Cr. 1994); In re Wrlds of Wnder Sec.

Litig., 35 F.3d 1407, 1421 (9th Cr. 1994); Ackerman v. Schwartz,

947 F.2d 841, 845 (7th Cir. 1991); Feit, 332 F. Supp. at 576.
Section 12(a)(2) has a defense of reasonable care that is

| ess demandi ng than the duty of due diligence inposed under

Section 11. Section 12(a)(2) provides that a defendant shall not

be liable if he “sustain[s] the burden of proof that he did not

know, and in the exercise of reasonable care could not have

part of the registration statenment becane effective,
that the statenents therein were true and that there
was no om ssion to state a material fact required to be
stated therein or necessary to nmake the statenents

t herein not m sl eadi ng.

15 U S.C 8 77k(b)(3)(B) (enphasis supplied).
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known, of such untruth or om ssion” which is “necessary in order
to make the statenents, in the light of the circunstances under
whi ch they were made, not msleading.” 15 U S.C. 8§ 771(a)(2).
Thus, while Section 11 inposes a duty to conduct a
reasonabl e investigation as to any portion of a registration
statenment not nmade on the authority of an expert, Section
12(a) (2) does not make any distinction based upon “expertised”
statenents and only requires the defendant to show that it used
reasonable care. This difference is attributable to the enphasis
pl aced on the inportance of registration statenents and the
underwriter’s vital role in assuring their accuracy. See John

Nuveen & Co. v. Sanders, 450 U. S. 1005, 1009 (1981) (Powell, J.,

di ssenting fromdenial of cert.). Because Section 11 inposes a
nmore exacting standard, this Opinion principally addresses the

| aw that applies to Section 11.

C. Account ants as Experts

Al t hough Section 11(b) furnishes different standards,
dependi ng on whether a statenent is nade on the authority of an
expert, the statute does not define the term“expert.” Section
11(a)(4) lists professions that give a person authority to nmake a
statenent, which on consent can be included in a registration
statement. 15 U.S.C. 8 77k(a)(4). The list of professions

i ncludes an accountant. [d. Thus, while Section 11(b) does not
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define the termexpert or explain what sort of docunments and/or
wor k constitutes that “made on an expert’s authority,” it is
settled that an accountant qualifies as an expert, and audited
financial statenents are consi dered expertised portions of a

registration statenent. See, e.qg., In re Software Toolworks Inc.

Sec. Litig., 50 F.3d 615, 623 (9th G r. 1994); Enron, 235 F

Supp. 2d at 613; SEC Rel. 7606A, 63 Fed. Reg. at 67233.

Not every auditor’s opinion, however, qualifies as an
expert’s opinion for purposes of the Section 11 reliance defense.
To di stinguish anong auditor’s opi nions, sone background is in
order. While financial statenents* are prepared by the
managenent of a conpany, an accountant serving as the conpany’s
auditor may give an opinion as to whether the financial
statenments have been presented in conformty with GAAP. This
opinion is given after the accountant has perfornmed an audit of
the conpany’s books and records. Audits are generally conpl eted
once a year, in connection with a conpany’ s year-end financi al
statenents. There are ten audit standards with which an auditor
nmust conply in performng its annual audit. They are known as
Generally Accepted Auditing Standards (“GAAS’). If an auditor

signs a consent to have its opinion on financial statenents

“2 Financial statenents are generally understood to include
a bal ance sheet, an incone statenent, a statenent of changes in
st ockhol ders’ equity, a statenment of cash flow, and related note
di scl osures.
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i ncorporated into a conpany’s public filings, the opinion nay be
shared with the public through incorporation.

Publ i ¢ conpanies are al so required under the Exchange Act to
file quarterly financial statenents, which are referred to as
interimfinancial statenments. Wile not subject to an audit,
interimfinancial statenents included in Form 10-Q quarterly
reports are reviewed by an i ndependent public accountant using
prof essi onal standards and procedures for conducting such
reviews, as established by GAAS. The standards for the review of
interimfinancial statenents are set forth in Statenent of
Auditing Standards No. 71, InterimFinancial Information (“SAS
71"). Wen a public conpany files a registration statenent for a
sale of securities, the auditor is customarily asked by
underwriters to provide a confort letter. The confort letter
will contain representations about the auditor’s review of the
interimfinancial statenents. (uidance about the content of
confort letters is contained in the Statenent on Auditing
Standards No. 72, Letters for Underwiters and Certain O her
Requesting Parties (“SAS 72"). There is frequently nore than one
confort letter for a transaction: an initial confort letter, and
a second or “bringdown” confort letter issued closer to the tine

of cl osi ng.
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In order for an accountant’s opinion to qualify as an expert
opi ni on under Section 11(b)(3)(C, there are three prerequisites.
First, it nmust be reported in the Registration Statenent.

Second, it nmust be an audit opinion. Finally, the accountant
must consent to inclusion of the audit opinion in the
regi stration statenent.

In an effort to encourage auditor reviews of interim
financial statenents, the SEC acted in 1979 to assure auditors
that their review of unaudited interimfinancial information
woul d not subject themto liability under Section 11. See
Accountant Liability for Reports on Unaudited Interim Financial
| nformati on, SEC Rel ease No. 6173, 1979 W. 169953, at *1 (Dec.
28, 1979)(“SEC Rel. 6173"). The SEC addressed the circunstances
in which an accountant’s opinion can be considered an expert’s
opi nion for purposes of Section 11(b) and nmade it clear that
reviews of unaudited interimfinancial statenents do not
constitute such an opinion. Under Rule 436, where the opinion of
an expert is quoted or sunmarized in a registration statenment, or

where any information contained in a registration statenment “has
been revi ewed or passed upon” by an expert, the witten consent
of the expert nust be filed as an exhibit to the registration
statenent. 17 C.F.R 8 230.436(a), (b). Yet witten consent is

not sufficient to convert an opinion or review into an expertised

74



statenent. Rule 436 provides that notw thstanding witten

consent, “a report on unaudited interimfinancial infornation

by an i ndependent accountant who has conducted a review of such

interimfinancial infornmation shall not be considered a part of a

registration statenent prepared or certified by an accountant or

a report prepared or certified by an accountant within the
meani ng of sections 7 and 11" of the Securities Act. 17 CF. R 8§
230. 436(c) (enphasi s supplied).

Rul e 436 al so defined the term“report on unaudited interim
financial information.” 1t consists of a report that contains
the followng five itens:

(1) A statenment that the review of interimfinancial

i nformati on was made in accordance with established
prof essi onal standards for such reviews;

(2) An identification of the interimfinancial information
revi ewed;

(3) A description of the procedures for a review of
interimfinancial information;

(4) A statenent that a review of interimfinancial
information is substantially less in scope than an
exam nation in accordance with generally accepted
audi ti ng standards, the objective of which is an
expressi on of opinion regarding the financi al
statenents taken as a whole, and, accordingly, no such
opi nion is expressed; and

(5) A statenent about whether the accountant is aware
of any material nodifications that should be nmade to

t he acconpanying financial information so that it
conforms with generally accepted accounting principles.

17 C.E.R § 230.436(d).*

43 SAS 71 states that an accountant’s “report acconpanyi ng
interimfinancial information that he or she has revi ewed shoul d
consist of” the five conponents of the Rule 436 definition as
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In pronul gating Rule 436, the SEC contrasted accountants’
review of year-end financial statenents with those of interim
financial data, remarking that

The objective of a review of interimfinancial
information differs significantly fromthe objective of
an exam nation of financial statenents in accordance
with generally accepted auditing standards. The

obj ective of an audit is to provide a reasonabl e basis
for expressing an opinion regarding the financial
statenents taken as a whole. A review of interim
financial information does not provide a basis for the
expression of such an opinion, because the revi ew does
not contenplate a study and eval uati on of internal
accounting control; tests of accounting records and of
responses to inquiries by obtaining corroborating
evidential matter through inspection, observation, or
confirmation; and certain other procedures ordinarily
performed during an audit. A reviewmy bring to the
accountant’s attention significant matters affecting
the interimfinancial information, but it does not

provi de assurance that the accountant will becone aware
of all significant matters that woul d be disclosed in
an audit.

Accountant Liability for Reports on Unaudited InterimFinancial
I nformati on Under Securities Act of 1933, SEC Rel ease No. 6127,
1979 W. 170299 (Sept. 20, 1979), at *3 (citation onitted) (“SEC
Rel . 6127") (enphasis supplied).

Rul e 436 underscores that SAS 71 reports and SAS 72 letters

are not expertised statenents within the neaning of the Section

well as three additional requirenents, such as a statenent that
the financial information is the responsibility of the conpany’s
managenent. Statenent on Auditing Standards 71, Codification of
Audi ting Standards and Procedures, “lInterim Financi al

| nformati on” (Al CPA, Professional Standards, vol. 1, AU § 722).
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11 reliance defense. Specifically, in finalizing Rule 436, the
SEC directed that

[i]n any suit for danmages under Section 11(a), the
directors and underwiters should not be able to rely
on SAS No. [71] reports on interimfinancial data
included in a reqgistration statenment as statenents
“purporting to be nmade on the authority of an expert

. . which they had no ground to believe . . . were
untrue . . .” under Section 11(b)(3)(C. Rather,
underwiters and directors should be required, as has
previ ously been the case whenever unaudited financials
are included in a registration statenent, to
denonstrate affirmatively under Section 11(b)(3)(A)
that, after conducting a reasonable investigation, they
had reasonable ground to believe, and did believe, that
the interimfinancial data was true.*

SEC Rel. 6173, 1979 W. 169953, at *4 (enphasis supplied). G ven
this, the SEC expects that “underwiters will continue to
exercise due diligence in a vigorous manner with respect to SAS
No. [71] reports.” [d. at *4.

In sum underwiters can rely on an accountant’s audit
opinion incorporated into a registration statenent in presenting
a defense under Section 11(b)(3)(C). Underwiters may not rely
on an accountant’s confort letters for interimfinancial
statenents in presenting such a defense. Confort letters do not

“expertise any portion of the registration statenment that is

“4 At the time that Rule 436 was inplenented, SAS 24 was the
governi ng standard for auditors’ reviews of unaudited interim

financial statenents. 1In 1992, it was superceded by SAS 71,
which was in effect during the events at issue here. See John J.
Huber et al., An Underwriter’s Due Diligence in the Pernitted

Absence of an Expert’'s Consent, Insights, Aug. 2002, at 2 n.23.
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ot herwi se non-expertised.” WIliamF. Al derman, Potenti al

Liabilities in Initial Public Oferings, in How To Prepare an

Initial Public Ofering 2004 405-06 (2004); see also Commttee on

Federal Regul ation of Securities, Report of Task Force on

Sellers’ Due Diligence and Sim | ar Defenses Under the Federal

Securities Laws, 48 Bus. Law. 1185, 1210 (1993) (“Task Force

Report”) (underwiters “remain responsible” for unaudited
interimfinancial information as in the case of other non-

expertised i nfornmation).

D. I ntegrated Di sclosure, Shelf Reqgistration, and Rule 176

Beginning in the late 1960s, the SEC enbarked on a “program
to integrate the disclosure requirenents of the Securities Act
and the Securities Exchange Act of 1934.” See G rcunstances
Affecting the Determ nation of What Constitutes Reasonable
| nvesti gati on and Reasonabl e G ounds for Belief Under Section 11
of the Securities Act, SEC Rel ease No. 6335, 1981 W 31062, at *1
(Aug. 6, 1981) (“SEC Rel. 6335"). The chief purpose of the
i ntegrated disclosure systemwas to furnish investors with
“meani ngful , nonduplicative information both periodically and
when securities distributions are made to the public,” while
decreasing “costs of conpliance for public conpanies.”

Repr oposal of Conprehensive Revision to Systemfor Registration
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of Securities O ferings, SEC Rel ease No. 6331, 1981 W. 30765, at
*2 (Aug. 6, 1981) (“SEC Rel. 6331").

Al though earlier steps toward integration had been taken,
the SEC ained in the early 1980s to integrate the two acts,
“primarily by incorporating by reference Exchange Act reports
into Securities Act registration statenents.” SEC Rel. 6335,
1981 W 31062, at *3. The push to incorporate by reference was
notivated by the growi ng recognition that “for conpanies in the
top tier, there is a steady stream of high quality corporate
i nformati on continually furnished to the market and broadly
di gested, synthesized and dissem nated.” Shelf Registration, SEC
Rel ease No. 6499, 1983 W 408321, at *2 (Nov. 17, 1983) (“SEC
Rel . 6499"). The SEC reasoned that top-tier conpanies should be
able to incorporate their Exchange Act filing by reference, since
t hese di sclosures, along with “other conmunications by the
regi strant, such as press rel eases, ha[ve] already been
di ssem nat ed and accounted for by the market place.” SEC Rel.
6331, 1981 W. 30765, at *4. Those eligible include issuers who,
anong ot her things, either have substantial equity “floats” or
rated debt securities. Incorporation by reference was
I npl emrented by introducing a new, shortened registration form--
Form S-3 -- for use by “conpanies which are widely foll owed by

professional analysts.” Id. In a FormS-3 registration, the
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registrant’s Form 10-K fromthe nost recently concl uded fiscal
year and all subsequent periodic Exchange Act filings between the
end of that fiscal year and the termnation of the offering are
required to be incorporated by reference. G ven the reduced
I ength of the form the process of filing a FormS-3 is known as
short-formregistration.
Short-formregistrati on was acconpani ed by rel ated changes
in shelf registration, the process by which securities are
regi stered to be offered or sold on a del ayed or continuous
basis. The purpose of shelf registrationis to allow a single
registration statenent to be filed for a series of offerings.
SEC Rel . 6499, 1983 W. 408321, at *4. Shelf registration ains to
afford the issuer the “procedural flexibility” to vary “the
structure and ternms of securities on short notice” and “time its
offering to avail itself of the nbst advantageous market
conditions.” 1d. More concretely, shelf registration enables
an issuer that wishes to sell sone or all of the
regi stered securities at any point during the two year
period to contact the several managi ng underwiters
naned in the registration statenent, determ ne which
underwriter will give it the best terns, and offer the
security to the market through that underwiter in a

matter of hours.

Merritt B. Fox, Shelf Reqgistration, Integrated D sclosure, and

Underwiter Due Diligence: An Econom c Analysis, 70 Va. L. Rev.

1005, 1005 n. 4 (1984).
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Al t hough shelf registration had been available prior to the
introduction of integrated disclosure, integrated disclosure
mandat ed a reexam nation of which securities could be offered on
a continuous or delayed basis. Under Rule 415, which was
finalized in 1983, all registrants eligible to use Form S-3 may
engage in shelf registration “in an amount . . . reasonably
expected to be offered and sold within two years fromthe initial
effective date of the registration.”* 17 C. F.R 8§
230.415(a) (1) (x), (a)(2). As anmended in 1992, Rule 415 all ows
regi stration of shelf offerings without requiring registrants to
all ocate the total ampunt to specific classes of securities. As
a result, issuers can “decide as |late as the point of sale which
of its securities to use.” SEC Rel. 7606A, 63 Fed. Reg. at

67179.

“> Al though Rule 415 was not finalized until 1983, it was
proposed concurrently with the devel opnment of Form S-3 and Rul e
176, which is discussed below. See generally SEC Rel. 6335, 1981
W. 31062, at *2 (listing a “three tier systemfor the
regi stration of securities, Fornms S-1, S-2 and S-3” and “a new
rul e governing registration of securities to be sold in a
continuous or del ayed offering” anong several rulemaking
proposal s announced on the sane day as Rule 176).

Rul e 415 does not limt shelf registration to those issuers
eligible to use Form S-3, but also permts shelf registration for
“traditional primary and secondary shelf offerings,” including
“t hose where securities are sold to enpl oyees, custoners or
exi sting sharehol ders; those involving interests inlimted
partnerships; those related to acquisitions and ot her business
conbi nations; and those of securities underlying options,
warrants, rights or conversions.” SEC Rel. 6499, 1983 W. 408321,
at *7; see generally 15 C F.R § 230.415.
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Toget her, the mechani sm of incorporation by reference and
t he expansion of shelf registration significantly reduced the
time and expense necessary to prepare public offerings, thus
enabling nore “rapid access to today’s capital markets.” SEC
Rel . 6335, 1981 W. 31062, at *4. As the SEC recogni zed, these
changes affected the time in which underwiters could perform
their investigations of an issuer. Underwiters had weeks to
perform due diligence for traditional registration statenents.
By contrast, under a short-formregistration regine,
“Ip]reparation time is reduced sharply” thanks to the ability to
i ncorporate by reference prior disclosures. [|d. at *5.

These two innovations triggered concern anong underwiters.
Menbers of the financial comrunity worried about their ability
“to undertake a reasonabl e investigation with respect to the
adequacy of the information incorporated by reference from
periodic reports filed under the Exchange Act into the short form
registration statenents utilized in an integrated disclosure
system” 1d. at *1. Specifically, underwiters expressed
concern that

this reduction in preparation tine, together with

conpetitive pressures, will restrict the ability of

responsi bl e underwiters to conduct what woul d be

deened to be a reasonabl e investigation, pursuant to

Section 11, of the contents of the registration

statement. . . . [l]ssuers may be reluctant to wait for
responsi bl e underwiters to finish their inquiry, and
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may be receptive to offers fromunderwiters willing to
do | ess.

Id. at *5. Because an underwriter could sel ect anong conpeting
underwriters when offering securities through a shelf
regi stration, some questioned whether an underwriter could
“afford to devote the tinme and expense necessary to conduct a due
diligence revi ew before knowi ng whether it will handl e an
offering and that there may not be sufficient time to do so once
it is selected.” SEC Rel. 6499, 1983 W 408321, at *5. Qhers
doubt ed whet her they woul d have the chance “to apply their
i ndependent scrutiny and judgnent to docunments prepared by
regi strants many nonths before an offering.” 1d.

Because of concerns |ike those described here, the SEC
i ntroduced Rule 176 in 1981 “to make explicit what circunstances
may bear upon the determ nation of what constitutes a reasonabl e
i nvestigation and reasonable ground for belief as these terns are
used in Section 11(b).” SEC Rel. 6335, 1981 W 31062, at *1.
Rat her than give underwiters a “safe harbor fromliability for
statenents made in incorporated Exchange Act reports,” id. at

*7, as some suggested shoul d happen, the SEC turned to the

46 Academ c assessnents of Rule 176 have often observed that
Rul e 176 does not provide a safe harbor. See, e.q., Donald C
Langevoort, Deconstructing Section 11: Public Ofering Liability
in a Continuous Disclosure Environnment, 63 Law & Contenp. Probs.
45, 63 (2000) (Rule 176 does not furnish a “true safe harbor,
providing immunity to underwiters who followits guidelines.”).
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American Law Institute’ s proposed Federal Securities Code for
gui dance. Rule 176, which largely mrrors Section 1704(g) of the
Code, provides in relevant part:

I n determ ning whether or not the conduct of a
person constitutes a reasonable investigation or a
reasonabl e ground for belief neeting the standard set
forth in section 11(c), relevant circunstances include,
with respect to a person other than the issuer. [sic]

(a) The type of issuer;
(b) The type of security;
(c) The type of person;

(f) Reasonable reliance on officers, enployees,
and ot hers whose duties should have given t hem
knowl edge of the particular facts (in the Iight of
the functions and responsibilities of the
particul ar person with respect to the issuer and
the filing);

(g) Wien the person is an underwiter, the type of
underwriting arrangenent, the role of the
particul ar person as an underwriter and the

avai lability of information with respect to the
regi strant; and

(h) Whether, with respect to a fact or docunent

i ncorporated by reference, the particul ar person
had any responsibility for the fact or docunent at
the tinme of the filing fromwhich it was

I ncor por at ed.

17 C.F.R § 230.176.
Al though “[n]o court has ever been called upon to interpret
Rule 176,” the SEC s own comrentary on the rule nmakes cl ear that
Rule 176 did not alter the fundanental nature of underwiters’
due diligence obligations. Langevoort, 63 Law & Contenp. Probs.

at 65; Task Force Report, 48 Bus. Law. at 1210. At the tine Rule

176 was finalized, the SEC took care to explain that integrated
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di scl osure was intended to “sinplify disclosure and reduce
unnecessary repetition and redelivery of information,” not to
“nmodify the responsibility of underwiters and others to nmake a
reasonabl e investigation.” SEC Rel. 6335, 1981 W. 31062, at *10.
| nst ead, enphasi zing that “nothing in the Comr ssion’s integrated
di scl osure system precl udes conducti ng adequate due diligence,”

t he SEC advi sed underwiters concerned about the tinme pressures
created by integrated disclosure to “arrange [their] due

di l i gence procedures over tinme for the purpose of avoiding |ast
m nute delays in an offering environnent characterized by rapid
mar ket changes.” [d. It also rem nded themthat an underwiter

is “never conpelled to proceed with an offering until he has

acconplished his due diligence.” |d. (enphasis supplied). And

the SEC warned underwiters that the verification “required by
the case | aw and contenpl ated by the statute” would still be
required in appropriate circunstances. |d. at *10-11. As
recently as Decenber 1998, the SEC recalled that it “expressly
rejected the consideration of conpetitive timng and pressures
when eval uati ng the reasonabl eness of an underwiter's
investigation.” 63 Fed. Reg. at 67231.

_ The SEC s intent to maintain high standards for underwiter
due diligence is confirned by its nmany di scussions of appropriate

due diligence techniques in the integrated disclosure system In
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proposing Rule 176, the SEC acknow edged that different

i nvestigatory nethods woul d be needed “in view of the conpressed
preparation tinme and the volatile nature of the capital markets.”
SEC Rel. 6335, 1981 W. 31062, at *11. Nonetheless, it enphasized

t hat such techni ques nust be “equally thorough.” [d. (enphasis

supplied). Anong the strategies recormended by the SEC were the
devel opnent of a “reservoir of know edge about the conpanies that
may select the underwiter to distribute their securities

regi stered on short formregistration statenents” through a
“careful review of [periodic Exchange Act] filings on an ongoi ng
basis,” consultation of analysts’ reports, and active
participation in the issuer’s investor relations program

especi ally anal ysts and brokers neetings. 1d. at *11-12.

At the tinme the SEC finalized the shelf registration rule
two years later, it again recognized that “the techni ques of
conducting due diligence investigations of registrants qualified
to use short formregistration . . . wuld differ from due
di l i gence investigations under other circunstances.” SEC Rel.
6499, 1983 W. 408321, at *6. Nonetheless, it stressed the use of
“anticipatory and continuous due diligence prograns” to augnment
underwriters’ fulfillment of their due diligence obligations.

Id. Anopbng other practices, the SEC approvingly noted the

I ncreased designation of one law firmto act as underwiters’
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counsel, which “facilitates continuous due diligence by ensuring
on-goi ng access to the registrant on the underwiters’ behal f”;

t he hol di ng of “Exchange Act report ‘drafting sessions,’” which
all ow underwiters “to participate in the drafting and revi ew of
periodi ¢ disclosure docunents before they are filed”; and
“periodic due diligence sessions,” such as neetings between
prospective underwiters, their counsel, and managenent shortly
after the rel ease of quarterly earnings. 1d.

In 1998, the SEC proposed expanding Rule 176 to “identify
si x due diligence practices that the Comm ssion believes would
enhance an underwriter’s due diligence investigation when
conducting an expedited offering.” SEC Rel. 7606A, 63 Fed. Reg.
at 67231. Anong these six practices were the underwiter’s
recei pt of a SAS 72 confort letter. Yet the SEC enphasi zed t hat
“these practices in no way constitute an exclusive list or serve
as a substitute for a court’s analysis of all relevant
circunstances.” 1d. The 1998 proposal has never been
finalized. Even if the proposed changes had been enact ed,
however, the SEC cautioned that “only a court can make the
determ nation of whether a defendant’s conduct was reasonabl e
under all the circunstances of a particular offering.” SEC Rel.

6335, 1981 W 31062, at *13.
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It nust be noted that academ cs and practitioners alike have
asserted that the current reginme for underwiter liability under
Section 11 no | onger nmakes sense. Professor Coffee, for one, has
observed that “it is not clear that the underwiter today stil
perfornms the classic gatekeeping function. . . . Many argue that
serious due diligence efforts are sinply not feasible within the
time constraints of shelf registration. G ven these constraints,
they claimthat the solution lies in downsizing the threat under

section 11.” John C. Coffee, Jr., Brave New Wirl d?: The

| npact(s) of the Internet on Mddern Securities Requl ation, 52

Bus. Law. 1195, 1211 (1997). Another professor has renarked that
“there is a strong practical case to be made for absol ving
underwriters of all inquiry obligations short of recklessness.
As underwriter involvenent dimnishes in significance
relative to the deal as a whole, it becones that nuch nore
problematic to apply a negligence-based standard in the first
pl ace.” Langevoort, 63 Law & Contenp. Probs. at 67. A third
asserts that in today’ s capital markets, “it is reasonable to
guestion whet her the underwiter’s ‘due diligence role is
justified at all. . . . [F]Jor shelf registrations, disinterested
advance due diligence is the exception not the rule.” Frank

Partnoy, Barbarians at the Gatekeepers?:. A Proposal for a
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Mdified Strict Liability Regine, 79 Wash. U. L.Q 491, 522

(2001) (citation omtted) (“Barbarians at the Gatekeepers”).

In a related vein, a Task Force of experienced counsel to
underwriters concludes that the “"integrated disclosure system
and the expansion of shelf registration statenents have called
i nto question whether underwiters any | onger 'sponsor' an issue
I n a meani ngful way, as opposed to delivering advice and

di stribution services.” Task Force Report, 48 Bus. Law at 12309.

Simlarly, the ABA Commttee on Federal Regulation on Securities
has conpl ained to the SEC t hat

[t] he benefits of ‘on demand’ financing . . . are

underm ned by contiuning to inpose on financi al

i nternmedi ari es and ot her ‘' gatekeepers’ the

responsibility to take the tinme necessary to do a

sufficient due diligence investigation to assure

qual ity disclosure w thout recognizing and naki ng

al l owances for their difficulty or even inability to do

so. It is not possible for underwiters and others to

nmeet this standard in the current financing

envi ronment .
Letter from ABA Conmittee on Federal Regul ation on Securities,
Busi ness Law Section, to David B.H Mrtin, Drector, Division of
Cor poration Finance, SEC, Aug. 22, 2001. Thus, academ cs and
practitioners have called for a reexam nation of underwiters’
liability under Sections 11 and 12(a)(2) on the grounds that
“Congress’s assunptions in 1933 and 1934 about registrants

wor king with individual underwiters in a relatively leisurely

at nosphere are at odds with today’'s conpetition by multiple
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underwiters for high-speed transactions.” 1d. Inplicit in
these calls for a legislative change is the recognition that
current |aw continues to place a burden upon an underwiter to
conduct a reasonabl e investigation of non-expertised statenents
in a registration statenent, including an issuer’s interim

financial statenents.

E. Case Law. Reli ance Def ense

Over thirty-five years ago, the Honorable Edward C. MLean
of this District observed that “there is little or no judicial
authority” on how a defendant can successfully establish his

affirmati ve defenses under Section 11. Escott v. BarChris

Constr. Corp., 283 F. Supp. 643, 683 (S.D.N. Y. 1968). This

remains true today. Neither the Suprenme Court nor the Second
Crcuit has explored this area of law in any significant way.
Justice Powell, however, reflected on the reliance defense in his

di ssent fromthe Court’s denial of certiorari in John Nuveen &

Co. v. Sanders, 450 U. S. at 1005, a case addressed to the

requi renents of Section 12(a)(2)’s reasonabl e care defense.
According to Justice Powell, Section 11

explicitly absolve[s] [an underwiter] of the duty to
investigate with respect to “any part of the

regi stration statenent purporting to be nade on the
authority of an expert” such as a certified accountant
if “he had no reasonable ground to believe and did not
believe” that the information therein was m sl eading.
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This provision is in the Act because, alnost by
definition, it is reasonable to rely on financial
statenents certified by public accountants.

Id. at 1010 (enphasis supplied) (citation omtted). Justice
Powel | further explained that underwiters’ reliance on certified
financial statenents is not only reasonable but also, in his
view, “essential to the proper functioning of securities

mar keting, to the trading in securities, to the | ending of noney
by banks and financial institutions, and to the reliance by
stockhol ders on the reports of their corporations.” 1d. n.4. He

observed that “where breaches by accountants occur, it is the

accountants thenselves -- not those who rely in good faith on
t heir professional expertise -- who are at fault and who should
be held responsible.” 1d.; see also Wrlds of Wnder, 35 F. 3d at

1421, Software Toolworks, 50 F.3d at 623; Giffin v. Pai neWebber,

Inc., 84 F. Supp. 2d 508, 512-13 (S.D.N.Y. 2000).

Neverthel ess, underwiters’ reliance on audited financial
statenments may not be blind. Rather, where “red flags” regarding
the reliability of an audited financial statenent enmerge, nere
reliance on an audit will not be sufficient to ward off
liability.

The concept of red flags primarily appears in cases arising

under Section 10(b) of the Exchange Act. See, e.qg., LC Capital

Partners, LP v. Frontier Ins. Goup, Inc., 318 F.3d 148, 154 (2d
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Cr. 2003); Chill v. Gen. Elec. Co., 101 F.3d 263, 269 (2d Gr.

1996); In re Ames Dep't Stores, Inc. Note Litig., 991 F.2d 968,

981 (2d Cir. 1993); Msesian v. Peat, Marwick, Mtchell & Co.,

727 F.2d 873, 877 (9th Gr. 1984); In re Philip Servs. Corp. Sec.

Litig., No. 98 Gv. 0835 (MBM, 2004 W. 1152501, at *9-10

(S.D.N.Y. May 24, 2004); Inre Gobal Crossing, Ltd. Sec. Litig.,

322 F. Supp. 2d 319, 347 (S.D.N. Y. 2004); In re WrldCom Sec.

Litig., No. 02 Giv. 3288 (DLC), 2003 W. 21488087, at *9 (S.D.N.Y.

June 25, 2003); In re Conplete Mgnmt. Inc. Sec. Litig., 153 F

Supp. 2d 314, 334 (S.D.N. Y. 2001).

In these cases, the phrase “red flags” can be used to
describe two different concepts. First, red flags can be those
facts which come to a defendant’s attention that would place a
reasonabl e party in defendant’s position “on notice that the
audi ted conpany was engaged in wongdoing to the detrinent of its

investors.” In re Sunterra Corp. Sec. Litig., 199 F. Supp. 2d

1308, 1333 (M D. FI. 2002). 1In contrast to Section 11 and
Section 12(a)(2) clainms, which do not require a show ng of
scienter, in a Section 10(b) case, the plaintiff nust
sufficiently plead that the defendant acted with “an intent to

deceive, manipulate or defraud.” Kalnit v. Eichler, 264 F.3d

131, 138 (2d Cir. 2001) (citation omtted). One way of neeting

this standard is to allege facts showi ng that the defendant’s
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conduct was “highly unreasonabl e, representing an extrene
departure fromthe standards of ordinary care to the extent that
t he danger was either known to the defendant or so obvious that

t he def endant nust have been aware of it.” Rothman v. G egor,

220 F.3d 81, 90 (2d Cir. 2000) (citation omtted). Therefore, in
an attenpt to denonstrate reckl essness, plaintiffs in Section
10(b) cases often assert that a defendant ignored “red warning
flags” of another actor’s wongdoing. Chill, 101 F.3d at 269.

See also Philip Servs., 2004 W. 1152501, at *9; Conplete Mnt.

153 F. Supp. 2d at 334.

The phrase “red flags,” or “stormwarnings,” may al so
describe facts or circunstances that “would suggest to an
investor of ordinary intelligence the probability that she has

been defrauded.” Frontier Ins., 318 F.3d at 154 (citation

omtted); see also Anes Dep’'t Stores, 991 F.2d at 981, Conplete

Mgnt ., 153 F. Supp. 2d at 337. The Second G rcuit, for exanple,
has found that a conpany’s taking three substantial reserve
charges over four years should have “al ert[ed] any reasonable

investor that sonething is seriously wong.” Frontier Ins., 318

F.3d at 155. \Where such red flags arise, a duty of inquiry
ari ses and knowl edge of the fraud is inputed to the investor with

consequences as to whether or not a claimhas been filed within
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the statute of limtations. 1d. at 154; see also 15 U S.C. §
78i (e).

Wil e the existence of red flags is principally discussed
in the Section 10(b) context, courts have al so used this concept
to informtheir analysis of Section 11 clains. In Software
Tool works, 50 F.3d 615, for exanple, the plaintiffs asserted that
the underwiter defendants were not entitled to “blindly rely” on
the audited financial statements in light of “red flags”
suggesting that the recognition of revenue for certain sales was
i nproper. 1d. at 623. Anpbng other assertions, the plaintiffs
all eged that the underwiter defendants’ discovery of a
menor andum t hat reveal ed the backdating of a sales contract so
t hat Tool works coul d recogni ze revenue in a particular fiscal
year constituted a “red flag” that should have deprived the
defendants of their reliance defense. |1d. at 624. Finding that
the underwiters demanded an expl anation fromthe auditor about
Its accounting, insisted on witten confirmations of particul ar
contracts, and confirned the auditor’s accounting nmethod with
ot her accounting firms, the Ninth Circuit upheld the district
court’s holding that the underwiters’ “investigation . . . was
reasonable” as a matter of law. 1d. Nevertheless, it noted that
“I[i]f the Underwiters had done nothing nore” than sinply

di scover the red flag, the plaintiffs’ contention that the
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underwriter could no longer rely on the audit would be correct.
Id.

G ven the difference between the contexts in which the term
“red flag” is used, a particular fact that is deened to
constitute a red flag in a Section 10(b) claimnmay not be a red

flag in a Section 11 inquiry, and vice versa. An exanple from

Mbsesi an, 727 F.2d 873, may be instructive here. At trial, to
support its argunent that a Section 10(b) claimwas tine-barred,
the auditor identified seven “red flag” events that it contended
shoul d have “al ert[ed] a reasonably prudent investor of
wongdoing on [its] part.” [Id. at 877. The court rejected the
auditor’s argunent, finding that a conpany’s “[f]i nanci al
problems . . . do not necessarily suggest accounting fraud.” 1d.
at 878. The court’s conclusion in Msesian does not nean,
however, that financial problens cannot constitute red flags in
Section 11 cases. Rather, as outlined above, in order to be
entitled to the reliance defense under Section 11, a defendant
nmust show that he had “no reasonable ground to believe and did
not believe” that the statenents within the registration
statenent that were nmade on an expert’s authority were untrue.
15 U S.C. 77k(b)(3)(C. Any information that strips a defendant
of his confidence in the accuracy of those portions of a

regi stration statenent prem sed on audited financial statenents
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is ared flag, whether or not it relates to accounting fraud or
an audit failure. What is at stake under Section 11 is not an
auditor’s scienter, but the accuracy and conpl eteness of the
statenents in the registration statenent.

It is equally inportant to note that what constitutes a red
flag depends on the facts and context of a particular case. For
instance, this Crcuit asserted in a recent Section 10(b) case
that its determ nation of whether storm warnings exist would
“depend in |large part on how significant the conpany’ s di scl osed
probl enms are, how |likely they are of a recurring nature, and how
substantial are the ‘reassuring steps announced to avoid their

recurrence.” Frontier Ins., 318 F.3d at 155. In a simlar vein,

“[t] he question of what a reasonably prudent [nman] shoul d have
known is particularly suited to a jury determi nation.” Mbsesi an,

727 F.2d at 879.

F. Case Law. Due Diligence Defense

Just as there is little judicial elaboration of the reliance
defense, so too there is “little judicial gloss” on the due
di li gence defense afforded to underwiters for non-expertised
portions of a registration statenent. Feit, 332 F. Supp. at 576.

See also dassman v. Conputervision Corp., 90 F.3d 617, 628 (1st

Cir. 1996) (“The law on due diligence is sparse. . . .”); John C
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Coffee, Jr., A Statutory and Case Law Priner on Due Diligence

Under the Securities Law, 886 P.L.1./Corp 11, 17 (1995) ("Few

deci sions have westled with the concepts in 88 11(b) and

11(c).”); Joseph McLaughlin, Sone Challenges to Underwiters and

Their Counsel in the Mdern Capital Mirkets Environnent, 28 Wake

Forest L. Rev. 61, 67 (1993) (noting “relative paucity of
judicial interpretations of the underwiters’ ‘due diligence’

defense”); Partnoy, Barbarians at the Gatekeepers, 79 Wash. U

L.Q at 514 (2001) (Section 11 due diligence defense has
generated “little case law.”). Wile there is a paucity of

caselaw, “two early cases,” Escott v. BarChris Construction

Corp., 283 F. Supp. at 643, and Feit v. Leasco Data Processing

Equi pnent Corp., 332 F. Supp. at 544, “remain the mgjor

pol estars” in defining what constitutes a reasonable
investigation. Coffee, 886 P.L.I1./Corp. at 17 (citation
omtted).

Faced with “no judicial decision defining the degree of
di I i gence which underwriters must exercise to establish their
def ense under Section 11,” in 1968, the BarChris court
contenpl ated whether “it is sufficient [for an underwiter] to
ask questions, to obtain answers which, if true, would be thought
satisfactory, and to let it go at that, w thout seeking to

ascertain fromthe records whether the answers in fact are true
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and conplete.” BarChris, 283 F. Supp. at 696. The |ead
underwiter or its counsel read annual reports and prospectuses
of other conpanies within the industry; perused the issuer’s
prior prospectuses, annual reports, and nost recent unaudited
interimfinancial statenents, as well as its mnutes fromthe
previous five years and its major contracts; and attended several
meetings with the issuer at which underwiter and underwiters
counsel asked “pertinent questions and received answers which
satisfied theni and in which “extensive, successive proofs of the
prospectus were considered and revised.” |1d. at 693-95.
Rendering his opinion followi ng a bench trial, Judge MLean
noted the inpossibility of establishing “a rigid rule suitable
for every case defining the extent to which such verification
must go. It is a question of degree, a matter of judgment in
each case.” 1d. at 697 (enphasis supplied). Nonetheless, he
hel d the underwiters had not conducted a “reasonable
I nvestigation of the truth of those portions of the prospectus
whi ch were not nade on the authority of [the auditor] as an
expert” because they nade “al nost no attenpt to verify
managenent’ s representations.” 1d. at 697 (enphasis supplied).
In determ ning that an underwriter’s due diligence obligations
i nclude efforts to verify information supplied by the issuer, the

BarChris court relied heavily on the purpose of Section 11 and
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underwiters’ role within the statutory schene. As Judge MLean

observed,

The purpose of Section 11 is to protect investors.
To that end the underwiters are made responsible for
the truth of the prospectus. |If they may escape that
responsibility by taking at face val ue representations
made to them by the conpany’ s managenent, then the
i nclusion of underwiters anong those |iable under
Section 11 affords the investors no additional
protection. To effectuate the statute’s purpose, the
phrase “reasonabl e i nvestigation” nmust be construed to
require nore effort on the part of the underwiters
than the nmere accurate reporting in the prospectus of
“data presented” to them by the conpany. It should
make no difference that this data is elicited by
guestions addressed to the conpany officers by the
underwiters, or that the underwiters at the tine
believe that the conpany’s officers are truthful and
reliable. In order to nake the underwiters’
participation in this enterprise of any value to the
investors, the underwiters nust make some reasonabl e
attenpt to verify the data submtted to them They may
not rely solely on the conpany’s officers or on the
conpany’s counsel. A prudent man in the managenent of
his own property would not rely on them

Three years later, the Honorable Jack B. Winstein further
expounded on the due diligence defense in Feit, 332 F. Supp. at
544. Like the BarChris opinion before it, which refused to set
forth a “rigid rule” for reasonable investigation, Feit insists
that “[w] hat constitutes ‘reasonable investigation’ and a
‘reasonabl e ground to believe’ will vary with the degree of
i nvol venent of the individual, his expertise, and his access to

the pertinent information and data.” [d. at 577. Yet Feit
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pl aces great enphasis on the underwiters’ role in a securities
of fering, observing that “the underwiter is the only participant
in the registration process who, as to matters not certified by
the accountant, is able to make the kind of investigation which
will protect the purchasing public.” 1d. at 581 (citation
omtted).

G ven the underwiter’s independence fromthe issuer, Judge
Weinstein affirnmed that while an underwiter is not “expected to
possess the intimte know edge of corporate affairs of inside

directors,” his obligation is to conduct a neani ngful

investigation, “not nerely . . . listen[] to managenent’s

expl anations of the conpany’'s affairs.” 1d. at 581-82 (citation
omtted). “Tacit reliance on managenent assertions is
unaccept abl e; the underwiters nust play devil’s advocate.” [d.

at 582 (citation omtted). Rendering his decision follow ng a
bench trial, Judge Weinstein found that the Feit underwiters had
“just barely” satisfied this standard by conpleting a “thorough
review of all available financial data,” including an exam nation
of the issuer’s audit, “searching inquiries” of the issuer’s
maj or bank, and a study of the issuer’s corporate mnutes,
records, and mmj or agreenents; attendi ng due diligence neetings
at which the proposed registration statenent was reviewed “line

by line”; review ng correspondence pertinent to the om ssion at
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i ssue; and remaining in “constant contact” with the issuer. |d.
at 582-83.

The years followi ng BarChris and Feit have been marked by
consi derabl e change in the regul atory franmework governing
securities registration. Specifically, short-formregistration,
t he expansion of shelf registration, and Rule 176 were each
I ntroduced well after these two cases were decided. Recent
Section 11 case | aw, however, shows no signs of abandoning the
early courts’ demand that underwiters enploy “a high degree of
care in investigation and i ndependent verification of the
conpany’s representations.” Feit, 332 F. Supp. at 582.

The nost prom nent recent discussion of an underwiter’s due

di ligence obligation appears in Software Tool works, 50 F.3d at

615. In Software Toolworks, the Ninth Crcuit partially affirnmed

a decision granting summary judgnent to the underwiter

def endants on the basis of their due diligence defense,
specifically, that they had sufficiently investigated the

i ssuer’s business with Nintendo. |n conducting that

i nvestigation, the underwiters obtained witten representations
fromthe auditor and issuer as to the prospectus’s accuracy,
confirmed the issuer’s return policy with its customers, and
surveyed retailers regarding pricing and other rel evant details.

Sof tware Tool works, 50 F.3d at 622-23. The Software Tool works

101



court reversed the district court’s grant of sunmary judgnent

Wi th respect to other aspects of the underwiters’ due diligence
efforts. Notably, it found that there were questions of fact as
to whet her underwiters perforned adequate due diligence on the

i ssuer’s post-prospectus entry of $7 mllion in |arge consignment
sales, which were later reversed in the final financial
statenments for the quarter. 1d. at 626. Rather than play’s
“devil’s advocate,” as Feit requires an underwiter to do, the

Sof tware Tool works underwiters “did little nore than rely on

Tool wor ks’ assurances that the transactions were legitimte,”
maki ng sunmary judgnent in their favor inappropriate. 1d.

The Honorabl e Robert W Sweet of this District, citing Feit,
asserted in 1993 that “reasonably due diligence wll normally
I nvol ve a careful review of the issuer’s financial statenents and

I nportant contracts.” Ades v. Deloitte & Touche, Nos. 90 G v.

4959 (RW5), 90 Civ. 5056 (RWs), 1993 W 362364, at *19 (S.D.NY.
Sept. 17, 1993) (enphasis supplied). The court denied sumrary
judgnment for the underwriter defendant, which had argued that it
was entitled to rely upon the interimfinancial statenents
despite having not perforned “line-by-line scrutiny” of the sane.
Id. at *21. Wile acknowl edging that a “private placenent agent

need not duplicate accounting procedures in evaluating a firm”

the court found that the underwiter’s inquiries as to certain
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maj or contracts and its reliance on the interimfinancial
statenents presented factual issues as to the adequacy and
reasonabl eness of its due diligence investigation. 1d.

Where district courts have granted sumrary judgnent for
underwriters in recent years, the underwiters have denonstrated
extensive due diligence efforts. As one court recounted in
granting summary judgnent,

The underwiters had over twenty nmeetings with various
management personnel, covering all aspects of the
conpany’ s busi ness. Conpany personnel were
specifically questioned about the devel opnent and
schedul ed availability of products, rel ated operating
systens and applications software. The underwiters

al so contacted many of [the issuer’s] suppliers,
custoners, and distributors, who were asked extensive
guestions about the conpany’s operations. The
underwriters reviewed conpany docunents including
operating plans, product literature, corporate records,
financial statenents, contacts, and |lists of
distributors and custoners. They exanm ned trade
journals and other industry-related publications to
ascertain industry trends, market trends and
conpetitive information. . . . Wen any negative or
guestionable informati on was devel oped as a result of
their investigation, the underwiters discussed it with
the appropriate persons and arrived at inforned
deci si ons and opi ni ons.

Wei nberger v. Jackson, No. C-89-2301-CAL, 1999 U. S. Dist. LEX S

18394, at *7-8 (N.D. Cal. COct. 11, 1990) (enphasis supplied).
Anot her court granted summary judgnent for the underwiter
defendant only after establishing that the underwiters conducted

an “unquestionably extensive” investigation. Inre Int’]|

Rectifier Sec. Litig., No. CV91-3357-RMI, 1997 U.S. Dist. LEXIS
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23966, at *7 (C.D. Cal. 1997). Anong other things, their
diligence included a review of the issuer’s “internal financial
forecasts, contracts, and other inportant docunents”; interviews
of the issuer’s nmjor custoners, outside quality consultants,
attorneys, auditor, and nearly a dozen of the issuer’s managers;
“witten verification from[the issuer’s] managenent that the
information in the prospectus was correct”; and “a ‘cold confort’
letter from[the issuer’s] outside accountants indicating that

t here had been no material changes in [the issuer’s] financial
position since its last audit.” |1d. at *20-21.

Simlarly, the court in Phillips v. Kidder, Peabody & Co.,

933 F. Supp. 303 (S.D.N. Y. 1996), aff’'d, 108 F.3d 1370 (2d Cir.
1997), found that the underwiter defendant had conducted
extensi ve due diligence, which included “reviewing the [issuer’s]
financial statenents, forecasts, budgets, and accounti ng
control s, including discussions and/or neetings w th nmanagenent,
outside directors, accountants, suppliers, and | endi ng banks.”
Phillips, 933 F. Supp. at 318. Moreover, although the
underwiters “relied in large part on the cold confort letters

provi ded by Arthur Andersen,” those confort letters did not

concern unaudited interimfinancial information. ld. at 323.
Rat her, the detailed confort letter in Phillips recited specific

steps taken to confirmthe adequacy of the issuer’s internal
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inventory and accounting controls in the wake of a nmgjor
supplier’s reduction of prices on certain products, and was only
one part of the underwiters' due diligence on the issue of
inventory shrinkage. 1d. at 319 n.11

Thus, courts have continued to insist that underwiters
denonstrate that they have conducted a neani ngful investigation
before granting summary judgnent. That includes a reasonable

i nvestigation of unaudited financial information. See d assnan,

90 F.3d at 629 (“[A] failure by the underwiters either to verify
a conpany’s statenents as to its financial state or to consider
new i nformation up to the effective date of an offering would

al nost certainly constitute a lack of due diligence.”). In

addi tion, an underwiter conducting a due diligence investigation
nmust “l ook deeper and question nore” where confronted with red

flags. Enron, 235 F. Supp. 2d at 707; see also Univ. Hill Found.

v. Goldman, Sachs & Co., 422 F. Supp. 879, 900 (S.D. N Y. 1976)

(whet her or not underwiter conducted “reasonabl e investigation”
depends on “the presence or absence of ‘warning signals’ to
[underwriter] that something nore might be in order.”) (citation
omtted).

Wi |l e none of these courts have enpl oyed principl es of
statutory construction to reach their holdings, our role here, as
al ways, is “to interpret the | anguage of the statute enacted by

Congress.” Barnhart v. Signon Coal Co., Inc., 534 U S. 438, 461
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(2002). Such statutory interpretation nmust “begin wth the
| anguage enpl oyed by Congress and the assunption that the
ordi nary meani ng of that | anguage accurately expresses the

| egi slative purpose.” Engine Mrs. Ass’n v. S. Coast Air Quality

Mint. Dist., 124 S. . 1756, 1761 (2004) (citation omtted).

In the Section 11 context, this presunption is heightened by the
fact that “in the securities Acts Congress has used its words
with precision.” Nuveen, 450 U.S. at 1009 (Powell, J.,
di ssenting fromdenial of cert.).

Section 11(b) plainly commands that underwiters conduct an

investigation as to portions of a registration statenment not nade

on the authority of an expert. “Wwen a word is not defined by
statute, we normally construe it in accord with its ordinary or

natural nmeaning.” Smth v. United States, 508 U S. 223, 228

(1993). Today, as in 1933 when Section 11 becane |aw, the word
“investigation” connotes a “thorough” or “searching inquiry.”
Conpare Webster’s New International Dictionary of the English
Language 1306 (2d ed. 1934) (“Webster’s 1934") with Webster’s
Third New International Dictionary of the English Language 1189
(1993) (“Webster’s 1993"). Then and now, it can al so nmean the
process of investigating. See Wbster’'s 1934 at 1306; Wbster’s
1993 at 1189. Under this latter definition, an investigation is
no | ess demandi ng, as the word “investigate” is defined as “to

inquire and examne into with systematic attention to detail and
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rel ationship.” Whbster’s 1934 at 1306; see al so Webster’s 1993

at 1189 (“to inquire into systematically.”)

G The Application of the Law to This Mbotion

The Underwiter Defendants have noved for sunmmary judgment
on each of the alleged msstatenents in the 2000 and 2001
Regi stration Statenents. The Underwriter Defendants anal yze each
of the m sstatenments (as opposed to the om ssions) that the Lead
Plaintiff has alleged as quintessentially matters of accounting.
Most of the misstatenents are financial figures from WrldCom s
Exchange Act reports that were incorporated by reference into the
Regi stration Statenents. Additional m sstatenents include
managenent’ s conpari son of financial figures fromone period to
the next, statenents by Wrl dComi s managenent descri bi ng
accounting policies and future expectations, and the use of
proceeds. The Underwiter Defendants contend that they are
entitled to sunmary judgnent on their affirmative defenses of
reliance and due diligence because they were entitled to rely on
Andersen’s audits and confort letters. The analysis that follows
di stingui shes between the expertised and non-experti sed

statenents which are the subject of this notion
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1. Audited Financial Statenents

The Underwiter Defendants contend that they were entitled
to rely on Andersen’s unqualified “clean” audit opinions for
Worl dComi s 1999 and 2000 Form 10-Ks as expertised statenents
under Section 11(b)(3)(C). Their notion for summary judgnment on

their reliance defense is denied.

a. 2000 Registration Statenent

The Lead Plaintiff points to one issue that it contends gave
the Underwiter Defendants a reasonable ground to question the
reliability of WorldComis 1999 Form 10-K. According to the
conput ations presented by the Lead Plaintiff, WrldConmis reported
E/Rratio was significantly | ower than that of the equival ent
nunbers of its two closest conpetitors, Sprint and AT&T.* The
Lead Plaintiff argues that, in the extrenely conpetitive narket
i n which Wrl dCom operated, that discrepancy triggered a duty to
i nvestigate such a crucial neasurenent of the conmpany’s health.
The Lead Plaintiff has shown that there are issues of fact as to
whet her the Underwiter Defendants had reasonabl e grounds to
believe that the 1999 Form 10-K was inaccurate in the |ines

related to the EERratio reflected in that filing.

4 WrldComis E/Rratio was 43% The expert for the Lead
Plaintiff calculates that AT&T' s equivalent ratio was 46. 8% and
Sprint’s was 53.2%
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The Underwiter Defendants argue that the difference in the
E/Rratios was insufficient as a matter of law to put the
Underwriter Defendants on notice of any accounting irregularity.
In support of this, they point to the fact that this difference
was publicly available information and no one el se announced a
belief that it suggested the existence of an accounting fraud at
Wor | dCom

The fact that the difference was publicly avail able
informati on does not absolve the Underwriter Defendants of their
duty to bring their expertise to bear on the issue. The
Underwiter Defendants do not dispute that they were required to
be famliar with the Exchange Act filings that were incorporated
by reference into the Registration Statenent. |f a “prudent man
in the managenment of his own property,” 15 U S.C. 8§ 77k(c), upon
readi ng the 1999 Form 10-K and being famliar with the other
rel evant information about the issuer’s conpetitors would have
guestioned the accuracy of the figures, then those figures
constituted a red flag and inposed a duty of investigation on the
Underwiter Defendants. A jury would be entitled to find that
this difference was of sufficient inportance to have triggered a
duty to investigate the reliability of the figures on which the
rati o was based even though the figures had been audit ed.

The Underwiter Defendants contend that an audited figure
can never constitute a red flag and inpose a duty of

i nvestigation. This argunent m scharacterizes the Lead
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Plaintiff’s position. The Lead Plaintiff has pointed to facts
extraneous to Wirl dConmis audited figures to argue that a
reasonabl e person woul d have inquired further about the

di screpancy between the audited figures and the conparable
information fromconpetitors.* As di scussed above, the

exi stence of red flags can create a duty to investigate even
audi ted financial statenents.

The Underwiter Defendants argue that the standard that
shoul d apply is whether they had “clear and direct notice” of an
“accounting” problem They argue that case |aw establishes that
“ordinary business events” do not constitute red flags. They are
wong. There is no basis in lawto find a requirenent that a red
flag arises only when there is “clear and direct” notice of an
accounting issue. The standard under Section 11 is whether a
def endant has proven that it had “no reasonabl e ground to believe
and did not believe” that a registration statenment contained
material m sstatenents, a standard given neani ng by what a
“prudent man” woul d do in the managenent of his own property.

Nor is the bar | owered because there is an expert’s opinion on

whi ch an underwiter is entitled to rely. The “prudent man”

“8 The Underwiter Defendants assert that they were
extrenely know edgeabl e about the tel ecommuni cations industry and
had a sophi sticated understanding of it and WrldCom s pl ace
within that industry due to their continuous due diligence over
the years. They do not deny that they were, and were required to
be, in a position to understand and anal yze the significance of a
variation in E/R rati os.
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standard applies to Section 11(b)(3)(C. Finally, what
constitutes an ordi nary business event and what constitutes a red
flag is an issue of fact. These are exquisitely fact intensive

I nquiries that depend on the circunstances surroundi ng a
particul ar issuer and the alleged m sstatenent. There is no
category of information which can always be ignored by an
underwriter on the ground that it constitutes an ordinary

busi ness event. Wat is ordinary in one context may be
sufficiently unusual in another to create a duty of investigation
by a “prudent man.”

In their analysis of the Ef/R ratio discrepancy itself, the
Underwriter Defendants contend that a difference in ratios is not
necessarily suspicious in a conpetitive industry and that the
Lead Plaintiff’s expert has incorrectly cal cul ated the conparabl e
ratios for AT&T and Sprint.* Each of these argunents raises

questions of fact that nust be resolved at trial.

4 The Underwriter Defendants contend that the Lead
Plaintiff’s expert has included costs AT&T and Sprint incurred to
operate their own lines, while WrldConis E/R ratio is based
solely on the amount it pays to others for access to lines. In
their reply brief, the Underwiter Defendants represent that Lead
Plaintiff’s expert calculates that the line costs for 1999 were

understated by $60 m I lion, which would have had a m ninmal effect
on the EER ratio. They argue that this discrepancy was not
material. Argunents made for the first tine inreply will not be

consi der ed.
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b. 2001 Registration Statenent

The Lead Plaintiff points to three issues that it contends
i nposed upon the Underwriter Defendants a duty to investigate the
reliability of WorldConis 2000 Form 10-K. They are the
di screpancy between WorldConis EfR ratio and that of its
conpetitors; the deterioration in the MC |ong-di stance business,
which the Lead Plaintiff alleges should have caused themto
guestion the accuracy of WorldConis reported assets; > and
Ebbers’ personal financial situation, which gave himboth the
notive and opportunity to inflate Wirl dCom s stock price through
mani pul ati on.

The Underwiter Defendants’ general argunents about the
nature of the reliance defense insofar as it concerns audited
i nformati on have al ready been addressed. The argunents that are
particular to the individual red flags identified by the Lead
Plaintiff are addressed below. The Underwiter Defendants have
shown that they are entitled to sunmary judgnent on the issue of
whet her Ebbers’ financial situation constituted a red flag that

i nposed upon themthe duty of inquiry.

0 When Worl dCom acquired MCI for $47 billion, $29 billion
of that purchase price was attributed to goodwill, which is
treated as an intangible asset.
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i. Goodwill and Asset | npairnent

The Underwiter Defendants make several argunents concerning
the issue of goodwi |l and asset inpairment. They contend that it
was public know edge that AT&T and Sprint took asset inpairnent
charges to their core networks in 2000 while WrldCom did not,
that the tel ecommunications sector was in decline, and that
anal ysts had described the equity value of the MI tracking stock
as close to zero. To the extent that these argunents are neant
to suggest that bondhol ders cannot show that they relied on any
m sstatenent in the WrldComfinancials, there is no requirenent
of such a showi ng under either Section 11 or Section 12(a)(2).
Furthernore, the issue in connection with the reliance defense is
not whether the red flag informati on was well known, but whether
the red flags existed and inposed a duty upon the Underwiter
Def endant s under the “prudent man” standard to inquire of
Wor | dCom and/ or Andersen about the reporting of WrldCom s assets
because the Underwiter Defendants had a reasonable ground to
believe that the reporting of assets may have been inaccurate.

The Underwiter Defendants next contend that Wrl dComi s
treatment of the accounting issue was defensible. The
Underwiter Defendants may be able to establish at trial that

there was no m srepresentati on of Wrl dConis assets, but they

51 The Underwriter Defendants principally rely on a reading
of correspondence between Wrl dCom and the SEC regarding
Wor |l dComis use of a forty-year useful |ife depreciation curve for
goodwi I I and industry practice.
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have not noved for summary judgnent on that ground. |nstead,

t hey have noved for summary judgnent on their reliance defense by
arguing that they had no duty to make any inquiry regarding the
accuracy of WrldCom s statenment of its assets. The Lead
Plaintiff has shown that there are issues of fact regarding

Worl dComi s statenment of its assets that a jury may find raised a
red flag and i nposed upon the Underwiter Defendants the

obligation to inquire.

ii. Ebbers’ Personal Fi nances

The Underwriter Defendants are entitled to summary judgnent
on the issue of whether Ebbers’ personal financial situation, and
in particular the extent to which his wealth was dependent on
Wor| dCom s stock price, inposed upon theman obligation to
inquire. The Lead Plaintiff has shown that the Underwriter
Def endants were well aware of the conplexity of Ebbers’ personal
finances and the extraordinary extent to which those finances
wer e dependent on the novenent in WrldConis stock price. They
had access to information which painted a nuch starker picture in
this regard than the public record. The Lead Plaintiff has al so
shown that the Underwiter Defendants shoul d have understood t hat
Ebbers was in a position to affect the integrity of WrldConm s
financial reporting. What the Lead Plaintiff has not shown is
that the Underwiter Defendants had any reason to believe that

Ebbers woul d use his access and power to commt fraud.
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The “notive and opportunity” cases that arise in the context
of Section 10(b) of the Exchange Act have limted rel evance here.
The issue under Section 10(b) is whether a plaintiff has
adequately pl eaded an officer’s notive and opportunity to engage
in fraud such that the defendant’s scienter has been adequately

alleged. See, e.qg., Acito v. IMCERA Group, 47 F.3d 47, 54 (2d

Cir. 1995). The issue here is whether the Underwiter

Def endants’ know edge of Ebbers, inclduing his financial

ci rcunst ances, gave themreason to believe the Wrl dCom audited
financial statenents were inaccurate. Wthout sonme evidence that
the Underwiter Defendants had reason to believe that Ebbers was
untrustworthy, his dependence on Worl dConis financial health,
even though extraordinary, is insufficient to constitute a red
flag that he may have caused a mani pul ati on of Worl dConi s

financial statenents.

iii. E/ RRatio

The Underwriter Defendants rely on nany of the argunents
that they nade regarding the EfR ratio in connection with the
2000 Registration Statenent. The Lead Plaintiff has shown that
there are issues of fact as to whether the discrepancy in the
Wrl dCom E/R rati o, when conpared to conparabl e conpanies’ E/R
ratios, was sufficient to cause a prudent nman to nake an inquiry

regardi ng the accuracy of the 2000 Form 10- K
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2. | nterimFinanci al Statenents

The Underwriter Defendants contend that, pursuant to
Sections 11(b)(3)(A) and 12(a)(2), they were entitled to rely on
Andersen’s confort letters for Worl dConis unaudited interim
financial statenents for the first quarter of 2000 and 2001 so
long as the Lead Plaintiff is unable to show that the Underwriter
Def endants were on notice of any accounting red flags. They
argue that this statenent of the due diligence defense is
particularly appropriate because Wrl dCom was a seasoned issuer
and the Registration Statenents were part of the integrated
di scl osure systemthat allowed the Exchange Act periodic reports
to be incorporated by reference. The Underwriter Defendants
contend that “Form S-3 issuers” |ike WrldComare only required
to include transaction-related information in a Form S-3
prospectus and that the information contained in the Exchange Act
filings which are incorporated by reference do not need to be
repeated. They argue that in the context of integrated
di scl osure for shelf registrations, and as a result of SEC Rule
176, the focus is on an underwiter’s continuous |earning about
an “industry” and reasonable reliance on other professionals,
such as an issuer’s auditor. As a consequence, they contend that
there is no difference fromthe point of view of the underwiter
bet ween audited and unaudited financial statenments so long as the
underwriter receives an auditor’s confort letter. According to

the Underwiter Defendants, so long as there are no red fl ags
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that bring the auditor’s assessnent into question, the receipt of
a confort letter “goes a long way to establish” due diligence
with respect to all matters of accounting. They ask for a | egal
ruling that “an underwiter’s investigation of accounting issues
is reasonable when it rests on the independent auditor’s SAS 71
review for interimfinancial statenents,” at |least in the context
of seasoned issuers engaged in a shelf registration. Finally,
they argue that it is material that no ampbunt of reasonable
diligence could have uncovered the capitalization of |line costs
since the Wrl dCom managenent deliberately concealed it from
Andersen and every ot her outsider and woul d never have given them
any docunents or information that would have reveal ed the fraud.
Andersen issued a May 19 confort letter and May 23 bringdown
confort letter for the 2000 Ofering. Andersen issued confort
letters on May 9 and 16 for the 2001 O fering. These confort
|l etters addressed the only interimfinancial statenents that were
i ncorporated by reference in the Registration Statenents. In
connection with the latter Ofering, the Underwiter Defendants
enphasi ze that J.P. Morgan and SSB had recently had occasion to
work closely with Worl dCom on other projects. The two firns had
participated in the two tracking stock realignnent of WrldCom
announced i n Novenber 2000, and J.P. Mdrrgan had acted as a | ead
manager and sol e book-runner for WrldComis $2 billion private
pl acement in Decenber 2000. They point to these activities as
part of their continuous due diligence for WrldCom
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To prevail on their due diligence defense at trial, the
Underwriter Defendants nust show that they conducted a reasonabl e
investigation and that after such an investigation that they had
reasonabl e ground to believe that the statenents in the
Regi stration Statenents, including the information in the
unaudited interimfinancial statenents, were true. See 15 U S.C.
8 77k(b)(3)(A). In judging that investigation, a jury will have
to consider the non-exclusive list of factors enunerated in Rule
176. Insofar as Rule 176 is concerned, there does not appear to
be any dispute that Worl dCom was a “wel | -established” issuer,
that the notes at issue were investnent-grade debt securities,
that SSB and J.P. Morgan assi gned experienced personnel to the
due diligence teans, that they spoke to the issuer’s CFO and in
2001 al so spoke to Andersen, that the underwiting was a firm
comm tment underwriting, that the underwiting was through a
shelf registration, that many anal ysts and credit reporting
agencies followed and reported on WrldCom that the issuer and
not the Underwiter Defendants had responsibility for preparing
the interimfinancial statenents, and that Andersen and not the
Underwriter Defendants had responsibility for review ng the
interimfinancial statenents.

The Lead Plaintiff has shown that there are questions of
fact, however, as to whether the Underwiter Defendants conducted
a reasonable investigation in either 2000 or 2001. It points to
what it contends is evidence of the |imted nunber of
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conversations with the issuer or its auditor, the cursory nature
of the inquiries, the failure to go behind any of the al npost
formul ai c answers given to questions, and the failure to inquire
into issues of particular promnence in the Underwiter

Def endants’ own internal evaluations of the financial condition
of the issuer or in the financial press. It argues in particular
with respect to 2001, that having internally downgraded

Wrl dComis credit rating and having taken steps to limt their
exposure as WrldComcreditors, the Underwiter Defendants were
wel | aware that WrldComwas in a deteriorating financi al
position in a troubled industry, and that a reasonabl e

i nvestigation woul d have entailed a nore searching inquiry than
t hat undertaken by the Underwiter Defendants. G ven the
enormty of these two bond offerings, and the general
deterioration in WrldComi s financial situation, at |east as of
the tine of the 2001 O fering, they argue that a particularly
probing inquiry by a prudent underwiter was warranted. These

i ssues of fact require a jury trial.?®

2. To the extent that the Lead Plaintiff seeks to find an
I ssue of fact fromthe differences between the confort letters
provided in 2000 and 2001, that argunment does not seem
particularly strong. The 2001 Regi stration Statenent
i ncorporated Worl dConis Form 8-K for the first quarter of 2001,
while the 2000 Regi stration Statenent incorporated Wrldcons
Form 10-Q for the first quarter. The Underwiter Defendants
appear to have shown that in 2001 Andersen gave the appropriate
formof confort letter for a Form 8-K.
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The Underwiter Defendants have franed their summary
judgnment notion in a way that is inconpatible with their burden
of proving their due diligence defense under Section 11. They
seek to restrict the inquiry on their due diligence solely to the
wor k undertaken with respect to the interimfinancial statenents
and therefore to restrict it to a determ nation of whether any
red flags existed that would put themon notice of a duty to nmake
an inquiry of the interimfinancial statenents. This formulation
converts the due diligence defense into the reliance defense and
bal kani zes the task of due diligence.

In order to succeed with a due diligence defense, the
Underwiter Defendants will have to show that they conducted a
reasonabl e i nvestigation of the non-expertised portions of the
Regi stration Statenents and thereafter had reasonable ground to
believe that the interimfinancial statenments were true. In
assessi ng the reasonabl eness of the investigation, their receipt
of the confort letters will be inportant evidence, but it is
insufficient by itself to establish the defense.

It is inportant to note that even if no reasonabl e
i nvestigation woul d have uncovered a fraud, an underwiter wll
prevail on its defense if can show it did conduct a reasonable
i nvestigation. Conversely, an underwiter nust conduct a
reasonabl e investigation to prevail on the due diligence defense,
even if it appears that such an investigation would have proven

futile in uncovering the fraud. Wthout a reasonable
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i nvestigation, of course, it can never be known what woul d have
been uncovered or what additional disclosures would have been
demanded.

The Underwiter Defendants argue that if they are not
entitled to rely on a confort letter, the costs of capital
formation in the United States will be substantially increased
since underwiters will have to hire their own accounting firnms
to rehash the work of the issuer’s auditor. Nothing in this
Opi ni on should be read as inposing that obligation on
underwiters or the underwiting process. The term “reasonable
i nvestigation” enconpasses many nodes of inquiry between
obtaining confort letters froman auditor and doing little nore,
on one hand, and having to re-audit a conpany’ s books on the
other. Nonetheless, if aggressive or unusual accounting
strategies regarding significant issues cone to light in the
course of a reasonabl e investigation, a prudent underwiter nay
choose to consult with accounting experts to confirmthat the

accounting treatnment is appropriate and that additional

di scl osure is unnecessary. See Software Tool works, 50 F.3d at
624.

Underwiters performa different function from auditors.
They have special access to information about an issuer at a
critical tinme in the issuer’s corporate |life, at atime it is
seeking to raise capital. The public relies on the underwiter

to obtain and verify relevant information and then nmake sure that
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essential facts are disclosed.®*® Acting with the degree of
diligence that applies to a prudent man when managi ng his own
property, underwiters should ask those questions and seek those
answers that are appropriate in the circunstances. They are not
bei ng asked to duplicate the work of auditors, but to conduct a
reasonabl e investigation. |If their initial investigation |eads
themto question the accuracy of financial reporting, then the
exi stence of an audit or a confort letter will not excuse the
failure to follow through with a subsequent investigation of the
matter. |If red flags arise froma reasonable investigation,
underwiters will have to nmake sufficient inquiry to satisfy

t hensel ves as to the accuracy of the financial statenents, and if
unsati sfied, they nust demand di sclosure, withdraw fromthe
underwiting process, or bear the risk of liability.

An underwriter should, and the Underwiter Defendants here
certainly did, have the “business and financial expertise to
identify the weak points in an issuer’s business and financi al
condition and to assess the adequacy of an issuer’s disclosure in

this regard.” Task Force Report, 48 Bus. Law. at 1222. It is in

part because underwiters have taken their responsibilities

seriously in this regard that, fromthe perspective of over

*®* Reflecting on underwiters’ role as the procurer and
verifier of critical issuer-specific information, sone academc
commentators describe themas “reputational internediaries” or
“gat ekeepers.” See, e.qg., John Coffee, Gatekeeper Failure and
Ref orm The Chall enge of Fashioning Relevant Reforns, 84 B.U. L.
Rev. 301, 302 n.1, 308 nn.13-14 (2004).
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seventy years, the Securities Act has been an effective

i nstrument of regulation. The question the jury will have to
deci de here is whether the Underwiter Defendants have fulfilled
that obligation in the context of the two Wirl dCom O f eri ngs.

The Underwiter Defendants contend that they will be able to
show at trial that the continuous due diligence that they
performed with respect to WrldCom anmbunted to a reasonabl e
investigation for both Offerings. This Opinion does not address
the likelihood of that show ng because the Underwiter Defendants
have not noved for summary judgenent on that ground. For that
reason, it is also unnecessary to address their argunents about
the difficulty of nmeeting the traditional standard for due
diligence in the context of integrated disclosure and shelf
registrations. In any event, the Underwiter Defendants have not
shown that the prudent nman standard in Section 11 has been
diluted by any regul atory changes. The processes through which
and the timng in which due diligence is perforned have changed,
but the ultimte test of reasonable conduct in the specific

circunstances of an offering remains unchanged.

| V. The Underwriter Defendants’ ©Mdtion for Summary Judgnent:

On ssi ons
The Underwiter Defendants have al so noved for summary
j udgnment on each of the om ssions fromthe Registration

Statenents that underlie the Securities Act clainms. The alleged
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om ssions are nunerous. The Lead Plaintiff has identified twenty
om ssions fromthe 2000 Registration Statenment, and forty-two
fromthe 2001 Registration Statenment.>®* The Underwiter

Def endants have shown that they are entitled to sumary judgnent

on sone of these alleged om ssions.

A 2000 Reqi stration Statenent

The identified om ssions fromthe 2000 Regi stration
Statenment are that it:
1. Failed to disclose WrldConis |lack of a strategic plan if the
Sprint nerger failed, |eaving the Conpany wi thout a wireless
busi ness.
2. Failed to disclose WrldComis serious problenms wth obtaining
the requisite regul atory approvals for the Sprint nerger,
including the fact that on May 18, 2000, a commttee of the
Department of Justice reconmended that the Departnment bl ock the
ner ger .
3. Failed to disclose adequately that Wrl dCom was experiencing

continued difficulty with its MI | ong-distance busi ness segnent.

** This list is taken fromthe June 4, 2004 Response by the
Lead Plaintiff to the Underwiter Defendants’ Second Set of
Interrogatories. On June 14, 2004, the Lead Plaintiff
suppl ement ed that response. The June 14 docunent principally
adds detail for some of the itens in the June 4 docunent.
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4. Failed to disclose adequately that the proliferation of new
conpetitors in the voice | ong-di stance busi ness was having a
negati ve inpact on WrldComi s revenue and cash generation.
5. Failed to disclose adequately that the WrldCom G oup’ s
stated plan of focusing on high-gromh data and |Internet segnents
was al nost entirely dependent on the Conpany’s ability to
stabilize cash flows in its |ong-distance business.
6. Failed to disclose the extent to which consunmer and whol esal e
| ong-di stance revenue was declining and was expected to decline.
7. Failed to disclose adequately that, while the Conpany
intended to increase revenues by focusing on providing data
services, this segnent of WorldComi s business required | arge
i nfusi ons of capital.
8. Failed to disclose adequately that WrldConis future
per f ormance was contingent upon the success of its data and IP
[Internet portal] initiatives.
9. Failed to disclose that certain of the Underwiter Defendants
suffered fromconflicts of interest that affected their ability
to conduct a reasonable due diligence investigation in connection
with the May 2000 O fering, including the follow ng:

a. The fact that Worl dCom sel ected the Underwiter
Def endants for the May 2000 O fering based, at least in part, on
t he amount of credit that the Underwiter Defendants’ comerci al
banking affiliates agreed to extend to WrldCom rather than on

the basis of nerit;

125



b. The fact that Wirl dCom sel ected the Underwiter
Def endants for the May 2000 Offering based, at least in part, on
the ratings that the Underwiter Defendants’ research anal ysts
had provi ded Worl| dCom

c. The fact that certain of the Underwiter Defendants, and
their corporate affiliates, extended mllions of dollars in | oans
to Wirl dComi s CEO Bernie Ebbers in exchange for Wrl dConmi s
i nvest ment banki ng busi ness; and

d. The fact that Salonon Smth Barney allocated numerous
shares of initial public offering[s] to WrldCom officers and
directors — enabling themto make mllions of dollars in risk-
free profits — in exchange for WrldComi s investnent banking
busi ness.
10. Failed to include a risk factor section, despite the fact
that Worl dConi s busi ness was facing a nunber of significant
risks.
11. Failed to disclose that Ebbers was encunbered with a
staggeri ng anount of personal debt — nmuch of which was extended
by certain of the Underwiter Defendants and their affiliates and
much of which was guaranteed by Ebbers’ Wrl dCom shares — such
that he faced personal financial ruin if the price of WrldCom
stock dropped.
12. Failed to disclose the nunmerous outside business ventures in

whi ch Ebbers was involved, in addition to what was supposed to be
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his full-time job as WrldConmis CEQ, and that he undoubtedly was
di stracted by the demands of those other businesses.

13. Failed to disclose the I ack of any neani ngful internal
accounting controls at Wrl dCom

14. Failed to disclose the | ack of Board oversight at Wrl dCom
including the Board's failure to carefully consider |arge
corporate transactions and its abdication of authority to Ebbers
and Sul l'ivan.

15. Failed to disclose that personnel assigned by the
Underwiter Defendants to conduct due diligence on the Conpany
were not able to forma view about what events or conditions were
material to Worl dCom

16. Failed to disclose that the Underwiter Defendants had
failed to conduct a reasonable investigation to determ ne whether
Wr |l dCom had the ability to service the debt it was assunming in
the May 2000 Off eri ng.

17. Failed to disclose that the audit commttee of Wrl dConi s
Board of Directors was not actively involved in discharging its
duty to oversee the auditing of the Conpany’ s financial

st at enent s.

18. Failed to disclose that Wrl dCom provided significantly | ess
financial information regarding its business segnents to the

public than its conpetitors.
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19. Failed to disclose the |lack of neaningful debt planning by
t he Conpany or its advisors, including the |ack of analysis to
assess whet her the Conpany could maintain the debt it incurred.
20. Failed to disclose that Wrl dConis acqui sition of SkyTel
Communi cations (“SkyTel”) had not been properly considered by

Worl dComis Board and that it was not a sound busi ness deci si on.

The Underwiter Defendants seek summary judgnment on all of
t hese purported material om ssions. The Lead Plaintiff opposes
summary judgnment with respect to three groups of the |isted
om ssions fromthe 2000 Registration Statement: the Sprint
merger, the conflicts of interest, and risk factors. The | ast
category enconpasses several of the separately |listed om ssions.
Because the Lead Plaintiff has not addressed the Underwiter
Def endants’ argunments in support of sumrary judgnent on oni ssion
itenms 12-18, and 20, summary judgnent is granted with respect to
them Summary judgnent is denied on the itens related to the

remai ni ng three issues.

1. Spri nt Mer ger

The 2000 Registration Statenment did not discuss the May 18
decision by officials in the antitrust division of the Departnent
of Justice to recommend agai nst approval of the nmerger or the
inpact that a failure to nerge would have on Wrl dCom The 2000

Regi stration Statenent did disclose that “the nmerger is subject
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to the recei pt of consents and approval s from vari ous gover nment
entities, which nay jeopardize or delay conpletion of the
nmerger.” The Underwiter Defendants argue that they had no duty
to handi cap the chances that the nmerger woul d be approved, and
that many articles on May 18 di scussed the antitrust decision and
the likelihood that it would be reversed or uphel d.

A duty to disclose exists “when disclosure is necessary to

make prior statenments not msleading.” 1n re Tine Warner Sec.
Litig., 9 F.3d 259, 268 (2d Gr. 1993) (citation omtted). Once

a potential nerger is disclosed by an issuer, there is a duty to
“updat e opinions and projections . . . if the original opinions
or projections have becone m sl eading as the result of
I ntervening events.” |[d. at 267.

Mor eover, cautionary |anguage within a registration
statenent indicating that a merger is subject to certain
condi tions does not necessarily nean that an underwiter has
satisfied its disclosure duties. A defendant may not be |iable
for msrepresentations in a registration statenment if they were
“sufficiently balanced by cautionary |anguage within the sane
prospectus such that no reasonable investor would be m sl ed about

the nature and risk of the offered security.” P. Stolz Fanmly

P ship, L.P. v. Daum 355 F.3d 92, 96 (2d Cr. 2004); see also

Hal perin, 295 F.3d at 357. Yet “the m srepresentation of present

or historical facts cannot be cured by cautionary |anguage.”

129



Daum 355 F.3d at 96-97. The type of cautionary |anguage that

gi ves shelter to Section 11 and 12(a)(2) defendants is that

ai med at warning investors that bad things nmay cone to
pass -- in dealing with the contingent or unforeseen
future. Historical or present fact -- know edge within
the grasp of the offeror -- is a different matter.

Such facts exist and are known; they are not unforeseen
or contingent. It would be perverse indeed if an

of feror could know ngly m srepresent historical facts
but at the same tine disclaimthose m srepresented
facts with cautionary | anguage.

Id. at 97. “Wen objectively verifiable factors cause a
significant change in a party’s attitude toward a nerger
the securities laws may require that previously disclosed

intentions be corrected.” I|Inre Gulf Gl/Cties Serv. Tender

Ofer Litig., 725 F. Supp. 712, 748 (S.D.N. Y. 1989).

An underwiter can be relieved of a duty to disclose when

certain devel opnents affecting a corporation becone “matters of

general public know edge.” Seibert v. Sperry Rand Corp., 586
F.2d 949, 952 (2d Cir. 1978). As the Second Circuit stated in
Seibert, “there is no duty to disclose information to one who
reasonably shoul d already be aware of it”; rather, “where
information is equally available to both parties, a defendant
shoul d not be held liable to the plaintiff under the securities
laws for failure to disclose.” [d. (citation omtted). In

Sei bert, for instance, the Second Circuit granted summary
judgnent for the defendants, who were accused of violating
Section 14(a) of the Exchange Act, on the grounds that “any

reasonabl e sharehol der who was not already famliar wwth [the
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allegedly omtted information] had this information readily
available to hinmf in the formof a nationw de consunmer boycott
acconpani ed by “massive nedia advertising,” pervasive press
coverage, congressional debate, and adm nistrative and j udi ci al
opi nions. I|d.

Nonet hel ess, the Second Circuit has nore recently found that
there are “serious limtations” on a Section 11 defendant’s
ability to “charge its stockholders with know edge of information
omtted froma . . . prospectus on the basis that the information
is public know edge and otherw se available to them” Kronfeld,
832 F.2d at 736. Moreover, sporadic press reports or reports
publ i shed in other contexts may “not be considered to be part of
the information that was reasonably available” to investors.

Uni ted Paperworkers Int’'l Union v. Int'l Paper Co., 985 F.2d

1190, 1199 (2d Gr. 1993).

The Sprint merger was a principal focus of the 2000
Regi stration Statenent, in particular the May 19 Prospectus
Suppl enent , %% which contained a pro forma consolidated financial
statenment for the post-nerger conpany. G ven that the

announcenent of the antitrust division posed a serious obstacle

** The Underwiter Defendants contend that the Prospectus
Suppl enrent was filed on May 12 and not May 19. They are w ong.
There is a Prospectus that is dated May 12, 2000. This docunent
is attached to the Prospectus Suppl enment dated May 19, 2000. On
its first and | ast pages, the Prospectus Suppl enent indicates
that its date of filing is May 19, and that it includes the My
12 Prospectus.
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to obtaining the requisite regulatory approvals for the Sprint
Merger, Lead Plaintiff rmay be able to show that the failure to
descri be those problens and their inmpact on WrldComwas a

mat eri al om ssion and that the boil erpl atebn | anguage in the
Regi stration Statenent warning investors that the nerger was
subj ect to regul atory approval was inadequate. While the May 18
deci sion may have been a matter of w de public know edge, there
is an issue of fact as to whether Wrl|dConis own failure to
descri be those problens and their inpact on Wrl dCom was

mat eri al .

2. Conflicts of Interest

The Underwiter Defendants contend that the amal gam of
conflict of interest allegations omtted fromthe 2000
Regi stration Statenent should be dism ssed principally because
there was no duty to disclose these facts. They point out that
it is not illegal for banks to | end noney, to underwite bonds,
to issue research reports, or to make a profit from doi ng each of
these activities. They urge that it is a matter of opinion
rather than fact as to whether their agreenent to |l end noney to
Wor| dCom or to Ebbers, their issuance of favorable anal yst

reports about Worl dCom or their decision to give Wrl dCom
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of ficers |1 PO shares® was behind their selection as underwiters.
The Underwiter Defendants al so point out that many of these

i ndustry practices were the subject of press reports.

The primary function of a registration statenent is to
di scl ose information about the issuer, not its underwiters.
| ndeed, the regul ations governing the formand content of
regi stration statenents do not require many underwiter-specific
di scl osures. Regulation S-K, for exanple, sinply “requires an
i ssuer to identify each underwiter with a material relationship
with the issuer and the nature of the relationship, the
underwriter’s obligation to take securities, the underwiter’s
conpensation, the existence of any underwiter’s representatives
on the issuer’s board of directors, and any indemity provided to

the underwiter.” Dequlis v. LXR Biotech., Inc., 928 F. Supp.

1301, 1314 (S.D.N. Y. 1996); see also 17 C.F.R § 229.508(a), (e),
(f), (g). It is also worth noting that although Item 508(a) of
Regul ation S-K requires each underwiter with a materi al
relationship with a “registrant” to “state the nature of the
relationship,” 17 CF. R 8§ 229.508(a), the term“registrant”
refers only to an issuer of securities and not to its enpl oyees,
officers, or directors. See, e.qg., 17 CF.R §8 230.100(a)(4)

(“[a]ls used in the rules and regul ations prescribed in this part

%6 The parties dispute whether the “spinning” of |PO shares
to Ebbers and other Wrl dCom executives was publicly disclosed
during the class period.
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by the Securities and Exchange Comm ssion pursuant to the
Securities Act of 1933,” registrant neans the “issuer of
securities for which a registration statenent is filed” unless

context requires otherw se).

Wil e Regulation S-K requires disclosure of limted
underwiter-related information, “no authority suggests that
Regul ation S K is preenptive of the materiality requirenent.”
Dequlis, 928 F. Supp. at 1314. As stated previously, the
regul ati ons acconpanyi ng Section 11 include a catch-al
provi sion, Rule 408, that requires registration statenents to
contain, “in addition to the information expressly required to be
included in a registration statenent. . . such further materi al
information, if any, as may be necessary to nmake the required
statenents, in the light of the circunstances under which they

are made, not misleading.” 17 C.F.R § 230. 408.

| nformati on regarding rel ationships that underm ne the
i ndependence of an underwiter’s judgnment about the quality of
the investnent can be material to an investor. As a consequence,
non-di scl osure of an underwiter or issuer’s conflicts of
interest can constitute material om ssions, even where no
regul ati on expressly conpels the disclosure of such conflicts.

SEC v. Softpoint, Inc., 958 F. Supp. 846, 863 (S.D. N Y. 1997)

(corporation paid noney to brokerage firns in exchange for their

cooperation in illegally liquidating unregi stered stock); SEC v.

134



Scott, 565 F. Supp. 1513, 1527 (S.D.N. Y. 1983) (kickback

agreenent between the issuer and the underwiter), aff’d sub nom

SEC v. Cayman Islands Reins. Corp., 734 F.2d 118 (2d Cir. 1984).

See also Jenny v. Shearson, Hammll, & Co., No. 74 Cv. 3526,

1981 W 1611, at *5 (S.D.N. Y. Mar. 20, 1981) (brokerage s failure

to disclose investnent banking relationship with issuers).

The Lead Plaintiff has presented sufficient information to
rai se questions of fact as to the adequacy of the disclosures in
the 2000 Registration Statenent concerning the relationship
bet ween certain of the underwiters, including the co-Iead
underwriters, and WorldCom The jury will have to determ ne
whet her press reports about such topics as the spinning of |IPO
shares and bankers’ dual roles as analysts and underwiters were
sufficient to nake it unnecessary to provide further disclosure
wWithin the Registration Statenment. The jury will also have to
determ ne whether the relationshi ps between Ebbers and the
bankers were so significant, given Ebbers’ prom nent position
within the registrant and his power to affect their selection as
underwriters for a bond offering, that a description of that
rel ati onship was material and required to be disclosed by Rule

408. °7

*" The Underwriter Defendants contend that any ruling that
it is for the jury to decide whether it was a naterial om ssion
to fail to disclose their econom c entanglenments with Ebbers wll
require disclosure in every underwiting of hone nortgages,
student | oans, and checking and savings accounts. This very |ist
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3. Ri sk Factors

The Lead Plaintiff contends that the 2000 Regi stration
Statenent was required by Item 503(c) of Regulation S-K to
include a risk factors section that discussed WrldComs ability
to sustain its debt load, its reliance on borrowed noney to fund
its operations, its problens placing its conmercial paper, its
| ack of positive cash-flow, and its underperform ng stock.®® The
Underwriter Defendants contend that as an investnent grade
conmpany, WorldComonly had to describe in a risk factors section
t hose “special circunstances” that had arisen since its | ast
public filing and that the 2000 Regi stration Statenent did so in
its detailed discussion of the Sprint nerger. They al so assert
that each of the risk factors identified by the Lead Plaintiff
was in any event adequately disclosed, albeit not in a section

denom nated for risk factors.

underscores the difference between ordi nary arrangenents between
enpl oyees and banks and the extraordinary financial relationships
bet ween the Underwiter Defendants and Ebbers. The Lead
Plaintiff has presented sufficient evidence for a fact finder to
concl ude that Ebbers’ arrangements with the Underwriter

Def endants were of a nagnitude and conplexity to be both
extraordinary and material to investors. Should the jury agree,
such a deci sion should not be read as indicating that there is a
duty to disclose an executive’'s ordinary banking arrangenents and
rel ati onshi ps.

8 This list is taken fromthe Lead Plaintiff’s June 14,
2004 Suppl enrental Responses to Underwiter-Rel ated Def endants’
Second Set of Interrogatories. The list omts those itens where
the Lead Plaintiff did not respond to the argunents nade by the
Underwiter Defendants.
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Item 503(c) of Regulation S-K requires that a registration
statenent “must” include “where appropriate. . . a discussion of
the nost significant factors that nake the offering specul ative
or risky.” 17 C.F.R 8 229.508(c). Wth respect to the form and
scope of a risk factors section, Item503 directs that the risk
factors di scussion “be concise and organi zed logically. Do not
present risks that could apply to any issuer or any offering.
Explain how the risk affects the issuer or the securities being
offered. Set forth each risk factor under a subcaption that
adequately describes the risk.” 1d. In addition, Item 503
provi des sonme gui dance as to the issues that nerit discussion in

a risk factors section, explaining that

The risk factors nmay include, anong other things, the
fol | ow ng:

(1) Your lack of an operating history;

(2) Your lack of profitable operations in recent
peri ods;

(3) Your financial position;

(4) Your business or proposed business;

(5) The lack of a market for your common equity
securities or securities convertible into or
exerci sabl e for common equity securities.

Id. (enphasis supplied.)

SEC gui dance surrounding the content of |Item 503 has been
l[imted. For instance, in proposed rules released | ast nonth,
the SEC briefly stated that a risk factors di scussion under Item
503 is intended to “describe the nost significant factors that

may adversely affect the issuer’s business, operations, industry
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or financial position, or its future financial performance.”
Securities Ofering Reform SEC Rel ease No. 8501, 2004 W
2610458, at *86 (Nov. 3, 2004). Simlarly, in providing guidance
to issuers as to what they should disclose regarding their

readi ness for Y2K issues, the SEC advised in 1998 that a

di scussion of risk factors nust be “specific to the particul ar
conpany and its operations, and should explain how the risk
affects the conpany and its operations, and should explain how
the risk affects the conpany and/or the securities being offered.
Ceneric or boilerplate discussions do not tell the investors how
the risk may affect their investnent.” Statenment of the

Comm ssi on Regardi ng Di scl osure of Year 2000 |ssues and
Consequences by Public Conpanies, |Investnent Advisers, |nvestnent
Conpani es, and Muni ci pal Securities Issuers, SEC Rel ease No.

7558, 1998 W. 425894, at *14 (July 29, 1998).

When and if a prospectus nust include a risk factor
di scl osure pursuant to Item 503 does not appear to have been
di scussed within the case law. Securities |aw commentators have
noted that “even though the inclusion of a risk factors section
in a prospectus filed under the 1933 Act is technically voluntary
under Item 503(c) of Regulation S-K. . . this inclusion has
beconme wi dely accepted as a sound and prudent defensive neasure
in an era marked by class action lawsuits.” 2 Alan R Bronberg &

Lewis D. Lowenfels, Bronberg & Lowenfels on Securities Fraud and
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Commodities Fraud 8 5:280 (2d ed. 2001). The SEC itself,

however, has issued conflicting statenments. Wile stating in
1983 that the disclosure of risk factors is “optional, at the

di scretion of the registrant,” Registration Form Used by Open-End
Managenent | nvestment Conpani es; GCuidelines, SEC Rel ease No.

6479, 1983 W. 35814, at *5 (Aug. 12, 1983), the SEC has suggested
nore recently that a risk factor discussion may be a necessity.
Specifically, in 1998, the SEC proposed requiring risk factor

di scl osure in annual and quarterly reports filed pursuant to the
Exchange Act and all ow ng reporting conpanies to incorporate risk
factor disclosure into Securities Act registration statenents.
SEC Rel . 7606A, 63 Fed. Reg. at 67239. 1In so doing, it noted

t hat

[M ost Securities Act registration statenents currently
require an analysis of the risks associated with an
investnment in a conpany’s securities. |tem 503 of

Regul ation S-K describes that required disclosure as a
“di scussion of the nost significant factors that nake
the offering speculative or risky.” The Conm ssion
promul gated this requirenment because it assists

i nvestors in conprehending nore fully whether the
securities present an appropriate |level of risk for
them as an investnent.

ld. (enphasis supplied); see also Form S-3, Registration
St at enent Under the Securities Act of 1933, Item 3 (“Furnish the

information required by Item 503 of Regulation S-K 7).

The Lead Plaintiff has identified a constellation of

mat eri al om ssions fromthe 2000 Regi stration Statenent that
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concern the profitability of WrldConis | ong-di stance voice

busi ness and the inpact that decreasing profit margins in that
part of its business were having and woul d have on Worl dConi s
ability to conpete, in particular on its ability to pour capital
into its data services and Internet portal initiatives. Wile
the Registration Statenent discusses repeatedly and in many
contexts the intense conpetition that Wrl dCom was facing, the
Lead Plaintiff has shown that there is a question of fact as to
whet her it adequately disclosed even to a careful reader the

al | eged precarious state of WirldComis profit margins in a major
conponent of its business -- the |ong-distance voi ce business --
and the inmpact of that problemon its business as a whol e,

including its ability to service its debt.* |t has shown that

% Anpbng the passages in the 1999 Form 10-K and first
guarter 2000 Form 10-Q on which the Underwiter Defendants rely
as evidence of the adequacy of the disclosures in the 2000
Regi stration Statenents are descriptions of increases in “voice
revenues” that were partially offset by declines in “whol esal e
traffic” and federally nandated access charge reductions. They
al so point to descriptions in the 1999 Form 10-K of a nunber of
factors that could inpact Worl dComis ability to conpete
successfully in its data and Internet portal business and the
statenent that “[t]he success of MCI WirldComw || depend heavily
upon its ability to provide high quality data comuni cati ons
services, including Internet connectivity and val ue-added
Internet services at conpetitive prices.” The Form 10-K added
that “the Conpany’s pursuit of necessary technol ogi cal advances
may require substantial tinme and expense,” and devoted an entire
paragraph to an expl anation of the necessity for significant
capital expenditures to devel op a conpetitive business.
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simlar questions of fact exist at least as to Wrl dConis

di scl osures regarding the burden of its debt |oad.®°

The Underwiter Defendants contend that public reports from
rating agenci es descri bed the conpetition that Wrl dCom faced
fromother carriers in the |ong-di stance narket and that
Worl dComi s revenue fromthat |ine of business was declining. The
Lead Plaintiff has shown that the issue of the condition of
Wor | dComi s | ong-di stance busi ness was of sufficient inmportance to
the overall econom c health of WorldComthat a fact-finder could
determine that it was appropriate under Item 503, as well as
material to investors, to have a nore conplete description from

WrldComitself of the state of that busi ness.

B. 2001 Reqistration Statenent

The Lead Plaintiff has identified forty-two purported
mat eri al om ssions fromthe 2001 Registration Statenent. They

are, that the docunent:

1. Failed to disclose that Wrl dCom was i nproperly capitalizing

line costs in violation of GAAP.

60 Because the parties addressed so many issues in their
papers, they did not address the remaining risk factor issues in
sufficient detail to allow a reasonabl e assessnent to be nade as
to them
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2. Failed to disclose that Worl dCom had fraudul ently under -
reported its line costs in 2000 and the first quarter of 2001 by

billions of dollars through the inproper release of reserves.

3. Failed to disclose that WrldCom s business plan, in |ight of
its failure to acquire Sprint, lacked a wirel ess strategy needed

to conpete effectively.

4. Failed to disclose adequately that the proliferation of new
conpetitors in the voice | ong-distance busi ness was having a

negati ve inpact on WrldConmi s revenue and cash generation.

5. Failed to disclose that the WrldCom G oup’s stated plan of
focusi ng on high-gromh data and Internet segnents was al nost
entirely dependent on the Conpany’s ability to stabilize cash

fl ows through the M G oup.

6. Failed to disclose adequately that Wrl dCom was experienci ng

continued difficulty with its MI | ong-distance busi ness segnent.

7. Failed to disclose the extent to which consuner and whol esal e

| ong-di stance revenue was declining and was expected to decline.

8. Failed to disclose adequately that certain of the proceeds of
the offering would be used to fund the Conpany’ s negative free

cash fl ow

9. Failed to disclose that certain of the Underwiter Defendants
extended credit to WrldCom based on the prom se of significant

i nvest ment banki ng fees, planning imediately to reduce this
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exposure through transactions hidden fromthe Conpany and the

i nvesting public.

10. Failed to disclose that, while the Conpany intended to
i ncrease revenues by focusing on providing data services, this
segnent of Worl dComi s business required | arge infusions of

capital

11. Failed to disclose that Wrl dConis future performance was

contingent upon the success of its data and IP initiatives.

12. Failed to disclose adequately the rapid rate at which
Wor | dComi s debt | everage was rising and the effect this would

have on the Conpany’s liquidity.

13. Failed to disclose adequately the effect that the |ack of a

wi rel ess conponent was having on Wbrl dCom s busi ness.

14. Failed to disclose adequately the liquidity threat from
continuing pricing pressures in |ong-haul transport, consuner

| ong di stance and ot her busi ness segnents.

15. Failed to disclose adequately that the sl owdown in corporate
t el ecom spendi ng due to a weakeni ng gl obal econony was adversely

af fecting Wrl dCom s financial health.

16. Failed to disclose that Wrl dCom provided significantly | ess
financial information regarding its business segnents to the

public than its conpetitors.
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17. Failed to disclose that Wrl dCom had not had a per manent
Treasurer for many nonths and that the newly appoi nted Treasurer

| ack rel evant experience.

18. Failed to disclose that personnel assigned by the
Underwiter Defendants to conduct due diligence on the Conpany
were not able to forma view about what events or conditions were

material to Wirl dCom

19. Failed to disclose there were concerns anong certain of the
Underwiter Defendants that the Conpany woul d be downgraded by

Moody’ s.

20. Failed to disclose concerns anong certain of the Underwiter
Def endants that Worl dCom woul d be unable to maintain its credit
ratings after assunming the debt fromthe May 2001 Offering as

wel |l as the debt fromthe acquisition of Internedia.

21. Failed to disclose that certain of the Underwriter
Def endants suffered fromconflicts of interest that affected
their ability to conduct a reasonable due diligence

i nvestigation.

22. Failed to disclose that several of the Underwiter

Def endants had, in the nonths i mediately preceding the May 2001
O fering, internally downgraded the Conpany’s credit rating in
recognition of WorldConis deteriorating financial condition, and
ot her Underwiter Defendants had expressed significant concerns

about the Conpany’ s creditworthiness.
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23. Failed to disclose that Wrl dCom woul d be required to fund
Di gex’s significant operating |osses, which would have a nateri al

adverse effect on Worl dComi s financial condition.

24. Failed to disclose that Internedia was subject to a going

concern letter fromits auditor Ernst & Young.

25. Failed to disclose that the Conpany woul d need to expend
significant anmounts of cash to fund Internedia as a going
concern, despite the absence of any neaningful return on this

i nvest nent of cash.

26. Failed to disclose that there was no sound busi ness reason

for Worl dComto acquire Digex.

27. Failed to disclose that the Internedia acquisition was not
properly considered by Wrl dComis Board of Directors prior to

commtting the Conpany to a purchase agreenent.

28. Failed to disclose that Wrl dCom di d i nadequat e due

diligence on Internmedi a before agreeing to purchase the conpany.

29. Failed to disclose the |ikelihood that the Conpany woul d not
be able to sell the non-D gex assets of Internedia, as required

by the Departnent of Justice, for any material anount.

30. Failed to include a risk factor section, despite the fact
t hat Worl dComi s busi ness was facing a nunber of significant

ri sks.
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31. Failed to disclose certain of the Underwiter Defendants’
belief that Worl dConis institution of tracker stocks served no
| egiti mate busi ness purpose, and was done nerely to attenpt to

di sgui se the deterioration in the business of WrldCom Inc.

32. Failed to disclose the |lack of any neani ngful internal

accounting controls at Wrl dCom

33. Failed to disclose the |ack of Board oversight at Wrl dCom
including the Board’s failure to carefully consider |arge
corporate transactions and its abdication of authority to Ebbers

and Sul li van.

34. Failed to disclose the | ack of neani ngful debt planning by
t he Conpany or its advisors, including the |ack of analysis to

assess whet her the Conpany could maintain the debt it incurred.

35. Failed to disclose that Wrl dConis acquisition of SkyTel
Comruni cati ons had not been properly considered by Wrl dConi s

Board and that it was not a sound busi ness deci si on.

36. Failed to disclose that Wrl dConis commerci al paper credit
rating prevented it fromusing commercial paper to fund its

busi ness plan and service its debt in the future.

37. Failed to disclose adequately the significant risk that
Worl dCom did not have the ability to service the debt it was

assumng in the May 2001 O fering.
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38. Failed to disclose that Ebbers was encunbered with a

st aggeri ng anount of personal debt — rmuch of which was extended
by certain of the Underwiter Defendants and their affiliates and
much of which was guaranteed by Ebbers’ W rl dCom shares — such
that he faced personal financial ruin if the price of WrldCom

stock dropped.

39. Failed to disclose the numerous outside business ventures in
whi ch Ebbers was involved, in addition to what was supposed to be
his full-tinme job as WrldConmis CEOQ, and that he would
undoubtedly be distracted by the demands of running these

busi nesses.

40. Failed to disclose that certain Underwiter Defendants were
concerned about Ebbers’ 1ong-term objectives and the depth of

seni or managenent on Worl dConis future financial health.

41. Failed to disclose that the Underwiter Defendants did not
conduct an adequate investigation into Ebbers’ ability to repay

hi s personal |oans, nuch of which was guaranteed by Wrl dCom

42. Failed to disclose that the audit commttee of Wbrl dCom s
Board of Directors was not actively involved in discharging its
duty to oversee the auditing of the Conpany’s financi al

st at enent s.
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The Underwiter Defendants have noved for summary judgnent
with respect to each of these all eged om ssions. The Lead
Plaintiff argues in response that the 2001 Registration Statenent
shoul d have included discussions of the Underwiter Defendants’
conflicted relationship with WrldCom and Ebbers, their decision
to downgrade WrldComas a credit risk and to hedge their own
financi al exposure to WrldCom WrldConis intent to use the
proceeds of the offering to fund negative cash flow, and
Wor |l dComi s cash flow needs and ability to service its debt, as

well as a risk factor section.®

For reasons simlar to those discussed in connection with
the 2000 Registration Statenment, the notion for sunmary judgment
on the clains based on the conflicts of interest, and Wrl dCom s
cash flow and debt problens are denied. Because the Lead
Plaintiff has not responded sufficiently to the argunents made by

the Underwiter Defendants, or for the reasons expl ai ned herein,

62 Al t hough the Lead Plaintiff also refers to the problens
t hat plagued the Internedia acquisition, it does not respond to
the detail ed argunents nade by the Underwiter Defendants
outlining the disclosures about those problens in, inter alia,
Intermedia’s and Worl dComis public filings, including WrldConis
May 9, 2001 Form S-4 filed in connection with that nerger.
Simlarly, although the Lead Plaintiff refers to the fact that
the creation of the tracker stocks had no |legitimte business
purpose, it does not respond to the Underwiter Defendants’
recitation of the extensive disclosures about these stocks and
Wor |l dComi s concommtant realignnent of its business units. The
Underwiter Defendants have shown that, given the extensive
di scl osures by WrldCom they are entitled to sumary judgnent on
the om ssions relating to Internedia and the tracker stocks.
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the Underwiter Defendants’ notion is granted for |isted

om ssions 8, 16-20, 22-29, 31-33, 35, and 39-42. The nmotion is
granted as to the om ssion of any disclosure that the Underwiter
Def endants had internally downgraded Worl dCom as a credit ri sk,
and the om ssion fromthe use of proceeds section of the

Regi stration Statenent.

1. Downgr adi ng WorldCom as a Credit Ri sk

I n February 2001, several of the Underwiter Defendants
internally downgraded their credit ratings for WrldCom and sone
of themtook steps to mnimze or hedge their own exposure
stenming fromtheir participation in WrldComcredit facilities.
Wiile the Underwriter Defendants did not publicly disclose their
ratings during this sane period S& publicly downgraded its

credit rating for Wrl dCom

The SEC regul ations do not include, in their |engthy and
detail ed description of facts to be disclosed in a registration
statenent, any requirenent to disclose an underwiter’s interna
credit ratings for the issuer or an underwiter’s managenent of
its own exposure on loans to an issuer. See Schedule Ato
Section 7(a) of the Securities Act, 15 U S.C. 88 77g(a), 77aa,
and Reg. S-K, 17 CF.R 8 229.10, et seq. The limted
di scl osures that the regulations do require regarding an

underwriter have al ready been descri bed.
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Regul ation S-K permts the disclosure of an issuer’s credit
rati ngs but does not conpel it. The SEC initially discouraged
the disclosure of credit ratings publicly reported by credit
agencies since the “rating represents the subjective opinion of
the rating organi zation that cannot be verified or even expl ai ned
by the issuer of the securities.” D sclosure of Security Ratings
in Registration Statenents, SEC Rel ease No. 6336, 1981 W. 30768,
at *3 (Aug. 6, 1981) (“SEC Rel. 6336"). In 1981, however, the
SEC revised its policy to “permt[] registrants to disclose, on a

voluntary basis, ratings assigned by rating organizations to

cl asses of debt securities . . . in registration statenents and
periodic reports.” 17 CF.R 8 229.10(c) (enphasis supplied).
In so doing, the SEC noted the “significance and useful ness” of
ratings to investors, market professionals, and regul atory bodi es
alike. SEC Rel. 6336, 1981 W. 30768, at *3. The SEC further
enphasi zed that by enabling registrants to include security
ratings assigned to a class of debt securities in a registration
statenent, it was not inposing “a mandatory rule in this area nor
i ndicating that issuers should disclose security ratings.”

ld. at *4.

The Underwiter Defendants had no obligation to disclose in
t he Worl dCom Regi stration Statenent information about their own
internal credit ratings for WrldComor their own hedgi ng

strategies for WrldComdebt that they held. These facts were
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unknown to Wrl dCom and the Lead Plaintiff has not shown that

the registration process requires disclosure of such facts.

Thi s does not nean, however, that the Underwriter
Def endants’ internal credit ratings and hedgi ng strategies are
irrelevant to the issues to be tried. An underwiter’s
perception of the nature of the risks faced by a Wrl dCom
creditor is some evidence of the existence of such risks, and
thus reflects on the quality of disclosures that an underwiter
was required to ensure were nmade through a registration
statement.® Even if these internal downgrades and hedgi ng
activities need not be disclosed, the Lead Plaintiff has shown
that they help to raise material issues of fact as to whether the
2001 Registration Statenent adequately described the risk of

i nvesting in Wrl dCom

2. Use of Proceeds

The Lead Plaintiff contends that it was a material om ssion
not to disclose, in the “use of proceeds” section of the 2001

Regi stration Statenent, that the proceeds would be used to fund

62 The Underwiter Defendants’ internal credit ratings for
Wr| dCom and their hedging activities are also relevant to the
due diligence defense that the Underwriter Defendants intend to
proffer at trial. Wile the Underwiter Defendants argue that it
is always prudent to hedge one’s investnents, it will be a
gquestion of fact for the jury whether the hedging activity
undertaken here was in the ordinary course or because of special
concern over Worl dComi s econom c health.
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Worl dComi s “negative cash flow” The Prospectus Suppl enent
di scl osed that the proceeds woul d be used for general corporate
pur poses, including “to repay comerci al paper, which was used

for general corporate purposes.”

Item 504 of Regulation S-K requires a registration statenent

to disclose the “principal purposes for which the net proceeds to

the registrant fromthe securities to be offered are intended to
be used and the approxi mate anount intended to be used for each
such purpose.” 17 C.F.R 8§ 229.504 (enphasis supplied). Wiile
“Id]etails of proposed expenditures need not be given,” the
Instructions to Item 504 direct a registrant to consider “the
need to include a discussion of certain matters addressed in the
di scussion and analysis of [the] registrant’s financial
condition.” [d. Mreover, the Instructions explain that a
registrant “may reserve the right to change the use of proceeds,
provi ded that such reservation is due to certain contingencies
that are discussed specifically and the alternatives to such use

in that event are indicated.” 1d.

Last year, the Second Circuit affirnmed the dism ssal of a
claimthat a prospectus that stated that the proceeds woul d
primarily be used as working capital for business expansion,

i ncluding for “general corporate purposes,” was fal se and
m sl eadi ng. DeMaria, 153 F. Supp. 2d at 313. The issuer’s

“all eged use of the proceeds in part to repay [] | osses does not
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constitute a m sstatenent because a function of working capital
is to fund operations.” DeMaria, 153 F. Supp. 2d at 313. In
contrast, an issuer’s declaration in a prospectus that a portion
of the proceeds froma debt offering would be used to repay in
full certain short-term bank borrow ngs was acti onabl e when
substantially all of the proceeds were used for this purpose.

Beecher v. Able, 374 F. Supp. 341, 355 (S.D.N. Y. 1974).

The di sclosure that the proceeds woul d be used for “general
cor porate purposes” was broad enough to include the funding of
negative cash flow. There is no mi srepresentation about the use
of proceeds, and Item 504 does not require disclosure of details.
Whet her the Regi stration Statenent otherw se adequately discl osed
material information about WrldComis cash flowis nore
appropriately addressed in the context of its om ssion of a risk

factors section.

3. Ri sk Factors

The Lead Plaintiff asserts that Item 503(c) of Regul ation S
K required the 2001 Registration Statenent to include a risk
factors section that discussed WrldConmis ability to satisfy its
debt burden and its lack of planning in that regard, the fact
that it was not cash-flow positive, the problens it was
experiencing placing its conmerci al paper, WrldCom s

renegotiation of its credit facilities, and the fall in
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Wor | dComi s stock price.® The Underwiter Defendants rely on
their argunent that it is unnecessary to include a risk factors
section in the Registration Statenent unless there are “speci al

circunst ances” and that none exi sted here.

This prong of the Lead Plaintiff’'s case rests on its
overarching argunment that the 2001 Registration Statenent did not
adequately describe critical financial information about Wrl dCom
t hat any reasonabl e i nvestor woul d have wanted to have and t hat
shoul d have been included in the Registration Statenent in a
conpl ete and accessi bl e manner. \Wether, when read as a whol e,
the 2001 Registration Statenment adequately described Wrl dConi s
financial position and the risks attendant to a purchase of
Wor |l dCom bonds is a question for the jury. 1In the event that the
2001 Registration Statenent did adequately describe the risks,
al beit not in a section labeled “risk factors,” that description
woul d aneliorate if not elimnate any argunent that the failure
to include the description a section |abeled “risk factors” was
material. The Lead Plaintiff has shown that there are questions

of fact as to whether material information regardi ng Worl dComi s

6 This list of omtted risk factors is taken fromthe Lead
Plaintiff’s Suppl enental Responses to the Underwriter-Rel ated
Def endants’ Second Set of Interrogatories. The list omts
certain itens which are not discussed in the Lead Plaintiff’s
opposition to sunmary judgnment. It also omits the fact that
several of the senior underwiters had recently |owered their
internal credit ratings for Worl dCom For reasons already
di scussed, there was no duty to disclose this last fact.
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financial condition was omtted fromthe 2001 Regi stration
Statenent, and as to whether that omtted informati on was of the
ki nd that shoul d have been highlighted by including it in a

section | abeled “risk factors.”

Conclusion

The notion by the Securities Industry Association and the

Bond Market Association to appear as am ci curiae is granted.

For the reasons stated herein, the parties’ notions for

sumary judgnent are each granted in part and denied in part.

The Lead Plaintiff’'s notion is granted as to Wrl dConis 2001
Regi stration Statenent insofar as it reported line costs in
Worl dComis first quarter financial statenment for 2001. The
Underwiter Defendants’ notion is granted as to |isted om ssions
12-18 and 20 for the 2000 Registration Statenent, and 8, 16-20,

22-29, 31-33, 35, and 39-42 for the 2001 Registration Statenent.

SO ORDERED:

Dat ed: New Yor k, New York
Decenber 15, 2004

DENI SE COTE
United States District Judge
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