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his duties to others. In lieu of such an effort, resort was
made to general language in the report to indicate that a
goodly measure of delegation was justifiable, particu-
larly insofar as corporate directors are concerned.102

This section 11(c) “general language” proved fatal to the
underwriters in BarChris, and will continue to be fatal to all
underwriters absent some specific directions. This situation
makes propitious further legislative clarification.

B. Materiality

The task of determining materiality has always been a diffi-
cult one and as Judge McLean indicated it was a difficult task
in BarChris. The concluding remarks of the judge indicate the
dangers:

Since no one knows what moves or does not move the
mythical ‘average prudent investor,’ it comes down to a
question of judgment, to be exercised by the trier of the
fact as best he can in the light of all the circum-
stances.103

Indeed, once misstatements or omissions are shown to exist in
the prospectus, as for instance in the sales and contingent liabil-
ity figures in the BarChris 1960 financials, could not the trier of
fact easily find them to be material, especially when to do
otherwise would result in the denial of recovery by inmocent
investors of lost funds? It would be the unusual case where the
plaintiff would not testify to the fact that he relied on the
particular false statements. Further, since the issue of material-
ity is subject matter for the triers of fact, one cannot help doubt
that other factors, such as the degree of culpability, will sub-
stantially influence the ultimate determination.

Be that as it may, a case against a finding of materiality can
be made. Professor Loss, in analyzing the various Rule 10b-5104
cases in which judgment for the plaintiff was rendered on the
merits, came to the conclusion that “material” probably means
“damn material” and that the courts, in essence, were applying
the “special circumstances doctrine®.105

102. Landis, The Legislative History of the Securities Act of 1933, 28 GEo.
WasH, L. Rev. 29, 48 (1959), See Loss, supra note 87.

103, 283 F. Supp. at 682.

104, Swupra note 16. .

105. Proceedings, American Bar Association National Institute, The Bar-
Chris Case: Prospectus Liability, 24 Bus. Law. 523, 533 (1969) [hereinafter
cited as BarChris Conference].
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Other authorities have not felt-as strongly as Professor Loss
as to the substantiality of the materiality test:

[M]ateriality, like beauty, is in the eye of the beholder.
Note for example Judge McLean’s suggestion that while
balance sheet discrepancies as of December 31, 1960,
if known to the prospective purchaser would have
deterred his purchase, discrepancies as to sales and earn-
ings were not sufficient to have had the same effect. 1
have heard many a disagreement and there can be no
satisfactory and complete reconciliation. All I can
suggest is that counsel must approach the question of
materiality as if he were defending a corporate fiduci-
ary who under Geddes v. Anaconda Copper Company
[254 U.S. 590 (1921)] has the burden of proving the fair-
ness of his transaction with his corporation. Everything
is ‘material’ until the contrary is proven if not beyond a
reasonable doubt at least by a preponderance of the
evidence; or it is clearly established that its financial
significance is minuscule.108

One expert set forth specific criticisms of the court’s deter-
mination of materiality:

The application of the materiality concept by the Court
to the facts of the BarChris case is at least somewhat
surprising. The Court concluded that the 14 percent
error in earnings for 1960 was not material . ... I
daresay that any accountant who discovered that he
had made an error of 14% in the income statement
of a client would be horrified and very few would be in-
clined to dismiss such a discrepancy as ‘immaterial’. . ..

[A] 14% discrepancy which reduces earnings from 75¢ a
share to 65¢ a share results in a $3.20 difference in
market price, to many people a not inconsequential dif-
ferential. In this particular it would appear that the

106. Statement of Carlos Isreals, id. at 539.

There was one other view concerning materiality as it was applied in Bar-
Chris that merits attention. It was one expert's contention that Judge McLean
had differentiated between materiality as to recent facts and materiality as to
more vintage facts. He pointed out that the Judge had indicated that the errors
in the 1960 financials were bad, but in essence ignored them to concentrate on
the 1961 unaudited financials, showing perhaps that the more historical facts
were less important and the more recent, as a consequence were “more ma-
terial”. Statement of F. Arnold Daum, id. at 554-55.
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Court was conservative and that its conclusion might
be challanged. . ..

It is submitted that the Court’s conclusion that the
auditors were liable because of the error in the current
ratio, even if it is concluded the auditors were negligent
in the particulars the Court says they were, is incorrect.
The Court first remarked that the ratio . . . was ‘bad
enough’. Was it so bad? Two-to-one is regarded as
something of a standard. In the construction industry
the median in 1959 was 1.81. Thus there is some ques-
tion whether the ratio in the balance sheet or even as
adjusted was as lamentable as the Court said.*°7

In the end analysis, as a practical matter, the problem of
materiality will probably be settled depending upon the par-
ticular merits of the case. Ordinarily any misstatement or omis-
sion will be held “material” enough to overcome a defendant’s
motion for summary judgment and this alone is usually sufficient
to prompt settlement.

0. Imvestigation and Verification— The Case in Historical
Perspective

1. The Directors’ Duty to Investigate. Section 11 makes no dis-
tinction between inside and outside directors as to liability or as
to the degree of investigation necessary to sustain the burden
of proving due diligence. As previously discussed!®® the general
standard as to what constitutes reasonable investigation and rea-
sonable belief set forth in section 11(c), is that which is required
of a prudent man in the management of his own property.
Before BarChris the standard was not stringently applied,*o?

107. Statement of A.A, Sommer, Jr., id. at 593, 598-599,

108, See notes 85-91 supra, and accompanying text,

109. See Martin v. Hull, 92 F.2d 208, 209-10 (D.C. Cir. 1937), cert. denied,
302 U.S. 726 (1937), where the plaintiffs unsuccessfully attempted to have the
court charge the jury that as a matter of law “if the defendants did not exer-
cise ‘the high degree of care necessary in the protection of the interests of the
stockholders of the Corporation, then they have not acted as reasonably pru-
dent men would have acted’.” Section 11(c) was read to the jury. Two com-
ments can be made as to the decision: one, the decision does not indicate, since
the jury did not, whether the defendants had sustained their section 11(b) (C)
defense on the section 11(c) interpretation, or whether the jury had held for
them on the defense that the plaintiffs knew of the misstatement at the time of
acquisition (the appellate court indicated that evidence was tendered to show
such knowledge) ; and two, the only section 11(b) defense was that based on
misstatements in the “expertized” portion of the registration statement and thus
secti%n ltli(C) as it related to section 11(b) reasonable investigation, was not
considered,
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but it was always assumed that the director would no longer
have merely a perfunctory role to perform:

The Act imposes a minimum duty on all directors which
would ‘have a direct tendency to preclude persons from
acting as nominal directors’ and ‘result in persons retir-
ing from many boards and confining their efforts to a
few boards where they will actually direct.”t10

As with the underwriters, the directors, although under a
mandate to reasonably investigate, are left without guidelines
indicating the necessary extent of the investigation required of
them.

It is interesting to note that the directors, unlike the under-
writers, did not argue the applicability of the case of Litwin v.
Allen'! although the principles announced in the case were
more applicable to the directors than to the underwriters.
Litwin, as recalled, stood for the proposition that a director may
rely upon information furnished him by the officers of the
corporation without independently verifying it.}'? Since Litwin
was not argued in proper context, 7.c., in relation to the directors,
it was not expressly rejected by the court as having no sub-
stantive force in formulating section 11 doctrine, although the
court leaves little doubt that if the issue had been raised by the
directors it would have been rejected in favor of the Adams ».
Thrifé**® principle. Following the mandate of Adams, Judge
MecLean held that directors could not rely on the representations
of management.*+

_110. S. Rep. No. 47, 73d Cong., 1st Sess. 5 (1933). See BarChris, Due Dil-
ligence Refined, supra note 9, and Douglas & Bates, Some Effects of the Se-
curities Act Upon Investment Banking, U. Car. L. Rev. 283, 201, n. 20 (1933).

111, Supra note 90. See also accompanying text. X

112. See N.Y. Bus. Core. Law § 717 (McKinney 1963) which codifies
this principle.

113. Supra note 88,

114. Judge McLean placed heavy emphasis on Adams, to the exclusion of
domestic decisions, in holding the outside directors liable for failing to investi-
gate to a degree required of a prudent man in the management of his own af-
fairs, even though as already mentioned neither the Directors’ Liability Act,
1890, nor the Companies Act, 1929, has a prudent man provision. In Adams, a
suit by a stockholder against the directors for false misstatements in the pros-
pectus, the court seemed to imply that the defendant-directors could have sus-
tained their defense if they had collectively investigated, and failing that, if
they had individually investigated:

Had the board here collectively made or set about making an in-
vestigation such as I have indicated, and had that investigation led
to a report that the statements were found on fact and were sub-
stantially true, there is little doubt but that each member of the
board might and would have been held to have had reasonable
ground for eniertaining the belief that the statements were Irue.
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. Even assuming for the moment that Zitwin still has vitality,
the rationale for its holding can be clearly distinguished from
that underlying the BarChris decision, by analyzing the roles
the directors played in the various transactions involved in the
two decisions.

‘Where the directors, as in Léitwin, are merely approv-
ing a corporate transaction . . . their interests are com-
pletely identified with those of the corporate manage-
ment in that the only interests at stake are those of the
corporation itself. The complexity of the transaction
may make it virtually impossible for the directors to
analyze independently the thinking which goes into such
transactions. . . .

‘When the director is considering only a transaction
which effects [sic] the management and operations of
the corporation itself, he may reasonably rely on repre-
sentations of management, except to the extent that his
own personal familiarity with the operations of the
company arouses in him suspicions which he ought to
eliminate by independent verification. On the other
hand, where the outside director is charged with the
duty of lending his name and reputation to representa-
tions about the ewisting status of the company, on which
the investing public will necessarily rely, he mus¢ place
himself in the shoes of the shareholders and of the in-

Id, at 565 (emphasis added).
While investigation is not expressly required under the English law, nonethe-
less to establish reasonable belief in the statements, there must be corroboration
of the facts which consequently requires investigation.
The statement on “collective investigation” has broader implications than the
case allowed, for the court throughout had held that none of the defendants
had any foundation for believing that any of the others knew more than they,
which was relatively little:
Dr. Clarke's evidence shows that he unfortunately did not ap-
preciate the duties and obligations he was undertaking as a direc-
tor, and personally he had seen nothing in the conduct of his co-
directors calculated to lead him to conclude that they appreciated
more than he did the duties and obligations of his office. As I
have said, collectively they had done nothing; . . .

Id. at 568,

Had some of the directors, besides showing an expertise in the company, under-
taken an investigation, would the others be able to rely on their findings and
representations? The court in Adams speaks to this possibility. Whether the
court intentionally considered the thought, the concept of “collective investiga-
tion” might be a feasible potential alternative to the burden of individual in-
vestigation as dictated by BarChris. Of course, some refinements would be in
order to stay within the policy of BarChris, such as segregating the outside
dil(‘lectors from the inside directors and holding each group to separate stand-
ards.

https://scholarcommons.sc.edu/sclr/vol21/iss5/2
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vesting public (the potential shareholders of the com-
pany) and satisfy himself independently that each
representation has a firm factual basis. Thus, the role
of the director in federal securities law is distinctly
different from his role in the case of an ordinary corpo-
rate transaction which he is called upon to approve.!®

The above analysis is also consistent with the English position
which allows directors to rely on knowledgeable employees and
clerks for information concerning the company,!*® but does not
extend the defense to the director when he relies on others for
information placed in the prospectus.t?

Regarding the crucial question of the degree of investigation,
as opposed to the issue of delegation, the House and Senate
early disagreed.’'® It was the Senate’s desire to hold the issuer,
directors, chief executive and financial officers somewhat as
insurers. On the other hand the House bill measured liability
in terms of reasonable care, placing upon the defendants the
duty of proving reasonable care as to the accuracy of statements
in the registration statement. By the time the Act was adopted
the general consensus was that not all individuals would be
held to the same standard of care, that the degree of reasonable-
ness depended upon the importance of each individual’s place
in the distribution process and the degree of protection the
public expected from him.!19

Also, at the time of adoption, there were express statements to
the effect that mot all directors should be held to the same
standard,'?® nor should all underwriters be held to the same
standard as the managing underwriter.12* Some of these authors
felt that as to the outside directors, the standard should be kept
to a bare minimum. There is no doubt but that long standing
business practices had influenced this position. The flavor of
this strong attitude can best be gleaned by the following state-
ment:

ssilgé Statement of T.G. Meeker, BarChris Conference, supra note 105, at 573,
116. Stevens v. Hoare, supra note 90.
117. Adams v. Thrift, supra note 88.
118. HL.R. Rep. 85, 73d Cong., Ist Sess. 26 (1933).
119. H.R. Rep. 85, 73d Cong., 1st Sess. 9 (1933).
(1%%.) Douglas & Bates, The Federal Securities Act, 43 Yare L.J. 171, 193
121, 'La.ndis, Liability Sections of the Securities Act Authoritatively Dis-
cussed, 18 Am, AccounTant 330, 332 (1933), and 3 Loss, SECURITIES REGULA-
TI0N 1726 (1961).
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Ag with the other persons made liable on the registra-
tion statement, the risks to directors increase with the
size and complexity of the issuer’s operations. Fur-
thermore, though there may be some or many directors
who do not ‘direct’ (in the sense that they merely draw
prestige and fees from the position) there are a great
many, particularly of the larger and more complicated
enterprises, who do and yet are not personally familiar
with all details of operation. Nor could their services
be obtained in most cases if they were required to in-
vestigate details of the enterprise. The experience and
judgment of men of affairs is of great value to most of
our more important corporations. To deprive enter-
prises of this asset would seem uneconomic in view of
the slight gains which may be expected. It is possible
to safeguard the accuracy and completeness of the
registration statement without subjecting every director
to the burden of proof that after reasonable investiga-
tion he had reasonable ground for believing and did be-
lieve the registration statement to be free from action-
able untruths or omissions.!22

Yet, even in the face of this somewhat prevailing attitude of
the day there were premonitions that a change was hopefully to
be effectuated as evidenced by the Congress’s hope of having
persons resign from several boards and confining their efforts
to a few boards where they would actually direct.’?® The phi-
losophy in holding all directors liable, notwithstanding possible
distinet standards among them, is best evidenced by the follow-
ing excerpt from a 1933 Senate report:

If one of two presumably innocent persons must bear a
loss, it is a familiar legal principle that he should bear
it who has the opportunity to learn the truth and has
allowed untruths to be published and relied upon.*2+

122, Douglas & Bates, supra note 120, at 195-96. The authors qualified this
position by suggesting that adequate regulatory legislation is needed for the
protection of the corporation and the minorities in cases where directors have
used their position merely as a social badge or as an_advantageous trading
position. They concluded: “It is doubtful however, if that end has any dom-
inant place in a securities act.” Id. at 1

123, Supra note 110,

124, S. Rep. No. 47, 73d Cong., 1st Sess. 5 (1933). See Note, Escott v.
BarChyris Construction Corporation: Section 11 Sirikes Back, 21’ Staw. L.
Rev, 171, 183 (1968).

https://scholarcommons.sc.edu/sclr/vol21/iss5/2
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Although there appears to be no relevant data on the subject,
it is probably safe to assume that the practice of electing outside
“non-directing” directors to the board, at least prior to BarChris,
was as widespread as ever due primarily to the vast increase in
the number of corporations in existence. To this must be added
the vast increase in the number of public offerings where in a
majority of cases the company elects or appoinis to the board an
individual connected with the managing underwriter. BarChris
notwithstanding, section 11 had not lived up to expectations.

The distinction between the duty of an inside director and
outside director is implicitly, if not expressly clarified by the
BarChris court’s treatment of the several directors. First, all the
directors who actually engaged in the operation of the corpora-
tion’s affairs were presumed to have had the complete knowledge
of one ordinarily in that position. If such knowledge and
familiarity is relevant to expertised portions of the registration
statement the director will have a correspondingly more difficult
task proving he had no reasonable ground to believe that any of
the statements contained therein were untrue. This is evidenced
by the court’s ruling that the chief financial officer and comp-
troller had failed to establish their belief in the truth of the
financials and as a consequence were held liable as to the ex-
pertised portions of the registration statement.

As to a reasonable investigation of the non-expertised por-
tions the court was less succinet in making a distinction between
the inside and outside directors, ultimately holding them all
liable under the same standard based on the fact that none had
made an investigation. But again, it would appear that the in-
sider will have a correspondingly more difficult task in sustain-
ing his burden simply because of his familiarity, or presumed
familiarity, with the corporate affairs and operation. It might
be that nothing short of a wholesale investigation by the insider
will relieve him of Liability, where as in the case of the outside
director a reasonable investigation may be established by 2 show-
ing that minutes of the parent and subsidiary corporations were
read, the major contracts studied, and the account books, order
books and other important corporate documents examined. Im
addition to this, there of course must be a showing by the di-
rector that he read and was familiar with the registration state-
ment,

But this may be a too simple reading of BarChris, at least as
concerns the outside director. One inescapable conclusion must

Published by Scholar Commons, 1969
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be reached: there must be more than just an investigation, there
must be verification based upon personal kmowledge and this
belies another factor, the vitality of which may have been
prophesied by way of dictum as early as 1987, where, in Mertin
v. Hull** the court, after discussing the requirement of reason-
able investigation stated:

All these [directors, etc.] are liable to the buyer not only
if they cannot prove they did not know of the flaw in
the information offered the public but also if they
cannot prove that they could not have found that flaw
‘after reasonable investigation’. . . . This throws upon
originators of securities @ duty of competence as well
as inmocence. 28

A. proper investigation is going to require an expertise on the
part of the director of the operation of the business. One could
not intelligently examine contracts, factoring agreements, or for
that matter the minutes of the parent and subsidiary corporations
and hope to glean their significance without some sophistication.
The facts of BarChris illustrate this point well. For instance,
Judge McLean states that had the minutes of the subsidiaries
Bridge and Yonkers Lanes been read the fact that BarChris was
about to operate them would have been disclosed.’?? If this fact
were known to the two outside directors, Auslander and Rose,
would it have had an impact upon them? The court held that the
failure to disclose the possibility of operating these two alleys
was a material misstatment in that BarChris was not described
as an operator of alleys in the description of business portion of
the registration statement.?® Further, Bridge and Yonlkers
were included in sales for the first quarter of 1961 (the un-
audited figures) and thus caused an overstatement in sales which
was held to be a material misstatement.*>® The Bridge fransac-
tion was a complex transaction where BarChris ultimately
acquired the stock of the purchasing company.*3® There had in
fact been a contract in 1960, and a portion of the selling price of
that contract was held to be properly included in sales in the
1960 figure under the percentage of completion method. How
were these two directors, one of them an engineer, to know that

125, Supra note 109.
126. Id. at 210 (emphasis added).
127. 283 F. Supp. at 691,
128, Id. at 678.
129, Id. at 668.
Id.

https://scholarcommons.sc.edu/sclr/vol21/iss5/2
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the acquisition of the Biel Land Development Co. stock (the
original purchaser of Bridge) converted the transaction into an
intracompany one as of March 31, 1961? With Yonkers Lanes
the court stated that the executive committee minutes on March
18, 1961, would have indicated that there was no confract for this
center, but it wasn’t until May 4, 1961, that BarChris formed a
subsidiary which eventually operated Yonkers.13*

‘Whether the outside directors would have discovered these
flaws is a matter for speculation. Suffice it to say for the
moment that sophistication and competence may well play a
major role in determining whether a sufficient investigation had
been made. This belief is grounded on a literal interpretation
and analysis of section 11(¢) and its attendant trust law implica-
tions. A reasonable investigation is that required of a prudent
man in the management of his own property. Could a director,
after having shown a relatively extensive investigation, state to
the court that the lack of business acumen or lack of acumen in
the particular business was the cause of his failure to uncover
the flaws? Would this not be a request to stretch the mandate
of section 11(c¢) beyond proportion?

It will not be argued here that both insiders and outsiders
should, or could, be held to the same standard; obviously, the
insider is going to have a much heavier burden to carry, and
justifiably so. But nevertheless, such hypothecation can be dan-
gerous and misleading, as is every generalization. The fact that
the insider has a heavier burden will not lighten the load to be
carried by the outsider.

It seems to the writer that Judge McLean was correct in
initially holding each director, new or old, to the same standard,
tnereasing the burden of each according to his exposure in pre-
paring the registration statement and his exposure to the machi-
nations of the business. Neither inside nor outside director can
claim a lack of expertise or competence as regards ordinary busi-
ness procedures, but the outside director may escape liability on
the uniqueness or complexity of a particular transaction if he can
show that a reasonable investigation would not necessarily have
disclosed the flaw, whereas an insider, involved directly in the
transaction, could not avail himself of this defense.

The above reasoning would seem to hold especially true to the
attorney-director situation, although the BarChris court had

131. Id.
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little difficulty in finding that the attorney-director failed to do
even some of the things that the ordinary outside director should
have done,

Two points ought to be emphasized. One, the director-at-
torney, who also prepares the registration statement, is in a pre-
carious position, in that he will probably have to prove that he
was quite familiar with all aspects of the business, and his lack
of competence or knowledge will not only prove to be no defense,
but rather will emphasize his duty to be more sophisticated as to
the corporation’s affairs. Two, the director-lawyer who does not
prepare the registration statement probably stands in the same
shoes as any other outside director, unless it is shown that he,
because of his professional acumen, had acquired a more particu-
larized lkmowledge of the corporation. A collateral question is
raised as to investor reliance upon the particular director because
of his professional status. Will potential investors glean from
the prospectus that the director is an attorney as well and does
this result in added reliance? Will the ordinary investor assume
that when playing the role of director the attorney lends his
professional criticism to transactions of the corporation or gives
his professional blessings to those transactions?

Lastly, does his very position of trust in the community as an
attorney carry over in giving respectability to the board and thus
add dignity to the prospectus? These questions highlight the
dangers facing not only attorney-directors, but others as well
who are possessed of special qualities.

In a recent article the contention was made that the ordinary
investor would not rely on a director who had been elected to the
board only one month before the effective date of the registra-
tion statement:

These men had a most peripheral place in the scheme of
distribution and were not really in a position to afford
the investor much additional protection.132

This contention belies the fact that an investor may give
greater weight to the name, reputation, expertise or business
acumen of the director, rather than to the length of his service.
Indeed, the name of a respected financial figure would seem to
have a greater effect upon the investor than would the name of

132, Comment, BarChris: Due Diligence Refined, 68 CoLum. L. Rev. 1411,
1417 (1968). .
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some obscure hard working, well-informed director. Congress
has already indicated that investor reliance dictates the im-
portance of the role to be played by each individual in the dis-
tribution process.!®® To possibly avoid this potential added
burden it is suggested that the prospectus specifically indicate
what directors are “outside”, what it is that they actually con-
tribute to the corporation by way of guidance, and if they possess
special capacity whether this capacity is being specifically uti-
lized by the corporation.134

2. The Underwriters Duty to Investigate. Judge MecLean’s
decision, so far as it concerned the underwriters in BarChris,
should have come as no surprise; indeed, unlike the outside di-
rectors, the underwriters were specifically slated much earlier
than BarChris, to have a special role in a public offering,'3% and
this role was particularly characterized in two prior SEC
decisions.

As early as 1953, in Charles E. Bailey and (0.,2%% the Com-
mission had stated that underwriters must be particularly careful
in verifying the issuer’s self serving statements, especially when
there is 2 new and speculative venture to be financed, and espe-
cially when the statements concerned the issuer’s operations and
prospects.

In Bailey, the underwriters’ defense was based on a prelimi-
nary investigation of the company’s affairs with the con-
tention that such investigation was sufficient to satisfy the
underwriters’ duty. A further contention was that the under-
writers were not responsible for the contents of the prospectus,
since it contained information supplied by the issuer, on which
they were entitled to rely. The Commission specifically rejected
these contentions.'3?

133, H.R. Rep. No. 85, 73d Cong., 1st Sess. 9 (1933). See note 119 supra.

134. Unlike those of the officers, the past business positions of directors need
not be indicated in the registration statement. See form S-1 (Registration
Statement under the Securities Act of 1933) Item 16 (rev. 1955) 1 CCH Fed.
Sec. L. Rep. { 7123, at 6208. Note, Escott v. BarChris, supra note 96, at 918,
n. 51. The article makes the suggestion that new directors not be selected unti]
after the public offering. Id.

135. H.R. Rep. No. 85, 73d Cong., 1st Sess. 5 (1933). Therein underwriters
were characterized as fiduciaries, responsible for a high standard of care, com-
petence, and honesty.

136. 35 S.E.C. 33 (1953).

137. For an extensive discussion on the Bailey case with emphasis on the
Commission’s treatment of the underwriter’s defense see Israels, Edited Selec-
tions from the San Francisco Meeting, 18 Bus. Law. 27, 32 (1962).
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In The Richmond Corporation,*® the Commission made it
even more clear that reliance upon the issuer’s representations
did not satisfy the requirement of a diligent investigation into
the issuer’s business and a verification of the accuracy of the
information contained in the prospectus. The underwriters’ in-
vestigation in Richmond consisted of visits to two of the issuer’s
three tracts of land, an examination of the stockholders’ list and
the acquiring of a credit report on Richmond; “as to all other
matters in conjunction with the registration statement the under-
writers apparently relied only on representations of registrant’s
management. Such limited investigation clearly did not measure
up to the degree of care and diligence required of an under-
writer.”130

Although Bailey and Richmond were actions dealing with sec-
tion 15(b) of the Securities Exchange Act'4® (broker-dealer
revocation) and section 8(d) of the Securities Act'4! (stop order
proceedings) respectively, the standards enunciated in both are
and should be equally applicable to actions brought civilly under
section 11.

If a failure to make a reasonable attempt to verify the
data presented to the underwriters by the company of-
ficers is a sufficient basis for revocation of a broker-
dealer registration, it certainly seems sufficient to con-
stitute a basis for imposing the statutory liability of
section 11.142

The Richmond case provides even a richer source for com-
parison, The Commission there was directly concerned with a
false registration statement and ultimately issued a stop order
prohibiting the stock from being issued. The Commission, as
above noted, made a finding that the underwriters had failed to
perform their duty properly.

That Rickmond and Bailey were precursors to Bar(hris leaves
little to speculation. Whether adjustments were made by the
underwriters as a consequence leaves a great deal to specu-
lation.148

138, 41 S.E.C. 398 (1963).

139, Id, at 405.

140, 15 U.S.C. 780(b) (1964).

141, 15 U.S.C. 77h(d) (1964).

142, Supra note 132, at 1418.

143, From the survey taken of counsel, infra, there was every indication that
Richnond had no impact whatsoever.
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The pronouncements in the two cases were in no way revolu-
tionary, but rather were dictated by well-established guidelines.
In 1933 Congress defined the standard to be maintained by
underwriters.'#* Viewed retrospectively, in light of the policy
statements of Congress, and the policy considerations advanced
by the SEC, there seemed to be little foundation for assuming
that the underwriters would be held to a lesser standard under
section 11; yet, the underwriters in BarChris attempted to argue
that the lesser standard existed by virtue of state corporation
law,'*5 making no attempt to overcome the broad postulations set
forth in Bailey and Rickmond.

An underwriter, by lending his name and his reputation to
the offering, solicits from the public reliance and trust. By his
involvement the implication arises that an investigation has been
made by the underwriter, an investigation sufficient to satisfy
the underwriter as to the integrity and honesty of the issuer and
as to the accuracy and adequacy of the prospectus.!®

144. Supre note 135.

145. 283 F. Supp. at 696. Swupra notes 93-95, and accompanying text.

146. Several lay books are written wherein the underwriters’ role in investi-
gation for a public offering is described. D. H. BELLEMORE, INVESTMENTS:
PRrINCIPLES, PRACTICE AND AnaLysis (2d ed. 1966) describes the extensiveness
of the investigation to the general investing public:

The Preliminary Investigation. If the originating investment bank-
er has not dealt previously with the issuer he may decide to make
a brief preliminary investigation, which may save the expense of a
complete investigation if the issuer is found to be unsatisfactory.
This investigation will include a review of the industry situation
and the company’s position in the industry based on information
that is readily available. If the preliminary study is favorable and
the investment banker believes that further investigation is justi-
fied he will request assurance from the issuer that he is to have
first priority for the proposed underwriting. With this in hand, he
will initiate a complete, thorough, and far reaching investigation.
The Complete Investigation. The complete investigation is much
more comprehensive and may be broken down into an accounting
and financial section, an engineering section, a legal section and a
general section. Not only is the staff of the buying department fully
utilized, but outside accountants, engineers, and lawyers are fre-
quently called upon to supplement the work of the buying staff in
the case of large issues. Frequently much of the information is
handled by representatives of the issuer and then checked by the
originating investment banker.
Id. at 203 (emphasis added).

See also as to the underwriter’s reputation and public reliance, C. IsreaLs &
G. Durr, WrEN CorroraTiONS Go PusLic 43 (1962) ; BAnGeR, TORGERSON &
GuTEMAN, INVESTMENT PRINCIPLES & PRACTICES 89 (1961) ; RopInson, GOING
PusLic 20-21 (1961) ; DonNALpsoN, CorPORATE FINANCE 398 (1957) ; Gourrick,
Investment Banking Methods Prior to and Since the Securities Act of 1933,
4 Law & ConTEMP. PROB. 44, 46-47 (1937) ; Douglas & Bates, Some Effects of
the Securities Act of 1933 Upon Investment Banking, 1 U, CaI. L. Rev, 283-84
(1933) ; cf., United States v. Morgan, 118 F. Supp. 621, 655 (S.D.N.Y. 1953).
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Even as an ordinary business venture between the underwriter
and the issuer, especially in a complete undertaking, where full
financial responsibility is placed with the underwriter, as op-
posed to a “best efforts” underwriting, the underwriter should
do no less than thoroughly investigate for its own financial safety
irrespective of investor considerations. As indicated in Rick-
mond, citing United States v. Morgan,'*" an antitrust suit under
the Sherman Act, wherein the defendants jointly issued a state-
ment as to the standards and practices of investment houses:

The first step of the investment banker, . . . is to make
an investigation of the company, including among other
things its corporate and capital structure, its present
and future financial needs and its financial condition.
The investigation itself is usually very extensive and
detailed, and involves extended conferences with the
issuer’s officers, counsel, and accountants. It involves a
complete review and analysis of the financial statement
of the issuer for a considerable period in the past, and
it involves going behind such statements to appraise
the true value of the assets shown.148

Judge McLean, although stating that no rigid rule could be set
concerning the degree of investigation to be made by the under-
writers,'#® made it crystal clear that the underwriters’ position
was adverse to the issuer and as such no reliance could be placed
on any of the representations of the issuer’s officers.® Thus, it
is reasonable to assume that in order to follow the court’s man-
date a complete independent investigation must be made by the
underwriters. Holding the underwriters to this high standard
does not make them “guarantors” ;15! quite to the contrary, a rea-
sonably diligent investigation into “material” areas, with in-
dependent verification of management’s representations could
satisfy section 11(b), absolving the underwriters from liability
even as to misrepresentations not uncovered. Of course, this
assumes that the investigation and verification was performed
in a competent manner. But no investigation or only a partial
investigation will automatically result in liability at least to the
extent that the underwriters will be liable for all misrepresenta-
tions which a “proper” investigation would have uncovered.

147. 118 F. Supp. 621 (S.D.N.Y. 1953).

148, Id. at 655.

149. 283 F. Supp. at 697.

150, Id, at 696.

151. S.E.C. Release No. 3-45, Sept. 22, 1933, 11 Fed. Reg. 10947.
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Further, since it is speculative whether such investigations
“could” have in fact uncovered the misrepresentation doubt will
usually be resolved in favor of the plaintiff on the presumption
that an investigation into those matters “would” have revealed
the inaccuracy.

The danger to underwriters, and to outside directors as well, as
previously pointed out, is that they may be liable for misrepre-
sentations that reasonable and diligent investigation may mnot
have uncovered. Thus, the degree of investigation is largely for
personal determination. The underwriter must investigate those
areas which he knows or feels are “material” and on which
the investor will place reliance.

Judge McLean held the “group” underwriters liable for
Drexel’s failure to conduct a reasonable investigation.’®> The
facts were indisputably clear that the underwriters conducted
no investigation apart from the managing underwriter. The
decision came as no shock to the group for two reasons: one,
section 11 makes no distinction between the managing and other
underwriters; and two, it is common practice, when there is
more than one underwriter, which is the usual case, to have the
managing underwriter conduct the entire investigation.®® The
only obligation of the group is to contribute to the financing,
that is, to assume the obligation for a portion of the offering.
The group is usually resolved to stand or fall with the managing
underwriter as the case may be. As we shall see later, in the
survey, this attitude has not changed appreciably.

The only “investigation” undertaken by the group was at the
customary due diligence meeting,'5* wherein the underwriters
questioned certain of the officers, the issuer’s counsel, and the
accountant. The due diligence meetings are thought to be worth-
less by many, serving only to give underwriters selling informa-
tion about the company.t5® ’

‘Whether it is more profitable for the group underwriters to
stand or fall with the lead underwriter is again a highly specula-

152. 283 F. Supp. at 697.

153. See note 146, supra.

154, See Trial Memorandum No. 2 of Defendant Underwriters and D. B.
Coleman at 73-74, Escott v. BarChris Constr. Corp., 283 F. Supp. 643
(S.D.N.Y. 1968), and Note, Escott v. BarChris, supra note 96, at 911, n. 20.

155. See Symposium of the Section of Corporation, Banking and Business
Law of ABA, Current Problems of Securities Underwriters and Dealers, 18
Bus. Law. 27, 42-43 (1962) ; BarChris Conference, supra note 105, at 542-43.
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