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The recent summary judgment decision in In re
WorldCom, Inc. Securities Litigation (WorldCom) exposes
a stark asymmetry between the legal duties of underwrit-
ers and realities of practice.1 The opinion of the
Honorable Denise L. Cote of the US District Court for the
Southern District of New York seemingly is premised on
the determination that underwriters have a responsibility
to complete exhaustive due diligence despite the time
pressures of condensed shelf-registration statements. 

And this investigation may not be truncated:
Underwriters may not be able to rely solely on auditors’
“comfort letters” for unaudited quarterly financials or
on audited annual financials when there is any red flag
that suggests that something may be amiss. Accounting
imbroglios have changed the landscape of securities lia-
bility and, with WorldCom, have resulted in judicially
created rules that ultimately may increase the due dili-
gence obligations of underwriters. Indeed, the
WorldCom court approvingly referred to academic
descriptions of underwriters as “reputational intermedi-
aries” and “gatekeepers.”2 This article summarizes the
WorldCom opinion and provides suggestions on how
underwriters can minimize potential liability.

WorldCom Background

In June 2002, WorldCom shocked investors when it
announced a major restatement because it had improperly
capitalized more than $3.8 billion in expenses. No one

knew the full extent of WorldCom’s financial throes until
two years later when, after emerging from bankruptcy as
MCI, the company restated its earnings for 2000 and
2001. The restatements made approximately $76 billion
in adjustments and reduced the company’s net equity
from around $50 billion to negative $20 billion. 

Not surprisingly, shareholders initiated securities
class actions after WorldCom’s stock price plummeted.
The shareholder litigation focused primarily on two pub-
lic debt offerings: $5 billion in 2000 and $11.9 billion in
2001 (the largest public debt offering in US history).3
The registration statements for the offerings incorpo-
rated WorldCom’s 1999 and 2000 Forms 10-K, includ-
ing unqualified audit opinions by Arthur Andersen, and
its Forms 10-Q for the first quarters of 2000 and 2001.4

For due diligence purposes, the underwriters relied on
Arthur Andersen’s audit opinions for WorldCom’s annu-
al financial statements and on comfort letters for the
unaudited quarterly financial statements. Unbeknownst
to the underwriters was the fact that, on April 20, 2001,
WorldCom began to capitalize “line costs” by transfer-
ring $771 million in expenses to an entry labeled “pre-
paid capacity.” WorldCom made this change so that the
“E/R ratio,” comparison of line-cost expense to rev-
enues, would appear “fairly consistent” between 2000
and 2001.5

The class action complaints alleged, among other
things, that the two bond offerings violated §§ 11 and 12
of the Securities Act of 1933 because the prospectuses
and registration statements contained WorldCom’s inac-
curate financial statements. The underwriters moved for
summary judgment on the grounds that: (1) they had
relied on an Arthur Andersen’s audit opinion and comfort
letters as to the accuracy of the financial statements and
(2) they “had, after reasonable investigation, reasonable
grounds to believe” in the accuracy of other portions of
the prospectuses and registration statements.
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The court denied the underwriters’ motion, holding that a
comfort letter was not an expert opinion and, therefore, no
reliance defense was available for unaudited financial state-
ments. The court raised the bar, however, when it stressed that
even audited financial statements must be investigated:
Underwriters may not blindly rely on an expert opinion when
red flags call the auditor’s opinion into question. 

Reliance and Due Diligence Defenses

Section 11(b) of the Securities Act provides two
defenses to claims of liability for false and misleading
registration statements: the reliance and due diligence
defenses.6 The reliance defense recognizes that under-
writers cannot audit the books themselves. For this rea-
son, an underwriter defendant will be protected from
liability on parts of the registration statement that are
based on an expert’s (e.g., auditor’s) authority, if he does
not believe, or have any reason to believe, that those
parts of the registration statement are inaccurate.7

For portions of the registration statement that are not
“expertised,” that is, that do not purport to be made on
the authority of an expert,8 an underwriter defendant
will not be held liable if he makes a higher showing of
due diligence (i.e., a “reasonable investigation”):

[H]e had, after reasonable investigation, reason-
able ground to believe and did believe, at the time
such part of the registration statement became
effective, that the statements therein were true
and that there was no omission to state a material
fact required to be stated therein or necessary to
make the statements therein not misleading.9

WorldCom (Re)defines “Expertised”
Portions of Registration Statements

The WorldCom court concluded that unaudited finan-
cials and comfort letters do not qualify as expertised
portions of the registration statement.10 This conclusion
was based on the fundamental differences between
annual audits and quarterly reviews. Typically once a
year, in conjunction with a company’s annual 10-K fil-
ing, an independent auditor will systematically audit the
company’s books and records and then give its opinion
as to whether the company’s financial statements are
presented in accordance with Generally Accepted
Accounting Principles (GAAP). This opinion usually is
incorporated into the company’s public filings.

The quarterly financial statements (10-Qs), while
reviewed in accordance with Generally Accepted

Auditing Standards (GAAS), are not subject to the rigors
of an audit. Thus, when unaudited quarterly financials
are incorporated into a registration statement, auditors
routinely will provide a comfort letter to the underwriters
that provides representations about the auditor’s review
of the interim financial statements.11

Citing an SEC opinion and Rule 436, WorldCom
concludes that an auditor’s opinion on a company’s
unaudited quarterly financial statements, that is, com-
fort letters and reviews of unaudited interim financials,
does not qualify as an expert opinion and cannot be the
basis of an underwriter’s reliance defense under § 11 for
summary judgment purposes.12 Only audited 10-Ks
that are incorporated in a registration statement with
the consent of the auditor may be used as the basis for
a reliance defense. The court, however, emphasized
that, while reliance on comfort letters alone may be
insufficient for summary judgment purposes, such
reliance will still be important evidence in an under-
writer’s favor at trial: 

In order to succeed with a due diligence defense,
the Underwriter Defendants will have to show
that they conducted a reasonable investigation of
the non-expertised portions of the Registration
Statements and thereafter had reasonable ground
to believe that the interim financial statements
were true. In assessing the reasonableness of the
investigation, their receipt of the comfort letters
will be important evidence, but it is insufficient
by itself to establish the defense.13

Red Flags May Preclude 
Reliance Defense

According to WorldCom, even audited financial state-
ments may not be the safe harbor they once were. The
WorldCom court stresses that underwriters may not
blindly rely on an expert opinion when they are put on
notice by certain red flags calling the auditor’s opinion
into question: 

Underwriters’ reliance on audited financial state-
ments may not be blind. Rather, where “red
flags” regarding the reliability of an audited
financial statement emerge, mere reliance on an
audit will not be sufficient to ward off liability.14

The court defined a red flag in this context as “[a]ny
information that strips a defendant of his confidence in
the accuracy of those portions of a registration statement
premised on audited financial statements.”15 Red flags
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include events that would put a reasonable party in the
defendant’s position on notice that the company was
engaged in wrongdoing or may be defrauding its
investors. The court cited several examples of red flags
that could potentially preclude a reliance defense:

• Three reserve changes over a period of four years;16

• Reliance on back-dated contract without any further
investigation;17

• Expense-to-revenue ratio that was significantly lower
than the equivalent numbers of a company’s two
largest competitors in a competitive market;18

• Deterioration in large portion of business with no
goodwill and asset impairment charges.19

At times, the determination of what constitutes a red
flag may be a fact-intensive inquiry inappropriate for
resolution on a summary judgment motion:

[W]hat constitutes an ordinary business event and
what constitutes a red flag is an issue of fact. These
are exquisitely fact intensive inquiries that depend
on circumstances surrounding a particular issuer
and the alleged misstatement. There is no category
of information which can always be ignored by an
underwriter on the ground that it constitutes an
ordinary business event. What is ordinary in one
context may be sufficiently unusual in another to
create a duty of investigation by a “prudent man.”20

But this does not mean that summary judgment is
never proper: Motive and opportunity allegations do
not give rise to a duty to investigate. The WorldCom
court granted summary judgment in favor of defen-
dants in holding that the personal financial situation,
including heavy dependence on the issuer’s stock
price, of an executive in a position to affect the integri-
ty of financial reporting is not a sufficient red flag.21

Compressed Due Diligence

The scope and extent of an underwriter’s due dili-
gence has changed over time. While the Securities Act
envisioned a strong gatekeeping role for underwriters,
this role changed with increasingly relaxed regulatory
requirements. In the 1980s, the SEC introduced a short-
ened registration form, a Form S-3 or short form, that
minimized offering transaction costs by allowing incor-
poration by reference of Exchange Act filings.
Simultaneously, the SEC introduced Rule 176, which
introduced a judicially endorsed sliding scale for deter-

mining whether an underwriter’s investigation is reason-
able.22 Rule 176 also acknowledged that “techniques of
conducting due diligence investigations of registrants
qualified to use short form registration . . . would differ
from due diligence investigations under other circum-
stances.”23 As the mechanics of public distributions
changed, the formerly practiced due diligence level
became impracticable.

The underwriters in WorldCom conducted due dili-
gence that was constrained by time and scope. The lead
plaintiff argued that the inquiries for the 2000 and 2001
debt offerings were cursory—only a week long in
2000—and had failed to probe behind the issuer’s for-
mulaic answers. Defendants responded that they easily
satisfied the due diligence factors considered by Rule
176: WorldCom was a well-established issuer; the bonds
were investment-grade securities; they conducted inter-
views of the CFO and auditors; they assigned experi-
enced personnel to the due diligence teams; the offering
was a shelf-registration; analysts and credit reporting
agencies followed WorldCom; and they were not
responsible for preparing or reviewing the interim finan-
cial statements. Although many factors weighed in
defendants’ favor, the court found that the reasonable-
ness of their investigation was ultimately a question of
fact for the jury. 

This judicial reluctance to grant summary judgment
contrasts with previous decisions: “[T]he due diligence
defense is a statutory standard; as such, its application to
undisputed historical facts should normally be a matter
for the judge. . . . These policy implications favor sum-
mary judgment as the preferred means of resolution.”24

Nonetheless, WorldCom should not be read to preclude
summary judgment in all circumstances on the due dili-
gence defense. Judge Cote acknowledged that summary
judgment may be warranted when the underwriter
defendant demonstrates that it engaged in an “extensive”
and “meaningful” investigation.25

From Diligence to Disclosure:
Registration Statement Omissions

The underwriter defendants in WorldCom also sought
summary judgment claiming that the alleged omissions
were not actionable. A duty to disclose arises only when
“disclosure is necessary to make prior statements not
misleading.”26 No duty to disclose exists when the infor-
mation is a “matter of general public knowledge” because
investors should already be aware of such information.27

For summary judgment purposes, the court held that
whether certain facts needed to be disclosed is an issue of
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fact for trial, even if they were publicly reported previ-
ously and were not required to be disclosed by regulation.

The underwriter defendants argued that it was not a
material omission not to disclose a Department of
Justice Antitrust Division decision to recommend
against approval of WorldCom’s merger with Sprint
because the registration statement warned that the merg-
er was subject to government approval and the news
media widely reported the Antitrust Division’s decision
on the day before the registration statement was filed.
Despite the public disclosure and cautionary language,
the court held that a genuine issue of material fact
existed as to whether the Antitrust Division’s decision
should have been disclosed in WorldCom’s filing.28

Thus, an omission of a material fact from a registration
statement can be actionable, even when that fact is
publicly reported by news media and the registration
statement contains cautionary language: 

[T]here are “serious limitations” on a Section 11
defendant’s ability to “charge its stockholders with
knowledge of information omitted from a prospec-
tus on the basis that the information is public
knowledge and otherwise available to them.”29

The lead plaintiff also asserted that the underwriter
defendants should have disclosed supposed conflicts of
interests. The underwriters argued that the purpose of
the registration statement is to disclose information
about the issuer, not the underwriter, and that Regulation
S-K specifically identifies required disclosure informa-
tion about the underwriters. Again, the court denied
summary judgment, holding that “an underwriter or
issuer’s conflicts of interest can constitute material omis-
sions, even where no regulation expressly compels the
disclosure of such conflicts.”30

Not every fact, however, must be disclosed in a regis-
tration statement. For example, an underwriter has no duty
to disclose its own internal downgrades of a company’s
credit rating.31 Nonetheless, these credit ratings may “help
to raise material issues of fact as to whether” a registration
statement “adequately describe[s] the risk of investing.”32

Additionally, issuers do not need to go beyond the require-
ments of Item 504 in describing use of proceeds (e.g.,
describing a use of proceeds for “general corporate pur-
poses” may include funding negative cash flow).33

Conclusion

While SEC rules regarding due diligence have not
changed, the judicially created rules have: Underwriters

may bear a heavier due diligence burden post-WorldCom.
The complete impact of Judge Cote’s decision is still
unknown because the decision was limited to the under-
writers’ summary judgment decision. Arguments that did
not sway Judge Cote at the summary judgment stage may
well prevail at trial. 

As always, prevention may be the best cure.
Underwriters must be vigilant in conducting due dili-
gence and evaluating red flags. Comfort letters and other
assurances from auditors and management remain critical
to offering investigations but, alone, they may be insuffi-
cient. Using the WorldCom opinion as a guide, under-
writers can minimize such personal exposure by
completing thorough, well-documented investigations.
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• Do not rely on interim quarterly reports or comfort
letters; these are not “expert” portions of a regis-
tration statement.

• Due diligence duties of the underwriter are not
lessened with shorter-fused shelf-registrations.

• Red flags are more dangerous when dealing with
registration statements.

• Conduct thorough due diligence, including
reviewing internal documents, critically question-
ing management, interviewing suppliers, cus-
tomers, and distributors, and conducting any other

investigation necessary to verify the veracity of
the registration statement.

• Include all material information in the registration
statement, even if that same information was widely
publicized through national news media.

• Although the underwriter has no duty to disclose
internal credit evaluations, these credit evaluations
may be used in evaluating the quality of the
description of investment risk.

• Consider including a “risk factors” section in a
registration statement, even though not required
by regulation.

Due Diligence Lessons from WorldCom


