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New York high court ruling lecves underwriters exposed to litigation from both sides on IPOs

By Sannna Rusixn
Senior Business Writer

lead underwriter may have

a fiduciary duly to on issuer

when pricing an indtial

public offering if 1t talks

about using its expertise

when pl for the , Mew
Yorits highest court has held in a bench-
mazk miing the securities indusiry calis
af “great concern,”
EBC I Ine. v Goldman Sachs & Co.
cuts to the very heart of dealings be-
ween underwriters snd their cients.
While the New York Ceurt of Appenls
decision is narrow, the pessibiiity an ad-
visory relationship could be created by a
fead underwriter pledging 10 use its
market knowladge 1o achisve a suceess-
ful publie offering — long eansidered an
armis-length cemmercinl transacifon —
has sent a jolt through Walf Sivet.
“My view, the Sireet’s view, at Teast the
undenwriting side of the Streat, is that the
Court of Appeals ias misconcelved how
tiese relationships work,” says Lestie Sil-
verman, 8 corporate partier af Cledty
Gottlieh Steen & Hamilton, The New York
firm prepered an amizus brisf fos the Se
curities ndustry Assoclation in a vein at-
terapt to convince the appesls court 1o
fverturn the lower-court decisien,
*Saying ‘we're going to work with you

to help you achieve a suecessful offering’
is what everyone says. Undenwriters are
always trying 1o sel! themisulves to some
degree becayse there's competition and,
If you want to be the jead undernvriter,
you aeed 10 shine in o beauty conrest,
“The cownrt saiid this Is different fronz a
standard underwriting — and unforsu-
rately its nol This is what happeas all
the time and 1 don't think it creates this
kind of relationship. 1 think it’s sales talk
that ought te propetdy be distinguished
from an gdvisory relationship”
The assacintion, which represents
nearly $00 U5, investment banks, bro-

ker deaters and mumal funds, safd in s
Brinf that tha chilectivecs af undacwritar
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Gift Horton, a senfor Utignlor at Blakes In Toronto, says precedent suggests a Canadian caurt coutd agvee with the 1.5, rullng.

designed $o safeguard ivestors?

And the declslon reaches dcross the
horder. Its conumon for underwriters
such as Geldman Sachs, Merrill Lynch
und Margan Stanley to stipulate that
ngreements on cross-border deals e sub-
Ject to Mew York law, And it not undieard
of when they lead all-Canadizan deals.

8ill Horton, z senior jitigator at
Blalke Cassels & Graydon in Toronto,
says precedent suggests n Canadian
court could find the same way. He said
the Ontarin Court of Appeal helé in
Standard Investments Lul. of al. v
Cuanadign Imperial bank of Commerce,
that a fingacial instiution can havea
fiduciary duty to a client to disclose an-
other transactien with respect to the
same securities.

He also pointed to Drabinsky v. KP-
MG et al,, in which Oatario’s Superior
Caurt found the fduciary duty of an ad-
visor gaes "beyond the duty not ta dis-
clase canfidential information”

“1 think on the basts of these rases, ¢
Canadian eourt wewld have no difficalty in
finding that a broker who edvises a chient
o $he price a1 which 4 secusity should be
affered may have @ duty — depending on
&l the facts that are proven at trial — 10
disclnse any other transactions [n which
the broker is involved for i2s ovn account
refating to the same securities; he says.

*§ rn not sare that the basis for liabik
ity in Canada weuld necessarily be
breach of fidueiary duty, I don't think
that the Canadlan court would so easily
dismiss the other possibie causes of ne-
tien such as misrepresentation, unjust
enrichment and breach of consraet”

John Savarese, a Hugator a1 Wachtell
Lipton Rosen & Katz — wihich was not
inveived in ¢Toys — says {t's disturhing
hat a simple allegation the refationship
went beyond underwriting is enough 1o
sustaln a fawsuit in the absence of any
{ermal advisory agreement.

I fact, Wachiell is 1elling #ts clients
the efnys decision is 2 reminder of the
“increasingly unforgiving nature of the
current iegal and repulatery lendsespe,

ruasmilecs nf uharthar ani enacific louror



matket knowledge to achieve a success-
ful public ciffering -- long considered sn

arms-fength commercial transaction ~ .

has sent a jolt haough Wall Street.

"My view, the Street's view, at least the

underwriting side of the Street, s that the
Court of Appeals has misconceived how
these relationships work,” says Leslie Sii-

verman, a corporate pastner at Cleary - 2

Gowlich Steen & Hamilton. The New York
firm prepared an amicis Srief for the Se-
curities Industry Associntion {n o vain at-
tempt to canvince the appeals court to
overtug the lewer-court decision. .
“Saylng Sve're polng to work with you

ie help you achieve a successiul offering’
is whot everyone says. Underwriters are

abways trylng to sefl themselves to some:
degree hecause theres compelition and,
§f you want to be the Jead underwriter,
you need to shine in o benuty contest.

“The court safd this s different from a
standard underwriiing — and unfortu. -
aately it's nat, This is what happens all -
the ime and [ don't think It creates this
kind of retationship. I think it's sales tatk
that gught o properly be distinguished

from mn advisory refationship”

The association, which ropresenis
nearly 600 U.8. investment banks, bro-
lier dealers and mutval funds, said in its
Brief that the objectives of underwriter
and Issuer “Infierently diverge™ when it
comes to pricing.

Undetwriters want a lower IPS price,
beeause they are going to reset] tie shares
il wwant to ensure demand and make
the maximum profit. The company wants
the highest prive possibile. That's why
pricing is negotisled between the two
sides, ench with its own Jegal counsel.

The asseciation said the fmposition of
a fiduciary duty Is “of great concern due
tg the harm it could cause™ [t sald it
wauld expose investment banks to "si-
mulianeous Habiity feom pasties on op-
posite sides of the buy-seli relationship
with inherently contradictary Interests”

But the majority of jadges on the
New York Court of Appeals, over a
strongly worded dissent, calied such
wamings “overstated” and said the deci-
sion is Hmited to aclions such as provid-
Ing advice on markes timing ~ although
most Issuers would expect that from
theirlead underwriter.

"I the extent underwriters function,
among otier things, as expert mivisers to
thelr clients or markat conditions, o fidu-
ciary duty may exist,” the panel said in the
June 7 decision, "Wo stress, however, that
the fiduciary duty we recognize is Iimited
to an underriter’s rele as adviser

*We do hot suggest that underwrilers
are fiduciaries when they arc engaged in
activities other tran rendering advice”

The eourt slowed the claim for
breach of fiduciary duty to proceed
based on allegations that Goldman acted
as an "exper? pdviser™ in helping & now-
defunet Iatemet company price its 170,
The companys ¢reditors are alleging
Goltlman underpdoed the issue to bene-
{it from arrangements with buy-side
cilents {o recelve 20%-10% of any prefit
from the sale of their affotment.

Thie New York Stack Exchange and the
Natlonal Asseciation of Secursities Deal-
ers both have rules pending that will pro-
ldibit inddeding, the practice of giving
favoured clionts a piece of an [FO 19 tum

a quick profit. But the possible creation
of a fduciary duty in law from that type
of transaction Is an eatlrely different
legacy, and react{on fins been swift.
invesiment banks are aiready looking
at amending thair standard form frm
underwriting agreements o expressly
discinims a fiduciary relationship — ai-
thougly it's not clear that would be
enovgh to keep themm off the hosk.

1 think you caun expect 1o see revi-
sions to negate this decision,” concedes
a senior litlgater at o tier-one Wall
Street firm, “People are alrendy looking
at IL They'd be erazy not o)
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The case distes back te 1559, when ECB
1 Int., whicht was then called eloys, re-
tained Goldmas Szchs as fead managing
undenvriter to toke the company public

It was a firm-commitment undes-
writing, in whickh the lead undersriter
punrantees the Issuer witl raise a fixed
amount of capitnl by buying the entire
offering, The two stles negotiate the
IPO prico and tl:e uaderwsiter buys the
shares at a discotnt, It then selis the
shares to the pablic and makes its
money on the spread.

With cToys, Goldman paid J5518.65 2
share and the TPO price was fised at
US$20. That put its profitat US$L.35z
share, or 6.75% of the offering proceeds,

When eToys starled trading May 20,
1538, it opened at US$72 but the in-
evitnble cuzphoria was short-lived, Less
than o year latet, the Interiset bubbie
hadd burst sid the shares were trading
below USS28, In 2001, the company filed
for bankrupicy protection In Delavware.

The US. Bankruptey Court appeinted
a creditors’ committee and authorized it
to bring sult against Goldman Sachs on
behal{ of the company.

‘The compizint safd cfoys hired Gold-
man te give it advice o a fair TPO price

and that, unbeknownst to the conspany,
the fnvestinent bank had delibemtely ug-
derpriced the issue in order 1o generate
higher profils for favoarod cients — and
fov itseif — once the shares started trading.

The commitice alleged Goldman
lad an advisory relatbonship with
eToys that was separate from the un-
derwriting relationship and whichk
gave rise to fiduciary obligations.

it argued oTeys hiod hired Goldman
te give it pdvice for the benefit of the
company, therefore the investment
firm had & duty to disclose any conflict
of interest conearning the pricing of
the ITQ. The eauses of action were
breach of fiduciary duty, breacl: of con-
tract, fraud, prefesslonat malpractice
and unjust ensichment.

The Mew York Supreme Court dis-
mizsed all bist the fiduciary duty claim,
snying "adthough the contract did not es-

‘We do not suggest
underwriters
are fiduciaries’

tablish a formal fduciary relationship ...
the pleading sufficiently maises an issue
as {0 the existence of an infonnal onel
The deciston ended up before the
New York Court of Appeals, which up-
held the ruling. Because it was o motion
to dismiss, the appeals court was re-
quired to treat 511 the allegations as trnze.
Galdman has denled the sliegations
and argued at svery level the relation-
sliip betwween Issuer and underwriter is
an aray's length commerciad one which
can't give fiseto fiduciary dutles.
Justice Carmen Besuchamp Cipar-
ick, who wrete for the mojority, called
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B Hotton, n senlor Hilgator at Blakes In Toronto, says precedent suggests o Canadian cowurd could ngree with the US. muting,

that view “unovailing.”

"Generilly, a bayer purchases z seflers
goods sl a whelesale price and attempts
to resell those goods at the highest possi-
bie profit” she wrote. “Such n transaetion
would negate any fiduciary duty concern-
ing pricing ndvice 25 no rational selior
would plaee trust in 8 buyer's pricisg giv-
en the pariies’ epposing Interests.

"Here, in contrast, Gotln:an Sachs
ard €loys agreed te = fived profit from
the selling of the seeurities — Goldman
Sachs was o recolve about 7% of the ol
fering proceeds. Thus ¢Toys aliegediy be-
leved its Iaterests and those of Goldman
Suchs werz atigned: the higher the price
the higher Goldman Sachs 75 profil”

JUDGE STRONGLY DISSENTS

Justice Susan Phitlips Read, writing a
vigerous nine-page dissent, said in aj-
fowing the claim lo go forward "he ma-
Jority disregards that ¢1bys was a sophis-
ticated, well-counselled business eatity”

She alse sided with the underwriting
industry and against the majority view
tlsat Goldman may have ad a duty to
give cloys the higliest price 25 part of its
commitment 4o the company.

“How may a buyer ever owe a dusty of
the highest trust and confidence 0 a
seiler regarding = negotinted pusrchase
price?” she asked. "The [nferests of buyer
and setler are invaciably not the same”

Justice Read disputed the view that
Gatdman "set” the price. She said it was
negotinted between sophisticated par-
ties, eack with legai representation and
based en not just anticipated demand
for the shares but on ¢Toys' historieat
performance, 115 business poteatial and
eammings prospects.

She said she is "less sanguine than the
majority abaut the consequences” of the
decision, which “wass against our prece-
dent and potentially cenfiicts with a
highly complex regulatory frumework

MG ef al,, in which Ontarios Stperior
Court feund the fiduetary duty of an ad-
visor goes “bevond the duty not to dis-
close confidensial infonnation”

I think on the basis of these cases, a

- Canadian eourt would have no dificulty In

- Tinding Usat 3 broker whe advises = client

*-on the price at which a security should be
offered niay have 2 duty — depending on

- af the facts that are proven at trizl — o
disclose any stlser transactions in which

the broker is involved for its own pecount

. relating to the same securities; he smyw.

°I am rot suye that the basis for Tiabil-
Ity in Canada would necessarily be

“breach of fiduciary duty, I dor’t think
that the Capridian court would so zasily

. Bismiss tle other possible causes of ne-

| tion such as mistepresentation, unjust
eprichment and breach of contract”

Jahn Saverese, o litigates at Wachtell
Lipten Resen & Katz — which was aet
Involved In eToys — says its disturbing

- that 7 simple allegation the relationship
went beyoud underwriting Is erough 1o
sastaln a lawsult in the abisence of any
formal advisory agreerment.

. In fact, Waclstell ix telling §ts clients
the €Toys decision Is a remindor of the
*increasingly unforgiving nature of the
cuerent jegal and regolatery landsceape,
regardiess of whether any specific law ar
tegulation is applicable”

“Not only have the regulators be-
comt tougher — bul so have the judges
in New York and the judges in
Lelnware who are invoived in shaping
the datles for directars and financla in-
stitutlons,” says Mr, Savarese, "That's
one of the lessons of the case.

“I think the cther §s [t will prove, in
time, to be a difficult peitcipte to cabin,
Yous can be sure plaintifls’ lawyers will
take maximun advansage of this decl-
slon and see I they can widen the scope
of duties financinl institttlons have in
otlier contoxts,

"We'li have to see what judges do with
this, but certainiy I think iUy = worry that
everyhody should have that the expand-
ing scope of fiduciary dulies Is going to
Yo npplied In other contexts”

Financial Fost
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