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Abstract

This article explores an understudied aspect of the Securities Act, the
gatekeeping regime for new companies seeking to offer their shares on the
public markets. The Securities Act constitutes a notoriously heavy hammer
not only on issuers who make material misstatements and omissions in their
offering documents, but on the gatekeepers that serve them. Among these
are the auditors, who review a company’s financials, and the underwriters,
investment banks who price, market, and sell the issuance. The threat of
Securities Act liability for gatekeepers has, for years, been understood as a
key enforcement mechanism for insuring good gatekeeping. But isit? Using
a dataset of over 3800 IPOS and IPO-related Securities Act lawsuits spanning
from 2000-2019, | find that that payments by auditors and underwriters in
settlements under the Securities Act are extremely rare, even in issuances
with potential indicia of faulty gatekeeping. Securities Act claims against
auditors are also rare, although such claims against underwriters are far more
common. This raises an important question: Does the threat of Securities Act
liability for gatekeepers have bite? | argue tentatively that indemnification
practices and the institutional structure of most securities class actions may
undermine some deterrent effect of the Securities Act against gatekeepers.
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l. Introduction

IPOs have been and remain the signature way for companies to go public.
For nearly the last hundred years, the heart of the regime governing IPOs has
been the Securities Act of 1933, which punishes material misstatements and
omissions in a firm’s registration statement and prospectus. This liability is
virtually strict. Issuers have no defense for such misstatements. In the IPO
process, firms are assisted by gatekeepers, predominantly investment banks,
who select and underwrite the offerings, and accounting firms, who prepare
the firm’s financials for public disclosure. These gatekeepers are also jointly
and severally liable for material misstatements and omissions in the offering
documents. The rationale for this system is generally thought to be that newly
public companies, about which little is known, should be induced to take
great care in their statements to potential investors, since few or no other
sources of information are available to the markets. This rationale also
applies to the investment banks and accounting firms — generally household
names — vetting those statements and marketing the securities lend their
substantial cachet to fledgling companies. These gatekeepers are also on the
hook under the Securities Act should the company not be all it claims to be.!
While they may benefit from a due diligence defense, the bar for it is high
and highly fact-specific.? The Securities Act is the “classic example” of the
imposition of rigid liability both on issuers and on gatekeepers to prevent
corporate wrongdoing.®

The primacy of the IPO has been challenged in recent years, as firms seeking
the liquidity of the public markets have sought more streamlined, less
expensive alternatives. The financial news has been larded with stories on
unicorns, direct listings, SPACs, and lamentations about the fewer, larger
firms that do ultimately make conventional IPOs.*  Yet despite

! See, e.g., Donald C. Langevoort, Hillary A. Sale, Corporate Adolescence: Why Did "We"
Not Work?, 99 Tex. L. Rev. 1347, 1374 (2021) (“[O]nly when faced with the public
regime, [and] their own potential for strict liability. . . [were WeWork’s underwriters]
forced to recalibrate and withdraw the offering.”); Brent J. Horton, Direct Listings and the
Weakening of Investor Protections, 50 Fla. St. U. L. Rev. 279, 306-07 (2023) (“This
second phase of merit review is motivated by the underwriter's desire to avoid liability.
Section 11 of the Securities Act imposes liability on the underwriter for any material
misstatement in the registration statement unless it can show that it had performed a
reasonable investigation giving rise to a reasonable belief that the statements were true.”).
2 Escott v. BarChris Constr. Corp., 283 F. Supp. 643 (S.D.N.Y. 1968); In re WorldCom,
Inc. Sec. Litig., 346 F. Supp. 2d 628 (S.D.N.Y. 2004).

3 John C. Coffee, Jr., Gatekeeper Failure and Reform: The Challenge of Fashioning
Relevant Reforms, 84 B.U. L. Rev. 301, 335 (2004)

4
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experimentation (or perhaps because of it), there is a growing consensus
among commentators that the IPO process works: the tremendous effort and
extraordinary fees involved in the diligence process — the checking and
double-checking of the company’s statements about itself as it goes public —
appear to result in public markets composed of firms that, by and large, are
non-fraudulent with at least a plausible business plan, in which it not patently
unsafe to invest.®

In this article, I explore how much gatekeeper liability under the Securities
Act has to do with this happy result. Using a dataset of over 3,800 IPOs from
1997 to 2019, | investigate the incidence and characteristics of Securities Act
claims against auditors and underwriters. Lawsuits under the Securities Act,
because of their potential harshness, are intentionally difficult to bring;
indeed, there are only 261 brought based on IPOs between 2000 and 2019,
the duration of my sample of lawsuits. This amounts to just shy of 7%, which
is roughly consistent with other studies® (although the percentage is higher in
more recent years). More striking is the rarity with which either auditors or
underwriters pay into settlements: only nine accounting firms and seven
investment banks made identified contributions to settlement awards over the
entire nineteen-year course of the sample. Accounting firms are also sued
remarkably infrequently: sixteen Securities Act claims in the sample name
the auditor for the issuance. Investment bankers, though they rarely pay in
settlements, are sued much more frequently, in roughly 80% of the Securities
Act claims in the sample.

What drives this dearth of successful Securities Act claims against
gatekeepers? One possibility is that underwriters and auditors, motivated by
the threat of substantial monetary liability under the act and hoping to benefit
from the due diligence defense in the event of a lawsuit, simply perform
excellent diligence. Thus, there is little reason to sue them, and no reason for
them to pay into settlements. Some characteristics of my sample could
support this argument. Of the 3,805 IPOs in my sample, only 85 (2.2%) file
for bankruptcy within three years of the IPO, and 16 (.39%) restate their
financials for fraud-related reasons within the same period. Only a handful
of directors or officers, representing .2% of the sample firms, left their posts
for nefarious reasons within three years of the IPO. These numbers may
suggest that underwriters and other gatekeepers in the IPO process are doing
their jobs; the firms that survive the rigors of the diligence process generally
do not immediately go belly-up, or reveal themselves to be frauds.

° [
6 Emily Strauss, Suing SPACs, 96 S. Cal. L. Rev. 553 (2023).
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It is also possible, however, that claims against gatekeepers are not being
brought and settlements against them are not being won even where there
may be reason to win them. Fraud-related restatements of financials are rare
in my sample, and do attract Securities Act claims against issuers. Yet only
one such restatement drew a Securities Act claim naming the auditor.
Similarly, there are over 300 instances in my sample of an IPO being
conducted by auditors who were simultaneously engaged in misconduct
serious enough that it resulted in a PCAOB sanction — only three resulted in
lawsuits naming the accounting firm. Chinese firms listing on U.S.
exchanges are prevented by Chinese regulators from providing
documentation to outsiders, such as their underwriters and accountants,
effectively precluding adequate diligence. But while underwriters are more
likely to be named in a complaint involving a Chinese issuer, they are not
more likely to pay into a settlement.

Potential explanations might stem from the complex interactions between the
procedural features of the due diligence defense, the reputational focus and
consolidation of investment banks and accounting firms, and the incentives
of the securities plaintiffs’ bar.” Whether a gatekeeper can assert the due
diligence defense is a highly fact specific inquiry, meaning that
independently of the issuer, gatekeepers can rarely extricate themselves
without slogging through months of expensive, disruptive discovery. Under
similar circumstances, many defendants would prefer to pay an earlier,
smaller settlement, rather than deal with the trouble and expense of having
the claims dismissed, and indeed, many sharcholder plaintiffs’ firms have
built their business models on leveraging the discovery process, extracting
payments to go away even where claims may lack merit.®

" For extensive scholarly discussions of such incentives, see, e.g., Choi, Stephen J. and
Erickson, Jessica and Pritchard, Adam C., The Business of Securities Class Action
Lawyering (May 9, 2023). NYU Law and Economics Research Paper No. 23-20, Indiana
Law Journal, Forthcoming, U of Michigan Law & Econ Research Paper No. 23-023,
Available at SSRN: https://ssrn.com/abstract=4350971 or
http://dx.doi.org/10.2139/ssrn.4350971; Choi, Stephen J. and Erickson, Jessica and
Pritchard, Adam C., Working Hard or Making Work? Plaintiffs' Attorneys Fees in
Securities Fraud Class Actions (May 1, 2020). NYU Law and Economics Research Paper
No. 19-31, U of Michigan Law & Econ Research Paper, Choi, Stephen J., Jessica Erickson,
and Adam C. Pritchard. "Working Hard or Making Work? Plaintiffs' Attorneys Fees in
Securities Fraud Class Actions.” J. Empirical Legal Stud. 17, no. 3 (2020): 438-65. DOI:
https://doi.org/10.1111/jels.12262, Available at SSRN: https://ssrn.com/abstract=3420222
or http://dx.doi.org/10.2139/ssrn.3420222.

8 See id.; see also Pritchard, Adam C. "Do Institutions Matter? The Impact of the Lead
Plaintiff Provision of the Private Securities Litigation Reform Act.” S. J. Choi and J. E.
Fisch, co-authors. Wash. U. L. Q. 83, no. 4 (2005): 869-905. For examination of this
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The gatekeepers in my sample do not appear to pay such nuisance
settlements. This may reflect the long-held resistance of accounting firms, in
particular, to paying small-dollar fees for frivolous claims. Accounting firms
have long been willing to force plaintiffs to prove their claims in court,
perhaps because they are part of a closed, highly consolidated industry where
reputation counts for everything. Accordingly, although due diligence is an
expensive defense to prove, it is also an expensive defense for plaintiffs’
lawyers —who are paid on a contingency basis and must front their own costs
— to overcome. Against auditors, plaintiffs’ lawyers appear largely to have
stopped trying.

In Securities Act claims against underwriters, potential analysis is more
complex because underwriters, unlike auditors, are indemnified by the issuer
for liabilities arising out of the securities regime. Although multiple courts
have found these indemnification provisions to be unenforceable on public
policy grounds,® they are rarely negotiated and rarely contested.’® That
underwriters are named frequently in Securities Act lawsuits but rarely pay
out in settlements could reflect the reality that virtually all claims against
underwriters are actually paid by the issuer. Although the due diligence
defense would, as for auditors, be costly for plaintiffs to puncture, the
willingness of investment banks to pay nuisance settlements is usually
irrelevant (although they may well be reluctant to pay such fees). This is

phenomenon in the M&A context, see Cain, Matthew D. and Fisch, Jill E. and Davidoff
Solomon, Steven and Thomas, Randall S. and Thomas, Randall S., The Shifting Tides of
Merger Litigation (December 4, 2017). Vanderbilt Law Review, Vol. 71, p. 603, 2018, U
of Penn, Inst for Law & Econ Research Paper No. 17-6, UC Berkeley Public Law Research
Paper No. 2922121, Vanderbilt Law Research Paper No. 17-19, European Corporate
Governance Institute (ECGI) - Law Working Paper No. 375/2017, Available at SSRN:
https://ssrn.com/abstract=2922121 or http://dx.doi.org/10.2139/ssrn.2922121; Cain,
Matthew D. and Fisch, Jill E. and Davidoff Solomon, Steven and Thomas, Randall S. and
Thomas, Randall S., Mootness Fees (2019). Vanderbilt Law Review, Vol. 72, p. 1777,
2019, U of Penn, Inst for Law & Econ Research Paper No. 19-26, Available at SSRN:
https://ssrn.com/abstract=3398405.

% See, e.g., Globus v. Law Research Service, Inc., 418 F.2d 1276, 1288 (2d Cir. 1969), cert.
denied, 397 U.S. 913, 90 S.Ct. 913, 25 L.Ed.2d 93 (1970); In re New York City Mun. Sec.
Litig., 87 F.R.D. 572, 577 (S.D.N.Y. 1980);

Franklin v. Kaypro Corp., 884 F.2d 1222, 1232 (9th Cir. 1989); Eichenholtz v. Brennan, 52
F.3d 478, 484-85 (3d Cir. 1995); Baker, Watts & Co. v. Miles & Stockbridge, 876 F.2d
1101, 1108 (4th Cir. 1989); In re U.S. Oil & Gas Litigation, 967 F.2d 489 (11th Cir.1992);
In re HealthSouth Corp. Sec. Litig., 572 F.3d 854, 860 (11th Cir. 2009).

101 conduct a survey of capital markets attorneys and numerous informal interviews to
explore this issue.
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because easier, lower settlements are often available via issuer
indemnification.

If the heavy hammer of Securities Act liability for gatekeepers is intended to
ensure that only new companies with truthful and plausible business models
reach the public markets, my findings could suggest that most gatekeepers
are screening well, and most IPOs appear to be relatively successful. If this
is the case, do gatekeepers really conduct rigorous diligence of IPO firms
because they fear monetary exposure under the Securities Act? And if not,
why is the diligence process still rigorous enough to be effective? | conduct
a survey and informal interviews of practitioners to help answer these
questions. The results suggest that while gatekeepers may be more motivated
by reputational concerns than monetary liability under the Securities Act to
conduct good diligence, their lawyers think that the due diligence defense is
important. Thus, to the extent that gatekeepers are adequately performing
their roles, it may be because they do not want to endanger their client
relationships through association with inaccurate marketing materials, and
because their lawyers tell them to.

Alternatively, based on the findings in this article, one might conclude that
IPO gatekeeping is inadequate. Though bankruptcies in the three years
following an IPO are rare, one could argue that they should be rarer still,
especially in recent years as IPO proceeds have exploded — surely something
must have been wrong for a firm to burn through its equity issuance within
three years. Similarly, many firms have had the financials in their offering
documents vetted by accounting firms engaged in substantial tomfoolery, and
Chinese IPOs, where real diligence is virtually impossible, have mushroomed
over the sample period. If one takes the view that the solution to all this is to
tighten the screws on gatekeepers, several adjustments to the current regime
are possible, though none of them are easy. Eliminating issuer
indemnification of underwriters in practice as well as in judicial opinions
would likely require direct intervention by the SEC, and would probably
result in more expensive underwriting commissions, potentially further
restricting smaller issuers from reaching the public markets. Even if this
alteration were successful, it might result in a scenario where, because they
refuse to pay nuisance settlements, accounting firms and investment banks
simply are not sued under the Securities Act, even when they deserve it.
Correcting this would likely require intensive reform of the plaintiffs’ bar that
is beyond the scope of this article.

This article proceeds as follows. Section Il provides background on the IPO
process, the Securities Act and the due diligence defense, and Section 111
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reviews the existing literature. Section IV summarizes the data for the article,
and Section V presents descriptive statistics and empirical results. Section
VI evaluates the extent to which monetary liability under the Securities Act
appears to motivate good gatekeeping by auditors and underwriters in IPOs,
and Section V11 assesses policy implications. Section VIII concludes.

Il. Background: IPOs and Gatekeeper Liability under the Securities Act

The Securities Act of 1933 was passed in the aftermath of the Great
Depression in response to flagrant abuses in the capital markets that had
contributed to the financial meltdown of the country.!* The Securities Act
governs public offerings by companies (rather than the secondary market).*?
The Securities Act provides recourse for investors where there is a material
misrepresentation or omission in a company’s registration statement'® or
prospectus.l* There are no scienter, reliance, or causation requirements for
liability under the Securities Act, and liability for issuers is virtually strict.t®
Underwriters, experts (such as auditors) charged with preparing sections of
the registration statement, the issuer’s directors, and other signatories of the
registration statement are also liable for material misstatements and
omissions under the Securities Act.'® For outside directors, liability is
proportional to fault.” For all other parties, liability is generally joint and
several,'® and for underwriters is limited to “the total price at which the
securities underwritten by [a given underwriter] and distributed to the public
were offered to the public.”*®

11
12

1315 U.S.C. § 77k (hereinafter Securities Act Section 11).
1414 15 U.S.C. § 771(a)(2) (hereinafter Securities Act Section 12(a)(2)).

15 James Bohn & Stephen Choi, Fraud in the New-Issues Market: Empirical Evidence
on Securities Class Actions, 144 U. Pa. L. Rev. 903, 915 (1996)

16 Richard J. Link, Persons liable for false registration statement
under § 11 of Securities Act of 1933 (15 U.S.C.A. § 77k), 114 A.L.R. Fed. 551 (Originally
published in 1993)
17§ 5B:31. Section 11—Section 11(f)—Joint and several liability; Right to contribution, 2
Publicly Traded Corporations Handbook § 5B:31 (2023-2) (“Except for “outside
directors,” any and every one of the persons specified in Section 11(a) are jointly and
severally liable. The PSLRA implemented a framework of proportionate liability for
outside-directors who violate Section 11,3 and for all Exchange Act violators, who the
PSLRA refers to as ‘covered persons.’”).

18 § 5B:31. Section 11—Section 11(f)—Joint and several liability; Right to
contribution, 2 Publicly Traded Corporations Handbook § 5B:31 (2023-2).
¥ 4.
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A primary rationale behind gatekeeper liability under the Securities Act is to
induce gatekeepers to effectively police the offerings that their clients make
to the public markets.?® Unlike issuers, gatekeepers may benefit from a due
diligence defense to Securities Act liability.> Some commentators have
remarked that, consistent with the policing role that gatekeepers are expected
to perform, the jurisprudence on this defense is notoriously rigid,?? and “the
burden of conducting a reasonable investigation is a heavy one.”?® The
policing role of gatekeepers is arguably more important in the IPO context
than in issuances for already-public companies because market information
about fledgling issuers is not readily available; since the only information
about the company comes from the company itself, the accuracy of IPO-
related disclosures is especially important.

A related justification for Securities Act liability for gatekeepers is to guard
against corporate misconduct and compensate investors for it under
circumstances where liability against the issuer might not be sufficient, most
obviously when the issuer is insolvent.?* This rationale is also particularly
germane in the IPO context, where companies may be more fragile than
longstanding public companies, and therefore more likely to be judgment-
proof in the aftermath of a corporate scandal.

In general, the due diligence defense requires that gatekeepers “after a
reasonable investigation, [] had a reasonable basis for believing, and did
believe, that the registration statement was accurate and adequate.”?

20 See Brent J. Horton, Direct Listings and the Weakening of Investor Protections, 50 Fla.
St. U. L. Rev. 279, 304-305 (2023) (noting that “while the drafters of the Securities Act did
not expressly require an underwriter to review the merits of the offering, a closer look at
the Act reveals that such underwriter review is exactly what the Securities Act's drafters
had in mind.”).

2L The due diligence defense as such applies to Section 11 liability, which is for material
misstatements or omissions in the registration statement. Section 12(a)(2), which applies to
material misstatements or omissions in a prospectus, includes a “reasonable investigation”
defense for gatekeepers which is largely similar to the due diligence defense. Choi
Pritchard. Because these defenses are similar and because Section 11 and Section 12
claims are almost always brought together, | refer for simplicity to both defenses as the
“due diligence defense.”

22 See Escott v. BarChris Constr. Corp., 283 F. Supp. 643 (S.D.N.Y. 1968); In re
WorldCom, Inc. Sec. Litig., 346 F. Supp. 2d 628 (S.D.N.Y. 2004).

23 Brent J. Horton, Direct Listings and the Weakening of Investor Protections, 50 Fla. St.
U. L. Rev. 279, 307 (2023)

24 See Andrew F. Tuch, Multiple Gatekeepers, 96 Va. L. Rev. 1583, 1608-09 (2010) (“The
standard case where gatekeeper liability is desirable arises where the corporation is
insolvent.”).

%15 U.S.C. § 77k(b)(3).
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Because it is a fact-intensive inquiry?® and parties generally prefer to settle
prior to reaching it, case law on the due diligence defense is not well
developed.?” The specific contours of the defense vary depending on the
gatekeeper. Auditors are liable only for the “expertised” portions of the
offering documents — that is, the financials they certify, unless they helped
prepare or have knowledge of misstatements in other areas of the
documents.?® To conduct a reasonable investigation, and thus benefit from
the due diligence defense, auditors must “conduct a GAAS-compliant audit,
or in the instance of a departure from the Statements on Auditing Standards,
show an objectively reasonable basis for the departure. If in the performance
of a GAAS-compliant audit the accountant uncovers a failure, or evidence of
a possible failure, of the company to comply with GAAP in presenting its
financial statements, then the accountant must further investigate the issue
and make the appropriate disclosures.”?® While compliance with accounting
standards typically “discharges the accountant's professional obligation to act
with reasonable care,”® “compliance with GAAP and GAAS [does] not
immunize an accountant who consciously chooses not to disclose on a
registration statement a known material fact.”3!

Obligations are broader for underwriters hoping to benefit from the due
diligence defense. Underwriters are liable for material omissions or
misstatements in the “non-expertised” portions of the offering documents.*?
They must also show that they investigated any “red flags” in the expertised
portions of the registration statement, or that such red flags did not exist and

% See, e.g., Andrew F. Tuch, Multiple Gatekeepers, 96 Va. L. Rev. 1583, 1638-40 (2010)
(“Determining whether the due diligence defense has been established requires
‘exquisitely’ fact-intensive inquiries. . . . Red flags, or ‘storm warnings,’ have been
variously defined as ‘facts which come to a defendant's attention that would place a
reasonable party in [the] defendant’s position ‘on notice that the [issuer] was engaged in
wrongdoing to the detriment of its investors,” and as any information that “strips a
defendant of his confidence’ in the accuracy and completeness of statements in relevant
portions of a registration statement. The existence of red flags may be sufficient to deprive
a gatekeeper of the benefit of either the due diligence or reliance defense. For the due
diligence defense, red flags will require the gatekeeper to ‘look deeper and question more’
in order to be considered to have conducted a ‘reasonable investigation.” For the reliance
defense, red flags will give the underwriter ‘reason to believe’ an inaccuracy exists in the
registration statement.”).

2" See In re WorldCom, Inc. Sec. Litig., 352 F. Supp. 2d 472, 492 (S.D.N.Y. 2005) (“There
is limited guidance in the case law as to the contours generally of the due diligence defense
under Section 11.”).

28615 U.S.C. § 77k(b)(3)(C).

2 In re WorldCom, Inc. Sec. Litig., 352 F. Supp. 2d 472, 492-93 (S.D.N.Y. 2005)

30 Monroe v. Hughes, 31 F.3d 772, 774 (9th Cir.1994).

1 d.

32 Escott v. Bar-Chris, supra note 22.
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they were entitled to rely on other experts (usually auditors).3® Notably,
unaudited interim financial information for which underwriters typically
receive “comfort letters” from auditors does not fall within the “expertised”
portion of the statement for which the auditors are liable, and does fall within
the “non-expertised” portion that underwriters must investigate.®* During the
diligence process, underwriters interrogate the business, finances and
industry of the issuer.®® Underwriters assess these items through “review of
issuer files, site visits and interviews of the issuer's senior management,
lenders or financiers, suppliers and customers.”3® Courts have been highly
critical of underwriters who blithely rely on representations by the
management during this process.®’

Il. Literature Review

This article intersects with several strands of existing literature. First, it
engages with existing theoretical and empirical work the desirability and
efficacy of gatekeeper liability, including studies focusing on specific
gatekeepers. It also engages the literature on the shareholder plaintiffs’ bar,
and critiques of alternatives to the IPO as a vehicle for going public.

First, and most obviously, this article engages the existing literature on
gatekeeper liability. Classic commentaries in this area have discussed the
reputational role of gatekeepers, particularly underwriters, in the going-
public process.® Academic commentary in this area exploded in the

33 See In re Worldcom, supra note Error! Bookmark not defined..

34 See In re WorldCom, Inc. Sec. Litig., 346 F. Supp. 2d 628, 664-65 (S.D.N.Y. 2004).

3 William K. Sjostrom, Jr., The Due Diligence Defense Under Section 11 of the Securities
Act of 1933, 44 Brandeis L.J. 549, 557 (2006) (“Business aspects include reviewing the
issuer's competitive position, market size, management team, products, facilities, raw
material sources, customers and intellectual property.“® Financial aspects include, in addition
to reviewing the issuer's financial statements, analyzing profit margins and trends, working
capital requirements, cash flow, sales and earning projections, inventory levels, accounting
principals utilized by the issuer, accounts receivable turnover, and previous financings.*
Underwriter personnel also examine industry-wide issues such as market characteristics,
financial results for comparable companies, and accounting conventions.”).

% 1d.

37 Escott v. BarChris Const. Corp., 283 F. Supp. 643, 697 (S.D.N.Y. 1968) (“If they may
escape that responsibility by taking at face value representations made to them by the
company's management, then the inclusion of underwriters among those liable under
Section 11 affords the investors no additional protection.”).

3 See, e.g., Donald C. Langevoort, Information Technology and the Structure of Securities
Regulation, 98 HARV. L. REV. 747, 765 (1985) (“[S]ecurities regulation has long relied on
underwriters to perform a policing function.”); Michael P. Dooley, The Effects of Civil
Liability on Investment Banking and the New Issues Market, 58 VA. L. REV. 776, 786 (1972)
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aftermath of the Enron and Worldcom scandals and the Arthur Andersen
bankruptcy, which brought gatekeepers to the forefront of the public mind.
During this period, there was extensive scholarly debate on functions and
perils of gatekeepers, particularly auditors, analysts, and outside directors,
and on whether the contemporary liability regime provided sufficient
incentives to keep those perils at bay.*°® This strand of literature expanded
with the advent of the Financial Crisis, when scholars inquired more
searchingly into the role of investment banks in the market collapse.*°

The gatekeeper literature has also evolved to include empirical studies and
models of liability for specific gatekeepers.t | note that with limited
exceptions,*? these studies’ samples consist of lawsuits, rather than
transactions that did not draw lawsuits, and include Securities Act cases based
on shelf offerings rather than IPOs, or cases brought under Rule 10b-5 that
are based on secondary market activity. These studies also involve different

(underwriters may induce issuers to withhold an offering where their review reveals
problems); Ronald J. Gilson Reinier, The Mechanisms of Market Efficiency, 70 Va. L. Rev.
549, 618 (1984) (arguing that underwriters serve as “information and reputational
intermediar[ies]”); Reinier Kraakman, Corporate Liability Strategies and the Costs of Legal
Controls (“The first requisite for gatekeeper liability is, of course, an outsider who can
influence controlling managers to forgo offenses.”); Stephen Choi, Market Lessons for
Gatekeepers, 92 Nw. U. L. Rev. 916, 917 (1998).

39 See, e.g., John C. Coffee, Jr., Gatekeeper Failure and Reform: The Challenge of
Fashioning Relevant Reforms, 84 B.U. L. Rev. 301, 335 (2004); Coffee book; Frank
Partnoy, Barbarians at the Gatekeepers?: A Proposal for a Modified Strict Liability
Regime, 79 Wash. U. L. Q. 491 (2001); Assaf Hamdani, Gatekeeper Liability, S. Cal. L.
Rev. 53 (2003); Lawrence A. Cunningham, Beyond Liability: Rewarding Effective
Gatekeepers, 92 Minn. L. Rev. 323 (2007); Hillary A. Sale, Gatekeepers, Disclosure, and
Issuer Choice, 81 Wash. U. L.Q. 403, 406 (2003).

40 Donald C. Langevoort, Chasing the Greased Pig Down Wall Street: A Gatekeeper's
Guide to the Psychology, Culture, and Ethics of Financial Risk Taking, 96 Cornell L. Rev.
1209, 1212 (2011); Sale; Andrew F. Tuch, Multiple Gatekeepers, 96 Va. L. Rev. 1583,
1591 (2010); Stavros Gadinis and Colby Mangels University of California - Berkeley,
Collaborative Gatekeepers, 73 Wash. & Lee L. Rev. 797 (2016).

41 See, e.g., Bernard Black et. al., Outside Director Liability, 58 Stan. L. Rev. 1055, 1104
(2006); James J. Park, Auditor Settlements of Securities Class Actions, 14 J. of Empirical
Legal Stud. 169 (2007); Honigsberg et al., The Changing Landscape of Auditor Liability,
63 J. of L. & Econ. 367 (2019); Bates, Thomas W. and Lv, Jin Roc and Neyland, Jordan,
Do Lawyers Matter in Initial Public Offerings? (November 10, 2022). Available at SSRN:
https://ssrn.com/abstract=4274529; Eric L. Talley, Cataclysmic Liability Risk Among Big
Four Auditors, 106 Colum. L. Rev. 1641, 1646 (2006); Donelson, Dain C., The Potential
for Catastrophic Auditor Litigation, 15 American Law and Economic Review 333-80
(2013).

42 Bates, Thomas W. and Lv, Jin Roc and Neyland, Jordan, Do Lawyers Matter in Initial
Public Offerings? (November 10, 2022). Available at SSRN:
https://ssrn.com/abstract=4274529




5-November-2024] IPO Gatekeeper Liability 13

gatekeepers. Black, Cheffins, and Klausner find that independent directors
contribute to settlements only in a “perfect storm” where among other factors,
culpability is high and access to issuer or insurer funds does not exist.*® Park
examines securities lawsuits against auditors and concludes that existing
protections for accounting firms screen frivolous cases while allowing for
penalties in meritorious cases.** Honigsberg, Rajopal and Srinavasan
examine lawsuits against auditors and find that the incidence of such lawsuits
has declined in the wake of opinions limiting liability under Rule 10b-5.
Bates, Lv and Neyland examine the likelihood that an issuer will be sued
following its IPO, and find that such likelihood is lower when issuers employ
top-tier counsel.*®

This article also engages with the literature on the shareholder plaintiffs’ bar.
Scholars have long engaged with the misalignment of incentives that may
exist between shareholder plaintiffs, who often lack sufficient skin in the
game to sue on their own, and their attorneys, who often drive the litigation.*
Many of these accounts argue that plaintiffs’ counsel in shareholder class
actions may leverage nuisance litigation or outside investigations to minimize
effort, and sell out their clients on the cheap for even meritorious claims.’
Empirical literature in this vein has examined whether and when securities
class actions are frivolous,*® with extensive examination of whether the
PSLRA, designed to reduce strike suits, did in fact have the intended effect.*
More recent empirical work has examined the stratification of the plaintiffs’
bar and the variation in the lawsuits that they bring, arguing that lower-tiered
plaintiffs’ firms focus on filing complaints as a bulk business, and in the

43 Bernard Black et. al., Outside Director Liability, 58 Stan. L. Rev. 1055, 1104 (2006).

4 James J. Park, Auditor Settlements of Securities Class Actions, 14 J. of Empirical Legal
Stud. 169 (2007).

45 Bates, Thomas W. and Lv, Jin Roc and Neyland, Jordan, Do Lawyers Matter in Initial
Public Offerings? (November 10, 2022).

4 See, e.g., John C. Coffee, Jr., Rescuing the Private Attorney General: Why the Model of
the Lawyer As Bounty Hunter Is Not Working, 42 Md. L. Rev. 215, 220 (1983); John C.
Coffee, Jr., The Unfaithful Champion: The Plaintiff As Monitor in Shareholder Litigation,
Law & Contemp. Probs., Summer 1985; Jonathan R. Macey Geoffrey P. Miller, The
Plaintiffs' Attorney's Role in Class Action and Derivative Litigation: Economic Analysis
and Recommendations for Reform, 58 U. Chi. L. Rev. 1, 11 (1991); John C. Coffee, Jr.,
Understanding the Plaintiff's Attorney: The Implications of Economic Theory for Private
Enforcement of Law Through Class and Derivative Actions, 86 Colum. L. Rev. 669
(1986); but see Morris Ratner, A New Model of Plaintiffs' Class Action Attorneys, 31 Rev.
Litig. 757, 761 (2012) (arguing that the incentives of plaintiffs’ lawyers are not
monolithic).

47

8 Janet Alexander, DO the Merits Matter
49 All those papers
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extreme, existing by generating nuisance settlements,>° while higher-tiered
plaintiffs’ firms retain a stable of institutional investor clients to serve as lead
plaintiffs, vet their cases carefully, and are willing to put in the work for high-
value settlements.>!

The final strand of literature to which this study relates is the general state of
the IPO, and its status among shifting paths to the public markets.
Commentators have for some time worried about the decreasing number of
IPOs, and the increasing size of those firms that do choose to go public.>
With the purported decline of IPOs has come a proliferation of experiments
in alternative means to access the public markets. This has fueled academic
commentary on the utility of IPO gatekeepers in policing the markets when
presented with alternatives such as direct listings and SPACs. Academic
commentators have often concluded that such alternative offerings may
undermine the security of the capital markets, in part because they allow for
circumvention of the rigorous gatekeeping enforced by the IPO process.>3

V. Data

Assessing the impact of Securities Act liability on gatekeepers and,
indirectly, on IPOs is a difficult task. This is because it is difficult to develop
a benchmark first, for the success of an IPO, and second, for the success of
IPO gatekeeping. Below I discuss some of the measures that | use to try,

% See, e.g., Cain et al., Mootness Fees, 72 Vand. L. Rev. 1777 (2019) (discussing nuisance
litigation in the M&A context); Emily Strauss, Suing SPACs, 96 S. Cal. L. Rev. 553 (2023)
(discussing nuisance and meritorious litigation in the SPAC context).

%1 Choi, Stephen J. and Erickson, Jessica and Pritchard, Adam C., The Business of
Securities Class Action Lawyering (May 9, 2023). NYU Law and Economics Research
Paper No. 23-20, Indiana Law Journal, Forthcoming, U of Michigan Law & Econ Research
Paper No. 23-023, Available at SSRN: https://ssrn.com/abstract=4350971 or
http://dx.doi.org/10.2139/ssrn.4350971.

52 See, e.g., Elisabeth de Fontenay, The Deregulation of Private Capital and the Decline of
the Public Company, 68 Hastings Law Journal 445-502 (2017); Frank Partnoy, The Death
of the IPO, The Atlantic, Nov. 2018.

%3 See, e.g., Corrigan, Patrick, Do the Securities Laws Actually Protect Investors (and
How)? Lessons from SPACs (May 24, 2023). Washington University Law Review, Vol.
101, No. 4, 2024, Available at SSRN: https://ssrn.com/abstract=4458430; Brent J. Horton,
Direct Listings and the Weakening of Investor Protections, 50 Fla. St. U. L. Rev. 279
(2023); Brent J. Horton, Spotify's Direct Listing: Is It A Recipe for Gatekeeper Failure?, 72
SMU L. Rev. 177 (2019); Andrew F. Tuch, Joel Seligman, The Further Erosion of Investor
Protection: Expanded Exemptions, Spac Mergers, and Direct Listings, 108 lowa L. Rev.
303 (2022); James J. Park, Investor Protection in an Age of Entrepreneurship, 12 Harv.
Bus. L. Rev. 107 (2022); Michael Klausner et. al., A Sober Look at Spacs, 39 Yale J. on
Reg. 228, 286 (2022).
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notwithstanding these difficulties, to assess Securities Act lawsuits and their
potential effects on gatekeeping.

To assess the effect of gatekeepers and the liability regime to which
they are subject on an IPO, it is necessary to have some benchmark for
whether that IPO is successful. Different constituencies have different
metrics for this, few of which include a quantitative threshold. Investors, of
course, would simply like the stock price to rise rather than fall, but it is not
clear what number or percentage is indicative of success. More to the point
for my purposes, the Securities Act and nominally gatekeepers as well are not
concerned with the success of an IPO as a matter of stock price. Rather, the
concern of the Securities Act that gatekeepers are enlisted to enforce is the
accuracy of the offering documents. There may be at least some consensus,
however, about bankruptcy as a measure of IPO success from both
perspectives. Obviously insolvency is a failure from an investor perspective.
More tentatively, it may also be the case that where a firm goes bankrupt
within three years of its IPO (the statute of repose for the Securities Act),
something may have been wrong under the hood to begin with, particularly
in the later part of the sample where IPOs are generally large. Even if that
“something” does not take the form of fraud (which it might), underwriters
in particular are expected by their institutional clients, though not the
Securities Act, to conduct a qualitative review of the business. > Delisting
may provide a similarly soft proxy for IPO success.

54 There is a plausible argument that underwriter review, though not explicitly merit-based,
is precisely that. Underwriters from the outset do not agree to market the securities of
firms that they think will be unsuccessful, as this could risk underwriters’ relationships
with their repeat clients, institutional investors. See Brent J. Horton, Direct Listings and
the Weakening of Investor Protections, 50 Fla. St. U. L. Rev. 279, 306 (2023) (“[Ex ante]
scrutiny allows the underwriter to avoid sponsoring an offering that will likely flop. The
underwriter does not want to market a flop to the large institutional investors with whom it
has long-term working relationships. If it does, it may find that those working relationships
disappear.”); see also Jeffrey J. Hass, Small Issue Public Offerings Conducted Over the
Internet: Are They “Suitable” for the Retail Investor?, 72 S. CAL. L. REV. 67, 96-97
(1998) (stating that “[T]he merit review performed by underwriters” focuses on whether
the offering will be profitable to the underwriter’s investor clients). And even once an
issuance is in the works, it may be called off if underwriters and other gatekeepers reveal
information during the diligence process that there are serious problems with the issuer’s
business. The fact of an insolvency or a delisting within the statute of repose suggests that
this process failed. A well-known recent example is the failed IPO of We-Work in 2019.
We-Work’s primary underwriters, J.P. Morgan and Goldman Sachs, respectively forced the
disclosure of multiple unappealing conflicts of interest, and realized that the company’s
business model would never make money. See Andrew Ross Sorkin, Behind WeWork
Leader's Rise and Fall: A Wall St. Bank Playing Many Angles, N.Y. TIMES (Sept. 26,
2019); Oscar Williams-Grut, Goldman Sachs CEO Defends Work on Failed WeWork IPO,
YAHOO! FIN. (Jan. 21, 2020). As problems became public and interest in We-Work
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Proxies for gatekeeping quality are similarly difficult. Notably, a
Securities Act claim does not require fraud in the sense that there is no
scienter element. Accordingly, negligence, rather than fraud, may constitute
a diligence failure. A restatement of financials for fraud-related reasons is a
common and probably good proxy for misconduct, [although it may be
underinclusive.] Similarly, commonly used proxies for misconduct in studies
of securities class actions include the departure of directors and officers and
SEC enforcement actions. The departure of top personnel for nefarious
reasons is relatively rare, and tends to signal severe misconduct. Similarly,
the SEC lacks the resources to pursue enforcement actions unless misconduct
is severe and relatively certain.®® Conversely, broader proxies may be
imprecise. One potential measure of auditor diligence is the presence of a
PCAOB sanction against the auditing firm certifying the PO firm’s
financials. Such sanctions are typically issued where there are multiple
significant deficiencies in the firm’s audits. Such a sanction signals other
misconduct within the same period at the accounting firm, although it does
not necessarily mean that an IPO audit conducted by the accounting firm
during that period is flawed. Another potentially broad proxy for gatekeeper,
particularly underwriter diligence is whether the IPO firm is Chinese.
Chinese firms are prohibited by their regulators from sharing much
information with outsiders — including the auditors certifying their financials
or the underwriters pricing the offering. Chinese firms listing on American
exchanges have generated increasing concern over the last decade because,
constrained by Chinese regulators, they provide little in the way of
documentation and verification to their gatekeepers.®® Accordingly, the
verification process for these firms is unlikely to be thorough, although this
does not necessarily mean that gatekeepers would catch problems or that any
exist.

waned, the IPO was ultimately withdrawn. See Brent J. Horton, Direct Listings and the
Weakening of Investor Protections, 50 Fla. St. U. L. Rev. 279, 308 (2023) (“The conflicts
of interest, coupled with a troubling financial picture presented in WeWork's registration
statement led to--at the eventual insistence of the underwriters--the withdrawal of the
offering. [David] Solomon [of Goldman Sachs] stated, ‘I think that's a great example of the
process working.’”).

55

% See Division of Corporation Finance, Securities and Exchange Commission, Disclosure
Considerations for China-Based Issuers, Nov. 23, 2020,
https://www.sec.gov/corpfin/disclosure-considerations-china-based-issuers; Wang et al.,
U.S. SEC says Chinese IPO hopefuls must provide additional risk disclosures, Reuters,
July 30, 2021, https://www.reuters.com/business/finance/exclusive-us-regulator-freezes-
chinese-company-ipos-over-risk-disclosures-2021-07-30/.
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Finally, assessing the effect of the Securities Act on diligence is
difficult. First, the Securities Act is designed to prevent IPOs with material
misstatements or omissions in their offering materials. While gatekeeper
diligence is an important component of this goal, it cannot be directly
measured because a Securities Act claim may only be brought where there is
a claim that the offering documents were flawed, which may only be a subset
of the instances in which diligence, on some dimension, may have been
inadequate. Using Securities Act claims as a lens for the adequacy of
gatekeeper diligence is further complicated by the standing requirements of
Section 11; a claim may only be brought where the price of the securities fall
below the IPO price within their first year on the market, and even then,
plaintiffs must be able to trace their shares to the IPO.

Despite their imperfections, however, these proxies can contribute to
the understanding of IPO gatekeeping the impact of the Securities Act on it.
To investigate these effects, | compose two samples. The first sample is
composed of class actions based on public offerings that were initially
gathered from Stanford Securities Litigation Analytics.>” The sample begins
in 2000; in effort to restrict it largely to lawsuits that have been resolved, |
include only those that were filed before December 31, 2019, for a total of
261 lawsuits. The second sample consists of IPOs from 1997 to 2019 from
Audit Analytics.%® | also gather issuer law firm and underwriter information
from SDC Platinum, and pricing and delisting data from CRSP. | drop from
the sample IPOs for which SDC did not have underwriter data, leaving a total
sample of 3805 IPOs. | code the underwriters according to whether they fall
within the generally-agreed top tier of investment banks known as the Bulge
Bracket.® | do this to explore whether lawsuits are more likely to be brought
against large investment banks (indicating a potential plaintiffs’ preference

57| am indebted to Michael Klausner for sharing this data.

58 The sample begins in 1997 to account for the three-year statute of repose for Securities
Act claims. In an effort to ensure that | capture only traditional IPOs of operational
companies, | remove ABS issuances, REITs, funds, trusts, and municipal bond issuances
from this data.

% See, e.g., Brian de Chasare, Top Investment Banks: Rankings of Banks by Tier and
Category, https://mergersandinquisitions.com/top-investment-
banks/#:~:text=representative%2C%20not%20comprehensive.-
,Categories%200f%20Top%20Investment%20Banks,Barclays%3B%20Deutsche%20Bank
%20and%20UBS; Bulge Bracket Banks: A Practical Guide to Break Into, FinanceWalk,
https://financewalk.com/bulge-bracket-bank/; Bulge Bracket Investment Banks,
WallStreetPrep, https://www.wallstreetprep.com/knowledge/top-global-bulge-bracket-
investment-banks/. The bulge bracket banks are generally thought to consist of JPMorgan,
Goldman Sachs, Morgan Stanley, Bank of America, Merrill Lynch, Citi, Credit Suisse,
Deutsche Bank, Barclays, and UBS. Previously, Lehman Brothers and Bear Stearns were
also considered Bulge Bracket investment banks, and I include them for coding purposes.



https://mergersandinquisitions.com/top-investment-banks/#:~:text=representative%2C%20not%20comprehensive.-,Categories%20of%20Top%20Investment%20Banks,Barclays%3B%20Deutsche%20Bank%20and%20UBS
https://mergersandinquisitions.com/top-investment-banks/#:~:text=representative%2C%20not%20comprehensive.-,Categories%20of%20Top%20Investment%20Banks,Barclays%3B%20Deutsche%20Bank%20and%20UBS
https://mergersandinquisitions.com/top-investment-banks/#:~:text=representative%2C%20not%20comprehensive.-,Categories%20of%20Top%20Investment%20Banks,Barclays%3B%20Deutsche%20Bank%20and%20UBS
https://mergersandinquisitions.com/top-investment-banks/#:~:text=representative%2C%20not%20comprehensive.-,Categories%20of%20Top%20Investment%20Banks,Barclays%3B%20Deutsche%20Bank%20and%20UBS
https://financewalk.com/bulge-bracket-bank/
https://www.wallstreetprep.com/knowledge/top-global-bulge-bracket-investment-banks/
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for deep pockets), or, alternatively, whether small underwriters are more
likely to be sued, possibly indicating less rigorous diligence by less resourced
or more risk-tolerant smaller firms. Similarly, | code auditors based on
whether they fall within the Big Four®® plus Arthur Andersen. | code issuer
transactional attorneys based on whether the firm is included in the top ten
firms over a four-year period in the American Lawyer’s Capital Markets
Corporate Scorecard for issuer and underwriter counsel in IPO transactions.5!
I also code plaintiffs’ counsel based on whether the firm falls within the top
tier of firms identified in the literature to assess whether lawsuits or outcomes
might be associated with the resources or business model of the plaintiffs’
firm.®2 | gather data on bankruptcies and restatements of financials for fraud
for the same period from Audit Analytics.

| take information on director and officer departures, which often
signal serious problems in a firm, from Audit Analytics. The director/officer
departures are only counted if they arose because of actual or suspected
misconduct, a government or internal investigation, or “for cause.” I also
gather information on PCAOB sanctions from the PCAOB website. A
PCAOB sanction signals serious failures within an accounting firm. The
average number of years in a random subsample between a PCAOB sanction
and the first misconduct triggering that sanction is 4.86, so | generate a
dummy equal to one if an IPO occurred in the five years prior to a PCAOB
sanction of its auditor. To account for the vast size differential between the
Big Four®® auditors and all others, such that a PCAOB sanction may be a
weaker signal of misconduct in a larger firm, I multiply the dummy by .25 if
the auditor is a Big Four auditor. This is because the smallest of the Big Four,
KPMG, has roughly four times the number of employees as the next largest
accounting firm.%* I generate a dummy equal to one if the IPO is a Chinese
firm. Finally, I gather information on SEC enforcement actions from the

% Deloitte & Touche LLP, Ernst & Young LLP, KPMG LLP, and
PriceWaterhouseCoopers LLP.

61 Other studies have found that transactions involving higher quality issuers’ law firms are
sued less often, perhaps because those law firms provide better disclosures. See Bates,
Thomas W. and Lv, Jin Roc and Neyland, Jordan, Do Lawyers Matter in Initial Public
Offerings? (November 10, 2022).

62 See Choi, Stephen J. and Erickson, Jessica and Pritchard, Adam C., The Business of
Securities Class Action Lawyering (May 9, 2023). NYU Law and Economics Research
Paper No. 23-20, Indiana Law Journal, Forthcoming, U of Michigan Law & Econ Research
Paper No. 23-023, Available at SSRN: https://ssrn.com/abstract=4350971 or
http://dx.doi.org/10.2139/ssrn.4350971. | am grateful to the authors for sharing their data.
83| also treat Arthur Andersen as a Big Four auditor for this purpose.

84 https://accountingresume.net/mid-tier-accounting-
firms/#:~:text=According%20t0%20Accounting%20Today%2C%?20the,with%20fewer%2
0than%2010%2C000%20employees.
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NYU SEED database, supplemented with Lexis searches and examination of
litigation and administrative releases from the SEC website.

V. Descriptive Statistics and Empirical Results

In this section, | explore the characteristics of the IPOs in my sample over
time, including how many generated Securities Act claims naming the
underwriter, the auditor, or the issuer and directors only. | also assess the
characteristics of the lawsuits including Securities Act claims in my sample.
Finally, I examine associations between lawsuits naming the underwriter and
various transaction characteristics.

A. Characteristics of IPOs Over Time

Table 1 reports the descriptive statistics of the sample of IPOs by four-
year period over the term of the sample. Total IPOs are at their height in the
first period, at 757, dip during the Financial Crisis, and then rebound (though
not completely). IPO sizes (adjusted for inflation) generally increase over
the period of the sample. Bankruptcies, delistings, and restatements within
the statute of repose are all at their height in the first period, though they are
low at that time and only fall thereafter. Conversely, the percentage of IPOs
conducted by bulge bracket underwriters and top transactional attorneys are
at their lowest in the first period, and remain roughly consistent thereafter.
SEC enforcement actions and director or officer departures are very low in
all periods. The number of Chinese IPOs increases consistently over the
course of the sample. The number of IPOs conducted by an accounting firm
subject to a PCAOB sanction also generally increases over the sample period.
The proportion of IPOs drawing Securities Act claims generally goes up over
the course of the sample, as does the proportion of IPOs drawing a Securities
Act claim naming the underwriter (though these figures lag the total
Securities Act claims by a few percentage points in every period). There are
few IPOs that draw Securities Act claims naming the auditor, and they are
clustered in the 2000-2003 and 2008-2011 periods (perhaps reflecting the
dotcom bubble collapse, the Enron/Tyco/Worldcom scandals and Sarbanes-
Oxley, and the Financial Crisis).

B. Characteristics of Securities Act Lawsuits

Table 2 describes the lawsuits in my sample, describing the features of all
Securities Act lawsuits, those that name the underwriter, and those that name
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the auditor. Roughly 21.5% of the lawsuits in my sample do not name the
underwriter, and only 16 lawsuits name the auditor. Lawsuits naming the
underwriter are more likely than Securities Act claims generally to be brought
where the IPO involved a Chinese issuer. Underwriters are also significantly
more likely to be named in jurisdictions that have held that underwriter
indemnification agreements are not enforceable. They appear slightly more
likely to target deals that do not have bulge bracket underwriters, although
the t-statistic is not significant. The lawsuits naming underwriters do not
differ significantly from Securities Act claims generally along most other
dimensions, typically involving IPOs and stock price drops of similar size,
settling and being dismissed at similar rates, and being led by institutional
investors with similar frequency.®® Securities Act claims naming the
underwriter are less likely than Securities Act claims generally to be bundled
with a Rule 10b-5 claim.

Lawsuits naming auditors are much rarer, 16 in total. They are significantly
more likely than Securities Act claims generally to be brought where a
director or officer was dismissed or where there is an SEC enforcement
action, both strong markers of misconduct. They are also significantly less
likely to be dismissed, settle for significantly higher amounts, and are much
more likely to involve both a Securities Act and a 10b-5 claim. They do not,
however, involve larger IPOs or stock price drops, and nor are they brought
more frequently where the IPO was brought within five years of a PCAOB
sanction, where there is a restatement of financials within the statute of
repose, or against Chinese issuers. They appear to be slightly more likely to
be brought where the underwriter is not a bulge bracket underwriter, and
when there is a bankruptcy in the statute of repose, although the difference
falls short of statistical significance.

Table 3 shows the characteristics of lawsuits where the underwriters or
auditors made identified contributions to the settlement. Underwriters
contributed identified amounts to seven settlements in the sample, and
auditors to nine. Three cases where the underwriter contributed involved an
issuer bankruptcy in the statute of repose; for auditors, there are two issuer
bankruptcies. Auditor contributions, when they occur, are somewhat higher,
and IPOs in which auditors paid out are somewhat larger than those where

8 | note that Securities Act claims against issuers and underwriters involve an institutional
investor lead plaintiff roughly 40% of the time. This is very similar to the frequency with
which institutional investors act as lead plaintiffs in securities class actions generally. See
[]. That institutions often retain their IPO shares for a sufficient period to act as lead
plaintiffs suggests, consistent with some finance literature, that many institutional IPO
investors do not immediately “flip” their shares. See [].



5-November-2024] IPO Gatekeeper Liability 21

the underwriter paid out, although the size of the total settlements are similar.
Four cases involve an underwriter and an auditor payment.

Table 4 shows the results of OLS regressions where the dependent variable
is a dummy equal to one if the firm was subject to a Securities Act claim
relating to its IPO.%6 The independent variable of interest is a dummy equal
to one if the firm experienced a bankruptcy within the statute of repose. |
control for whether one of the lead underwriters of the IPO was a bulge
bracket underwriter, whether the firm had a top law firm as issuer’s counsel,
whether the firm restated its financials for fraud within the statute of repose,
whether there was a director or officer dismissal for misconduct-related
reasons within the statute of repose, whether the IPO was a Chinese IPO,
whether the IPO occurred within five years before a PCAOB sanction, the
market-adjusted returns generated by the largest price drop from the IPO
price within the statute of repose (before the lawsuit, in the case of sued
firms), the time in days between the IPO and the lowest price within the
statute of repose (or before the filing date for sued firms), and the log of the
IPO proceeds. Firms whose price does not drop below the IPO price within
the statute of repose are dropped. All specifications include year fixed effects
and robust standard errors.

The specification with the most controls shows that firms issuing a
restatement within the statute of repose are nearly more likely to draw a
Securities Act claim. These findings are significant at the 5% level. Firms
experiencing a director or officer dismissal within the statute of repose are
more likely to draw a Securities Act claim, although this result is only
significant at the 10% level. Chinese IPOs are also more likely to draw a
Securities Act claim, and this finding is significant at the 5% level. Firms
that experienced an SEC enforcement action related to the IPO also are
significantly more likely to draw a Securities Act claim. Unsurprisingly,
firms experiencing a larger negative market-adjusted stock price drop from
the IPO, firms experiencing a stock price drop sooner after the IPO, and large
IPOs are more likely to draw a Securities Act claim, and these findings are
strongly significant.

VI.  Does Gatekeeper Liability Work?

The obvious purpose of gatekeeper liability is to deter bad
gatekeeping, inducing underwriters and auditors to prevent new issuers from

% Regression includes year fixed effects and robust standard errors. | run unreported logit
regressions and obtain similar results.
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inflating their own prospects to raise more money. Gatekeepers, with
expertise, access to the relevant information, and a reputation to uphold, are
well-equipped, according to the literature, to undertake this task, and liability
under the Securities Act is meant to provide incentives for them to perform it
well.%” But how well does Securities Act liability actually promote adequate
gatekeeper monitoring?

The low number of lawsuits against gatekeepers, especially auditors, and the
low rates at which gatekeepers contribute to settlements may suggest that
perhaps Securities Act liability is not a strong deterrent to gatekeeper
misconduct. But it is also possible that we observe few lawsuits and fewer
settlements because gatekeepers are in fact deterred.%® Perhaps, to avoid
expensive liability, gatekeepers invest resources in conducting diligence to
benefit from the due diligence defense, and their efforts are sufficient to
preempt lawsuits and/or settlements. Maybe no one is suing gatekeepers
because there is nothing to sue them for. In the sections below, | assess these
arguments as they relate to auditors and underwriters based on the cases in
my sample.

A. Does Securities Act Liability Deter Auditors?

There are strikingly few Securities Act claims even naming auditors in my
sample,% and even fewer instances in which they pay out in settlements.

67

8 See e.g., Ryan Bubb, Emiliano Catan & Holger Spamann, Shareholder Rights and
Bargaining Structure in Controlled Transactions, June 12, 2023 at 18, chrome-
extension://efaidnbmnnnibpcajpcglclefindmkaj/https://www.ecgi.global/sites/default/files/P
aper%3A%20Shareholder%20Rights%20and%20the%20Bargaining%20Structure%20in%
20Control%20Transactions%20%28Ryan%20Bubb%2C%20Emiliano%20Catan%2C%20
Holger%20Spamann%29.pdf (“Of course, in equilibrium, we would not expect to see
(much) litigation because the Manager anticipates the lawsuit and, assuming even some
small personal cost of putting together the transaction, will only put forward transactions
that pass judicial muster.”) (describing equilibrium effects in litigation challenging
controlled transactions).

% | note that prior literature has documented a higher frequency of Section 11 claims
against auditors than this study. See, e.g., James J. Park, Auditor Settlements of Securities
Class Actions, 14 J. of Empirical Legal Stud. 169, 183 (finding that auditors contributed to
settlements in 33 Securities Act cases that fell within the 200 largest settlements of
securities class actions between 1996-2007); Honigsberg et al., The Changing Landscape
of Auditor Liability, 63 J. of L. & Econ. 367, 380 (finding 161 Section 11 claims naming
auditors between 1996-2016). The reason for this is likely that unlike my sample, which
contains only lawsuits involving IPOs, these samples include shelf offerings. [Shelf
offerings not only occur more frequently than IPOs, which generally occur only once, but
may be made by larger, more mature firms that are more attractive to plaintiffs. Moreover,
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There are also remarkably few restatements of issuer financials within the
statute of repose; since restatements are arguably among the best metrics of
auditor negligence or misconduct, ° one might argue that the low frequency
of lawsuits against auditors simply reflects the fact that they generally do their
work well. While the small sample size makes it difficult to arrive at definite
conclusions, | tentatively argue that other features of these lawsuits should
give us pause in ascribing their rarity to equilibrium effects.

I note from the outset that liability under the Securities Act for auditors is
relatively narrow. Auditors are liable only for the financial statements that
they certify,”* which, on its own, could account for some portion of the
relatively lower frequency with which they are sued. Yet this seems to be
only part of the story. While restatements of financials are rare within the
statute of repose, it is even rarer that the auditors responsible for those
statements draw a Securities Act lawsuit; while 16 sample issuers restated
their financials within the statute of repose, the auditor of only one of these
statements drew a Securities Act claim.

the short notice on which such offerings may be made may lend itself more than the IPO
process to diligence oversights. See Worldcom.]

0 | note that while a few restatements in my sample involve truly deceptive conduct that
would be difficult to detect, most involve improper recognition of revenue, which auditors
are supposed to catch. See AICPA & CIMA, SAS 99, Consideration of Fraud in a
Financial Statement Audit, chrome-
extension://efaidnbmnnnibpcajpcglclefindmkaj/https://us.aicpa.org/content/dam/aicpa/resea
rch/standards/auditattest/downloadabledocuments/au-00316.pdf (requiring auditors to
“ordinarily presume” that improper revenue recognition is a fraud risk on all audit
engagements, and to explain any contrary conclusions. Practice guides indicate that “high
level of care is always required in this area,” which requires the auditor to “obtain a
sufficient understanding of the client's industry and business, its products, its marketing
and sales policies and strategies, its internal controls, and its accounting policies and
procedures related to revenue recognition.” Practice Alert 98-3, Responding to the Risk of
Improper Revenue Recognition (April 15, 2004),
https://egrove.olemiss.edu/cgi/viewcontent.cgi?filename=0&article=2936&context=aicpa_
news&type=additional.

™ See Securities Act8 11(b)(3)(A), 15 U.S.C. §77k(a)(4) (2006); Andrew F. Tuch, Multiple
Gatekeepers, 96 Va. L. Rev. 1583, 1637 (2010) (“In practical terms, accountants will
typically face potential liability for audited financial statements, which are expertised
portions that accountants will authorize.”)

2 This case is also the only one where there was a restatement of financials and the auditor
contributed to the settlement. I note that the auditor’s contribution, $12 million, accounts
for most of the settlement ($17 million), and is one of the highest auditor contributions in
the sample. The misconduct of the issuer, HPL Technologies, ultimately drew an SEC
enforcement action, and involved inflation of revenues from 57% to 1067%. See SEC v.
Lepejian, No. 02-4308, N.C. Cal. (Sept. 10, 2002),
https://www.sec.gov/litigation/complaints/comp17718.htm.
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Other markers of possible auditor negligence also do not lead to auditor
lawsuits. 950 IPOs in the sample occurred in the five years before the auditor
of the issuer drew a PCAOB sanction. 795 of these sanctions were of Big
Four accounting firms, meaning that the misconduct prompting the sanction
might not be pervasive due to the firm’s large size; when I scale PCAOB
sanctions to account for this, the number of affected IPOs in my sample
reduces to 354. But even here, only two Big Four auditors were named in
Securities Act complaints in connection with IPOs occurring within five
years of a sanction, and only one smaller accounting firm was named within
five years of such a sanction. This suggests that some instances of possible
auditor misconduct that might affect IPOs that investor-plaintiffs and their
lawyers may decline to pursue. Similarly, 74 of my 261 lawsuits allege
GAAP or other accounting violations, yet only 16 name the auditor. Why?

One reason may be the interaction of the due diligence defense with the
incentives of the plaintiffs’ bar. The due diligence defense is highly fact
intensive under the best of circumstances, and particularly little guidance
exists “on the application of the defense to accountants.””® On one hand, this
means that the defense is generally not applicable on a motion to dismiss,
meaning that auditors will not be able to extricate themselves on this basis
early in the lawsuit, and will have to undergo expensive discovery. Under
these circumstances, it is possible that defendants would rather pay plaintiffs’
lawyers to go away than slog through the expensive fact-finding necessary to
successfully assert the due diligence defense. Asserting the due diligence
defense might be even more costly because of the dearth of case law, meaning
that auditors must face an uncertain result in court. A highly plausible
outcome of all this might be a high level of nuisance settlements by
accounting firms who would rather pay than litigate. But we do not see high
frequency of low payments by auditors.

On the other hand, because of its fact-intensiveness and the protracted
discovery that must be undertaken, the due diligence defense is also
expensive for plaintiffs to overcome, even where a claim has merit. Because
plaintiffs’ lawyers work on a contingency fee basis, it is possible that a claim
must be exceptionally strong and the potential damages very large to justify
such an undertaking. Notably, Securities Act claims naming auditors are far
more likely than claims naming only the issuer and/or underwriter to be
bundled with Rule 10b-5 claims. This may be because if a plaintiffs’ firm is
willing to put in the work to puncture a due diligence defense with respect to
an auditor, it believes its case to be strong enough to merit digging up the

3 1n re WorldCom, Inc., Sec. Litig., 352 F. Supp.2d 472, 492 (S.D.N.Y. 2005).
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factual details that would be necessary to make out a colorable 10b-5 claim.’
Not all plaintiffs’ law firms operate on a business model that allows for such
extensive factual digging.” Rather, many operate by filing a high volume of
lawsuits and expending as little effort as possible to procure many relatively
low settlements (perhaps independent of the merit of the underlying claims)
t