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DENI SE COTE, District Judge:
Thi s Opi nion describes the standards for inposing liability
on directors of public conpanies under Section 11 of the

Securities Act of 1933 (“Securities Act”) and under the



controlling person provisions in the Securities Act and the
Securities Exchange Act of 1934 (“Exchange Act”). Bert C
Roberts, Jr. ("Roberts"), the forner chairman of the board of
Worl dCom Inc. ("WrldCont'), has noved for summary judgnent in
the consolidated securities class action arising fromWrldCom s
col | apse, relying principally upon the affirmative defenses
avai |l abl e under each of these two statutes. Even though the Lead
Plaintiff does not contend that Roberts knew of the accounting
fraud which it alleges occurred at WrldCom to avoid liability
Roberts mnust nonet hel ess show that he conducted a reasonabl e

I nvestigation of the unaudited financial statenents and ot her
non-expertised material that were incorporated into registration
statenents through which Wrl dCom executed two nassive bond

of ferings during Roberts’ tenure at Worl dCom that he otherw se
exerci sed due care, and that he had no reasonable ground to
believe in the existence of the facts that underlie the
Securities Act claimassociated with the two bond offerings.
Because questions of fact exist regarding each of these issues,
and for the additional reasons described bel ow, Roberts’ notion
for summary judgnment is denied. Famliarity with prior Opinions

issued in the Wirl dCom Securities Litigation is assuned.?

1 See, e.g9., Inre WrldCom lInc. Sec. Litig., 352 F. Supp.
2d 472 (Arthur Andersen LLP's notion for sunmary judgnent); In re
WrldCom Inc. Sec. Litig., 346 F. Supp. 2d 628 (S.D.N. Y. 2004)
(Underwiter Defendants' notion for summary judgnent); In re
WrldCom Inc. Sec. Litig., 294 F. Supp. 2d 392 (S.D.N. Y. 2003)
(deciding a nunber of defendants' notions to dismiss); Inre
WrldCom Inc. Sec. Litig., 219 F.R D. 267 (2003) (class
certification).




Backagr ound

On June 25, 2002, WorldCom announced a nassive restat enment
of its financial statenments for 2001 and the first quarter of
2002. Several weeks |ater, the conpany entered bankruptcy.

Worl dComultimately made approximately $76 billion in financial
adj ustments for 2000 and 2001, reducing the conmpany's net equity
from approximately $50 billion to approxi mately m nus $20
billion. It is undisputed that, at |east as of early 2001,

Wor I dCom executi ves engaged in a secretive schenme to m srepresent
Worl dComi s financial condition in the conpany's filings with the
Securities and Exchange Comm ssion (“SEC'). The Lead Plaintiff
al l eges that the schene began even before 2001, and that the
conpany's mani pul ated financials were incorporated into the

regi stration statenents for two enornous bond offerings in My
2000 and May 2001 (the "Offerings").

The facts underlying WrldComs June 25 announcenent spurred
nunmerous | awsuits. The Judicial Panel on Multi-District
Litigation transferred the securities-based actions from federal
courts around the country to this Court, where they were

consolidated into the Securities Litigation.? The consoli dated

class action is brought on behalf of a class of all persons and
entities, excluding defendants and certain others affiliated with
themor with Worl dCom who were financially injured after they
acquired publicly traded Wrl dCom securities beginning April 29,
1999 t hrough and i ncl udi ng June 25, 2002 (the "d ass Period").

2 The Securities Litigation includes a nunber of i ndividual
actions as well as the consolidated class action that is the
subj ect of this Opinion.




Roberts was chairman of Worl dCom s board of directors
t hroughout the Cass Period. |Imediately prior to his service as
chai rman of Worl dCom Roberts was chairman of the board of M
Roberts had worked at MCl since 1972, and had risen up the ranks
at the tel ecomuni cations conpany, having fornerly held positions
as president of the conmpany's |ong distance division, chief
operating officer, president, and finally, as chief executive
of ficer, in which capacity he served from 1991 to 1996. M was
acquired by Wrl dCom on Septenber 14, 1998, in a transaction
val ued at $40 billion. The acquisition made Wrl dCom the second
| ar gest tel ecomuni cations conpany in the world. Roberts asserts
that his service as chairman of WrldConmls board after the
acqui sition was pursuant to a "stay put" contract; after the
contract expired at the end of 1999, he stayed on as chairnman at
the request of Worl dCom CEO Bernard J. Ebbers. Upon Roberts
arrival at WrldCom in addition to his experience on the M
board, he had been a director of a nunber of other public
conpani es, including British Tel ephone, Tel efonica, News
Cor poration, and Val ence Technol ogy, where Roberts was a nenber
of the audit conmttee.

Roberts signed a nunber of docunents filed by WrldComw th
the SEC. These include the 1999, 2000, and 2001 Forns 10-K and
the registration statenents ("Registration Statenents") for the
2000 and 2001 O ferings, as well as registration statenents filed
i n connection with WorldCom s acquisition of SkyTel
Communi cations, Inc. in 1999 and of Internedia Conmunications,

Inc. in 2001.



The Corrected First Anended Conpl aint of Decenber 1, 2003
("Conplaint") asserted Securities Act clains against certain
Wor | dCom of ficers, twelve WrldComdirectors, WrldConis auditor
Arthur Andersen LLP (“Andersen”), and investnent banks that
underwote the 2000 and 2001 O ferings. It asserted an Exchange
Act fraud claimunder Section 10(b) against several officers, one
director, Andersen, and the Citigroup Defendants,?® and Exchange
Act controlling person clains against the twelve directors and
certain officers.

Wth respect to Roberts in particular, the Conplaint pleads
claims under Sections 11 and 15 of the Securities Act. Section
11 liability stenms fromthe requirenents for filing a
regi stration statenent with the SEC. Section 15, a controlling-
person provision, inmposes liability upon those who control a
person -- here alleged to be WrldCom the issuer -- who
conmitted an underlying Securities Act violation.* 15 U S.C. §

770. Roberts also faces a clai munder Section 20(a) of the

3 The Citigroup Defendants are Citigroup, Inc., Citigroup
G obal Markets Inc. f/k/a Salonmon Smith Barney Inc. (“SSB’),
Citigroup dobal Markets Limted f/k/a Sal onon Brothers
International Limted, and Jack B. G ubnman. Their Section 10(b)
liability was prem sed on SSB's role as a | ead underwiter for
the 2000 and 2001 O ferings and on G ubman’s anal yst reports
encouragi ng investnent in WrldCom See WrldCom 219 F.R D. at
277.

4 The Conpl aint asserted two underlying Securities Act
claims, clains under Section 11 and Section 12(a)(2). Section 11
liability is prem sed on the issuance of a registration
statenment; Section 12(a)(2) liability is prem sed on the issuance
of a prospectus. See WrldCom 346 F. Supp. 2d at 656-60. The
Lead Plaintiff alleged these violations in connection with the
2000 and 2001 O ferings and the docunents that supported those
O ferings.




Exchange Act. Like Section 15, Section 20(a) is a controlling-
person provision. It inposes liability on those who control a
person who conm tted an underlying Exchange Act violation such as
securities fraud. 15 U.S.C. §8 78t(a). Here again, the
underlying violator is alleged to be Wrl dCom

The Citigroup Defendants settled with the Lead Plaintiff in
May 2004. See Inre WrldCom Inc. Sec. Litig., 02 Cv. 3288

(DLC), 2004 W. 2591402, at *1 (S.D.N.Y. Nov. 12, 2004). Trial
agai nst the remaining defendants was schedul ed to begin on March
17, 2005. During the two weeks preceding trial, the renaining
Underwiter Defendants settled. At that point, all of the
Di rector Defendants except Roberts resurrected an aborted
settlenent agreenent with the Lead Plaintiff.> Prelimnary
approval of that settlenent is pending. The civil actions
agai nst the Wbrl dCom offi cers have been stayed because each of
t hem has been prosecuted for their conduct at WrldCom Mst
recently, Bernard J. Ebbers, WrldComis fornmer CEQ, was convicted
followng trial in this district. The defendants who are
proceeding to trial in the class action are Andersen and Roberts.
The trial begins March 22, 2005.

In his notion for summary judgnent, Roberts argues that he
has established his due diligence defense under Section 11 of the

Securities Act as to both the "expertised" and non-expertised

> Ten Director Defendants had executed a settl enent
agreenent with the Lead Plaintiff in January 2005. Because the
Court found that that agreenent violated the Private Securities
Litigation Reform Act (“PSLRA’), the Lead Plaintiff w thdrew from
the settlement. See In re WrldCom Inc. Sec. Litig., No. 02
Cv. 3288, 2005 W. 335201, at *1 (S.D.N. Y. Feb. 14, 2005).
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portions of the registration statenents at issue.® Roberts also
mai ntains that he is not a "controlling person” under Section
20(a) of the Exchange Act because his conduct did not involve
"cul pable participation” in the underlying fraud as required by
Second Circuit precedent. |In addition, he argues that he has
established the affirmati ve defenses avail abl e under both Section

20(a) and Section 15 of the Securities Act.

Di scussi on

Summary judgnent may be granted only “if the pleadings,
depositions, answers to interrogatories, and adm ssions on file,
together with the affidavits, if any, show that there is no
genui ne issue as to any material fact and that the noving party
is entitled to judgnent as a matter of law.” Rule 56(c), Fed. R

Civ. P.; see also Sec. Ins. Co. of Hartford v. dd Dom ni on

Freight Line, Inc., 391 F.3d 77, 82 (2d Cir. 2004). *“The burden

of showi ng that no genuine factual dispute exists rests on the
party seeking summary judgnent, and in assessing the record to
determ ne whether there is a genuine issue as to a material fact,

the court is required to resolve all anbiquities and draw all

perm ssible factual inferences in favor of the party agai nst whom

summary judgnent is sought.” O d Dominion Freight Line, 391 F.3d

at 83 (citation omtted) (enphasis supplied).
When the noving party has asserted facts showing that it is

entitled to sunmary judgnent, the opposing party nust “set forth

® For a description of expertised statenments, see Wrl dCom
346 F. Supp. 2d at 664.




specific facts showing that there is a genuine issue for trial,”
and cannot rest on the “nere allegations or denials” of the
novant’s pleadings. Rule 56(e), Fed. R CGv. P.; accord Burt
Rigid Box, Inc. v. Travelers Prop. Cas. Corp., 302 F.3d 83, 91

(2d Gr. 2002). |If there is evidence, however, “fromwhich a
reasonabl e i nference could be drawn in favor of the opposing

party, sunmmary judgnment is inproper.” dd Dom nion Freight Line,

391 F.3d at 83 (citation omtted). Moreover, “where the
evidentiary matter in support of the notion does not establish
t he absence of a genuine issue, sunmary judgnent nust be denied

even if no opposing evidentiary matter is presented.” 1d.

(citation omtted) (enphasis in original).

I. The Section 11 affirmative defense of due diligence

As a director of WrldCom Roberts is naned as a def endant
in the Conplaint’s Section 11 claim As already noted, the
Section 11 claimis prem sed on the Registration Statenents filed
by Worl dCom for the 2000 and 2001 Oferings. Roberts asserts
principally that he relied and was entitled to rely on the
integrity of WorldConmis officers and the work of Wrl dCom s
auditor in connection with the contents of the Registration
St at enent s.

Section 11 “was designed to assure conpliance with the
di scl osure provisions of the [Securities] Act by inposing a
stringent standard of liability on the parties who play a direct

role in a registered offering.” Herman & MaclLean v. Huddl eston,

459 U. S. 375, 381-82 (1983). These parties will be found to have



vi ol ated Section 11 whenever “material facts have been omtted or
presented in such a way as to obscure or distort their

significance.” 1. Meyer Pincus & Assoc. v. Oppenheiner & Co.,

936 F.2d 759, 761 (2d Cir. 1991) (citation omtted). Wile

Section 11 is a strict liability statute, see, e.qg., Ernst &

Ernst v. Hochfelder, 425 U S. 185, 208 (1976), Section 11

provi des an affirmative defense of “due diligence,” which is
avai l abl e to defendants other than the issuer of the security.’

See Huddl eston, 459 U. S. at 382; Chris-Craft Indus., Inc. v.

Piper Aircraft Corp., 480 F.2d 341, 370-71 (2d Cr. 1973).

An earlier Opinion in this litigation discusses the “due
diligence” affirmative defense at |ength, and this Opinion draws
liberally fromthat discussion. WrldCom 346 F. Supp. 2d at
662-66 (“Summary Judgnment Opinion”). As described in the Summary
Judgnent Opinion, there are actually two affirmative defenses
avai |l abl e under Section 11(b) that are collectively knowmn as the
“due diligence” defense. See 15 U.S.C. 88 77k(b)(3)(A &
(b)(3)(O; 2 Gary M Lawrence, Due Diligence in Business

Transactions § 2. 03A (2004). Courts have distingui shed between

these two standards by | abeling themthe due diligence defense

and the reliance defense. See WrldCom 346 F. Supp. 2d at 663

(col l ecting cases).
The due diligence defense provides that “as regards any part

of the registration statenent not purporting to be nmade on the

"In addition, Section 11 provides an affirmative defense
where a defendant can prove that the loss in value of a security
is due to sonmething other than m sleading statenments within a
registration statenent. See 15 U.S.C. 8 77k(e). Roberts has not
nmoved for summary judgment on this affirmative defense.
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authority of an expert,” a defendant will not be |iable upon a

show ng t hat

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

15 U.S.C. 8 77k(b)(3)(A) (enphasis supplied). This defense is
understood as “a negligence standard.” Hochfelder, 425 U.S. at
208.

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

he had no reasonable ground to believe and did not

believe, at the tine such part of the registration

stat enent becane effective, that the statenents therein

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

material fact required to be stated therein or

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

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

Al t hough the requirenents of due diligence vary dependi ng on
whet her the registration statenent has been made in part or in
whol e on the authority of an expert, the standard for determ ning
what constitutes a reasonabl e investigation and reasonabl e ground
for belief is the sane: “[T]he standard of reasonabl eness shal
be that required of a prudent man in the managenent of his own

property.” 15 U. S.C. 8§ 77k(c).
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A Rule 176

The Summary Judgment Opinion not only featured a | engthy
exposition of the case | aw surroundi ng the due diligence and

reliance defenses, see WrldCom 346 F. Supp. 2d at 671-78, but

it also rejected the Underwiter Defendants’ argunents that in
creating the integrated disclosure systemand shelf registration
t hrough rul e maki ng principally between the late 1960s and the
early 1980s, and in enacting SEC Rule 176 in 1982, the SEC
fundanmentally altered the nature of underwiters’ due diligence
obligations. 1d. at 667-70. Roberts’ notion for sumary
judgment relies upon nuch of the sanme flawed anal ysis that was
presented by the Underwiter Defendants and rejected in the

Summary Judgnent Opi ni on.

The SEC proposed Rule 176 in an attenpt “to nmake explicit
what circunstances nmay bear upon the determ nation of what
constitutes a reasonabl e investigation and reasonabl e ground for
belief as these terns are used in Section 11(b).” [d. at 669
(citation omtted). |In finding that the SEC at no tine intended
to dimnish an underwiter’s obligation to nake a reasonabl e
i nvestigation, as the statutory |anguage demands, the Sumary
Judgnent Opini on explored the purpose and neani ng of Rule 176.

In relevant part, Rule 176 provides:

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

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

11



(c) The type of person;

(e) The presence or absence of another
relationship to the i ssuer when the person is a
di rector or proposed director;

(f) Reasonable reliance on officers, enployees,
and ot hers whose duties should have given them
know edge of the particular facts (in the light of the
functions and responsibilities of the particular person
with respect to the issuer and the filing);

(h) Whether, with respect to a fact or docunent
i ncorporated by reference, the particul ar person had
any responsibility for the fact or docunent at the tine
of filing fromwhich it was incorporated.

17 CF.R 8 230.176 (enphasis supplied).

In proposing Rule 176, the SEC noted that “only a court can
make the determ nati on of whet her a defendant’s conduct was

reasonabl e under all the circunstances of a particular offering.

Circunstances Affecting the Determ nati on of What Constitutes

Reasonabl e | nvestigati on and Reasonable G ounds for Belief Under

Section 11 of the Securities Act, SEC Rel ease No. 6335, 1981 W

31062, at *13 (Aug. 6, 1981) (“SEC Rel ease No. 6335").
Nonet hel ess, the SEC recogni zed that even though the sane
statutory | anguage governs the due diligence obligations of
directors; signers of registration statenents; experts, such as
accountants and appraisers; and underwiters, “Congress intended

that there would be variation in the thoroughness of the

investigation performed by the different persons subject to

Section 11 liability based on the inportance of their place in
the schene of distribution and with the degree of protection that
the public has a right to expect.” [d. at *14 (citation
omtted) (enphasis supplied). The SEC directed that the due

12



diligence obligations of directors in particular be evaluated in
light of “their continuing involvenent in their conpany’s
activities,” which includes “receiv[ing] reports, request[ing]

i nformati on from managenent, neet[ing] periodically, and
analyz[ing], plan[ning] and participat[ing] in the conpany’s

business.” 1d. at *12. Such activities, explained the SEC,

provi de a strong basis for their eval uation of
disclosure in a registration statenent, and for

consi dering what further due diligence is necessary on
their part. |In particular, their roles in reviewng

t he conpany’s Form 10-K annual report and ot her
Exchange Act filings are relevant to their due
diligence for a registration statenent incorporating

t hose filings.

| d.

The SEC al so acknow edged that not all directors play the
same role vis a vis the conpany, and that the differences in
their roles had inplications for their duty of diligence. 1d. at
*13-*14. Thus, anong the circunstances listed in Rule 176 are
two that were intended especially to bear on the extent to which
directors are entitled to the due diligence and reliance
defenses. First, Rule 176 provides that in the case of a
director, a court should consider the presence or absence of
another relationship to the issuer. 17 CF. R § 230.176(e). The
SEC i ncluded this subsection to highlight that “a director who
has another relationship with the issuer involving experti se,
know edge or responsibility with respect to any nmatter giving
rise to the omssion or msstatenent will be held to a higher

standard of investigation and belief than an outside director

wi th no special know edge or additional responsibility.” SEC

13



Rel ease No. 6335, 1981 W. 31062, at *14 (enphasis supplied).
Second, Rule 176(f), which | ooks to whether a defendant has
reasonably relied on “officers, enployees, and ot hers whose
duties should have given them know edge of the particular facts,”
17 CF.R 8 230.176(f), also was ained, per the SEC s
understanding of the legislative history of the Securities Act,
at “avoid[ing] placing excessive burdens on the issuer’s
directors.” SEC Rel ease No. 6335, 1981 W 31062, at *14

(citation omtted).

Wil e concerns particular to directors have found expression
in Rule 176, the overall inpact of the rule on directors is no
different than it is for underwiters. That is to say, as the

SEC noted in 1981,

The principal goal of integration is to sinplify

di scl osure and reduce unnecessary repetition and
redelivery of information which has already been
provided, not to alter the roles of participants in the
securities distribution process as originally
contenplated by the Securities Act. The integrated

di scl osure system past and proposed, is thus not
designed to nodify the responsibility of underwiters
and others to make a reasonabl e investigation.”

Id. at *10 (enphasis added). Indeed, just as underwiters’ due
diligence obligations remain fixed under Section 11(b)(3)(A), so
too nust directors -- “as has historically been the case with
respect to unaudited information included in a registration
statenent” -- “denonstrate affirmatively . . . that, after
conducting a reasonabl e investigation, they had reasonabl e ground
to believe, and did believe, that the [non-expertised]

informati on was true.” Accountants’ Liability Under Securities

14



Act of 1933 for Reports on Certain Unaudited Suppl enentary

Fi nanci al I nformation, SEC Rel ease No. 6208, 1980 W. 29981, at *4

(Apr. 30, 1980).

The SEC has also clarified that directors are not excused
fromperform ng a nmeani ngful due diligence investigation due to
the i nvol venent of professionals, such as underwiters and
auditors, in a given securities offering. For instance, a
director nmust performa “due diligence inquiry notwthstandi ng

the use of a professional underwiter.” New H gh Ri sk Ventures,

SEC Rel ease No. 5275, 1972 W. 125474, at *6 (July 27, 1972).

Mor eover, the SEC has made clear that accountants’ reports on
unaudi ted financial information do not constitute statenents
“purporting to be nade on the authority of an expert” as defined
in Section 11(b)(3)(C), and therefore, directors and underwiters

ali ke “should be required . . . to denponstrate affirmatively

under Section 11(b)(3)(A) that, after conducting a reasonable
i nvestigation, they had reasonable ground to believe, and did

believe, that the interimfinancial data was true.” Accountant

Liability for Reports on Unaudited InterimFinancial Information

Under Securities Act of 1933, SEC Rel ease No. 6173, 1979 W

169953, at *4 (Dec. 28, 1979) (enphasis supplied).

B. Case Law Reliance Defense

As the Summary Judgnment Opinion recalls, the past four
decades have produced scant devel opnent in the | aw surrounding a
defendant’s affirmative defenses under Section 11. WrldCom 346

F. Supp. 2d at 671. The reliance defense was renarked upon,

15



however, by Justice Powell in his dissent fromthe Suprene

Court’s denial of certiorari in John Nuveen & Co. v. Sanders, 450

U.S. 1005 (1981), a case addressed to the requirenents of Section
12(a)(2)’ s reasonabl e care defense. The main thrust of Justice
Powel | s dissent in Sanders is an explanation of his view that as
Congress “used its words with precision” in enacting the
Securities Act and the Exchange Act, the duties inposed under
Section 12(a)(2) cannot be equated with those under Section 11.

In so doing, Justice Powell noted that Section 11

explicitly absolve[s] [non-issuer defendants] of the
duty to investigate with respect to “any part of the
regi stration statenent purporting to be made on the
authority of an expert” such as a certified accountant
if “he had no reasonable ground to believe and did not
bel i eve” that the information therein was m sl eadi ng.
This provision is in the Act because, alnost by
definition, it is reasonable to rely on financial
statenents certified by public accountants.

Id. at 1010 (enphasis supplied). Justice Powell further observed

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

t hensel ves -- not those who rely in good faith on their
prof essi onal expertise -- who are at fault and who should be held
responsible.” 1d. n.4.

Thus, directors may rely on an accountant's audit opinion
incorporated into a registration statenent in presenting a
reliance defense. WirldCom 346 F. Supp. 2d at 666. 1In the

sem nal case of Escott v. BarChris Constr. Corp., 283 F. Supp.

643 (S.D.N. Y. 1968), the Honorable Edward C. MLean of this
district held that with respect to the expertised portion of the

prospectus, an outside director prevailed on his reliance defense

16



by proving that he knew that the financial statenments were
audited, “believed themto be correct because he had confidence
in [the auditor],” and “had no reasonabl e ground to believe

otherwise.” 1d. at 688.

Nonet hel ess, just as “underwiters’ reliance on audited
financial statenents may not be blind,” WrldCom 346 F. Supp. 2d
at 672, directors also may not fend off liability by claimng
reliance where “red flags” regarding the reliability of an
audi ted financial statenent, or any other expertised statenent,
energe. The Summary Judgnent Opinion, which | argely denied
sumary judgnent to the Underwiter Defendants, discusses at sone

l ength the concept of “red flags,” which primarily appears in
cases under Section 10(b) of the Exchange Act. |[d. at 672-74.
What constitutes a red flag is an exquisitely fact intensive
inquiry that depends upon the circunstances surrounding a
particul ar issuer, the alleged m sstatenents, and the role of the

Section 11 defendant. See id. at 679.

C. Case Law. Due Diligence Defense

_ As described above, the due diligence defense offers
directors an opportunity to escape liability under Section 11

t hrough proof that they conducted a "reasonabl e investigation."
15 U S.C. 8 77k(b)(3)(a). For decades courts have recogni zed
that what constitutes both a reasonable investigation and a
reasonabl e belief in the accuracy of a registration statenent

hi nges on a fact-intensive inquiry into, anong other things, the

nature of the individual director’s relationship to the conpany.

17



In particular, courts have required a nore searching inquiry by
inside directors. Wether a director is properly categorized as
an inside or outside director, however, the | aw has consistently
pl aced upon directors the duty to conduct a reasonable

i nvestigation of the non-expertised portions of registration
statenents and has not permtted themsinply to accept at face
val ue the representations of managenent and auditors. After all
even honest auditors and officers of a conpany nay meke n st akes.

See Bar Chris, 283 F. Supp. at 690.

Wth respect to the role of directors, Judge McLean wrote in

Bar Chri s:

Section 11 inposes liability . . . upon a director, no
matter how new he is. He is presuned to know his
responsi bility when he becones a director. He can
escape liability only by using that reasonable care to
investigate the facts which a prudent man would enpl oy
in the managenment of his own property. In nmy opinion,
a prudent man would not act in an inportant matter

wi t hout any know edge of the relevant facts, in sole
reliance upon representati ons of persons who are
conparative strangers and upon general information

whi ch does not purport to cover the particul ar case.

Bar Chris, 283 F. Supp. at 688 (enphasis supplied) (citation

omtted).

Wth this framework in mnd, Judge McLean found an outside
di rector who had joined the conpany shortly before the issuance
of the security in question and who had “little opportunity to
famliarize hinmself with the conpany’s affairs” |iable under
Section 11 because he nmade no investigation of the accuracy of
the prospectus and relied exclusively on general assurances from

conpany officers. [d. Judge MlLean simlarly found that another

18



outside director who had just joined the board did not establish
his due diligence when he nerely read an early version of the
pertinent registration statenent for “about ten mnutes,” signed
the final document without reading it, and sinply inquired of the
conpany's officers whether the information in the registration

st atenment was correct. ld. at 689.

A third director with a special relationship of the conpany
and the offering was held to an even nore exacting standard.
This director was al so a nmenber of the law firmthat served as
the conpany's counsel and had drafted the registration statenent.
H s "uni que position" could not be "disregarded.” [d. at 690.
"[More was required of himin the way of reasonable
i nvestigation than could fairly be expected of a director who had
no connection with this work." 1d. Wile observing that
“requir[ing] an audit woul d obviously be unreasonabl e,” Judge
McLean found that the registration statenment contained “errors
and omssions . . . which could have been detected [by the third
director] without an audit.” 1d. He observed that requiring
this director to check matters that were "easily verifiable" was
not unreasonable. 1d. Had the director read pertinent
contracts, required the mnutes of certain corporate subsidiaries
to be witten up and revi ewed them exam ned corporate records
regardi ng del i nquencies, inquired nore thoroughly of the
conpany’s officers, both through witten subm ssions to them and
oral conversations, and requested that the conpany’ s auditor
i nvestigate and report to himon critical itenms, see id. at 690-

92, he would have obtained information that “would have put him
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on his guard.” 1d. at 692. According to Judge MLean, the way
“to prevent mstakes is to test oral information by exam ning the
original witten record.” 1d. at 690. Therefore, Judge MLean
concl uded that even “maki ng due all owances for the fact that [the
issuer’s] officers msled him” and that the director was a nman
of integrity and had acted in good faith, he had also not net his

due diligence obligations. 1d.

Thus, while finding all three of the directors discussed
above to be liable for their lack of due diligence, BarChris
created “a sliding scale of liability” anong directors,
“drawfing] a distinction between insiders and outsiders.”® 1

Thomas Lee Hazen, Law of Sec. Req. 8 7.4[2][A][1] (4th ed. 2002).

That distinction was cenented by the further exposition of the

due diligence defense in Feit v. Leasco Data Processing Equi pnment

Corp., 332 F. Supp. 544 (E.D.N. Y. 1971), in which the Honorable
Jack B. Weinstein had occasion to consider the due diligence
obligations of inside directors. As Judge Winstein keenly
observed, “what constitutes ‘reasonable investigation’ and a
‘reasonabl e ground to believe’ will vary with the degree of

i nvol venent of the individual, his expertise, and his access to

the pertinent information and data. Wat is reasonable for one

8 Since the PSLRA, whether a defendant is an inside or
outside director bears not only on the director's due diligence
obl i gati ons under Section 11(b)(3), but also on a director's
ultimate liability for a Section 11 violation. See 15 U. S.C. 88§
78u-4(f)(2), 78u-4(f)(10)(O (ii) (providing that outside
directors are only liable for the portion of the judgnment that
corresponds to their percentage of responsibility unless their
violations were commtted know ngly); WrldCom 2005 W 335201,
at *2.
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director may not be reasonable for another by virtue of their
differing positions.” |d. at 577-78. G ven this, Judge
Weinstein explained that “[i]nside directors with intimte

know edge of corporate affairs and of the particular transactions
w Il be expected to nmake a nore conplete investigation and have
nore extensive know edge of facts supporting or contradicting
inclusions in the registration statenents than outside
directors.” 1d. at 578. |Indeed, Feit enphasizes that the duty
of inquiry placed upon inside directors is so stringent that
“liability will lie in practically all cases of

m srepresentation.” 1d.

Since BarChris and Feit, other courts have simlarly inposed
a division between the due diligence obligations of inside
directors and those of outside directors. For instance, the

court in Goldstein v. Al odex Corp., 409 F. Supp. 1201 (E. D. Pa.

1976), observed that the situation of outside directors was

"legally and factually different fromthat of the corporation and
the other inside directors.” |d. at 1203 n.1. GCting Feit, 332
F. Supp. at 544, and BarChris, 283 F. Supp. at 643, the Goldstein

court announced:

The law is that an inside director with intimte
knowl edge of corporate affairs and of particul ar
transactions is expected to nmake a nore conplete

i nvestigation and to have nore extensive know edge of
the facts supporting the statenent than is an outside
director, although each nust undertake that

i nvestigation which a reasonabl e prudent man in that
position woul d conduct.
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Wil e courts have distingui shed between the due diligence
obligations of inside and outside directors, a serious question
|l i ngers over who precisely counts as an outside director. Wthin
the Section 11 case law, an outside director is alternately a
director who is not an officer, BarChris, 283 F. Supp. at 687, a
director who is neither an officer nor an enpl oyee, see
ol dstein, 409 F. Supp. 2d at 1203, or soneone who, based on an
assessnent of the pertinent facts and circunstances, is sinply
not “so deeply involved that he is really an insider.” Feit, 332
F. Supp. at 576 (citation omtted). The lack of a uniform
under standi ng of who is an outside director within the case | aw
is exacerbated by the SEC s failure to pronulgate its own
definition of inside and outside directors for the purposes of
Section 11, despite Congress’s explicit instruction within the
PSLRA that it define the term“outside director.” See 15 U S.C.
§ 78u-4(f)(10)(D). Nonetheless, at |east one comentator has
postul ated that an outside director “is a director who fits the
definition of a ‘Non-Enployee Director’ contained in [SEC] Rule

16b-3(b)(3),”° a sonmewhat intricate regulation. 5 Arnold S.

° Rul e 16b-3(b)(3) defines a Non-Enpl oyee Director as a
di rect or who:

(A) I's not currently an officer (as defined in §

240. 16a-1(f)) of the issuer or a parent or subsidiary
of the issuer, or otherwise currently enployed by the

I ssuer or a parent or subsidiary of the issuer;

(B) Does not receive conpensation, either directly or
indirectly, fromthe issuer or a parent or subsidiary
of the issuer, for services rendered as a consultant or
I n any capacity other than as a director, except for an
anmount that does not exceed the dollar amount for which
di scl osure would be required pursuant to [Item 404(a)
of Regul ation S-K];
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Jacobs, Disclosure & Renedies Under the Sec. Laws 8§ 3:87 (West

2005). In addition, certain institutions of significance to our
capital markets, such as the New York Stock Exchange (“NYSE"),
have their own fornalized definitions of the term “outside
director.” The NYSE, for instance, considers an outside director
to be

a director who is not an enpl oyee, officer, or forner
officer of the listing firmor one of its subsidiaries
or divisions, or a relative of a principal executive of
the firm or an individual or nenber of an organi zation
acting as an advisor, consultant, |egal counsel,

recei ving conpensation on a continuing basis fromthe
conpany other than director’s fees.

Jonat han R Macey & Hi deki Kanda, The Stock Exchange as a Firm

The Energence of O ose Substitutes for the New York and Tokyo

St ock Exchanges, 75 Cornell L. Rev. 1007, 1022 n.55 (1990)

(citation omtted); see also 14 Guy P. Lander, U.S. Sec. Law for

Fin. Trans. 8§ 3:12 n.3 (West 2005).

D. Application of the Law to Roberts’ Motion
In his nmotion for summary judgnent, Roberts argues that with
respect to the expertised portions of the registration

statenents, he is entitled to sunmary judgnment on the Section 11

(C) Does not possess an interest in any other
transaction for which disclosure would be required
pursuant to [Item 404(a) of Regulation S-K]; and

(D) I's not engaged in a business relationship for which
di scl osure woul d be required pursuant to [Item 404(b)
of Regul ation S-K].

17 C.F.R § 240.16b-3(b) (3).
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cl ai m agai nst hi m because he relied on the financial statenents
prepared by Andersen and believed themto be correct “because he
had confidence in Arthur Andersen and because they were
consistent with the explanations and presentati ons nmade to hi m by
Wor |1 dComi s seni or managenent and the Audit Committee.” Roberts
further alleges that his own “regul ar reviews” of these financial
statenments brought “nothing to his attention that caused himto
question the financial information that was presented.” Turning
to the non-expertised portions of the registration statenents,
Roberts again phrases his argunent in terns of reliance,
contendi ng that he “reasonably relied on the organi zation, the
managenent personnel, and the obvi ous conpliance by [Wrl dConi

wi th nodern corporate governance standards,” and pointing to Rule
176(f) as support for his actions. He asserts that Wrl dConi s
CFO presented detail ed, substantial analyses to the Board that
denonstrated his conpetence. Inplicit in Roberts’ argument is
his contention that he was an outside director with
correspondi ngly reduced due diligence obligations.

Roberts’ notion is prem sed on several erroneous statenents
of law, not the least of which is his argunment, stated nost
clearly within his reply brief, that “whether audited or
unaudi ted,” all of the financial statements reviewed by Andersen
are expertised within the neaning of Section 11. The Summary
Judgnent Opinion addressed this issue squarely, finding that as a
matter of statutory interpretation and SEC regul ati on, unaudited

financial information is not expertised, and thus, Section 11

24



defendants may not claimthe reliance defense with respect to
unaudi ted financial information and nmust show that they conducted
a reasonabl e investigation of all portions of a registration

statenent except the audited financial statenents. See WrldCom

346 F. Supp. 2d at 664-665.

Even as to the audited financial statenments, where a
reliance defense is appropriate, Roberts’ notion nust fail. The
Lead Plaintiff has pointed to information, nost notably the
decline in WrldConis line costs'® as a percentage of revenue,
that a jury may find should have raised a red flag for Roberts
and caused himto question his reliance on the audited financi al
statenents. This is particularly true given Roberts’ history
Wi thin and expertise in the tel ecormunications industry. Wile
Roberts has an expl anation for why he accepted managenent’s
expl anation regarding Wrl dCom s singular success in this regard,
that explanation serves to highlight that this is a disputed
i ssue of fact for trial. |If the |ine cost data was a red fl ag,
then Roberts had an obligation to inquire until satisfied as to
the integrity of the |ine cost data.

Aside from Roberts’ significant errors of law, he has al so
not fulfilled his burden of proof with respect to his due
diligence defense. A defendant’s assertion of the due diligence

defense requires an exquisitely fact intensive inquiry into al

10 line costs were WorldConmis single | argest operating
expense. They were so significant to the health of the conpany
that there were separately reported on its financial statenents.
See WorldCom 346 F. Supp. 2d at 640.
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of the circunstances surrounding the facts upon which the Section
11 claimis prem sed, including the factors set out in Rule 176.
Al t hough such fact-intensive inquiries do not |end thensel ves
easily to resolution on summary judgnent, with a properly
supported notion it is conceivable that summary judgnent coul d be
granted, particularly when brought on behalf of an outside
director. Wthout recognition of the burden placed by this
defense on the director to denonstrate diligence, however, a
notion for summary judgnent i s dooned.

Here, the parties dispute whether Roberts should be
considered an inside or outside director, a classification that
wei ghs heavily on any eval uati on of Roberts’ argunent that he is
entitled to summary judgnment on his due diligence defense.!

Even assum ng that Roberts were able to show that he is properly
consi dered an outside director, however, Roberts has not shown
that he is entitled to summary judgnment. He has not shown that
he conducted any sort of investigation, much |ess a reasonable

i nvestigation in light of all relevant circunstances; instead, he
has enphasi zed his “intelligent and well-reasoned reliance” on
his fellow directors, experts, and professionals who were in the
position to evaluate WrldCom and his review of the materials
managenent gave to the Board. Wile reliance on managenent’s

presentations to the Board, after a careful exam nation of the

1 Roberts did not nmove for sunmary judgnment on the issue of
whet her he was an outside director. His discussion of this issue
recogni zes that it is hotly contested.
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mat erials provided to the Board, may suffice in sonme cases, the
assertions in this case raise questions as to whether it was

i ncunbent on Roberts to engage in a nore active dialogue with
managenent and perhaps even with the Conpany’s auditors and
underwiters. A notion for summary judgnent requires a defendant
to present evidence that establishes the absence of a genuine

i ssue of fact; Roberts has not done that.?*?

ITI. Controlling-person liability under Section 20 (a)

The Lead Plaintiff alleges that WrldComconmtted a
vi ol ati on of Exchange Act Section 10(b) and SEC Rul e 10b-5, and
that the WirldCom directors, including Roberts, were controlling
persons of WorldCom wi t hin the neaning of Section 20(a).
Exchange Act Section 20(a) creates a cause of action agai nst
"controlling persons” of those engaged in the primary securities
fraud. “*Controlling-person liability’ is a separate inquiry
fromthat of primary liability and provides an alternative basis

of culpability.” In re Scholastic Corp. Sec. Litig., 252 F.3d

63, 77 (2d Cr. 2001). Section 20(a) provides, inits entirety:

Every person who, directly or indirectly, controls any
person |iable under any provision of this chapter or of
any rule or regulation thereunder shall also be liable
jointly and severally with and to the sane extent as
such controll ed person to any person to whom such
controlled person is liable, unless the controlling

2 Roberts’ citation to Laven v. Flanagan, 695 F. Supp. 800
(D.N.J. 1988), is msplaced. The directors in Laven nade a
detailed showing that differentiated their due diligence
activities fromthe “passive and total reliance on conpany
managenent that defeated the due diligence defense” in BarChris.
ld. at 812.
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person acted in good faith and did not directly or
indirectly induce the act or acts constituting the
viol ation or cause of action.

15 U.S.C. § 78t(a) (enphasis supplied). Under Second Circuit
law, * to prove a Section 20 claim "a plaintiff nust show (1) a
primary violation by a controlled person; (2) control of the
primary violator by the defendant; and (3) ‘that the controlling
person was in sone meani ngful sense a cul pable participant’ in

the primary violation." Boguslavsky v. Kaplan, 159 F.3d 715, 720

(2d Gr. 1998) (quoting SEC v. First Jersey Sec., Inc., 101 F.3d

1450, 1472 (2d Cir. 1996)). Control is defined in 17 CF.R 8
240.12b-2 as "the power to direct or cause the direction of the
managemnment and policies of a person, whether through the
ownership of voting securities, by contract, or otherw se." See

also First Jersey, 101 F.3d at 1472-73 (adopting this standard

for a Section 20(a) claim.

A.  "Cul pabl e participation”

Roberts argues that the "cul pable participation” requirenent
recited in Second Circuit case |law as an el enent of a Section
20(a) clai mneans that reckl essness or know edge nust be proved
to establish liability under the provision. |In support of his
contention that scienter is required, Roberts cites several cases

fromthis District, including In re Livent Securities Litigation,

13 The Suprene Court has never el aborated on the el ements of
a Section 20(a) claim See lnre Initial Pub. Offering Sec.
Litig., 241 F. Supp. 2d 281, 392 (S.D.N. Y. 2003).
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148 F. Supp. 2d 331, 355 (S.D.N.Y. 2001), and Gabriel Capital,

L.P. v. NatWest Finance Inc., 122 F. Supp. 2d 407, 429 (S.D.NY.

2000). The Lead Plaintiff counters that the Opinion addressing
notions to dismss in this litigation has already held that

Section 20(a) inposes no scienter requirenment. See WrldCom 294

F. Supp. 2d at 392 ("Motion to Dismss Qpinion"). Moreover, it
contends that there is enough evidence to establish that Roberts
was reckless in approving and signing the Registration Statenents
in any event.

The Motion to Dism ss Opinion noted the confusion anong
courts regarding the neaning of the "cul pable participation”
requirenent. See id. at 414 (collecting authority). After
exam ni ng the | anguage of Section 20(a) and the applicable Second
Circuit case law, see id. at 414-16, the Opinion concluded that
"it does not appear that there is any requirenent that the
plaintiff plead or prove a cul pable state of mnd to all ege or
establish cul pable participation." 1d. at 415;' see also

Initial Pub. Ofering, 241 F. Supp. 2d at 392-97 (performng a

t hor ough anal ysis of the relevant case |aw and | egislative

hi story and reachi ng the sanme concl usion).

14 Al'though the issue in the Mdtion to Dismss Opinion was
specifically whether the conplaint needed to plead scienter to
state a Section 20(a) claim the burden of proving such liability
was considered in that Opinion in light of the requirenent under
the PSLRA that a hei ghtened pl eading standard be inposed if the
plaintiff is required to prove a cul pable state of m nd at any
point in the proceedings. See id. at 414 (citing 15 U S.C. 78u-

4(b)(2)).
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There is no basis in the | anguage of Section 20(a) itself to
support a scienter requirenment; the provision states sinply that
it covers every person who "directly or indirectly controls" an

Exchange Act violator and provides for an affirmative defense of

good faith and non-inducenent. 15 U.S.C. § 78t(a); see also

First Jersey, 101 F.3d at 1473 (characterizing the affirmative

defense as such). CGCiting Section 20(a) anong ot her provisions,
the Suprenme Court has stated that "[i]n each instance that
Congress created express civil liability in favor of purchasers
or sellers of securities it clearly specified whether recovery
was to be prem sed on knowi ng or intentional conduct, negligence,

or entirely innocent mstake." Hochfelder, 425 U S. at 207. To

read a scienter requirenent into the prima facie case for a
Section 20(a) claimwould unreasonably strain the plain | anguage
of a clearly witten provision.?®®

The Second Circuit has noted that Section 20(a) parallels

Securities Act Section 15, see, e.q., Marbury Mynt. v. Kohn, 629

F.2d 705, 714 (2d G r. 1980), and there is little dispute that
the latter provision contains no scienter requirenent.?®
Mor eover, "whenever the Second Circuit has applied its own test,

it has essentially rendered the 'cul pable participation

% 1n holding that scienter is not required to establish a
Section 20(a) violation, the Court finds itself in respectful
di sagreenent with the district court opinions cited by Roberts.

1 A few courts have inposed a "cul pable participation”
requi renent, which they have further construed to require
scienter, for Section 15 clains, but they are outliers.
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requi renent neaningless.” Initial Pub. Ofering, 241 F. Supp. at

395 (enphasis in original).

For exanple, Marbury considered whether the district court
was in error when it refused to pass on a plaintiff's Section
20(a) claimat trial. The appellate court eval uated whether a
cl ai mwas supported in the trial record and found that it was,

wi t hout making any reference to scienter. See Marbury, 629 F.2d

at 710-12 (2d Cr. 1980). In First Jersey, the court affirnmed a

bench trial determ nation of Section 20(a) liability, again

wi t hout reference to whether the plaintiff had presented evidence
of scienter: "[T]here can be no question that [the defendant] was
a controlling person with respect to [the brokerage agai nst whom
a Section 10(b) claimhad been proved]. Hence, in order to
escape controlling-person liability, [the defendant] had the
burden of showing [the elenents of the affirmative defense]."

First Jersey, 101 F.3d at 1473. Roberts' notion for summary

judgnent on the ground that the Lead Plaintiff has not submtted
evi dence of reckl essness or know edge of the underlying fraud is

accordi ngly denied.?

B. Affirmative defense of good faith and non-inducenent
Roberts also clains that he is entitled to the affirmative

defense of Section 20(a), which exenpts a controlling person from

17 Because no scienter is required to nake out a prinma facie
case under Section 20(a), the issue of whether the evidence is
sufficient to support an allegation of reckl essness need not be
reached.
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liability if "the controlling person acted in good faith and did

not directly or indirectly induce the act or acts constituting

the [underlying] violation or cause of action.”" 15 U S.C. 8§
78t (a) (enphasis supplied). The Second Circuit has held that to
establish good faith under Section 20(a), "the controlling person

nmust prove that he exercised due care in his supervision of the

violator's activities in that he maintained and enforced a
reasonabl e and proper system of supervision and internal

controls.”™ First Jersey, 101 F.3d at 1473 (enphasis supplied)

(citation omtted).'® Additionally, to establish the second
prong of the affirmative defense, the controlling person nust
prove that he did not directly or indirectly induce the
underlying fraud. See id.

Roberts attests to his confidence in the conpany, its
managemnment, and its prospects prior to June 25, 2002. He also
notes that he owned nore than $30 million of Worl dCom stock after
the MCI-WorldCom nerger. He retained all of his shares of
Wor |1 dCom st ock while a director of the conmpany and even acquired
nor e conpany-i ssued stock while a director

The Lead Plaintiff argues that Roberts' act of signing the
Regi stration Statenments was by itself sufficient to constitute

"inducenment,” citing Nordstrom Inc. v. Chubb & Son, Inc., 54

8 The Second Circuit has el aborated on this prong of the
affirmati ve defense primarily in cases involving errant enpl oyees
of broker-dealers, but has never indicated that the requirenent
of due care in the supervision of the controlled person's
activities is limted to that context.
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F.3d 1424, 1434 (9th Cr. 1995). It also disputes whether
Roberts (and the other directors) enforced a reasonabl e and
proper system of supervision at WrldCom noting as an exanpl e
the functioning of WorldCom's Internal Audit Departnent

("I'nternal Audit"), which conducted operational audits, while
financial audits were left entirely to Andersen. Al though

I nternal Audit made hundreds of internal control recommendations
to the Audit Conmttee of WrldComis Board of Directors ("Audit
Comm ttee"), no one on the Audit Comm ttee questioned the absence

of any such recommendations from Andersen. Cf. In re WrldCom

Sec. Litig., No. 02 Gv. 3288 (DLC), 2005 W. 375313, at *12 (Feb.

17, 2005) (noting the Lead Plaintiff's intent to introduce

evi dence tending to show that Andersen, in contrast to its
successor, failed to alert managenent to the fact that there were
i nadequate internal controls at WrldCom during the C ass
Period). 1In addition, the Lead Plaintiff notes that Roberts
"fails to state anything he affirmatively did to ensure

Worl dComis Audit Conmittee was discharging its duties consistent
withits charter.”

In Nordstrom the directors and officers facing Section
20(a) liability had signed a series of public disclosures and
press rel eases "downpl aying the inportance” of allegations that
the conpany had viol ated wage | aws. Nordstrom 54 F.3d at 1427-
28. The Ninth Grcuit held that the directors and officers could
not succeed on the affirmati ve defense, although they "believed

in good faith that they were not perpetrating a fraud," because
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they had "induced" the fraud when they approved the public
di sclosures. 1d. at 1434. "By authorizing the m sl eadi ng
statenents, the . . . directors and officers induced the fraud."
1d.

To hold that Roberts "induced" the acts constituting the
fraud at WorldCom nerely by lending his signature to the
Regi stration Statenents would vitiate the affirmative defense to
Section 20(a) liability. It is nore likely that inducenent
shoul d be understood to involve proof that the defendant
undert ook some action that caused the fraud. The dictionary
definition of "induce" is "[t]o |ead or nove, as to a course of
action, by influence or persuasion”; "[t]o bring about or

stimul ate the occurrence of; to cause." Am Heritage D ctionary

of the English Language (4th ed. 2000). The Lead Plaintiff cites

to no evidence alleging that Roberts in any way influenced or
caused the mani pul ation of financials that constituted the
underlying fraud that the Lead Plaintiff alleges occurred at
Wor | dCom

Nevert hel ess, whether Roberts is entitled to the affirmative
def ense cannot be determ ned as a matter of law fromthe evidence
at hand. Even though the Lead Plaintiff does not offer evidence
t hat Roberts induced the m srepresentations underlying the
Section 10(b) claim whether Roberts acted with due care and did
his part to assure that an adequate systemof internal controls

exi sted at WrldCom -- and thus, whether he has established the
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good faith prong of the affirmative defense -- remains a disputed
guestion of fact for the jury to decide.

Roberts has the burden of proof in establishing the
affirmati ve defense. He points to no evidence establishing that
he exercised the appropriate |evel of due care.!® As has been
not ed by another court reviewi ng the assertion of an affirmative
defense to a Section 20 claim on a notion for summary judgnent
"[i]t is not enough . . . to denonstrate that plaintiffs fal
short of producing evidence of cul pable conduct; rather, the
def endant nust put forth [his] own evidence of [the Section 20(a)
good faith defense] sufficient to direct a conclusion of |aw that

[he] is entitled to the defense.” |In re Boesky Sec. Litig., Nos.

732, M21-45-MP, 1995 W 456368, at *1 (S.D.N.Y Aug. 1, 1995)
(Pollack, J.). |Indeed, Roberts' notion does not even cite the
appropriate Second Crcuit |aw el aborating that "good faith"
nmeans due care in enforcing a reasonabl e and proper system of
supervision and internal controls. Confidence in the conpany's
exi sting managenent and prospects is not sufficient to prove good
faith. Mreover, although Roberts' continuous stock ownership

may be rel evant evidence that Roberts was notivated to act to

% Much of the evidence cited by the Lead Plaintiff deals
with the Audit Conmittee's inaction, which mght suffice to
defeat summary judgnent for Audit Conmittee nmenbers, but is of
guesti onabl e adequacy to counter evidence regarding a non-Audit
Comm ttee director such as Roberts. It is unnecessary to decide
i f evidence of Audit Commttee oversights could be inputed to
ot her board nenbers through a duty on their part "affirmatively .

to assure Wrl dComi's Audit Commttee was discharging its
duties consistent with its charter,” as the Lead Plaintiff
clainms, since Roberts’ notion nust be denied for other reasons.
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assure WrldCom s long-termfinancial well-being and was unaware
of any fraud, it is far from concl usive evidence that he

exerci sed due care in his duties. Cf. In re Ashanti Goldfields

Sec. Litig., No. Cv 00-0717 (DGT), 2004 W. 626810, at *5

(E.D.N. Y. Mar. 30, 2004) (holding that defendants' purchases of
stock did not negate an inference of scienter on a notion to

dismss). Summary judgnent is therefore denied.

ITIT. Controlling-person liability under Section 15

Roberts asserts that he is entitled to summary judgnent on
the affirmative defense to liability under Section 15 of the
Securities Act. Section 15 provides that "[e]very person who, by
or through stock ownership, agency, or otherwise . . . controls
any person liable under section 11 or 12, shall also be liable
jointly and severally with and to the sane extent as such
controll ed person to any person to whom such controlled person is
liable . . . ." 15 U S C 8§ 770. 1In order to establish a prim
facie case for Section 15 liability, a plaintiff nmust prove (1)
control and (2) an underlying Section 11 or Section 12(a)(2)

vi ol ati on. In re Deutsche Tel ekom AG Sec. Litig., No. 00 Civ.

9475 (SHS), 2002 W. 244597, at *5-*6 (S.D.N. Y. Feb. 20, 2002).2%

20 Sonme district courts within this circuit have applied a
"cul pabl e participation” requirenent to Section 15 clains, which
some courts have further interpreted to involve scienter. See |In
re Philip Servs. Corp. Sec. Litig., No. 98 Gv. 0835 (MBM, 2004
WL 1152501, at *21 (S.D.N. Y. May 24, 2004) (noting the "intra-
circuit debate,” but declining to reach the issue). This reading
of Section 15 is unsupportable, however, particularly given the
statutory | anguage and the Suprene Court's acknow edgnent, when
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Section 15 contains an affirmative defense to controlling-
person liability. A controlling person will not be liable if he

"had no know edge of or reasonable ground to believe in the

exi stence of the facts by reason of which the liability of the
controlled person is alleged to exist.” 15 U.S.C. § 770
(enmphasis supplied). The portion of this defense that allows a
def endant to show that he had "no reasonabl e ground to believe"
of the underlying violation echoes a portion of the reliance
defense available to Section 11 defendants. As described above,
Section 11 allows a defendant to avoid liability if he shows that
he had "no reasonabl e ground to believe" that the expertised
portions of a registration statenent contained m srepresentations
or material om ssions. And again, as already described, Section
11(c) defines reasonabl eness. Because "identical words used in
different parts of the sane act are intended to have the sane

nmeaning," Dep't of Revenue v. ACF Indus., Inc., 510 U S. 332, 342

(1994) (citation omtted), Section 11(c) |ends guidance as to
what "reasonabl eness” neans under Section 15. Section 11(c)
defines the standard of reasonabl eness as "that required of a
prudent man in the managenent of his own property.” 15 U S.C. 8§
77k(c).

I n support of his argunent that he is entitled to sunmary

judgnment on the affirmative defense provided within Section 15,

considering Section 15 in conjunction with its affirmtive
defense, that the claiminposes a negligence standard only. See
Hochf el der, 425 U. S. at 208-09 & n. 27.
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Roberts notes that there is no evidence in the record that he had
any know edge of any inproper financial reporting or accounting
until June 20, 2002, and he attests that he had no know edge of
the inproprieties before that date. |In addition, he notes that
Worl dComis CFQ, Scott Sullivan, regularly furnished "credible
i nformati on and expl anati ons of [WrldCom s] financi al
performance” to the board; that Arthur Andersen "regularly,
consistently, and independently rendered clean, unqualified
opi nions" on the annual financial statenents; that independent
anal ysts consistently nmai ntained high ratings on Wrl dComl s stock
and bonds; that the SEC found no grounds to comment on the
materials used in the 2000 and 2001 O ferings; and that there is
evi dence that Wrl dCom officers conceal ed the financial
inproprieties fromthe board nenbers, Arthur Andersen, and
others. Roberts submts that all of these factors show that he
had reasonabl e ground to believe that the Registration Statenents
wer e accur at e.

The Lead Plaintiff does not claimthat Roberts "knew' of any
financial inproprieties at Worl dCom The Section 15 defense
nonet hel ess requires Roberts to show that there is no materi al

di sputed issue of fact that he had no reasonable ground to

believe in the facts constituting the violation. The Lead
Plaintiff has offered evidence that raises questions of fact as
to Roberts' invocation of this affirmati ve defense. G ven
Roberts' extensive experience in the tel ecommunications industry,

coupled with what the Lead Plaintiff characterizes as the "great
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di vergence” between the line cost ratios that were reported by
Worl dCom by MCI prior to its nmerger with Worl dCom and by

Worl dComi s chief conpetitors, a reasonable jury could find that
Roberts had a reasonabl e ground to believe that financial

i mproprieties were afoot.?! The Lead Plaintiff also disputes
whet her much of the evidence Roberts cites actually suffices to
support the reasonabl eness of his belief that the financi al
statenments were accurate. Because sufficient evidence exists to
create a question of fact regardi ng whether Roberts had no
reasonabl e grounds to believe that financial inproprieties were
present, however, the sufficiency of this evidence need not be
consi dered here. Roberts' notion for summary judgnment on this

count is therefore denied.

2l For an explanation of why the differential in the ratio
of line cost expenses to revenue between WirldComand its
conpetitors could be found by a jury to have been a "red flag,"
see WrldCom 346 F. Supp. 2d at 640, 678-81. The same basic
anal ysis may be found to apply to whet her Roberts, who had
extensi ve know edge of the tel ecommunications industry in general
and of MCl in particular, should have been alerted by the
di screpancy that existed between MClI's historical |ine cost
rati os and those which were reported by WrldCom during the C ass
Peri od.
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Conclusion

Roberts' motion for summary judgment is denied in its

entirety.

SO ORDERED:

Dated: New York, New York
March 21, 2005

Do 1

DENISE COTE
United Sfates District Judge
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