INVESTMENT BANKER LIABILITY:
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CHAIRED BY ARTHUR
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PREFACE
Investment banking in the 1980s was characterized by larger and
more leveraged transactions than had ever been seen before. With the
much publicized failures of merger transactions such as Singer, Revco,
and Federated, investment bankers, and other professionals who advised
clients on either side of the deal or authored fairness or solvency
opinions, have come under increasing scrutiny. As doubts about the
economic benefits of these transactions continue to emerge, Congress,
courts, and regulatory agencies are all looking more closely at the
conduct of investment bankers in the discharge of their professional
obligations.
This scrutiny raises many issues. They include the following:
1. To whom does an investment banker owe a standard of care?
Do the banker's obligations run to the shareholders of the corporation
on whose behalf the engagement was undertaken, or only to the board
of directors or the board's independent committee which hired the
investment banker? To what extent does the kind of engagement undertaken by the banker determine the answer to this question? (For
example, does it make a difference if the investment banker is engaged
solely to advise the board on a transaction, as opposed to an engagement
in which the banker writes a fairness opinion, published as part of a
merger proxy statement and sent to shareholders?)
2. What shall be the standard of care under which investment
banking engagements are undertaken? (Neither the courts nor the
legislators have dearly defined it.)
3. Has an investment bank, which collects a success fee in the
same transaction in which it has written a fairness opinion, impermissibly compromised its objectivity in rendering the fairness opinion
by reason of that success fee?
4. Should there be codified rules or guidelines by which to determine how well or poorly the banker has performed?
5. What are the steps and procedures to be taken by the investment
bank in conducting the engagement that most likely will insulate the
bank against liability so as to better serve its clients?
6. What are the foreseeable patterns of regulatory and judicial
governance on these issues?
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A seminar to discuss these issues was convened by the investment
banking firm of MMG Patricof and Company (MMG), which brought
together a distinguished group of panelists representing a variety of
constituencies associated with investment banker liability. Among them
were members of two major law firms who typically represent corporations and/or investment bankers in securities law cases, a member
of one of the best known law firms who typically represents class action
plaintiffs in such matters, the then general counsel of a major investment
bank, a partner in a leveraged buy out (LBO) fnm which routinely
utilizes investment banks in the mergers and acquisitions process, a
vice-chancellor of the Delaware Court of Chancery, and the then general
counsel of the Securities and Exchange Commission (SEC). The seminar was chaired by the chairman of the host firm and was attended
by over 100 investment bankers and attorneys. Biographical summaries
on each panelist, arranged alphabetically, are as follows:
Arthur H. Aufses, III, member of Kramer, Levin, Nessen, Kamin
& Frankel, holds a B.A. degree from Yale University, a B. Phil. from
Oxford University (Baliol College); and a J.D. degree from Harvard
Law School. Mr. Aufses is a securities law, products liability, and
trade secret litigator who usually litigates on behalf of corporate clients.
Mr. Aufses has authored or co-authored litigation-oriented articles in
Case & Comment, Insights, and Litigation.
Carolyn Berger, vice-chancellor of the Delaware Court of Chancery,
holds a B.A. degree from the University of Rochester and M.A. and
J.D. degrees from Boston University. Prior to being elevated to the
bench, she practiced law in Delaware, initially as Deputy Attorney
General with the Department of Justice and thereafter with Prickett,
Ward, Burt & Sanders and Skadden, Arps, Slate, Meagher & Flom.
David J. Bershad, a member of the New York City law frnih of
Milberg, Weiss, Bershad, Specthrie & Lerach, holds a B.A. degree
from Cornell University and aJ.D. degree from Columbia Law School.
Mr. Bershad is a specialist in the prosecution of complex securities
and commercial litigation, including major class action suits in which
his firm has acted as plaintiff's counsel. Mr. Bershad appears as a
regular panelist on securities law matters for the Practising Law Institute.
Saul S. Cohen was, at the time of the panel, the SEC-approved
General Counsel of Drexel Burnham Lambert, and is currently in
private practice as a member of Rosenman & Colin in New York
City. Mr. Cohen holds a B.A. degree from Columbia University and
an LL.B. degree from Yale Law School. Mr. Cohen is a corporate
securities lawyer who specializes in legal and compliance matters for
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New York Stock Exchange member firms. He is an Adjunct Professor
at Fordham Law School and has served as Chairman of the Federal
Regulation Committee and President of the Legal and Compliance
Division of the Securities Industry Association.
Carl Ferenbach is a general partner in Berkshire Partners, which
controls companies having approximately $2 billion in revenues. Mr.
Ferenbach holds a B.A. degree from Princeton University and an
M.B.A. degree from Harvard Business School. Prior to joining Berkshire Partners, Mr. Ferenbach managed Merrill Lynch's merger and
acquisition and leveraged acquisition business. His writings include
contributions to texts such as Corporate Restruturing and The Libray of
Investment Banking.
Arthur Flischer,Jr.is co-chairman of Fried, Frank, Harris, Schriver
& Jacobson. Mr. Fleischer holds a B.A. degree from Yale University
and a J.D. degree from Yale Law School. Mr. Fleischer frequently
represents large corporations and investment banks. He is a former
member of the Board of Governors of the American Stock Exchange,
and is currently chairman of the Committee on Securities Regulation
of the Association of the Bar of the City of New York and chairman
of the Annual Institute on Securities Regulation of the Practising Law
Institute. Mr. Fleischer has authored Tender Offers: Defenses, Response
and Planning and co-authored Board Games.
Daniel L. Goelzer was, at the time of the panel, general counsel
of the Securities and Exchange Commission and since then has become
a member of the firm of Baker & McKenzie in Washington, D.C..
Mr. Goelzer holds a B.B.A. degree from the University of Wisconsin,
a J.D. degree from the University of Wisconsin School of Law, and
an LL.M. degree from the National Law Center, George Washington
University. Mr. Goelzer has also served as executive assistant to the
Commission's Chairman and, prior to that, as special counsel in the
Commission's Office of the General Counsel. As an adjunct faculty
member at Georgetown University Law Center, Mr. Goelzer has
written extensively on federal securities laws and the work of the
Commission.
Dal Arthur Oestere holds a B.A. degree from the University of
Michigan and a J.D. degree from the University of Michigan Law
School. He is a Professor of Law at Cornell Law School and has
lectured at both the Johnson School of Management at Cornell and
the University of Virginia Law School. Among the subjects taught by
Professor Oesterle are Negotiation for Lawyers, Corporations, and
Mergers and Acquisitions. Professor Oesterle has written extensively
on merger and acquisition-related subjects such as management buy
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outs, tender offer defenses, Delaware's takeover statute, and street
sweep takeovers for publications such as the Cornell Law Review, Delaware
Journal of Corporate Law, Duke Law Journal, and Vanderbilt Law Review.
Arthur H. Rosenbloom holds a B.A. degree from Bucknell University,
an M.A. degree from Columbia University, and a J.D. degree from
Cornell Law School. Mr. Rosenbloom is chairman of MMG Patricof
& Co., an investment banking firm specializing in domestic and transatlantic mergers and acquisitions, private placements, and fairness and
solvency opinions. He also frequently appears as an expert witness in
federal securities litigation. Articles authored or co-authored by Mr.
Rosenbloom have appeared in the Delaware Journal of Corporate Law,
Forbes, The Harvard Business Review, Inc. Magazine, Insights, and New
York Law Journal. He is also the co-editor of the Handbook of International
Mergers and Acquiations.
PANEL #1
ROSENBLOOM: Good afternoon. My name is Art Rosenbloom;
I am chairman of MMG Patricof & Co. Inc. On behalf of my MMG
colleagues and our distinguished panelists, welcome to our seminar on
Investment Banker Liability.
We conceived this conference because, as your attendance here
today in such numbers clearly demonstrates, recent case law gives us
all concern for our reputations, and our pocketbooks. MMG's work
as investment banker in buy and sell side domestic and transatlantic
merger and acquisition (M&A) deals, in private placements and in
securities valuations, for litigation and other purposes, puts us, as it
puts you, in the eye of a new and powerful storm.
While the specter of investment banker liability, recently highlighted in a stream of federal and state court cases, represents a clear
and present danger to the profession, to date there has been only a
trickle of public comment. Today, we propose to address some of the
issues that go to the heart of the problem.
To whom does the investment banker owe a standard of care?
How is such a standard to be measured? What can investment bankers,
and those who advise them, do to minimize investment banker liability
and better serve client needs? What are the foreseeable patterns of
regulatory and judicial governance on these questions?
These are but a few of the many unanswered questions that face
investment bankers as the practice enters the 1990s. Here to address
these issues on their specific subjects are a group of panelists chosen
to reflect a variety of perspectives on investment banker liability. Their
biographies appear in the handout materials you have received.
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We have decided to organize this seminar into two panels, a
Wrongs panel and a Remedies panel. While the issues that we will
discuss dearly do not lend themselves to watertight compartmentalization, ease of presentation suggests that one panel focus on the
problems which give rise to investment banker liability, and the other,
on what is likely to be the pattern of regulation, whether by legislation,
administrative rulemaking, judicially enforced standards, or simply selfhelp by investment banks themselves.
The genesis of this seminar is an article on investment banker
liability, co-authored by my good friend Arthur Aufses, a member of
the firm of Kramer, Levin, Kamin, Nessen and Frankel, and myself,
which appears in the current issue of Insights magazine.' Arthur's
contribution to that piece, and I suggest a logical jumping-off point
for the seminar, is a review of the current state of the law on investment
banker liability. Arthur?
AUFSES: Thanks, Art. Obviously these are not the happiest times
for investment bankers, and the economic woes of the securities industry
are well documented. What is less well documented is the extent to
which investment bankers today are experiencing something of a double
whammy.
In my experience, the developments in the law tend to lag some
years behind developments in industry and the economy at large. What
is happening today, it seems, with the evolution of liability for investment bankers is exactly that kind of lag. Just as the economics of
the investment banking industry are getting bad, the law is catching
up with the trends that developed when the industry was doing well.
What is happening in the law is that the courts, and to some
extent the legislatures, are trying to remedy what they understand to
be the wrongs created by the boom time in the industry. And much
of what we are seeing in the evolution of the case law is clearly
prompted by a sense that the role of investment bankers, especially
as financial advisors, was becoming so substantial, and the fees that
they were taking out of the transactions were so great, that some
reining in was necessary.
If there is any consolation, it is my sense that what is happening
to investment bankers now is really no different from what had happened to a whole series of other professionals before them, such as
lawyers, accountants, commercial bankers, and others. As such, it is

1. See Rosenbloom & Aufses, On Understanding Investment Banker Liability,
INSmTs,

Apr. 1990, at 3.
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an affirmation by the courts and the legislatures of two things: (i) the
extent to which financial advising is being recognized as a profession,
and (ii) the extent to which professional financial advisors are critical
players in the business world generally and in transactions particularly.
In looking back on what has happened, one concludes it was
probably inevitable that, as investment bankers came to play a more
influential role in more substantial transactions, they would be increasingly held to be accountable in the event that anyone was injured
in the course of those transactions.
Scrutiny has occurred in spades. Congressional investigations of
leveraged buy outs and proposed legislation to ensure the independence
of bankers rendering fairness opinions are well chronicled. Equally as
well known are proposals by the SEC to require even greater disclosure
by investment bankers of the assumptions and methodologies that
underlie their public statements.
What we are seeing today is judicial scrutiny as well, establishing
causes of action where it was not before clear whether any existed,
and the beginning of an attempt to articulate standards of care that
will govern investment banker performance.
First, a word of definition. When I describe investment bankers
today, I, and probably the other panelists as well, will be talking
primarily about bankers in their role as financial advisors. The role
of investment bankers as underwriters is not our primary focus today
since the standards of care for underwriters under the Securities Act
of 1933 are heavily developed and well articulated in the cases.
The basic proposition that leaps out from the cases of the last
few years, especially in New York, is that as transactions evolve and
become more sophisticated and complicated, the investment bankers'
roles proliferate. Whatever that role, there is today a potential for a
claim of liability against the banker. And the basic message, even if
there are not yet clearly articulated rules for establishing the standard
of conduct in each particular role, is that the advisors, and those
advising the advisors, have to keep their antennae up at all times,
recognizing the possibility of investment banker liability, and act accordingly.
Let me outline a number of roles in which bankers, as advisors,
have found themselves, and point to a case or two which has resulted
from each. I think that by going through some recent examples, we
will get a sense of the trend in the cases.
First, let us talk about private negotiations. Assume a banker is
advising a buyer of assets. After the purchase, the assets turn out to
be worth less than the buyer had thought. The buyer-client sues the
investment banker.
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This is an actual case against Prudential Bache in a Florida state
court that resulted in a jury verdict totaling almost $24 million in
compensatory and punitive damages. The claims were both in negligence and for breach of the retainer agreement between the banker
and his client. It was a case that has not generated a published opinion
and was settled before appeal, but it is a harbinger. It is, to my
knowledge, the only case in which damages have actually been assessed
against a banker.
Let us ffip the roles. The banker is advising the seller and prepares
an offering memorandum, including statements of both historical and
projected profits and losses (P&Ls) for the company. The company is
sold and its value turns out to be less than the buyer had thought.
The buyer sues both the seller and the seller's advisors. This case,
involving GPO International Inc. and McKesson Corporation, was
litigated up to the New York Court of Appeals. 2 Morgan Stanley was
the advisor.
In this case, liability was not found, but Morgan Stanley's motion
to dismiss, on the grounds that there was no claim, was denied. The
court was not impressed by the argument that projections of this sort
were merely opinions. It recognized that embedded in the projections
were factual assumptions and that there was an expectation on the
part of all concerned that the buyer would rely on them. As a result,
in the CPC case, a cause of action for fraud against the banker was
allowed to stand, at least at the pleading stage.
Although I have not seen a case that analyzes this set of facts in
terms of a negligent misrepresentation, it seems to me that that kind
of a claim would also stand on these facts, at least at the pleading
stage. While such a claim would not carry with it the possibility of
punitive damages, it would offer an easier to prove, lower standard
of care for the plaintiff to meet.
Let us turn to some common examples in transactions involving
public shareholder approval. There are, I think, three trends that can
be discerned in a series of federal and state court cases as well as
federal and SEC administrative decisions over the last five to ten years.
The first is a demand for greater disclosure than ever before by
the bankers as to the basis for any statement of opinion or recommendation that is to be submitted to shareholders. The classic example
is the rendering of a fairness opinion, which is to be included in proxy

(1987).

2. GPC Int'l Inc. v. McKesson Corp., 70 N.Y.2d 268, 519 N.Y.S.2d 804
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materials, in connection with a management buy out or a going-private
transaction.
The uniform trend in the cases is that the bankers must not merely
set forth a conclusion of fairness, but they must also describe the
methodology that leads them to that conclusion. Most recently, this
trend has culminated in the Howing3 case in the United States Court
of Appeals for the Sixth Circuit, which makes it fairly clear what the
standards are going to be. The Howing court held that all material
factors that entered into the conclusion had to be set forth in reasonable
detail. If an issuer in a going-private transaction were to rely on an
investment banker's opinions to meet its disclosure requirements, the
banker was obligated to treat, analyze and weigh each factor considered
by it. The banker was required to examine any evidence indicating
that the value of the security being valued was higher than that which
was being offered. And there was an explicit direction that the bankers
discuss the particular valuation methods used by them and provide an
explanation of why any methods that had been rejected had not in
fact been used.
These trends are, in all likelihood, going to be picked up in
regulations such as proposed amendments to SEC Rule 13e-3, which
will impose even more stringent requirements.
The second trend that I see in the cases is one in which boards
of directors seeking to insulate themselves from liability by retaining
an investment banker to assist them are denied protection because,
for one of a number of reasons, the investment banker's advice is
deemed inadequate. Under New York and Delaware law, boards of
directors are allowed to rely on expert advice. Although a fairness
opinion in a transaction such as a buy out is not required, boards
have recognized that an investment banker's imprimatur can help in
resisting claims that they have breached their fiduciary duties. In any
number of cases, the courts have scrutinized the banker's advice carefully and have concluded for a variety of reasons that it was not entitled
to be relied upon. For investment bankers, who see advice as a basic
service being sold to director clients, this has a very important implication for product development.
The cases proceed step by step. There is not one that I have seen
that lays out, in a comprehensive way, the kinds of efforts that must

3. Howing Co. v. Nationwide Corp., 826 F.2d 1470 (6th Cir. 1987), cert.
denied, 486 U.S. 1059 (1988).
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go into the delivery of reliable advice. But one of the things that is
dear is that there is an expectation that advisors will not rely unthinkingly on information given them by management. Rather, it is expected
that advisors will undertake their own independent investigation of the
value of the corporation; they will not improvise; they will provide a
range of fairness, backed up by many of the same approaches that
are discussed in the Howing case; and they will do all of this under
the tremendous time pressure that these sorts of transactions generally
impose.
One of the real problems for bankers is going to be precisely
that-the demand for increased methodological rigor will have to be
satisfied within the stringent time constraints imposed, for example,
by SEC Rule 14d-9, which requires that the target board respond to
a proposed tender offer within ten days.
The DeSoto5 case, a recent Delaware Chancery Court case, made
dear that a fairness opinion from even a Goldman Sachs will not be
entitled automatically to reliance. In that case, Goldman had opined
that a $50 net per share tender offer was inadequate, but the bidder
had publicly stated that it was prepared to go higher.
Since there was no range of fairness calculated in the banker's
opinion, the court would not permit the board to rely on that opinion
as a basis for contending that, given its reliance on that opinion,
without more, the board had established that it had satisfied its fiduciary
duties.
Perhaps most ominous, because it holds out the specter of bankers'
pocketbooks being tapped, is the fact that under recent cases, especially
in New York (the most dramatic of which was handed down by the
Appellate Division of New York's Supreme Court6 ), it appears that
bankers can be sued directly by shareholders, on account of the advice
that they give to directors.
The cases have been decided in two different contexts, one in
which a fairness opinion was rendered in connection with a buy out
and was provided directly to the shareholders. The other more recent
case involving the Nabisco7 auction, had the bankers dealing only
indirectly with the shareholders. Therefore, the bankers were sued by
shareholders for the advice they had given to the board in its conduct
4. Id.

5. In re DeSoto, Inc., No. 11,222 (Del. Ch. Feb. 5, 1990), rprintd in 16 Dml..
J. CoRp. L. 434 (1991).

6. &e Schneider v. Iazard Freres & Co., 159 A.D.2d 291, 552 N.Y.S.2d 571
(1st Dep't 1990).
7. Id.
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of the auction. The bankers' opinion was communicated to the shareholders when the board recommended approval of the merger. But by

then, the competing bids were off the table, and there was no longer
the same element of reliance that had been found in earlier cases.
The reason this is so significant, and the reason why the case has
come under a fair amount of criticism already, is that the courts seem
to be saying two things: (i) that boards of directors are agents of the
shareholders; and (ii) that bankers are agents of the board, and therefore, by implication, the bankers are agents of the shareholders. The
analysis given by the court seems to be that cut and dried. The
implications of this analysis for professionals of all kinds are enormous
because on that theory, the financial advisors can be sued directly by
the shareholders, and so can the lawyers or others rendering professional
advice to the board.
The third trend that appears in these cases is a groping toward
the definition of a standard of care. As yet, I have not seen a case
in which this has been applied to verdict. But what is being established
are two things: (i) an assumption that, as with doctors, lawyers, and
accountants, bankers-at least in the performance of valuation services-will be deemed to be professionals, and (ii) therefore they will
be held to the standard of care of a reasonably prudent, professional
investment banker operating under the circumstances.
If there is a happy result from any of this, it may be that more
bankers will be called upon in the future to act as expert witnesses,
in testifying as to what that standard of care is. The irony is that, if
any of us were asked to do that at this point, I think we would be
hard-pressed to answer the question dearly.
Everything in this area, it seems to me, is an open question.
Does the size of the transaction matter? Is more expected in a $22
billion transaction than in a $25 million transaction? Does the size of
the fee matter? It is dear to me, in reading the cases, that these
questions influence where the courts are heading. But it is not yet
clear that that is going to be established as the law.
One of the things that is dear in the Schneider case is an attempt
to limit the sting of the holding by applying it only in the context of
buy outs.8 That itself leaves open the question of what standards, if
any, apply or whether claims are even available against bankers in
contexts outside of the situation in which the control of the company
is going to be sold.

8. Id. at 575.

19911

INVESTMENT BANKER LABILITY

What we see in the cases is the courts' attempting to manipulate
the traditional common law categories, principally in the case of tort,
to provide a remedy for people they sense have been hurt. What one
sees in the cases is an attempt to grapple with and reconcile two
conflicting streams in the law. One is the sense that the transaction,
whether it be a buy out or a smaller sale of assets, is ultimately for
the benefit of the public shareholders, and a sense of equity compels
that the shareholders have a claim against anyone who causes them
to receive less from that transaction than would have been reasonable.
The other is that, under well-established principles of New York and
Delaware law, directors are charged with responsibility to make independent decisions within their business judgment, including but not
limited to the buy out context. As a result, they are not, strictly
speaking, merely agents for the shareholders. Thus far, the courts are
shaping these principles in favor of creating claims on behalf of the
shareholders and, as a result, creating greater exposure to the financial
advisors.
I will conclude with a not-so-hypothetical case to illustrate the
point that as the possible roles for bankers proliferate, the potential
for liability proliferates as well. It comes from a recent article in Mergers
& CorporatePolicy about a well-known transaction-the headline is Owens
Illinois Reset Sparks Complaints.9
The point is that as bankers get into the business of resetting the
coupon on notes, some bondholders will inevitably complain about the
rate at which those notes are reset. The article states:
Amidst all the flap over reset notes-including dire predictions that resets could sink the mammoth leveraged buyout
of RJR NABisco-OwEs-Iu.wois

INC.

quietly reset the rate

on more than $600 million in subordinated debt without
decimating its balance sheet or doubling its interest expense.
But it did manage to irk a few bondholders, some of whom
have charged that Owens-Illinois' advisor, MRRILL LYNCH,
reset the interest rate on the bonds lower than investors had
been led to expect, causing them to trade below par.1 0
Based on this article, we can be confident that even as we speak
here today, there are dozens of lawyers trying to determine whether,
undsr the applicable current case law, that action by Merrill gives rise
to any claim.
9. Owents-Illimis Rese Sp ks Compaints, 14 Mergers & Corp. Policy 4 (Mar.
26, 1990).
10. Id.
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ROSENBLOOM: Thank you, Arthur. We believe in the maxim
"Forewarned is forearmed." Thus, in order to have a full presentation
of the issues today, it was important to feature a representative of the
plaintiff's bar. It is beyond cavil that the Milberg, Weiss firm is among
the mandarins of the class action plaintiff's bar. While it is true that
banker-bashing represents only one of the many kinds of matters that
titillate their interest and occupy their time and attention, they have
not been shy about skewering our profession as part of the plying of
their trade.
Mel Weiss, our scheduled speaker, was called suddenly to Alaska
to confer with the governor respecting the Exxon Valdez matter. Sitting
in for Mel is his partner, himself a veteran of the class action wars
and the lecture podium as well, David J. Bershad. David?
BERSHAD: The first thing I would like to say is that I do not
think the plaintiff's goal is to bash investment bankers or anybody
else. Even the term "plaintiff's bar" is in part a misnomer since my
firm, like others classically characterized as plaintiffs lawyers, does
defense work.
What is frequently lost in the debate surrounding investment bank
liability is that there are people who legitimately think that they are
hurt. They go to lawyers who have established expertise and reputations.
Many claims brought to such lawyers are rejected because the lawyers
do not believe in the merits of the claim, either on the law or the
facts. Today, I want to address what I believe is happening, and I
think it is about time that it is happening.
Investment bankers, like other professionals, ought to be responsible in some objective way for the consequences of their conduct.
Bankers are professionals with demonstrable expertise which they hold
out to their clients and exercise in very significant ways. As such,
bankers have to expect that there ought to be an objective person
assessing what they have done, especially if someone thinks' he has
been damaged by a banker's conduct.
I believe that in fights for control or the sale of a business, bankers
have a direct responsibility to the shareholders, the people who are
being affected by whether or not a transaction takes place. While a
corporate entity is, of course, involved in a takeover battle, it is the
shareholders who are going to get more money or less money for their
shares should a transaction take place. How much or how little they
receive is, to a large degree, a function of the conduct of the investment
bankers.
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One of the troublesome things I see is that investment bankers
function in a realm where, today, no dear standards exist. Such
standards have not been set by the SEC in any particular way. The
courts are just beginning to address the issues, and I do not believe
that there is a professional organization comparable to the Financial
Accounting Standards Board (FASB) or the American Institute of
Certified Public Accountants (AIOPA) that is setting out standards to
govern the way bankers function. The result is a vast potential for
conflict in the way investment bankers function, a fact aggravated by
billion dollar plus transactions replete with contingent fees for bankers
which, depending on the nature of their advice, trigger fees that may
be enormous or minuscule.
Given these facts, I find it hard to accept an assumption that the
banker acts independently. There is too much temptation when an
investment bank, for two or three months' work, can get paid by a
company the same amount of money that a major accounting firm
receives after doing ten years of audits for the same company. I think
one must step back and inquire why investment banks receive the
payments they do and what they are doing to earn it. I hold that
when a transaction takes place, there must be a mechanism whereby
the banker's conduct be scrutinized and, if the banker's conduct is
found wanting, the banker be held responsible.
By and large, this has not yet happened in the public context.
In private transactions it is pretty dear that when somebody hires a
banker, to represent him in either buying or selling a business, the
banker will be subject to liability if the banker has misrepresented,
deceived, or done a shoddy job. It is in the public arena, where even
greater effort and diligence by the banker is required, that the banker's
conduct has not been carefully scrutinized. Public shareholders do not
have the same opportunity as a private client would to talk to the
banker, to test him, to ask questions, and to demand further inquiry
by the banker. The public receives opinions from which it is two or
three steps removed.
Fairness opinions in my view are boilerplate, and courts are just
beginning to address this problem. Too often, in the many depositions
of investment bankers that I have taken, I find no more than a series
of general conclusions unaccompanied by assumptions, weighting or
analytical rigor. I do not think that is right. The public shareholder
is entitled to know more, and so is the special or independent committee
of the board.
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When boards and bankers know that they will be accountable for
what they have done or not done, they will do a much more thorough
and careful job. I believe one of the things that has to be addressed
by the courts is to recognize that the conduct of an investment banker
cannot be truly objective if he is both indemnified and getting a bonus
if the deal goes through. Who would respect an audited financial
statement if the auditor had an indemnification from the company to
the effect that if there was anything negligent, false or misleading in
the financial statements, the auditor would not be responsible?
The SEC first created the need for audited financials in the early
1930s, when the Securities Exchange Act of 1934 came into being. It
may be necessary for Congress or the SEC to mandate a degree of
independence so that firms who purport to act as investment bankers
in a transaction will, in fact, act independently. Independence for these

purposes would prohibit the unconscionable practice of investment
bankers, who have been hired to advise the company, turning around
and becoming bidders.
Perhaps self-regulation may work. Lawyers and accountants have
standards of practice. Why not investment banks?
At the bottom of this is my sense that, in the public situation,
the public shareholder should be owed a duty no less stringent than
that which the investment banker would owe a client in a face-to-face
retention. The public is less aware of what is going on with the business,
and therefore, more in need of good advice from the investment
bankers. And if no one is really responsible for the fairness of a
transaction, what confidence is the public entitled to have concerning
the process? It is easy to be outraged by a situation in which investment
bankers, purportedly the determiners of transactional fairness, receive
bonus compensation if the deal goes through, or are allowed to become
principals in the same transaction.
Courts should examine such situations under a number of theories,
and the judicial review should not get caught up in the technicalities
that bankers work for boards of directors, and therefore, any claim
should be derivative because they did not do the right job for the
board. I suggest we deal in substance and hold investment bankers

liable for their misconduct.
When, for example, there is a transaction and a banker opines
on its fairness, and part of that opinion has to do with securities to
be issued, and those securities never trade dose to the value that the
banker assumed, I think that it is legitimate that the banker be called
to task to explain why that happened. A lawsuit in that situation should
not be dismissed as a poor pleading, and the people who did not
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receive the values the bankers opined they might get are entitled to
learn what assumptions the bankers made and what factors resulted
in outcomes so divergent from those which were the subject of the
banker's opinion.
The same kind of thing applies to reset notes. If there is an
obligation to reset notes so that they will trade at par, but when the
reset is accomplished, they do not trade even close to par, such gross
miscalculations, unless otherwise explainable, should be actionable.
There ought to be a set of objective standards governing fairness
opinions. In a game without rules, shoddy practice is too often tolerated.
Such toleration has its limits, and when investment bankers conduct
themselves poorly to the unjust advantage of the buyers or management,
there will be the kind of judicial scrutiny we are already starting to
see. Only when investment bankers are required to document what
they are doing, based on a fufll knowledge of the engagement anc.with
the certainty that misconduct will result in accountability, will we see
better quality advice from that community.
ROSENBLOOM: David, thank you very much. This is the second
seminar in which I have had the pleasure of participating with my
old friend, Saul Cohen, the first having been some 18 years ago when,
under the banner of New York Securities Corporation, we organized
what I think is probably the first going-private seminar with Roger
Mulvihill, who is out there in the audience.
Since then Saul has served with dedication and excellence in private
practice at Roseman & Colin and Lehman and currently at Drexel
Burnham. He speaks today from the perspective of a general counsel
at an investment bank.
SAUL COHEN: Thank you, Arthur. It has taken me eighteen
years to forget how that seminar went. Fortunately, New York Securities
was beneficial to me. It was my first entrance into the wonderful world
of bankruptcy among investment bankers, something that I have made
my living on periodically ever since.
I look at Dan Goelzer, and I realize that he is going to state a
disclaimer. So I think I ought to have a disclaimer, which is that
although I have been placed on the Wrongs Panel, you are not to
take that as a belief that I think investment bankers ever commit
wrongs. And coming as I do from Drexel, you know that is true. I
do have real concerns that there are people in this society who think
investment banks make too much, their employees make too much,
and, indeed, that everybody on Wall Street makes too much money.
In any event, I thought I would first confess an addiction that I
have to the insights of others, so my theme is taken from a legal
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historian who wrote, "the law is a reiterated failure to classify life."
And trying to classify life correctly is why I resist the implicit message
of the Aufses-Rosenbloom article on Understanding Investment Banker
Liability,"l which is that there is a need to place in judges' chambers
such new legal furniture as "In the abstract, there is little doubt that
investment bankers owe a duty of care to someone"; or "Although
there is still no comprehensive judicial treatment of a standard of due
care for investment bankers, the courts are beginning to articulate
substantive standards." Quaere: what kind of standard is expressed in
&hneider?'12
To put it another way, I deny that there is a need to address
the perceived failings of a group of businessmen-who, it is asserted,
are always about to, but always fail to, become truly professional; who
may or may not have to be registered under the 1934 Act (depending
on what their counsel say); who lack a standard of care, let alone a
canon of ethics; and who style themselves "investment bankers" or,

with even greater affectation, "merchant bankers"-in the organ-like
but surreal words "breach of fiduciary obligation" or through the
employment of clever little torts like "negligent misrepresentation." In
short, I advocate that we resist becoming prisoners of certainty, that
we recognize and love the static that has pervaded the universe since
creation, and that we care for the authority of things as they are, and
not as idealists would have them be.
The Wall Street Journal, reporting on the nasty deeds of one Robert
Neustadt of Akron, Ohio, who was sentenced for scamming sellers in
LBOs, pontificated as follows: "LBOs became ideal vehicles for flimflams because sellers, eager for quick profits, rushed deals through.
Mesmerized by a high bid, they either did not look into buyers'
backgrounds, or ignored clear signs they were dealing with unsavory
characters." There is no mention in the article of investment bankers.
Would investment bankers, even imagining or perhaps fantasizing that
they would be saying "slow up" or "no" to a deal, have been listened
to?
Not much has changed. I cite the Wall Street Journal again in
March 1985, reporting on Media General's purchase of the William
Tanner Company, a media bartering concern pillaged by Mr. Tanner,
its former owner, who pleaded guilty to kickback charges with dire

11. See supra n.1.
12. 159 A.D.2d 291, 552 N.Y.S.2d 571 (1st Dep't 1990).
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effects on the company. The article says, "[T]he people who made
the Tanner deal allowed themselves to be led down the primrose path.
All they saw is what they wanted to see."
Media General did not use an investment banker. After all, it
was in the media business and was seeking broadcasting businesses to
round out its operations. It did not even have its accountants look
into Tanner's financials; the theory was, "Nobody bring me any bad
news." I should give you the following footnote. Tanner had an
investment banker, one of my many former employers on the street
which is no longer among the living. The good news is we were not
sued, but perhaps that was a more innocent age.
I have some reality questions. Would you, in paying $40 million
for Mr. Tanner's company, have viewed his investment banker's
offering memorandum as a complete statement of the company's affairs-So much so that if the book left out the manner in which Mr.
Tanner brought in his revenues, would you think that his investment
banker had by this omission negligently misrepresented the Tanner
Company to you?
And what if, to speak again of the dead, Drexel were your
investment banker in the deal, and your acquisition financing depended
on Drexel doing a junk bond deal for you? Would you regard Drexel
as your fiduciary?
What can we learn from these situations of management's will to
do deals? Even in a world of personable and persuasive investment
bankers, companies and managements call the shots. They hire or do
not hire investment bankers. They listen, or do not listen, to the
bankers. They fire bankers, and lawyers for that matter, who cannot
get deals done. They limit the extent of the banker's assignment and
so on. Simply said, companies and their shareholders are well aware
that investment bankers are not Maria Maples doing social work among
the rich.
Now, back to my current literary addiction-Ludwig Wittgenstein,
an Austrian logician whom you all read on weekends. "If I know
something, I know all its possible occurrences in all situations. Every
one of these possibilities must be part of the nature of the thing itself
that I know. A new possibility cannot be discovered later." To translate
to our analysis of company-banker relations, the company knows what
it is getting and what it is getting into when it retains Morgan Stanley
or MMG Patricof. The company has something in mind of value to
it when it enters into the relationship. It knows of all the possible
states of affairs that may come from the relationship.
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Recognizing the possible states of affairs inherent in the situation
at hand is, I submit, crucial to dealing with concepts of legal liability.
With the exception of some firms in narrow lines of business, the
banker is not often retained, even if it appears to be so, for a single
discrete service.
Thus, in an acquisition, the company may want.the banker to
act for it: (i) as a scout or undisclosed principal; (ii) to make introductions and get to people the company cannot get to; (iii) to advise
the company on whether the acquisition fits into the company's business
plan; (iv) to analyze the target; (v) to devise a strategy to help acquire
the target; (vi) to add the credibility conveyed by the banker's name
in the marketplace; (vii) to arrange financing, and a dozen other things.
Somewhere along the way, the company may want an opinion
that the transaction is fair financially to some constituents. For the
most part, this service is a throw-in. Unlike the artificial world of the

13e rules (in which the SEC's prejudices masquerade as public policy),
although a company may find a banker's reputation for probity or
some other thing more important than its skills as an auctioneer,
neither party normally weighs these individual factors.

Rather, it is a process, a kind of movie called "Corporate Finance." The banker's fee, exorbitant or reasonable, reflects that pro-

cess. The amount of the fee, stated or unstated, is heavily dependent
on the size of the deal and the importance and level of success of the
assignment. The fee is not directly time related nor is it task bound,
like most lawyers' billings. It is tied to the benefits the company-client
perceives or, with persuasion, can be made to perceive it is receiving.
The banker is bound with the company, preserves, where appropriate,

the company's confidentiality and acts in the company's best interest
as the banker sees it. The banker is neither a joint venturer nor a
fiduciary. Banking is business: one business completing its objectives
through the other.
In such circumstances, what, if anything, is the company relying
on in engaging the services of the investment banker? Advice or opinion
is likely to be the least of it. After all, under Delaware law directors
can rely on the advice of investment bankers unless their advice is
implausible. This is either a backhanded compliment to the skills of
investment bankers, or a statement that such advice is not terribly
important.
Lastly, what do the shareholders (and I do not believe there are
any shareholders at the end of these situations, so for shareholders
read "arbitragers") rely on, save for the bank's reputation for getting
deals done?
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Let me return to the motes that people the sunbeams, the static
I talked about earlier. Despite their desire to objectify a twenty-first
century legal theory, even Messrs. Aufses and Rosenbloom recognize
uncertainties, for example, the assumptions bankers make about the
economy, the company's future business prospects, etc. Furthermore,
the courts themselves recognize the play inherent in the system. Thus,
the New York Appellate Division, in the Schnei&r case I referred to
earlier, noted that "decision-making does not always lend itself to neat
compartmentalization."

13

My wife had a much-beloved uncle who, as a consultant engineer,
earned a fine living as an expert appraiser in condemnation and tax
abatement proceedings. If called by a client to value the Empire State
Building (a real case), Uncle Morris would look out his office window,
see that the building had not been razed by Goths or Vandals during
the night, reply with a figure, and send a bill. His staff would some
time later do the back-up.
Uncle Morris had rendered an expert opinion. He was an expert.
The opinion had real weight in court and deserved it. His staff's backup might or might not be subject to question. That is the real world.
Despite the courts, the real world of investment banking is one
of experts whose work is not best seen as a series of still photographs,
but rather as a motion picture. We must resist the courts' freeze-dried
view of what bankers do, such as the weighing of the various factors
in going-private, for example.
In Weinberger v. UOP, Inc.,'4 decided in 1983, the Supreme Court
of Delaware was on its second try to get it right. Mr. Glanville,
Lehman's partner in charge of the matter and also a UOP director
and a UOP financial advisor for many years, having spent the weekend
in Vermont, had only four business days (apparently the court does
not recognize that investment bankers work over the weekends) in
which to prepare a fairness opinion. The court referred to this "rather
'2 5
cursory preparation of the Lehman Brothers' fairness opinion.
In Joseph v. Shell Oil Co.,16 decided in 1984, the Delaware Chancery
Court found both Morgan Stanley's and Goldman Sachs' fairness
' 17
opinions "quick and cursory."

13.
14.
15.
16.

Id. at 295, 552 N.Y.S.2d at 573.
457 A.2d 701 (Del. 1983).
Id. at 712.
482 A.2d 335 (Del. Ch. 1984).

17. Id. at 344.
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Three major league investment banks with very senior partners
provided the opinion for their firms-and yet the same comment from
the courts. My bet, the courts notwithstanding, is on Uncle Morris,
Mr. Glanville, and their expertise. As lawyers, investment bankers,
and corporate executives, we have an obligation to resist the spread
of ignorance, even if presented as knowledge, and to teach the authority
and value of things as they are.
ROSENBLOOM: Thank you, Saul. We will have more in rebuttal. Carl Ferenbach addresses us today from the perspective of a
Merrill Lynch M&A partner turned corporate principal at Berkshire
Partners, which has engineered some forty transactions over the past
several years. This duality of positions allows him to effectively assess
what an investment banking client, and a corporate board, may and
may not reasonably expect of its investment banker. Carl?
FERENBACH: Thank you, Arthur. When Arthur asked me to
sit on this panel, I sensed a certain desperation in his voice. And, as
one might expect, he was having difficulty finding a sitting investment
banker who was willing to stick his or her neck out on the subject,
on the record.
As it has been eight years since I last sat at the right arm of a
client in an advisory capacity, it seemed like a fairly safe undertaking
for me because the last forty-odd acquisitions, three public offerings,
and thirteen or so divestitures have been on our nickel, as we have
been the client. That perspective is one which may be more relevant
than an investment banker's perspective to this problem today.
In our view, what we are really talking about is corporate governance. It is no secret that corporate governance ranks high on
everybody's political radar screen these days. It is a concern of ours
that the courts' movement in the direction of making investment
bankers more responsible is a politically convenient direction to move
in, but not one we think is socially intelligent.
For the purposes of my remarks, I would like to lift the context
out of the legal and political environment and talk about what investment bankers do well, what they do not do so well and, on balance,
how they contribute to the process in an economic sense, and then
contrast that, perhaps, with the role they might have to play in the
process of selling a business if, in fact, they felt that they were accountable and directly responsible to the stockholders of the company
for the entire transaction.
What do investment bankers do well? They are terrific marketmakers in all kinds of securities. They know a lot about prices and
securities distribution. They are also terrific at underwriting new issues
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and have become highly sophisticated in marketing all kinds of financial
products.
Investment bankers' activities in the market for corporate control
are really an add-on to those skills. Bankers do lots of things in the
market for corporate control. I would like to focus on the relationship
between a company for sale, its board, and its investment banker.
What does the banker do, and what does the board do, in that
process? First of all, a process must be organized for selling the business.
To facilitate that process, the investment banker has to come in and
get a thorough understanding of the business. The investment banker
will prepare a memorandum, which is going to be used to sell the
business. As part of that memorandum, the corporation will include
its historical and projected financial results. The latter represent management's best estimates about the prospects for the business. The
investment banker, as part of the preparatory process, gives the board
some valuation estimates principally based upon comparable market
valuations, an area of the banker's expertise.
The investment banker then uses its network of contacts to develop
prospective bidders. In so doing it assists in orchestrating the development of market pricing the business. The banker helps the board
obtain that price and interacts on the business issues set forth in the
purchase and sale agreement. As an adjunct to this, as Saul Cohen
says, it gives the board a fairness opinion.
In that process, who is accountable? For how much of it should
the investment banker be accountable? In our opinion, the board has
to be held fully accountable and has to make its own judgments. The
banker is simply the board's agent and advisor.
Consider the process. The banker and the client need to agree
on how the process is going to go-an administrative problem to be
sure, but one not without its complexities. The board says, "We do
not want anyone who competes with us looking at this business." Or,
"We want to exclude financial buyers as potential acquirors of this
business." The banker is probably going to say, "By these limitations,
you are minimizing the possibility of getting the best price by excluding
a number of potentially qualified buyers." Herein lies a potential for
conflict. If investment bankers are directly accountable to the shareholders, are they going to then have to put themselves in the position
of overriding the board's judgment about who can be a potential buyer
of the business?
Let us go on to consider the selling document, where the nature
of the disclosure is always an issue. The investment banker historically,
and today, relies substantially on the client for the information that
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goes into that document. Do we want to be in a world where the
investment banker has to independently verify all of that information,
or where the investment banker must interview customers prior to the
company actually being put on the block? Do we want them to interview
other parties? Do we want them to hire management consultants and
other independent experts to evaluate the company? This would be
extremely time-consuming and costly and, given the extent of the
disclosures, would make confidentiality impossible. Is this a standard
that we want the investment banker to be held to, or do we want
them simply to continue to rely upon the available information that
the corporate management and the board are capable of supplying?
We all know that the document the investment banker is going
to supply to potential buyers is a selling document. Its intent is to sell
the business. How does the banker's standard of accountability affect
its ability to sell? Where do we draw the line between getting the best
price for the stockholders and presenting information in a purely
objective context?
Projections represent real problems. Typically, one receives five
years of projections in selling documents. In my view, investment
bankers should not prepare projections. Good projections are highly
complex, interactive documents that consider many business elements.
The most important of these (once you get below the economic assumptions) relate to decisions made within the company concerning
how much capital to spend, how many people the business requires,
what happens to material costs, and what marketing decisions are to
be made. Investment bankers are not and cannot be in a position to
make those evaluations and judgments. They can obtain that information from the client, but to evaluate it independently is extremely
difficult. It should be the client's forecast and the board's forecast, but
not the investment banker's. Having said that, investment bankers
and buyers should not blindly accept management's projections. It is
their job to consider potential problems in the projections. If the buyer
ultimately felt that the business was improperly represented, it is the
company, not the investment banker, to whom the buyer should
complain since it was the company's projections, and it was the company's board that agreed to them.
While investment bankers know markets, they do not necessarily
know what a business is worth to a given buyer. For example, we
bought an old-line New England retailer last year from Dayton Hudson,
a substantial transaction of hundreds of millions of dollars. A big
component of the transaction was the company's real estate. We entered
into a partnership with a real estate developer who had developed nine
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of the eleven malls in the Northeast in which stores were located. That
gave us a perception of the value that underlay those operations which,
as it turned out, no one else had. Certainly no investment banker was
in a position to understand what that potential value was. What the
investment banker representing Dayton Hudson did was to determine
that someone out there was able to unlock that value. But to actually
determine that value existed or exactly what it was worth would have
been an extremely difficult exercise for that banker.
Discounted cash flows are frequently used now in valuations (although I note demurrers). A critical part of discounted cash flows is
the buyer's cost of capital. Until the seller knows who the buyer is,
plugging in the cost of capital is virtually impossible because different
buyers have different costs of capital.
What is the board's versus the banker's responsibility in an auction?
Are we in a world where we want the banker to determine who comes
to the auction, how long the auction runs and what the auction rules
are? Do we not rather want a world in which the board takes that
responsibility?
In my view, the direction the courts should be taking is holding
boards to a high standard of care which does not fob off the board's
responsibility on the investment banker. I do not think that bankers
are terribly good at evaluating the operational aspects of businesses.
Bankers are very good at knowing markets and at marketing businesses,
but the onus for evaluation should be with the board, not the banker.
I do not want to work in a relationship where the banker supersedes
my judgment as a manager or director or where the banker feels more
responsible to my stockholders than he does to me. I believe that the
courts should push governance in the direction of directors and not
in the direction of investment bankers.
ROSENBLOOM: Thanks, Carl. Saul, first question to you.
COHEN: Well, I was not, among other areas, persuaded by Dave
Bershad's attempt at an analogy between bankers and auditors, especially in the context of doing a deal. Auditors are people who normally
have long-term relationships with particular clients, spend months and
months doing an audit. One normally does not expect them to be
creative, except under extreme management pressure. You are not
looking for creative auditors.
I think Carl was indicating that the investment bankers are part
of a process. They are going to accomplish more than just looking at
numbers. They are going to get interaction going with other people
who may do you, the client, good and normally will not have the
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time to analyze the client's financials and systems as accountants might.
That leads to a question. How many times can one realistically

expect a banker in a deal (despite the fact that he may get $26 million
in fees) to offer himself up to liability that may range to $3 billion?
BERSHAD: There are two ways for the banker to deal with it.
One is to be very careful. The $26 million that is being earned at the
rate of $30,000 an hour or $40,000 an hour is a function of expertise
and, to some extent, risk-taking. Part of the risk is to be responsible

for what you do.
Second, bankers should obtain insurance. They certainly make
enough money to afford the premiums. Giving them the benefit of
the doubt, I will say that they are probably right 4 out of 5 times,
maybe 9 out of 10, maybe 99 out of 100, but insurance would be a
vehicle to help when they were not. I found it fascinating to listen to
you, Saul, on the one hand saying you cannot buck a board because
the board is going to fire you, and listening to Carl, on the other

hand, saying, if I, the banker, am going to be liable, I cannot advise
the board well. It seems to me that you have got two wildly divergent
views of what is going on.
COHEN: If I gave you the incorrect impression that bankers will
not buck a board, I apologize. I thought Carl and I were consistent
in what we were saying-that the board ultimately calls the shots. The
bankers will try to use their expertise to inform the board in areas in
which they are knowledgeable.
But to go back to the question, I do not think insurance at any
major level is meaningful. It is very hard to get insurance, and you
can probably use it just once. Insurers are good at collecting premiums
but not paying out.
I think more likely what you will continue to see are indemnificationg because indemnifications share the risks of the transaction
reasonably equitably. If indemnifications were not enforceable by the
courts, I think you would see investment bankers either abandoning
the field or clients coming to investment bankers with very small
capitalizations, so they had very little to lose.
Perhaps investment banks might be run the way many taxicab
companies are, with dozens and dozens of corporations, each one
owning one taxicab and limiting its risk in that fashion. I do not see
societal gains coming out of this.
BERSHAD: It is a reduction to absurdity to say that all the
investment bankers will go out of business, or at least the responsible
ones, and that is what you seem to be suggesting. There is enough
attractive business that responsible people will come forward and com-
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pete for it. Investment bankers compete among themselves. I do not
see that as a reason for bankers not being responsible for their conduct.
ROSENBLOOM: I am going to go on to the next question.
Saul, as usual, I am dazzled by your verbal Terpsichore. Perhaps in
the course of your winged words, I may have lost something. I thought
I heard, in your remarks, an identification of the company with the
shareholders. Do you equate the corporation's interest with those of
the public shareholders?
COHEN: The point I was trying to make went back to determining who the shareholders really were in the context of takeovers.
I do not share the concept of great innocent shareholders as the Aunt
Agathas of English law. I think what you are looking at in today's
deals are people who have taken over the risk of the deal-the arbitragers who have lots and lots at stake in the deal and very little
interest in fairness opinions. What they have is a great interest in the
banker completing the deal.
I think that in analyzing fairness opinions, one has to analyze
their true function. I think it is important to state to this audience,
which includes lawyers, judges, and others who make law, that there
is a very strong argument not to expand the law in this area the way
some lawyers wish it to be expanded.
BERSHAD: I was struck by your comment, "I do not believe
there are any shareholders." I think you are presenting the rationale
for a banker's not doing a good job because the arbitragers do not
necessarily want the best price. They are willing to make seven percent
in three months, and that annualizes out pretty well. And therefore
you argue that the system does not need a thorough job to be done
because it is enough that the deal gets closed. I do not think it is an
excuse for doing a reckless or a negligent job.
COHEN: Do you think the arbitrager would be happier in the
end if the investment banker did such a thorough review that he could
not come up with a fairness opinion, so the deal died?
BERSHAD: I do not think there has been a situation like that.
You are saying that there would be a yet higher price than you otherwise
opine on, but because you could not come to an opinion at the higher
price, the arbitrager would lose the deal?
COHEN: You should look at the context of the situation and not
cloak people, though they may be denominated shareholders, with the
forces of righteousness and joy. The role that arbitragers play is to
take the risk away from people who properly cannot accept it. They
are not agents of the Delaware corporate law. Once they accept that

DELAWARE JOURNAL OF CORPORATE LAW

[Vol. 16

risk, the game has changed, and the legal analysis should change to
reflect the actuality of the situation.
BERSHAD: Would you then argue that the arbitrager is a disenfranchised investor who is not entitled to the same protection as
other investors? Are you suggesting that you could violate the 1934
Act and lie to him because he is an arbitrager?
COHEN: I think what we are asking this audience to do is to
look at the reality of deals and what investment bankers do and do
not do. It is important not to get hung up on a piece of paper seven
paragraphs long, which disclaims knowledge of everything, and at its
end notes, from a financial point of view, that this price is within a
range of fairness, or words to that effect. That opinion should be seen
as a "magic" piece of paper which people need to dose deals. Within
the process as a whole, it really should not be taken as much more
than a "magic" piece of paper.
BERSHAD: The question then is, what finction does the fairness
opinion serve, Saul? Is it nothing but fiction?
COHEN: I think what Carl is telling you is that it does not really
serve a critical function and that companies, in looking at these situations, do not really rely on it. Companies do their own work, and
their boards pay attention to the deal that they have made.
Beyond that, I think what Carl said is that he really doubts
whether the bankers have as good a feel as the company in doing the
deal. I think he is right. I think we are overlooking a key part of
what bankers contribute to the process; they move the deal along and
get it done. That is the expertise that bankers offer that does not show
up in the trial transcript or in the analysis.
Getting deals going is an art form. It may involve conducting an

auction, and it almost always involves hinting to people on the left
and smiling to those on the right. That is what the process is about.
ROSENBLOOM: Where we should look to develop standards of
care for investment bankers? Who will define it?
BERSHAD: I think it is going to evolve slowly in the cauldron
of litigation. I think that courts are going to, on a fact-by-fact, caseby-case basis, assess what was done or not done. I think that the
legislature may address it and create some standards. I think it would
be an interesting idea that there be a professional organization where
bankers might do some self-policing and begin to create their own
standards of care.
I wanted to throw the ball to Carl because I was fascinated by
his statement that he thinks the board should be held to higher standards
of care. I agree. Part of the evil in the decision-making process results
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from the circular reasoning in that process wherein the board can be
held to a low or no standard if it receives a fairness opinion and, as
Saul has suggested, the fairness opinion is only a piece of paper required
to dose the deal.
There needs to be responsibility somewhere. I agree with Carl
that primary responsibility lies with the board. The courts have sometimes let that board responsibility slip away by allowing it to rely
(excessively, I believe) on the investment banker. Do you have any
suggestion as to what might induce boards to take the responsibility
for what they are doing?
FERENBACH: Ownership is one. The natural incentive of ownership raises directors' standards of care in transactions involving a
change of corporate control. If you have a significant amount of your
own capital committed, you think long and hard before diluting its
value in a purchase or sale. Many corporate directors of public companies are not significant owners. They often have very little personal
capital invested, and I think it is to the detriment of the other stockholders.
It is true that such a proposal invites the criticism that many
qualified directors would be excluded because they lack the means to
invest and thereby obtain the kind of financial stake that will force
them to take their jobs seriously. This problem may be addressed by
stock options and other incentive programs in which directors can
participate.
An alternative is to place the onus on directors by not placing it
on anybody else. Finally, fuller disclosure of what the board did, and
why it did it, solves a lot of problems. If shareholders do not want
to take the time to read these fuller disclosures, it is their problem.
ROSENBLOOM: Maybe I am the nalf in the crowd, but I have
never felt that opinions that we rendered were rubber stamps. I think
that there have been occasions on which investment bankers have been
successful in getting higher prices for public shareholders. And I do
not regard a fairness opinion as a mere ministerial act.
COHEN: Arthur, what I was trying to say was that there is an
expertise investment bankers offer which is not confined to the fairness
opinion, although it may be reflected by it. I attempted to illustrate
that earlier in my observations about the UOP transaction. I am not
sure that the back-up work is terribly useful or changes that essential
judgment call that is made by a Glanville or an Uncle Morris.
That does not mean that, having looked at it, an investment
banker could not seek to negotiate some higher price if it was in the
cards. Often, that is part of the process. The offeror expects that
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someone is going to come back to it and say, 21 just is not enough
but if you could get to 21-1/8, I think we could do it. Offerors often
put a bit of leeway into their first bids to allow for that.
The best prophylaxis against investment banker liability is for top
management of the" bank conveying a sense of ethics to subordinates.
It necessitates a recognition that completing a deal is not everything,
that there is a purpose beyond profit in dealings with clients, that
clients are important to the organization and, for both ethical and
practical reasons, they are not to be taken advantage of. This may
result in conflicts between the banker and the corporation.
Returning to David's castigation of the investment banker bidding
on a deal in which he had been an intermediary-I am sure it is a
conflict, but it does not seem to me it hurts the shareholders. If it
raises the price, it appears to have benefited them.
BERSHAD: Part of the issue is the level playing field issue. Do
the other bidders have the same information as that provided to the
investment banker?
COHEN: Clearly, one must deal with conflicts. I do not see as
advisable the self-regulatory group that seems to attract your interest.
The investment bank has clever people and good advice from counsel.
It can develop internal standards, including peer review, commitments
and due diligence committees who review the work that has been done.
This will be useful in the creation of the investment bank's product,
its buy or sell side advice or its activities as underwriter, private
placement agent, or fairness opinion giver. Such a product taken as
a whole is what courts should address themselves to, rather than
myopically focusing on the artificiality of weighing the outcome of
particular analytical techniques.
BERSHAD: Fairness opinions and how they are developed really
count. Courts and the SEC have required them in order to sustain
transactions. If a banker cannot give a fairness opinion, then maybe
it does not belong in the fairness opinion business, at least for that
deal.
COHEN: Opinions create the nexus for the lawsuit.
BERSHAD: Plaintiffs may do better without the fairness opinion
because then officers and boards have to stand on their own and not
hide behind the fairness opinion.
COHEN: How seriously are such opinions entitled to be taken?
They are a page and a half, perhaps seven paragraphs in all. The
first couple of paragraphs say what the assignment is. The next paragraph says what the banker has looked at. The next paragraph says
what the banker has not looked at. The next paragraph says we have
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no appraisals from third parties and did not make any ourselves. And
at the end, with a reference to "from a financial point of view," the
opinion says it is within a range of fairness.
BERSHAD: The courts are striking down these boilerplate opinions. They will not accept such drivel.
COHEN: Fairness opinions reflect the process that precedes them.
ROSENBLOOM: On behalf of MMG, I thank our panelists for
giving us a really spirited time in this first panel.
PANEL #2
ROSENBLOOM: Our deliberations this afternoon would be incomplete without a discussion of current and foreseeable SEC regulatory
activities in the going-private and other areas which impact questions
of investment banker liability.
How proactive will the staff, prompted by the teaching of Howing
Co. v. Nationwide Corp.l" and its progeny, be in its rulemaking activities
to specify what the banker must or must not do in discharging its
obligations under Rule 13e-3? What policies and procedures will govern
the flow of material nonpublic information? What other areas may be
the subject of SEC rulemaking?
I can think of no person more appropriate to address the question
of SEC oversight than its distinguished general counsel, Dan Goelzer.
GOELZER: Thank you very much, Arthur. I am pleased to be
here. I want to note at the outset that the views I express here are
my own, and my comments therefore do not necessarily reflect the
position of the commission or of my staff colleagues.
After listening to the last hour and a half of discussion, I will be
brief because I think that the answer to the question you have posed
is that the SEC does not, and will not, attempt to be the standard
setter respecting investment banker fairness opinions. I do believe that
the commission's role is to ensure that shareholders understand and
receive disclosure of the factors that have gone into the determination
by an issuer or an affiliate that a particular transaction is fair, especially
where that determination takes into account an investment banker's
assessment of the transaction. In that regard, I think the commission
and its staff will continue to be very aggressive.
This responsibility arises for the commission under the goingprivate rule, Rule 13e-3. The basic structure prescribed by that rule

18. 826 F.2d 1470 (6th Cir. 1987), art. dnied, 486 U.S. 1059 (1988).
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requires that when a company goes private-that is, when a class of
equity securities is no longer to be held by the public as a result of
some transaction by the issuer or an affiliate-the unaffiliated shareholders ought to receive disclosure of the considerations that motivated
management to cause that transaction to take place. This disclosure
enables them to decide whether to participate in the transaction, if
they have that choice, or whether to sell their shares, or to exercise
appraisal rights under state law.
At least three important disclosure items are incorporated into
Schedule 13e-3. Item 7 calls for disclosure of the purpose(s) for the
transaction, the alternatives considered, and the relative advantages
and disadvantages of the various alternatives, the reason(s) the transaction was structured the way it was, and the effects of the transaction
on the issuer, its affiliates, and its unaffiliated security holders.
Item 8 calls for the issuer and its affiliates to disclose whether
they reasonably believe that the transaction is fair to unaffiliated shareholders. They are not allowed to say that they do not have a reasonable
basis for having an opinion in that regard. They must address the
subject and discuss the factors that have gone into their determination.
The instructions for Item 8 include a list of factors to be considered,
including current market price, historical market price, and any third
party report, opinion, or appraisal that may have been received.
Item 9 requires that any such report or appraisal received by the
issuer or affiliate which is materially related to the transaction be
summarized or disclosed. In addition, certain information about the
opinion giver must be disclosed: how it was selected; its compensation;
its findings and methodology; and other information relevant to someone trying to understand what the fairness opinion means, how it was
arrived at, and what weight someone not involved in the transaction
might attach to it.
FLEISCHER: How has the staff in the comment process administered that requirement? Relentlessly?
GOELZER: Relentlessly, yes, just the word I would have selected,
Arthur. I highlight two areas in particular. One concerns factors that
bear on the reasonableness of the board's reliance on that opinion.
What was the scope of the investigation that the investment banker's
representative undertook? Were there any limitations on the information
he had access to? Did he rely solely on public information? Was he
given access to the books and records, to nonpublic information?
Reliance on an opinion based upon limited information may well be
misleading.
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The second area where the staff has been active in recent years
concerns compensation arrangements and factors that may suggest some
conflict of interest. The staff conducted a study earlier this year of 36
LBOs that had been filed with the commission pursuant to Rule 13e3 early in 1989, paying particular attention to compensation arrangements and whether the compensation of the person rendering the
fairness opinion was in any way contingent on the transaction's going
forward. Of that sample, five of the transactions involved a contingent
compensation arrangement for the person rendering a fairness opinion.
Generally, the arrangements involved a fixed dollar fee, plus additional
compensation contingent upon whether the deal succeeded.
In one case, the person rendering the opinion got a flat fee plus
three-quarters of a percent of the aggregate sale price if a transaction
occurred. A transaction did occur, and the three-quarters of one percent
dwarfed the base fee. In another case, the party rendering the fairness
opinion received a fixed fee plus 2-1/2% of the aggregate value of the
deal in excess of $7.50 a share. Thus, if the deal exceeded that dollar
value, the opinion renderer could receive substantial additional compensation.
I am aware of only one case the commission has brought which
deals directly with the question of disclosure of the fairness opinion
and its basis. That is the commission administrative decision in the
Myers ParkingSystem 19 case, which was settled in 1988. The case involved
a merger proposal designed to cause Meyers to become a privately
held company. The proposed merger was made by an eighty percent
shareholder. It offered the remaining shareholders $22 for each of their
shares. After word of this proposal became public, litigation was instituted by several groups of the remaining shareholders. Subsequently,
the litigant groups were consolidated, and they retained an investment
banker to evaluate the fairness of the merger proposed by the eighty
percent shareholder.
Initially, the investment banker advised the eighty percent shareholder that the $22 per share merger price was not fair, suggesting
instead a share price of $30-$34. Negotiations continued, and eventually
a revised price of $29.50 per share was agreed to. That price was
presented to the company's board and was immediately accepted, based
on what the commission's opinion indicates was a brief oral summary
by the investment banker.

19. In re Meyers Parking Sys., Inc., Exchange Act Release No. 26069 [19881989 Transfer Binder] Fed. Sec. L. Rep. (CCH) 84,333 (Sept. 12, 1988).
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The commission found the resulting Rule 13e-3 disclosure deficient
in a number of respects. The focus of this administrative proceeding
was not the investment banker or its product, but the board's disclosure
concerning the merger and the basis for its reliance on the investment
banker's fairness opinion. The company simply listed a number of
factors on which its board had relied, similar to the approach that was
criticized in the Howing case, without discussing what role each factor
played.
Proxy materials filed by Meyers disclosed that in the investment
banker's opinion $29.50 was within an unspecified range of fairness.
Subsequent supplemental proxy statement filings cited a valuation range
of $20.50 to $30.25. The merger price of $29.50 was considered fair,
as it fell above the midpoint of that range. Meyers' proxy materials
also disclosed that the $29.50 share price was based on an evaluation
of the liquidation value of certain company-owned properties and of
the income-producing potential of properties that it did not fully ownneither of which was described or quantified in the filings. The commission concluded that this level of disclosure would not permit unaffiliated shareholders to determine whether they or the board reasonably
could rely on the fairness opinion.
FLEISCHER: Let me comment on one thing. Dan Goelzer is
very modest in saying that the commission has not had an impact on
investment banking opinions. Opinions may be used in the goingprivate context and in an arm's-length context. In the going-private
area, the commission's rules have probably been one of the most
important factors shaping investment banking conduct. That comes
about for a number of reasons.
First, any report (not just an opinion) prepared by an investment
banker has to be filed with the SEC and becomes publicly available.
That fact, in and of itself, disciplines the content of those reports.
Second, oral presentations made by the investment banker to a
special committee in a management buy out transaction also have to
be summarized in detail in the proxy statement and made available
through that means to the public. Those disclosure obligations raise a
number of issues depending on, for example, whether you are representing a bidder in a management buy out, the dominant shareholder
in a going-private transaction, or the target company. For example,
if the bidder believes a fair price for the target is in the range of $33$38, and the investment banker does a series of runs and analyses at
$33-$38, a company may have to file those reports with the SEC and
disclose them in its offering material with the extraordinary result of
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the buyer revealing to the world the inner processes of its bargaining
position.
GOELZER: Let me conclude by answering the question that I
was asked at the outcast. What regulatory changes are likely to occur?
The staff and Chairman Ruder, the former chairman of the
commission, have publicly indicated that the commission is considering
whether to broaden the number of situations in which management
or the issuer must express an opinion on the fairness of a transaction
to cover all negotiated transactions, whether or not the management
of the issuer was formally involved or a participant in the transaction.
There was also a 'direction to the staff at an open meeting a couple
of months ago to consider extending the type of disclosure in items
7, 8, and 9 to the hostile takeover situation when the target company
advises its shareholders that the price being offered is not adequate
and should not be accepted.
While I believe that this type of expansion of the commission's
disclosure requirements is possible, the commission has told Congress
that it does not support proposals on the federal level requiring fairness
opinions, setting standards for the rendering of such opinions, or setting
independence standards for fairness opinion renderers. I have no reason
to think this position will change.
ROSENBLOOM: Dan, do you want to talk about the Chinese
wall kinds of rules? I know that this is a matter of genuine interest
to the staff right now.
GOELZER: In the interest of time, I will just touch on it briefly.
In thinking generally about the subject of investment banker liability,
it is important to consider the risks of liability under the Insider Trading
and Securities Fraud Enforcement Act, which was enacted about a
year and a half ago. The act creates the risk that a broker-dealer may
be liable for its employees' trading while in possession of material,
nonpublic information if the broker-dealer failed to establish procedures
to protect against the misuse of information that comes into the firm's
possession, a risk that is likely to occur in the types of transactions
that we are talking about here today.
New section 15(f of the Securities Exchange Act of 1934 requires
every registered broker-dealer to have that type of procedure in place,
whether or not any insider trading actually occurs. Other parts of the
act potentially expose the firm to treble damage liability if any employee,
or someone under the control of the firm, engages in insider trading.
The Division of Market Regulation recently released its Chinese
wall report. That study sets forth the kind of procedures that the staff
found most firms have today to protect against the misuse of material,
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nonpublic information. It also outlines the staff view of minimum
requirements for acceptable protective procedures.
ROSENBLOOM: Thanks, Dan. No forum is more likely to shape
the case law on investment banker liability than the Delaware Court
of Chancery. The Macmillan2 and Paramount1 cases, among others,
presage the likelihood of further chancery court consideration of issues
such as investment banker standards of care, and the likely reach of
plaintiffs seeking redress from the banker.
The appearance here today of Vice-Chancellor Carolyn Berger,
a distinguished member of that court, affords us an opportunity to
consider the kinds of elements that may dispose judges to decide one
way or the other, issues affecting investment banker liability.
BERGER: Thank you. Good afternoon. Let me begin with a
disclaimer. Although judges are encouraged to participate in educational
seminars such as this one, the canons of ethics limit the topics that
we are allowed to discuss. As a result, I will not be able to comment
on any pending case or on the likely resolution of any particular
hypothetical case.
I would, however, like to discuss at least one judicial perspective
on the problems relating to investment banker liability. Assuming,
without deciding, that investment bankers face some risk of liability
notwithstanding any contractual provisions they may obtain, their goal,
undoubtedly, is to avoid conduct that will be found legally actionable.
If the claim is based upon an intentional wrong, such as fraud, the
banker presumably has it within his or her control to avoid an adverse
judgment. The problem more typically arises in the context of unintentional wrongs or negligence.
In the corporate area, as I am sure most of you recognize, this
problem is largely eliminated by the business judgment rule and, in
Delaware, by legislation authorizing corporations to limit directors'
potential liability. The business judgment rule protects from judicial
scrutiny those decisions made by disinterested directors who are acting
in good faith and with adequate information. If the business judgment
rule applies, courts generally will not second-guess the directors, even
where, after the fact, those decisions were demonstrated to have been
dearly wrong in the sense that the company lost money as a result
of such a decision.

20. Mills Acquisition Co. v. Macmillan, Inc., 559 A.2d 1261 (Del. 1989).
21. Paramount Communications, Inc..v. Time Inc., 571 A.2d 1140 (Del. 1990).
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No court that I know of has applied the business judgment rule
to investment bankers. One reason might be that investment bankers
have significant financial interests in the transactions that are under
attack and could be said to be interested, as opposed to disinterested.
If they were directors, under those circumstances they would be unable
to rely upon the protection of the business judgment rule.
What, then, can be done to protect investment bankers from
claims based upon valuation decisions which later prove to be wrong?
A few thoughts come to mind. Some of these subjects have been
discussed earlier, and I am not here advocating these solutions or
potential solutions. I am, however, attempting to give you my perspective on what must be developed from sources other than courts.
In the absence of such developments, the courts will be left in the
position of having to make their own rules on a more or less ad hoc
basis.
What form might investment banker self-regulation take? My first
thought is that it could include a full set of procedural and substantive
standards somewhat similar to those governing accountants. I heard
the criticism earlier today that was given to such a suggestion, and I
believe that I understand the differences between accountants and
investment bankers. But if there were rules controlling, for example,
the choice of a discount rate or the circumstances under which management projections could or could not be relied upon, adherence to
those rules would go a long way toward insulating against future
liability.
The problem is that any set of rules or standards limits the
investment banker's flexibility. In the valuation field, it would be
difficult to pin down all of the factors that could affect an investment
banker's judgment. Perhaps, if a comprehensive industry-wide set of
standards is not feasible, a more limited set of guidelines could be
developed that would set forth required procedures. By following such
guidelines, bankers might be presumed to have acted with due care.
While a failure to follow the guidelines would not necessarily create
the opposite presumption, it would leave the investment banker to his
own devices to satisfy a court that the process that he followed was
satisfactory under the circumstances.
If self-regulatory standards are not forthcoming, another method
of reducing potential liability could be through greatly expanded
disclosure. From a judicial perspective, the standard fairness opinionthe one or two-page essentially boilerplate statement of what the investment banker relied upon and did not rely upon, and then the one
line, "$26 is fair from a financial point of view"1 -provides little
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guidance to the court or the stockholders. A range of values certainly
would be more helpful. The identification of the most sensitive variables
that went into the valuation method chosen would also provide better
insight into the fairness decision.
Finally, let me offer some general comments slightly off the subject
on some of the problems that judges face. First is the fact that we are
not financial experts. Even on the court on which I sit, which I think
probably hears more corporate and financial matters than almost any
other court in the country, none of us, I am confident to say, would
hold ourselves out as financial experts. We make every effort to understand the facts and arguments that are presented to us. But if a
non-expert is to decide whether an expert's conclusion was valid or
not, it seems to me you are always running the risk that the nonexpert judge (or jury) will not fully understand the appropriateness of
the method that was chosen by the investment banker. That is why
the absence of any standards makes it very difficult for the court to
evaluate whether a given analysis was undertaken with due care.
Second, it is difficult for me to understand how there could be
such significant differences in two experts' conclusions, especially since
the opinion that is provided is given such importance in justifying a
transaction. Assuming that the two experts have strong qualifications
and have undertaken their analysis in good faith, what can be the
explanation for a three- or four-fold variation in the number that each
one comes up with as the fair value of a given company's stock?
Third, and not surprisingly from what I have just stated, is my
perception that the court is going to ultimately apply basic common
sense in attempting to reconcile conflicting opinions. Undoubtedly, an
effort will be made to assess the independence and the bona fides of
the expert. The fee arrangements discussed earlier will likewise be
considered. The court will look for backup for an investment banker's
"judgment call" on, for example, how the banker picked one of several
discount rates.
These comments are not meant to suggest that the courts are
looking to get involved in the investment banker's business. It is really
the opposite: courts exist to provide relief where it is appropriate. And
if no help is given from the outside, the court has to use its judgment
and set up its own standards of what is appropriate conduct.
Conversely, if the profession generates standards, the court may
be in a position to undertake a lesser level of scrutiny and confine its
inquiry to whether a specific banker in a particular case followed the
industry-made standards that represent a reasonable approach to the
particular task. Thank you.
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ROSENBLOOM: Thank you very much, Vice-Chancellor. When
all is said and done, outside counsel to the banker -will play a prime
role in establishing standards of care for the investment banker generally
and in the context of specific transactions. Whether the issue is how
much of a paper trail to make in support of a fairness opinion, or
the preparation of merger and acquisition and private placement memorandum, or advice on the conduct of an auction or a proxy fight,
bankers do and will rely on their outside counsel to guide their conduct.
Arthur Fleischer of Fried Frank routinely offers such counsel to
the principals of major investment banks and thus brings to his tasks
here today the real world insights of one so engaged. It is thus my
pleasure to present Fried Frank's Co-Chairman, Arthur Fleischer.
FLEISCHER: I come at the investment banking issues from a
perspective which varies from some of those I heard in the prior panel.
I am not persuaded by the view that directors and investment bankers
do nothing and only lawyers do something. I do not believe that such
a characterization properly portrays the process in the 1990s. In my
view, there has been enormous change in the conduct of directors,
resulting in no small measure from the leadership of the Delaware
courts and from the increasing responsiveness of directors.
To pick up on a point just made by Vice-Chancellor Berger, what
is critical to me is whether common sense informs the process under
which the banker has acted. In my experience I think that, overall,
investment bankers are dedicated, committed, and careful in the preparation and the execution of their work.
One must consider the bankers' efforts in the contexts in which
they are performed. In a going-private transaction in which the bankers
represent a special committee, the fear and concern relates to whether
the company is being sold too cheaply. The converse is when the
investment banker represents a target company, and the question is
whether the investment banker believes that the price being offered by
the bidder is high enough. Finally, there is the arm's-length transaction
in which two unrelated companies negotiate a merger, and the banker
is rendering a fairness opinion to either.
One of the most critical functions I see in my role as counselor
is to ensure that the investment banker's opinion says what it means
and means what it says. What, for example, is meant when an investment
banker opines that the price paid by a company on a stock repurchase
from a single stockholder is fair from a financial point of view? While
I do not believe that in every instance the banker has to explain the
precise content of well-known concepts like "fair from a financial point
of view," if the meaning in a specific instance is unclear or relates to
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a particular understanding, the opinion should be more, rather than
less, expansive. For example, the banker could consider expanding its
opinion by adding: "The price being paid is within the range of prices
that the company would have to pay for a similar block under present
market circumstances."
This again takes us back to a point that Vice-Chancellor Berger
suggested, that from the investment banker's viewpoint, disclosure is

a very critical tool. The investment banker should try to make his
client, which is typically the board of directors (and perhaps under
the Schneider2 and Wels!-3 cases in New York, the shareholders), understand the limits and reach of its opinion. If the opinion has an
unusual assumption within it, that assumption should be brought to
the attention of his immediate client, the board of directors, and his
ultimate client, the shareholders.
In the case, for example, of an investment banker who opines
that a large-sized block of fixed income securities will trade at face or
liquidation value on a fully distributed basis, if no issue of that size
has previously been distributed, the investment banker should advise
his client of that fact and his basis for believing the security will trade
at liquidation value. That opinion clearly reflects his professional judgment, and the opinion should make clear that such an opinion is
neither a prediction nor assurance that the security will in fact trade
at liquidation value. Thus, it is critical that the banker's key assumptions
be set forth, particularly if they are unanticipated or unusual.
It is also a matter of practice and process for most major investment
banks not to issue opinions unless they have been reviewed by an
opinion committee or two partners. In my experience, that review is
not a ceremonial observance. Opinion review is done for purposes of
uniformity. Moreover, the review establishes a forum in which other
partners of the firm can test the assumptions and analyses that have
been brought to bear on the particular opinion. Common sense, again,
dictates the scope of the review. There are going to be circumstances

22. Schneider v. Lazard Freres & Co., 159 A.D.2d 291, 552 N.Y.S.2d 571 (1st
Dep't 1990). In a buy out context, the investment banker is deemed to be an agent

of the board of directors (or special committee), which itself is an agent of the
shareholders, and thus, a duty of care is owed by the banker, directly or indirectly,
to shareholders. Id., 552 N.Y.S.2d at 574-75.
23. Wells v. Shearson Lehman/American Express, Inc., 127 A.D.2d 200, 514
N.Y.S.2d 1 (1st Dep't 1987), rev'd on ot/hrgrounds, 72 N.Y.2d 11, 530 N.Y.S.2d 517,

526 N.E.2d 8 (1988). An investment banker hired to advise a special committee is,
in actuality, retained to advise the shareholders. Id., 127 A.D.2d at 203.
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in which there are more difficult or unusual opinions. Clearly, attention
has to be paid to those opinions.
Context is critical in informing what the investment banker ought
or ought not to do. Is the proposed transaction a management buy
out, or is it an arm's-length transaction? Whatever the context, those
of you who have been through this process know the care with which
investment bankers generally approach these opinions. If a fairness
opinion is to be furnished, the banker will look at a variety of financial
indicators: third party sale value, discounted cash flow, liquidation
analysis, and the estimated market price of the company on a stand
alone basis. In these analyses the banker is, and must be, dependent
on company management for basic information, including projections
of future financial performance. The banker does not know the business
or plans of the company as well as management. But the investment
banker can, through the process of due diligence, surely come to
understand the critical assumptions that have gone into the projections,
what accounts for major changes in these projections, and what the
company's prior history with projections has been.
What are some of the changes being considered as a result of
&Imeider?24 Various possibilities are being explored, including an expansion of the investment banker's right to indemnification. There was
a trend for a while which said that investment bankers should not be
indemnified for their own negligence. I suggest that the only proper
exclusions from indemnification should be for reckless behavior, willful
misconduct, and possibly gross negligence. As you appreciate, under
Delaware law directors are effectively excluded from liability for gross
negligence.
Second, we will see, with greater emphasis, contribution undertakings, with the investment banker's contribution limited to the amount
of fees he receives as against the total aggregate amount of the transaction. Contribution should provide comfort if indemnification is not
available. An extension of this concept, as suggested by Professor
Coffee, is to restrict investment banker liability and damages to, say,
the amount of the fees.2 This limitation would be expressed in the
engagement letter. Arguably, the restriction should be binding since
it is part of an agreement between an agent (the investment banker)
and an agent (the board of directors) for a principal (the shareholders).

24. 159 A.D.2d 291, 552 N.Y.S.2d 571 (Ist Dep't 1990).

25. Coffee, Na York's New Docine of "Cons&tucie Fkiiy," N.Y.LJ., Jan. 25,
1990, at 5, col. 1.
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Generally, an agent for a principal can set the terms and conditions
of his dealing with another agent.
Third, in the engagement letter the banker may seek to set the
forum in which any dispute will be tried and the nature of the forum.
Thus, if the client is a Delaware corporation, the agreement could
provide that all disputes will be litigated in Delaware, in the Delaware
court, and governed by Delaware law. The obvious reason for being
in Delaware is out of respect for the wisdom, experience, and judgment
of the Delaware courts. This is not to say that the Delaware courts
are easy on investment bankers. Anyone who has read the opinions
of the Delaware Supreme Court over the last few years would not so
conclude. But Delaware is a forum that is experienced in trying business
disputes, and a banker will be less subject to the major uncertainties
attendant, for example, in the case of a jury trial in New York. Indeed,
if the -client is a New York corporation, the banker might request a
waiver of a jury trial.
Fourth, the contents of investment banking advice, and any limitations respecting that advice, should be clearly communicated to the
client, typically the board of directors. Thus, the directors must understand that they are receiving advice from a professional who they
are indemnifying, from a person whose aggregate liability is limited.
In my view, if feasible, the board should receive a copy of the opinion
at the board meeting and have the opportunity to read the opinion.
To the extent that there are unusual provisions in the opinion, the
board should be aware of them.
Finally, and in a similar vein, if a banker is engaged in a
transaction in which the ultimate decision makers are the shareholders,
such that the opinion will be incorporated in a public document, the
investment banker should make sure that the general terms of any
indemnification or limitations on his opinion are fully disclosed in that
document. Typically, the opinion is part of the proxy statement. The
principal terms of the banker's engagement should also be summarized
in the proxy statement.

Recent court decisions and the continuing reaction to them cause
us to be in a period of evolving standards whose ultimate resolution
will occur over time.
ROSENBLOOM: Thank you, Arthur. Far above Cayuga's waters
at Cornell Law School, Professor Dale Oesterle holds forth on the law
of mergers and acquisitions. Dale has written extensively on corporate
law matters.
OESTERLE: Thank you, Arthur.
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I will comment on three matters relevant to investment banker
liability in leveraged buy outs. First, I will comment on the importance
of separating the classes of potential plaintiffs. Second, I will discuss
the general content of ethical standards across the various professions
and discuss how these generic professional standards might apply to
the investment banking business. Third, I will make some admittedly
precarious predictions on the future of fairness opinions.
On the importance of separating classes of potential plaintiffs, it
is critically important to recognize that there are four classes of plaintiffs
that can sue investment bankers who have participated in leveraged
buy outs. The standard of conduct, that is, the duty owed in litigation,
varies depending on who the plaintiffs are. Moreover, the contract
clauses that an investment banker can demand in his fee contract with
a client firm-liability waiver, indemnification, liquidated damage,
arbitration, and choice-of-forum clauses-aid a defense against some
plaintiffs but not others. These contract clauses are not universal salves.
They have a very limited role to play in some lawsuits, and an
understanding of the value of the clauses necessitates a careful parsing
of who can sue and on what basis. It is important in pricing your
services to account for the risk of successful litigation. An understanding
of the risk limiting effects of the contract provisions is necessary to an
accurate pricing of the risk an investment banker bears in participating
in leveraged buy outs.
Assume you are an investment banker that has participated in a
leveraged acquisition, advising the firm on how to structure the deal,
finding financing, and issuing and underwriting subordinated notes
after the buy out to repay the short-term financing. Who can sue you
if they feel aggrieved? For what? The most obvious plaintiff is your
client. A Rawson Food Stores case illustrates how this can happen.
In one action, a bankruptcy trustee sued an investment banker on
behalf of a bankrupt firm, gathering money to repay the creditors in
a failed buy out. Moreover, if a board that has agreed to a buy out
is facing lawsuits from its own shareholders or bondholders, the board,
looking for ways to shift liability off itself and onto others, may sue
its investment banker for contribution or indemnification.
There are two legal theories that a client firm can pursue. The
first is a cause of action based on an alleged breach of contract. Relief
will depend on the promises you made to your client and whether you
delivered on those promises. It may come as a surprise to some
investment bankers, but they may be found by judges to have promised
more than just to "close the deal." A bank may, for example, be
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found to have made representations that the firm would survive after
the buy out.
In a straight contract breach case, most investment bankers assume
that they can nullify liability with special contract clauses: indemnification or waiver, liquidated damage, and arbitration clauses. Judges
will respect these clauses but they are not universally tolerant. Contract
law has doctrines that limit the scope of these clauses if the clauses
are too harsh in operation or were negotiated under suspicious circumstances. One's lawyer has to be careful to write clauses that fit
within these limits. But, by and large, you are correct to assume that
a contract case is the least of your concerns, if your fee contract is
well drafted and you have stuck to its terms in performing your services.
The second kind of claim that a client firm can bring against you
is a tort claim. Some call it a "professional malpractice" claim, others
a "negligent misrepresentation" claim, and still others a claim for a
breach of "fiduciary duty." A good lawyer will plead them all. Indemnification clauses, waiver clauses, choice of law clauses may help
with the first two (if the claim is based on negligence) but probably
will not help with the third claim. One cannot normally waive one's
fiduciary duties absent a specific statutory provision that allows it.
The second class of people that can sue you are client firm
shareholders, and the third class are client firm lenders. I have grouped
them together because my time is very short, although there are
important differences between the two kinds of lawsuits. Shareholders
will sue if they believe that they have been enticed into selling too
cheaply; lenders will sue if the new leverage in the deal jeopardizes
the security of their pre-deal debt or if they were enticed into deal
financing when repayment was unlikely.
Client firm shareholders can sue using a derivative action, if they
believe the board should have sued its banker and did not. The firm's
board may be able to block such a suit, however, using the principles
enunciated in the Aronson v. Lewis case. 26 The shareholders can also
sue in a direct action, which a firm's board cannot stop. There are
various kinds of direct actions. I will focus on the new common law
theories.
The most threatening actions are, first, a negligent misrepresentation claim if an investment banker has given advice that he knows
will influence shareholders and, second, an aiding and abetting claim
if the directors have violated their duties to their shareholders and the
26. 473 A.2d 805 (Del. 1984).
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bankers can be said to have helped the board in its breach. For
example, a footnote in Mills Acquidtion Co. v. MacMillan, Inc. 2 7 decided
by the Delaware Supreme Court, can be read to have invited MacMillan
shareholders to sue Wasserstein on such a theory.
Shareholders can also sue under claim of a breach of fiduciary
duty. Some courts will find that the investment banker is a fiduciary
to the shareholders. The theory is controversial. Justice Duffy of the
Delaware Supreme Court, in his dissent in Weinberger I, would adopt
such a doctrine, and he was never explicitly overruled by the full court.
I doubt, however, whether the full court will ever adopt his position.
Firially, of course, there are a wide variety of federal securities law
claims that a client firm's shareholders can bring against you, most
of which are less dangerous because they require proof of scienter,
that is, intentional misconduct on the part of the banker. The common
law theories may not require scienter.
A client firm's pre-deal debt-holders are unlikely to prevail on
fiduciary duty claims.2 Lenders can make fraudulent conveyance act
claims, however. I believe lender lawsuits to be the most underrated
of all the threatened litigation. At present neither pre-deal nor postdeal lenders have found a cause of action that offers a reliable chance
of success, but I will speculate that they will find that cause of action
in the not so distant future. The fraudulent conveyance act claims look
to be the most promising.29
The fourth major class of plaintiffs that can sue an investment
banker is the buyer in a negotiated transaction. If an investment banker
for a seller is making representations to a buyer, those representations
may generate liability. The buyer, if the deal is overpriced, may sue
for fraud, negligent misrepresentation and securities act violations.
Cases exist in which liability has been assessed against investment
bankers in such situations. Again, special contract provisions that an
investment banker has negotiated with its own client may not limit
liability to the buyer, who is not a party to the contract. Only clauses
in the acquisition contract itself which bind the buyer may serve to
limit investment banker liability.

My time is very short, so I can only suggest a very rough outline
of potential liability. To summarize, the identity of the plaintiff de27. 559 A.2d 1261, 1275 n.22 (Del. 1989).
28. See Metropolitan Life Ins. Co. v. RJR Nabisco, 716 F. Supp. 1504 (S.D.
N.Y. 1989).
29. Compare United States v. Tabor Court Realty Corp., 805 F.2d 1288 (3d
Cir. 1986) with Kuptez v. Wolf, 845 F.2d 842 (9th Cir. 1988).
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termines the standard of care imposed on the defendant investment
bankers and determines the reach of contractual protections contained
in fee agreements. As a very crude approximation, the standard of
care owed is highest for the first class of plaintiffs I have noted-a
client firm-and decreases for each succeeding class of plaintiffs that
I have mentioned. On the other hand, the strength of the protection
offered by contract clauses between client and banker follows a similar
pattern: it is highest for the first class, lowest for the last class. We
can discuss, in the question and answer period, how the various contract
clauses may help or not help in some of those individual kinds of
claims.
My second comment is on the need for investment bankers to
develop their own code of professional conduct. In so doing they can
look to the content of ethical standards across other professions. Judges
work under professional standards, lawyers work under professional
standards, accountants work under professional standards, boards of
directors work under professional standards, institutional investors work
under professional standards, institutional advisors under professional
standards-even salesmen have a code of ethics. Investment bankers
are one of the few professional groups that have escaped the drafting
of a professional code of ethics. It is remarkable, and I applaud your
success at avoiding this difficult task. But the jig is up. If the investment
banking community does not develop a code of ethics, the courts will
develop one for them piecemeal, or worse, the SEC will develop one.
All professional codes have two kinds of general provisions. First,
they have conflict of interest provisions, and second, they have provisions on general standards of conduct.
Conflict of interest prohibitions usually are of three types. Some
conflicts of interest are created by improper fee arrangements. Here,
investment bankers ought to be concerned about their fees for fairness
opinions. When those opinions accompany fee arrangements that are
contingent on whether a deal doses and the opinions are distributed
to shareholders to influence shareholder's decisions to vote for or tender
stock into a deal, courts will not view the opinions as objective and
worthy of respect.
The second kind of conflict of interest standard in professional
codes is a standard that surrounds the use of confidential information.
An investment bank that gets confidential information may not, of
course, trade on that information, but it also ought not to use the
information in another transaction with another client. Lawyer's codes,
for example, are very explicit about these problems. Investment bankers

1991]

INvEsTMENT BANKm LABiLITY

need to define carefully their obligations to their clients on the receipt
of sensitive information.
Finally, conflict of interest standards define when a professional
can wear more than one hat in any one deal. No lawyer argues both
sides of a case in court, yet investment bankers have represented both
the buy-out group and the firm in LBOs. I also believe no investment
banker with a financial stake in an LBO ought to issue a public fairness
opinion in that deal.
Other than conflict of interest standards, which are usually very
detailed and carefully policed, most professional codes have a general
duty of care standard. The standard is very general for most conduct.
It usually prohibits only that conduct which is shockingly unprofessional.
The standard does not, as is feared, regulate the day-to-day details of
a professional business. The standard is designed to catch outright theft
and fraud. Most judgment calls, if honestly made in good faith, are
not subject to second-guessing by courts or other professional tribunals.
FLEISCHER: The key fact for the banker is to act sensibly; that
is it, and there is not anything more. I am not dear on what you
are talking about. Are you talking about the process by which the
banker reaches his judgment, or are we talking about the judgment
itself? Are you saying his judgment is perverted for monetary reasons?
OESTERLE: Art, let me finish the last part of my talk and come
back to your question. The last part of my talk deals with fairness
opinions. Fairness opinions are misnamed. The use of the word "fair"
is a weasel word. Auditors try to use the word "fair," too, with the
same kinds of technical arguments about what the word means once
they take the witness stand in litigation.
When auditors state that financials are "a fair representation" of
the firm, they do not mean that the financials are accurate or truthful
or even that the auditor has checked the source of the numbers. Most
laypersons read the language this way, but auditors claim that an
auditor only checks the firm's accounting methods.
Investment banker fairness opinions are similar: laypersons, induding shareholders, read them broadly as recommending they accept
a particular offer, and investment bankers, when pressed, minimize
their value. We had an argument in the hall after the first panel about
what the word "fair" means in these letters, and we had no real
agreement within the group. Somebody said a "fair price" means that
the figures are "not unconscionable." Someone else said, "No, a fair
price is a price that is a reasonable price for the deal-the price could
be better, but in the acceptable range." And someone else argued a
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fair opinion is really "just a piece of paper that courts demand for a
deal to dose."' 3

FLEISCHER: Do you believe the process is that unformed? Do
you not believe, perhaps, fairness represents a range of prices within
which the company could be sold to an independent third party?
OESTERLE: No, I do not know what it is; you have just given
me yet another view.

FLEISCHER: I am reasonably confident that is what fairness
means in the context of the sale of a company. Moreover, since
valuation is not a science, but an expression of judgment, fairness has
to be a range. Anyone who says that it is not a range is either dishonest
or ingenuous. Therefore, when a price is stated to be fair, that price
is within a range of prices. In my experience, the range of prices
represents the range at which the company would be sold to an
independent third party.
I believe that Delaware law applies a similar standard. Fairness
essentially is the price or prices which would be arrived at in negotiations
between independent parties. At the same time, in the context of an
arm's-length transaction, from the point of view of the directors, a
judgment by the directors that a price is fair can only be reversed if

the plaintiff essentially establishes that no reasonable person would
arrive at that price.
Finally, a major determiner of fairness in negotiated acquisitions
is the very competitive nature of the United States control market.
Once a company is in play, it is fair game in the marketplace for all
would-be buyers. An efficient market for control materially affects the
issue of fairness. Indeed, the Delaware courts have taken steps to
protect the competitive nature of the acquisition market. That is the
real meaning of Revlon 31 and its indicated restrictions on bust-up fees
and lockups.
ROSENBLOOM: Dale, it is time for you to take out your crystal
ball.

30. The position comes from language in Smith v. Van Gorkom, 488 A.2d 858

(Del. 1985). Boards, fearful of personal liability as a result of the opinion, latched
onto the court's condemnation of the Trans Union board for not getting information
from the firm's investment banker, Salomon Brothers. The argument thus became, if
the board gets an opinion from an investment banker on the value of the firm, the
board limits its personal exposure under Van Gorkom. The case thus spawned a new,
lucrative practice-the provision of fairness opinions.
31. MacAndrews & Forbes Holdings, Inc. v. Revlon, Inc., 501 A.2d 1239 (Del.
Oh. 1985), af'd, 506 A.2d 173 (Del. 1986).
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OESTERLE: Fairness opinions exist because boards of directors
in takeover situations need advice from experts on the critical question
before them: should the board accept a deal at an offered price? The
board must, by law, tell its shareholders whether they ought to accept
or reject a deal.
The fairness opinion is supposed to educate the board of directors
in making that decision and serve as a record for judges evaluating
whether a board has made an informed decision in good faith when
the board made its recommendation to its shareholders. The discussion
of a "fair range" is one step short. An investment banker ought to
go on record as advising whether or not to take the price offered and
give its reasons. In other words, investment bankers ought to think
about what the board of directors needs the opinion for; courts certainly
will.
My prediction for the future is that fairness opinions as they have
been used are going to come under attack in courts. If investment
bankers treat fairness opinions as solely artifice and necessary to dose
deals, courts will view them very skeptically. Consider the current legal
position of solvency opinions. Solvency opinions are similar to fairness
opinions because originally boards sought them to create a record to
avoid fraudulent conveyance liability. The courts, however, have come
to ignore solvency opinions. In fact, judges have been critical of boards
of directors who have relied on solvency opinions rather than more
thorough kinds of internal studies and investigations. The solvency
opinion has become a red flag indicating a board seeking to cover its
tracks. Unless fairness opinions have more content to them, they are
going to sort of fade out of favor and may, as solvency opinions have,
be disfavored.
Returning to Art's question: let me just argue by illustration.
Lawyers have a general duty of care to their clients. If a lawyer
embezzles trust funds from a client, it is fraud. There are cases one
can identify that are beyond the bounds of acceptable behavior. So
saying you do not know what general prohibitions are is not an answer.
The body of decided cases defining unacceptable behavior vil grow
over time with experience, and the general standard of care vll grow
by exclusion-certain kinds of conduct will be defined not to meet it.
FLEISCHER: I disagree with the idea that it is feasible, useful
or readily achievable to establish a set of investment banking standards.
Rendering an investment banking opinion, for example, involves a
series of skills and professional analyses. The opinion entails careful
due diligence and a methodical, systematic, and professional utilization
of generally accepted valuation techniques. Within this framework
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different firms utilize different methodologies. I have heard nothing
here that would satisfy me that a code of standards is either necessary
or will materially elevate professional conduct.
OESTERLE: Art, why could not procedural standards be formulated? An accountant is presumably an experienced expert. He does
not just look at the balance sheet and say, gee, I am an expert. These
receivables look right to me. There is a certain process he has to follow
before he can render the opinion.
FLEISCHER: I am not against professional standards; in the
investment banking context these standards have been developed over
a number of years by the professionals most intimately involved in
the process. If a banker engages in egregious conduct, that conduct
may well result in sanctions by the courts or the Securities and Exchange
Commission. Furthermore, the consumers of investment banking advice
are substantially all corporations, and they are very knowledgeable
purchasers of advise.
We should also look at the supply side. There are a limited
number of major investment banking firms in the world at largeperhaps fifty or less. Why should we develop elaborate procedures for,
on the one hand, very sophisticated consumers and, on the other hand,
the very discrete groups that provide the advice. The critics do not
identify specific problems to be overcome.
One more point. Concern has been expressed about the biases
that might be built into a compensation structure that pays more for
a completed transaction than for an aborted transaction. I believe that
business persons who enter into these arrangements understand the
effect of any bias. Moreover, they would like not paying a full fee if
there is no transaction.
OESTERLE: And the public shareholder is never a consumer of
that opinion?
FLEISCHER: In certain contexts the public shareholder is a
consumer of the opinion. However, the company's board of directors
is invariably the initial recipient of the opinion, makes the arrangements
with the investment banker and has the opportunity to evaluate the
opinion. Moreover, the opinion itself and key facts about the banker's
engagement must be included in the proxy statement. Thus, the shareholders can engage in their own evaluation and judgment making
process. Since all the facts about the investment banker's compensation
are laid out for evaluation by the shareholders, together with any other
limitations on the scope of its performance, concerns can be satisfied.
ROSENBLOOM: I am going to exercise the prerogative of the
chair and try to get down and dirty with you, Arthur, because I sense
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that you have difficulty, as do I, in dealing with global generalities.
I want to give you a couple of hypotheticals which, if they sound
like they come from real cases, they do. Consider this one. I am an
investment banker engaged to sell a company. I have got to prepare
a sell side memorandum. In my due diligence investigation, I see that
the company has three kinds of projections: best case, worst case, and
most likely case. I call you up and I say, I do not know what to put
in my book; the case law confuses me. Please tell me what to do.
FLEISCHER: I would probably tell you to include all the projections in the memorandum. I do not see how, unless there is an
explanation that strikes you as sensible, you could pick the mid-case,
the worst case, or the best case. I would not necessarily suggest that
all the details of all three projections be included. It might be sufficient
to put in the middle case and indicate, in abbreviated form, the range
of the other sets of projections. The key is communicating the information.
ROSENBLOOM: Hypothetical two. I am an investment banker
on a buy side M&A engagement. My client asks me how much I
think the seller company is worth. How rigorous do I need to be in
my analysis with Rawson-type liability as a specter on the horizon?
FLEISCHER: It is important to keep in mind the distinction
between price and value. The investment banker is an expert on price;
he is not necessarily an expert on value. Thus, the investment banker
should be able to advise the buyer as to the range of prices that the
particular company should sell for in the acquisition market and,
therefore, what the buyer might have to pay in order to acquire the
company in a competitive marketplace. The management, and the
board of directors of the buyer, have to decide on the value of the
target. Is this a product extension? Does it provide new marketing
capability? Are there cost savings available? The decision maker-the
management and the board-will have to address and evaluate these
issues.
ROSENBLOOM: Our time is up. I thank you all for your
enthusiastic participation.

