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Due Diligence for Securities Offerings:
A Roadmap for Effective Document Review

by Julia K. Cowles*
Document review is of critical importance in verifying the accuracy of disclosure in offering documents, establishing legal defenses and providing the foundation for legal opinions issued in connection with securities offerings.  The task, however, is routinely delegated to the most junior members of the working group.  As long as the lawyers performing the review are appropriately trained and supervised, this delegation can be effective and cost‑efficient.

This article’s purpose is to provide practical advice to attorneys responsible for planning, and undertaking, securities offering document review.  Even when a junior lawyer has a good general understanding of the due diligence process, he or she may still ask “What exactly am I looking for” or “How will I know a ‘red flag’ when I see one?”  This article attempts to provide a roadmap for that lawyer.

Point 1:  Understand the Multiple Purposes of Document Review

Lawyers undertake document review in connection with securities offerings for a number of reasons.  The principal purposes are to ensure the accuracy of a disclosure document and to assist the underwriters in establishing their “due diligence” defense to liability under the federal securities laws.

First, some background.  Section 11(a) of the Securities Act of 1933 provides that certain parties involved in a registered public offering, including issuers and underwriters, may be held liable if the registration statement contains “an untrue statement of material fact” or omits “to state a material fact required to be stated therein or necessary to make the statements therein not misleading.”  However, Section 11(b) provides a defense, known as the “due diligence” defense, for underwriters and other persons (other than the issuer) who conduct a “reasonable investigation.”  Specifically, under Section 11(b)(3)(A), a non‑expert defendant (such as an underwriter, director or officer) must have had, after reasonable investigation, a reasonable ground to believe and a belief in fact that the statements made in the registration statement at the time it became effective were true and that there were no material omissions of facts required to make the statements made in the registration statement not misleading.  For portions of a registration statement provided on the authority of an “expert,” a non‑expert defendant need not demonstrate that it undertook a reasonable investigation, but must have had no reasonable ground to believe, and must not have believed, that the statements were untrue or that there were any omissions.

The best diligence review is one that results in an accurate disclosure document and limits the chance of litigation.  If that fails, your client risks becoming a defendant in securities litigation.  While the defendant has the burden of demonstrating that a “reasonable investigation” has taken place, courts have held that it may be reasonable to delegate certain matters to experts including, as to legal matters, attorneys.  It is customary for underwriters to engage counsel to assist them in establishing the due diligence defense by, among other things, conducting a review of corporate records and legal matters, assisting the underwriters in the negotiation of an underwriting agreement containing detailed representations and warranties, and in rendering legal opinions on specified matters.  Often, counsel is asked to provide a “disclosure letter” or “negative assurance letter” or (less correctly) a “10b-5 letter” expressing its belief that the offering document does not contain any misstatements or omissions of material facts.  The so‑called “disclosure letter” or “negative assurance letter” is an important component of the due diligence defense.  

However, the document review also serves the following purposes:

· it provides the attorney with an understanding of the company’s business that is relevant to determining whether the registration statement satisfies specific disclosure requirements;

· it identifies issues that may present structural or substantive problems for deal execution; and

· it provides support necessary to deliver legal opinions.

The due diligence exercise will be conducted most efficiently if the multiple purposes of an effective due diligence review are kept in mind. 

Point 2:  Know the Ground Rules

To perform an effective review, the reviewing lawyer must understand both the general legal framework and the specific disclosure regulations applicable to securities offerings.

First, it is important to understand the concept of “materiality” and “reasonableness” under the federal securities laws.  Liability arising under Sections 11 and 12 and elsewhere in the federal securities laws is based on the making of a material misstatement of fact or material omission.  There is no bright line rule as to what is considered material.  The Supreme Court has stated that whether an omitted fact is material depends on whether there is a substantial likelihood that, under all of the circumstances, a reasonable person would have considered it important in deciding how to act.  An inquiry is made into whether disclosure of the omitted fact would have been viewed by a reasonable investor as having significantly altered the total mix of information made available.  See TSC Indus. v. Northway, Inc., 426 U.S. 438, 449 (1976); Basic v. Levinson, 485 U.S. 224 (1988).

As noted above, the cornerstone of the due diligence defense is a “reasonable investigation.”  The standard for what constitutes a “reasonable investigation” is set by statute and case law.  Section 11(c) defines the standard of reasonableness for what constitutes both a reasonable investigation and a reasonable belief as that required of “a prudent man in the management of his own property.”  Rule 176 under the Securities Act specifies that “[i]n determining whether or not the conduct of a person constitutes a reasonable investigation or a reasonable ground for belief meeting the standard set forth in section 11(c), relevant circumstances include:

· the type of issuer;

· the type of security;

· the type of person;

· the office held when the person is an officer;

· the presence or absence of another relationship to the issuer when the person is a director or proposed director;

· reasonable reliance on officers, employees, and others whose duties should have given them knowledge of the particular facts;

· when the person is an underwriter, the type of underwriting arrangement, the role of the particular person as an underwriter and the availability of information with respect to the registrant; and

· whether, with respect to a fact or document incorporated by reference, the particular person had any responsibility for the fact or document at the time of the filing from which it was incorporated.”

Case law, including Escott v. BarChris Const. Corp., 283 F. Supp. 643 (S.D.N.Y. 1968), and In re WorldCom, Inc. Sec. Litig., 308 F. Supp. 2d 214 (S.D.N.Y. 2004), further expands on what constitutes a reasonable investigation.

· Lessons from BarChris:

· A reasonable independent investigation is required: the underwriters must make a “reasonable attempt” to independently verify the information provided to them by the company and in the offering documents.  The extent of such verification is “a matter of judgment in each case.”

· Whether or not an appropriate level of due diligence was conducted is determined by a court with the benefit of hindsight.

· Be thorough in document review.

· Follow up on “red flags.”

· Proper delegation of due diligence to junior attorneys and effective supervision are important.

· Lessons from WorldCom:

· Blind reliance on experts is insufficient.  Although the Securities Act does not on its face require a reasonable investigation of “expertised” statements (such as audited financial statements), the existence of “red flags” may make it unreasonable to rely on expertised statements.

· Underwriters should consider institutional knowledge of an issuer’s financial condition.  This may require an underwriter to conduct due diligence across information walls.

· Receipt of a “comfort letter” from the company’s independent public accountants does not in and of itself constitute a reasonable investigation of unaudited financial statements.

· Due diligence must go beyond cursory inquiries, and company responses must not be taken at face value.

· Even if fraud could not have been discovered with due diligence, an underwriter still must have conducted a reasonable investigation in order to be protected by the due diligence defense.

· Failure to disclose underwriter or issuer conflicts can constitute incomplete disclosure, even if not expressly required by regulation.

In addition to understanding the case law, it is important to understand the specific form requirements of Regulation S‑K and applicable registration forms, including S‑1 and S‑3, for two reasons.  First, information required to be disclosed by Securities and Exchange Commission (“SEC”) rules is potentially material.  Second, counsel may be asked to provide an opinion as to whether the disclosure documents comply as to form with the requirements of the Securities Act and the applicable rules and regulations thereunder.

Below is a summary of certain disclosure items that are likely to be relevant to the document review:

· Risk Factors:

Item 503(c) requires a discussion of the most significant factors that make an offering risky. The risk factors should not be generic and should be specific to the company and the offering.

Use of Proceeds:

Item 504 requires disclosure of the principal uses for the net proceeds of the offering.  The disclosure must include, if applicable, details on any debt to be retired, assets to be purchased outside the ordinary course of business and acquisitions that are to be funded from the offering. 

Business:

Items 101(c)‑(d) and 102 require a detailed narrative description of the business, including a discussion of, among other things, the company’s products, services, market segments, geographical markets and concentration, R&D, suppliers, raw materials, intellectual property, seasonality, key customer dependency, backlog, competitive conditions, environmental issues, and owned and leased property.

Management’s Discussion and Analysis of Financial Condition and Results of Operations (MD&A):

Item 303 requires a detailed quantitative and qualitative discussion and analysis of the company’s financial condition, changes in financial condition and results of its operations.  The goal is to provide a period‑by‑period comparative discussion, line‑by‑line, and to explain the company’s historical performance.  A forward‑looking discussion of material trends and uncertainties is required.  The MD&A must also include a discussion of the company’s liquidity, capital resources, off‑balance sheet financing and disclosure of future contractual obligations.

Backlog Information:

Item 101(c)(viii) requires disclosure, if material, of current and previous year firm backlog of orders, and any seasonal or other material aspects of backlog.

Competition:

Item 101(c)(x) requires disclosure of the competitive conditions in the company’s industry, including the principal methods of competition, identity of particular markets in which the company competes, its competitive position and an estimate of the number of competitors.  Although the names of particular competitors need not be disclosed unless they are dominant, the common practice is to name the most significant competitors.

Executive Compensation:

Item 402 requires detailed disclosure of all forms of executive officer and director compensation, including cash compensation, deferred compensation, bonus plans, equity plans (including options and restricted stock), benefits and perquisites.  A compensation discussion and analysis (CD&A) must provide narrative disclosure of the company’s compensation programs, including its objectives, rationale and how compensation is awarded.

Certain Transactions:

Item 404 requires disclosure of all transactions since the beginning of the most recently completed fiscal year over $120,000 between the company and any related parties, including its executive officers, directors, 5% shareholders and their family members, and the company’s policies and procedures with respect to the approval of related party transactions.

Shares Eligible for Future Sale:

In IPOs or other offerings using Form S‑1, Item 201(a)(2) requires disclosure of shares that could be sold in the future pursuant to registration rights agreement or using Rule 144, shares that are proposed to be offered in the future and shares subject to outstanding options, warrants and other convertible securities.

With respect to the required MD&A disclosures, it is also important to be familiar with the SEC’s interpretive guidance on MD&A (Releases 33‑6835 and 33‑8350).  The SEC has noted that:

· Companies should clarify the overall presentation of their MD&A and eliminate duplicative or immaterial information.  They should consider adding an introductory or overview section which presents a “balanced, executive‑level discussion” and should not simply duplicate information from other parts of the document.

· The preparation of MD&A should involve top‑level management.

· MD&A should include information relevant to the understanding of the company’s business, even if not explicitly required.

· A duty to disclose forward‑looking information exists where an event, trend or uncertainty is both known to management and reasonably likely to have a material effect on the company.

· Additionally, consider including forward‑looking disclosure with respect to anticipated future trends or events or a less predictable impact of a known event, trend or uncertainty.

· While forward‑looking information is required, financial projections are encouraged, but not required.

Finally, it is important to understand Sarbanes-Oxley Act and stock exchange listing requirements, such as the prohibition on loans to executive officers, board independence and audit committee composition requirements.

Point 3:  Do Some Homework

Before starting to review documents, it is important to have a basic understanding of the company’s business and the industry in which it operates.  Reading a roomful of documents in a vacuum will be far less productive, and far less interesting, than reading them in context.  Therefore, the reviewer should first become as familiar with the company as time and circumstances permit.

Basic questions to consider in the planning stage include:

· What are the company’s principal products and services?  Where are the bulk of its revenues and profits earned?

· What is the company’s operating history?

· What are the industry dynamics and competitive conditions?

· What kind of security is being offered?

Sources of information include the company’s website, internet searches, press reports and industry or analyst reports.  For public companies, review the most recent annual (10-K), quarterly (10-Q) and recent interim (8-K) reports filed with the SEC, especially the business section, company risk factors and MD&A.  Finally, if a draft offering document is available, review the principal disclosure sections (business, risk factors and MD&A).  Additionally, although the audited financial statements are prepared and “expertised” by the accountants, it is nearly impossible to understand a company without reading and understanding the financials.

This initial review will help to prioritize and focus the diligence process and assist in determining the scope of due diligence and preparation of a due diligence request list.

Point 4:  The Scope of Due Diligence and the Due Diligence Request List

Both the case law and SEC regulations acknowledge that the amount and nature of due diligence review that will be required will depend upon a number of factors including the type of issuer, type of security and the participants’ familiarity with the issuer.  Accordingly, the scope of due diligence may vary considerably from transaction to transaction.

At one end of the spectrum, initial public offerings require a fulsome due diligence exercise focusing on fundamental business issues, as well as internal control and corporate governance issues relevant to the issuer’s readiness to become a public company.  Conversely, a more limited review may be conducted in connection with securities offerings by long‑established public companies, particularly where the underwriters and counsel have previous experience in conducting offerings for the issuer and can rely on experience gained in previous transactions.

Equity and debt offerings present different due diligence and disclosure issues.  Because the value of an investment in equity can be affected by any and all factors affecting the business, a broad scope of review is necessary to ensure that all relevant issues are fairly disclosed.  The value of a investment in investment grade debt will be primarily affected by matters relating to the company’s ability to repay the debt and, as a proxy for default risk, on the ratings assigned to the security by the major ratings agencies.  High‑yield debt instruments have a higher risk of default, and the scope of due diligence for offerings of such securities is consequently broader than for investment grade debt.

In the early stages of a securities offering, the attorneys will prepare a list of documents to focus on in the initial stage of the investigation.  It is often helpful to have the issuer’s counsel and underwriters’ counsel coordinate their efforts to agree upon a common list that will be used by both firms.  In preparing the list, the scope of due diligence required, as discussed above, should be considered.

While a standard due diligence request list provides a useful starting point, counsel should avoid producing a mere boilerplate list.  The list should be appropriately tailored for the issuer, type of security and whether the review is an initial review or an update of a prior review.  Precedents of lists used in securities offerings by other issuers in the same industry may be useful as a first step in tailoring a document request list and may suggest avenues for inquiry not apparent from a boilerplate list.  For example, a technology company may have more intellectual property issues, while a manufacturing company may have more environmental issues.

The list should also be tailored to reflect specific facts learned from the review of available information discussed in point 3 above.  For example, if a pending lawsuit or material contract is described in news media or public filings, counsel should ensure that documentation is produced and reviewed. 

The request list typically asks the issuer to produce documents that are “material.”  Since there is no bright line test as to what may be considered “material,” the reviewers will need to exercise judgment in defining “materiality” for purposes of document review.  Item 601 of Regulation S‑K provides several categories of what contracts should be considered “material” for purposes of determining whether they are required to be filed as exhibits to the registration statement.  These include certain contracts with insiders, contracts upon which the issuer’s business is “substantially dependent,” contracts calling for the acquisition or sale of property, plant or equipment for consideration exceeding 15% of the issuer’s fixed assets, and material leases with respect to properties described in the prospectus.  Any contracts meeting the Item 601 definition should be reviewed.  However, the Item 601 definition should, in most cases, be viewed as a minimum threshold rather than an exhaustive category.  In making an assessment regarding the adequacy of the disclosure as a general matter, the more onerous TSC Indus. v. Northway, Inc. test (whether disclosure of the omitted fact would have been viewed by a reasonable investor as having significantly altered the total mix of information made available) will apply.  As a starting point, the list should call for production of agreements accounting for a significant amount (i.e., 5% or 10% or more) of the company’s revenues in any business segment, agreements with the company’s top ten customers and agreements with any material customers even if they account for less than the specified percentage of the company’s revenues in any business segment.  In addition, the reviewer should request copies of any contracts that are or will be specifically described or listed in the prospectus.  Credit facilities, debt indentures and stockholder agreements are important since they may dictate how the proceeds of an offering are used and may even prohibit a particular offering.

A few additional practice points relevant to the document request list are as follows:

· the purpose of the list is to obtain access to materials that exist within the company’s records rather than to ask the issuer to create documents or produce summaries for the benefit of the reviewing lawyers; 

· where materials are readily available on the SEC’s EDGAR site, it is reasonable for counsel to obtain them directly rather than ask the issuer to produce those documents;

· although it is appropriate to tailor the request list to reflect the issuer’s business and industry, it is preferable to err on the side of being over‑inclusive in the initial request and to ask the issuer to explain why particular items are inapplicable; and

· the initial request list should be considered a starting point for review. Due diligence is an ongoing process.  Other points of inquiry are likely to emerge as a result of the initial review or subsequent developments affecting the company.

Point 5:  Navigating the Data Room: What to Look For

Whether the resulting data site consists of a box full of documents or a boxcar full of documents, having an organized and prioritized approach will be essential to an effective review.
The focal points for a specific review will depend on the type of transaction and the specific company.  However, certain typical issues to consider in reviewing documents for a securities offering are noted below.
Organizational Documents (certificate of incorporation, bylaws)
· What approvals will be required for the transaction?  For example, for an equity offering, is a sufficient amount of common stock/preferred stock authorized under the charter?

· Are there any unusual provisions?  The reviewer will need to be familiar with “plain vanilla” standard form charter and bylaws to make this assessment.  Examples of unusual provisions to note would be preemptive rights or special voting rights held by one or more classes of stock.

· Certain provisions of the charter are required disclosure items for the registration statement.  See Item 202(a) of Regulation S‑K.

· The document review will support opinions such as those addressing due incorporation, corporate authority and due authorization of the transaction. 

Board and Committee Minutes

· A primary purpose of the review of minutes is to determine whether there are any material omissions or inconsistencies between the minutes and the disclosure in the offering document or discussions with management.  Focus on important business issues or other matters that appear to be material, particularly if they are not generally known to the working group.  Examples might include:

· Litigation or regulatory investigations

· Accounting issues

· Acquisitions or divestitures

· Entering/exiting a line of business

· Material contracts

· Company risk analysis

· Strategic reviews

· Litigation 

· Termination of senior employees for cause or unannounced layoffs

· Contingent liabilities

· Important information may be presented in board/committee briefing books rather than in the minutes themselves.  Accordingly, it will be important to follow up on missing attachments such as presentation materials and to inquire about matters of apparent interest to the board which are mentioned in the minutes but not described in detail.

· Consider the overall quality of the corporate governance record.  Are the company’s minute books complete?  Does it appear that material transactions have been duly authorized?

· Review of the minutes is also relevant to corporate authority and due authorization of the transaction.

Material Commercial Contracts
· The attorney will need to review the contracts described in the disclosure document to evaluate the accuracy and completeness of the disclosure.

· The reviewer should note the parties, subject matter, term, payment terms, material obligations, termination rights, burdensome covenants, etc. 

· For contracts that are revenue drivers or otherwise secure important benefits for the company, consider factors that could result in loss of the contract: expiration date; renewal terms; conditions to the contract; counterparty’s right to terminate early.

· For contracts that are expense drivers or evidence long‑term obligations of the company, consider whether the contract will limit the company’s long‑term flexibility to operate.  Can the company amend or terminate the contract?

· Note provisions that could lead to claims against the company, such as material indemnification or warranty provisions.

· Any non‑compete, exclusivity, “most favored nation” or similar obligations?  Change of control provisions?

· Where the disclosure highlights certain customer/supplier relationships, review evidence of customer relationship, whether the cited customer contract is among the more significant customers and whether the contract has customary terms for the company.  Avoid “cherry picking” in naming specific customers.

· Make sure that all of the material contracts reviewed are disclosed and filed as exhibits if required.

· While commercial contracts would not typically contain restrictions that would prohibit or restrict the company’s ability to enter into and perform its obligations in connection with a securities offering, counsel should note any potential contravention issues.

Credit Facilities and Debt Instruments

· Credit facilities and debt instruments may present contravention issues, particularly in connection with debt offerings.  Among the points to consider are:

· Check to see if the instruments contain restrictions on issuing the type of securities that will be the subject of the offering (note that guarantees generally constitute indebtedness).

· If the issuer plans to use offering proceeds to prepay specific instruments, review prepayment provisions in those instruments.

· Do any instruments require the issuer to use the proceeds of the offering for specified purposes?  For example, credit agreements may require that a portion of an equity offering be used to prepay outstanding loans – an “equity clawback.”

· If it appears that a waiver or amendment may be necessary to complete the transaction, review the provisions regarding procedures for obtaining a waiver/consent.

· Material terms of credit facilities and debt instruments should be disclosed in the “Liquidity” section of the MD&A.  Among the points to consider are:

· What are the conditions to borrowing under the available credit facilities?  If the company must meet certain financial ratios or satisfy ratings conditions, is there a risk that the conditions will not be satisfied?

· What events could cause the outstanding debt to become due and payable prior to its stated maturity?  Financial ratios, ratings triggers and similar events should be noted.

· How will the transaction affect financial ratios in the credit instruments?

· Do the instruments provide for increases in interest rates under certain conditions?

· Are the facilities secured or unsecured?

· Do the debt instruments contain terms that restrict the conduct of business?  Among the points to consider are:

· Are there material payment (and prepayment) obligations?

· Do the instruments contain covenants that would restrict the company’s freedom to operate the business?  For example, restrictions on capital expenditure or on making investments may be inconsistent with the issuer’s growth plan.

· Are there limitations on the payment of dividends that must be disclosed in the description of the Company’s dividend policy?

· Review compliance certificates and correspondence with lenders.  Note any history of non‑compliance, waiver or amendment.

Litigation/Regulatory
· Review auditors’ letters (letters from law firms discussing loss contingencies) and the company’s internal litigation schedule.

· For any material litigation, review key pleadings.  Determine whether the amount of exposure can be quantified and, if so, if reserves have been established.

· Follow‑up calls with in‑house/outside counsel may be warranted.

· If applicable, review reports of any regulatory examination or correspondence with regulators (including the SEC).

· Do an electronic “docket search” to identify new or otherwise undisclosed litigation.

Accounting Matters

· Review accountants’ letters to management and responses.

· Look for discussions of material weaknesses or reportable conditions; repeat comments indicating persistent issues or failure to resolve comments; revenue recognition issues; issues with expenses or reserves.

· Highlight any indications of disagreements between the accountants and the company and independence issues.

· Does the company use off‑balance sheet financing?

Stockholder Matters

· Review corporate records and material documents to determine whether there are:

· any obligations for the issuance of company shares (preemptive rights, warrants, options, convertible securities);

· special voting or governance rights; and

· registration rights agreements or undertakings to enter into lock‑up agreements.

Employee Matters 

· Evaluate accuracy and completeness of disclosure concerning stock option plans and employment agreements.

· Whistleblower hot line reports.

Acquisitions and Dispositions
· In particular, look for ongoing obligations (e.g., earn‑outs, purchase price adjustments, indemnities, covenants).  Note expiration of period for making claims and any thresholds or caps on claims.

· Disclosure schedules may provide useful information about acquired companies/assets.

Joint Ventures, Partnerships and Strategic Alliances
· Review the governing documents to analyze:

· ownership/capital structure and ongoing capital commitments;

· governance matters such as board structure, veto rights and deadlock provisions;

· minimum conversion triggers in preferred stock;

· transfer restrictions such as rights of first refusal and tag‑along/drag‑along rights; and

· ongoing obligations such as non‑competes, non‑solicitations, allocations of opportunity and indemnification.

Company Disclosure

· SEC filings (if applicable) and SEC correspondence.  Are there any unresolved SEC comments?

· Website, Q&A on investor calls.  What are the company’s investors concerned about?

· Presentations to third parties (investors, lenders, ratings agencies).  What is the company conveying to outside investors and ratings agencies – and is this consistent with the themes in the prospectus?

Director & Officer Questionnaires

· Review information provided by officers and directors for consistency with prospectus disclosure.

· Follow up on any matters disclosed in the questionnaire.

The Appendix to this article sets forth a summary checklist for document review which notes certain relevant form requirements, disclosure considerations and other issues that may be relevant.

Point 6:  A Dose of Skepticism Is Helpful

One clear lesson that can be taken from the case law relating to due diligence investigations is that the party seeking to establish the due diligence defense should exercise caution in relying on management assertions.  A thorough investigation requires more.

In conducting a document review, the reader should ensure that the record before him or her is complete and coherent.  If the document review includes material documents that are incomplete on their face—unsigned, expired, missing exhibits or amendments—a court would likely conclude that a prudent person would have asked to see correct and complete copies of the documents.  Similarly, if a material agreement refers to a related agreement that has not been produced, the reviewer should request and review the related agreement.  

More broadly, the reviewing lawyer should step back and consider the broader implications of documents that he or she has reviewed and issues presented.  Any inconsistencies between the corporate records and the description of the business as set forth in the offering document should be noted, and any changes or emerging trends considered.  If the review uncovers potential legal or regulatory or other issues, consider whether those matters should be investigated further, perhaps with the assistance of experts.

Consider the quality of the due diligence materials: do the company’s contracts appear to be complete and well drafted, are the minute books and other diligence materials complete and do the company’s representatives seem well informed and responsive to questions?

The reviewer may need to develop alternative approaches to complete the investigation.  For example:

· it may be necessary to re‑think the approach to determining what contracts are “material” if the number of documents that would otherwise be produced would be unreasonably small (or large);

· the review team may need to consider alternative approaches to reviewing documents that may be subject to a confidentiality agreement or attorney‑client privilege; and

· documents may be available only in a foreign language or in a remote location.

The company may have legitimate concerns about the production of certain documents, or more general concerns about the inconvenience caused by the document production request.  However, if the disclosure item is material, any decision to cut short a path of inquiry based on inconvenience is likely to be viewed, in hindsight, as unreasonable.  The reviewer will need to be persistent, but flexible, in considering alternative approaches to completing the review. 

Point 7:  The Disclosure Document and the “Form Check”

In order to be effective, the document review cannot be undertaken as a stand‑alone exercise.  The reviewer will need to be familiar with, and refer to, the disclosure included in the offering document (prospectus) in connection with the document review, and the findings of the document review will need to be accurately reflected in the disclosure document (prospectus).  In other words, the attorney conducting the document review will need to review the prospectus with two goals in mind:

· the prospectus serves as a reference point for identifying information that needs to be reviewed.  For example, if the prospectus mentions a specific contract or relationship with a supplier or customer, the relevant contract should be produced as part of the document review and reviewed to ensure that the material terms are properly described; and

· the reviewer will need to review the prospectus generally and comment on any disclosure that appears to be incomplete or misleading based on information learned in the document review.

Once the prospectus is substantially complete, the reviewer should perform a final “form check” by comparing it against the applicable form requirements and identifying any incomplete items, taking into consideration the information learned in the course of the document review.  Below are a few notes on the “form check”:

· The attorney should review the disclosure requirements of the applicable form and, where the form cross‑refers to other SEC regulations such as Regulations S‑K or S‑X, the requirements of that regulation;

· In considering whether the disclosure document satisfies the form requirements, the reviewer will need to consider all of the facts learned in the course of the document review (and other aspects of the due diligence investigation);

· Courts have stated from time to time that any information required to be disclosed by SEC rules is potentially material, and the form check helps to ensure that the prospectus includes all information required by the form.  Although the SEC form requirements do not apply to private placements, a form check (using the equivalent form as if the offering had been a public offering) will help in assessing whether all material information has been disclosed; and

· The form check provides support for opinions typically rendered in connection with public offerings stating that the registration statement “complies as to form” with the SEC requirements.

· It may be helpful to compare the disclosure document with a precedent transaction for a similarly situated issuer.

Point 8:  The Importance of Independent Verification

Courts interpreting the due diligence defense, including the courts in BarChris and WorldCom, have stressed the importance of independent verification in establishing that a “reasonable investigation” has been undertaken.  “Independent verification” refers to sources outside the issuer.  For example, as part of the business due diligence process, interviews are often conducted with third parties such as customers, suppliers and other business partners to obtain independent verification of important company relationships.  Interviews with the issuer’s independent public accountants and related procedures, including receipt of an accountant’s comfort letter, can be another form of independent verification.

In the context of document review, sources of independent verification may include:
· corporate records;

· court documents;

· other public records;

· research reports, industry publications and news reports;

· representations made to third parties (such as regulators);

· consistency of statements made by employees across the organization; and

· observations made on visits to company premises.

As part of the prospectus review and verification, the reviewing lawyer should request and review sources of third‑party support for statistical or industry data included in the prospectus.  

As a starting point, it is helpful to consider all quantitative statements that are made in the prospectus which will not be addressed in the accountant’s comfort letter.  Such data may include industry‑wide sales, the addressable market for a product and the company’s market share.  The reviewer should also consider qualitative statements that are (or should be) capable of verification.  For example, a prospectus may also include claims that the company is an “industry leader” or has an “award winning” product.  The reviewer should verify that the sources of such data and claims are reputable and that the statements are fairly supported by the data.

In considering whether third‑party support is necessary (or helpful), it is appropriate to consider whether the statement is likely to be considered material.  Focus on data that is emphasized as part of the selling effort (for example, noted as a particular strength of the company or highlighted in the summary section of the offering document), and on matters that are capable of verification by third parties.  The prospectus may contain factual statements about the company’s business that are not easily verifiable by third parties.  Courts have acknowledged that it may be reasonable to rely on management’s representations with respect to matters that are within management’s possession and cannot reasonably be verified by third parties.

If third-party support is not available and the statement is material, the working group will need to consider whether to modify the disclosure or to conduct additional diligence with respect to the information presented.  

Point 9:  Integration with the Working Group

Where possible, the attorneys performing document review should be integrated into business diligence and drafting sessions.  Business diligence sessions provide a helpful overview of the company’s business and strategy that provides helpful context for conducting document review, and also enables the reviewing lawyer to assess whether senior management’s assertions are consistent with the documentary record.  Similarly, drafting sessions provide meaningful opportunities for ongoing diligence.  By attending drafting sessions, reviewing lawyers will be better able to spot inconsistencies and other issues in the corporate record and to bring them to the attention of the drafting team as the disclosure is being prepared.

In addition to participating in working group sessions, the document reviewers should provide regular updates to the other members of the working group on the status of the legal investigation and any material issues that have been identified.  Significant delays or gaps in the production of requested documents, identification of matters requiring third party consents or approvals for the transaction and discovery of material undisclosed items may affect the timing of the transaction and should be brought to the attention of the working group promptly.
Point 10:  Follow‑Through and Bring‑Down

Organization and follow‑through are critical to the due diligence defense.  While note‑taking techniques (and protocols within law firms for note‑taking and retention) vary considerably, as a practical matter it will be necessary to keep notes of documents reviewed and key issues for reference throughout the diligence process.  Key topics include:

· for minutes: date, main points discussed; and

· for contracts: date, parties, material or unusual terms.

Additionally, the reviewer should maintain a list of questions, discrepancies, missing pages or documents and other follow‑up items.  It is important to pursue each inquiry to a final conclusion.  

The bulk of the documentary due diligence and the disclosure review process should be completed prior to the public filing of the registration statement (or, in a private offering, the mailing of the preliminary offering document).  This will allow the reviewer’s findings to be reflected in the offering document prior to the commencement of SEC review (or delivery of the offering memorandum).  The due diligence process will, however, need to continue up to the time of closing of the offering.  Accordingly, the reviewer will need to continue to:

· review later drafts of the offering document;

· request and review additional documents cited in later drafts of the offering document; and

· follow up on developments that are expected to occur during the offer process, such as contract renewals.

Conclusion

While the documentary due diligence process may appear to be a simple exercise in contract review, in fact, a thorough review is far from simple and the path to completion is not always clear.  Because every due diligence investigation must be tailored to meet the requirements of the specific transaction, any checklist or guideline must serve as a starting point for review only.  These guidelines are designed, to the extent possible, to provide concrete steps to follow for a more effective legal due diligence review.

A small amount of advance work in developing a basic understanding of the issuer’s business and the proposed transaction will give context to the materials being reviewed and allow the diligence team to design an efficient diligence plan.  The reviewing lawyer should have a good general understanding of the workings of the due diligence defense, an appreciation of the concepts of “reasonableness” and “materiality” as applied to the due diligence defense and familiarity with the specific disclosure requirements prescribed in SEC regulations.  With this base of knowledge, the reviewing attorney will have a better understanding of how the facts discovered in due diligence are related to the disclosure contained in the registration statement.  An understanding of the multiple objectives of the document review will provide greater efficiency and reduce the risk of untimely discovery of matters that could impede smooth execution of the planned offering.  And, last but not least, the reviewer must be sure to integrate his or her findings into the ultimate work product—the disclosure document.  The resulting review will, hopefully, be efficient, effective and likely to survive judicial scrutiny.

Appendix – A Matrix for Document Review

	Types of Documents Reviewed:
	What To Look For:

	
	Specific Disclosure Requirements / Form Check
	Disclosure Issues (10b‑5)
	Other Issues

	Corporate organizational documents

Certificate of Incorporation


Bylaws


Organizational chart
	· Description of equity securities being registered. (S‑K, Item 202(a)).  

· Indemnification of officers and directors.

· Articles of incorporation and bylaws must be included as exhibits to registration statements.
(S‑K, Item 601(b)(3))

· List of significant subsidiaries of a registrant must be included as an exhibit to registration statements.
(S‑K, Item 601(b)(21))
	· Consider any unusual provisions that may merit disclosure, including special voting rights held by certain classes of shares.

· Controlling shareholder issues.
	· Confirm that the company is lawfully organized to conduct its business.

· Confirm that there is a sufficient amount of authorized and un‑issued common stock/preferred stock available for purposes of the transaction.

· Whether transaction is permitted under the charter and other organizational documents.

· Identify all necessary corporate action that must be taken to authorize the transaction.

· For IPOs: Identify any minimum IPO price threshold or similar condition to conversion of preferred stock (common for venture‑capital‑financed companies).

· Whether there are any other process requirements (e.g., notice provisions)

· Anti‑dilution provisions of preferred stock or other equity securities.

· Legal opinion backup: legal opinions given at closing typically include (a) due incorporation and good standing, (b) corporate power to conduct business, (c) corporate power to effect the transaction, (d) all corporate action necessary to authorize the transaction has been taken.

	Board and committee minutes and materials

Board of directors meetings

Audit committee meetings
	· Provides useful background for matters that should be discussed in the description of the business, such as products and services, product development, market segments, geographical markets and concentration, R&D, suppliers, raw materials, IP, seasonality, key customer dependency, backlog, competitive conditions, environmental issues, and owned and leased property.
(S‑K, Items 101(c)–(d), 102)

· Provides useful background for matters that should be disclosed in risk factors section of offering document.
(S‑K, Item 503(c))

· Material legal proceedings, other than routine litigation incidental to the business, and material legal proceedings known to be contemplated by government authorities.
(S‑K, Items 103 and 503(c))

· Sales of unregistered securities.
(S‑K, Item 701)

· Adoption or amendment of compensation or benefit plans; awards under such plans; bonus awards; salary adjustments. (S‑K, Item 402(b))

· Material future capital expenditures for environmental control facilities.
(S‑K, Items 101(c)(xii) and 303(a)(2)(i))

· Indemnification of officers and directors. (S‑K, Item 702)
	· Identify matters that are the subject of significant or ongoing discussion at the Board and Board committee level and consider consistency and completeness of disclosure on these points.

· In addition to minutes, it is helpful to review presentation materials submitted to the Board and Board Committees.

· Whether the overall corporate governance record indicates that meetings are regularly held and properly documented.

· Note references to employment offers or agreements with management or directors, adoption or amendment of option or other benefit plans, grants of options or shares, bonus awards, accounting or control issues (including fraud), litigation, financing transactions, key customers or suppliers, related party transactions or other matters that merit further document review and disclosure.

· Review board and/or compensation committee minutes to verify equity ownership information provided by the company and contained in the disclosure documents.
	· Confirm that authorizing resolutions relating to the proposed transaction are complete.

· Loans made to executive officers or directors. (1934 Act § 13(k) and SOX)

· SOX requirements for committees and policies.
(S-K, Item 406, 407)

· Legal opinion backup: counsel may be asked to opine that all corporate action necessary to authorize the transaction has been taken.

	Officer, director and 5% shareholder questionnaires
	· Identity and backgrounds of directors and executive officers.
(S‑K, Items 401(a)–(f))

· Directors and executive officers of the registrant who have served as directors, members of a compensation committee or executive officers of any other entity since the beginning of the company’s most recent full fiscal year.
(S‑K, Item 407(e)(4)(iii))

· Ownership of company securities.
(S‑K, Items 403(a)–(b))

· Transactions with the company or any of its affiliates in the most recent fiscal year in an amount exceeding $120,000. (S‑K, Item 404(a))

· Direct or indirect payments received in connection with the sale of unregistered company securities.
(S‑K, Item 701(f)(4)(v))

· Compensation and benefits received, including equity plan awards and bonuses. (S‑K, Item 402)

· Change of control arrangements.
(S‑K, Item 403(c))

· Legal proceedings involving “promoters” and control persons. (S‑K, Item 401(g))

· Information regarding material relationships of selling shareholders to a registrant in the past three years and security ownership. (S‑K, Item 507)
	· Review biographical data contained in questionnaires to confirm accuracy of information contained in the disclosure documents.

· Look for any yes/no questions answered in the affirmative. These are often “red flags” for follow‑up diligence and possible disclosure.
	· Loans made to executive officers or directors. (1934 Act § 13(k) and SOX)

	Customer and supplier agreements; other commercial contracts
	· Key customer concentration; disclosure of customers representing 10% or more of revenues.
(S‑K, Items 101(c)(1)(vii) and 503(c))

· Government contracts or subcontracts that may be subject to termination or renegotiation of profits.
(S‑K, Items 101(c)(ix) and 503(c))

· Agreements related to R&D, such as joint development agreements.
(S‑K, Items 101(a)(2)(iii)(2) (early‑stage companies) and 101(c)(1)(xi))

· Material contracts in or out of the ordinary course, contracts with insiders or related parties, material asset purchase/sale agreements and material lease agreements must be included as exhibits to registration statements.
(S‑K, Item 601(b)(10)).

· Termination rights, expiration dates, non‑compete, exclusivity, most favored nation or similar provisions in key contracts. (S‑K, Items 101 and 503(c)))

· Table of contractual obligations (S-K, Item 303(a)(5))
	· Review contracts that are specifically described in the disclosure document to confirm that the contract is compete and that the description is fair and accurate.

· Where the disclosure highlights certain customer/supplier relationships, review evidence of customer relationship, whether the cited customer contract is among the more significant customers and whether the contract has customary terms for the company.  Avoid “cherry picking” in naming specific customers.

· For contracts that are revenue drivers or otherwise secure important benefits for the company, consider factors that could result on loss of the contract: expiration date; renewal terms; conditions to the contract; counterparty’s right to terminate early.

· For contracts that are expense drivers or evidence long‑term obligations of the company, consider the company’s flexibility to amend or terminate the contract.

· Note provisions that could lead to claims against the company, such as material indemnification or warranty provisions.

· For technology, bio tech or med‑tech companies: understand the extent to which the company’s business requires it to license rights held by others (in‑bound license) and the terms on which the company has licensed its intellectual property rights to others.
	· Whether the transaction violates or implicates any terms of commercial contracts (including change of control provisions or other covenants).

· Rights of counterparty to participate in the offering.

· Confidentiality undertakings that could be violated by disclosing the nature of the relationship or making the contract public.

· Consider the need to seek confidential treatment of commercially sensitive terms.

· Legal opinion backup: counsel may be asked to opine on absence of conflicts with material agreements

	Credit/loan agreements, promissory notes and other debt instruments, including indentures

Compliance certificates and related correspondence with creditors
	· Description of debt securities being registered. (S‑K, Item 202(b))

· Off‑balance sheet financing arrangements. (S‑K, Item 303(a)(4))

· Instruments defining the rights of holders of securities to be registered and all long‑term debt instruments (such as indentures) must be included as exhibits to registration statements. (S‑K, Item 601(b)(4))

· Material credit agreements, promissory notes and other debt instruments not otherwise included above may need to be included as exhibits to registration statements as material contracts.
(S‑K, Item 601(b)(10))
	· Consider the importance of the company’s credit facilities in the “Management’s Discussion and Analysis – Liquidity and Capital Resources” disclosure.

· Review agreements that are specifically described in the liquidity section to confirm that the description is fair and accurate.

· Note terms and conditions that can result in an increase in interest rates (floating rates, rate step‑ups).

· Note terms that could prevent the company from borrowing under its current facilities: conditions to borrowing including failure to meet specified financial ratios, maintenance of specific ratings.

· Note terms that could result in outstanding debt becoming due before its maturity.  Is the company at risk of violating any financial covenants, requirements to maintain specified ratings or other provisions that would be an event of default?

· Note upcoming maturities, mandatory redemptions, conversion features.

· Note any restrictions on payment of dividends.
	· Consider whether the proposed transaction conflicts with any terms of the credit/loan/debt instruments (including limitations on incurrence of new debt; limits on guarantees or debt by subsidiaries; requirements to apply offering proceeds to repay specified debt; limits on prepaying other debt).

· Notice provisions.

· Anti‑dilution provisions of convertible debt securities.

· Qualification of indenture trustee and indenture. (S‑K, Item 601(b)(25) and TIA §§ 305–307)

· Legal opinion backup: counsel may be asked to opine on absence of conflicts with material agreements, including debt instruments.

	Written communications with auditors
	· Material weaknesses or significant deficiencies.
(SOX § 404 and S‑K, Item 308)

· Any changes in auditors in the past two years and disagreements on accounting and financial disclosure require specific disclosure.
(S‑K, Item 304)
	· Consider whether there are any accounting or control issues that merit further inquiry and possible disclosure.

· For IPO companies: consider risk disclosure regarding adequacy of control environment to satisfy public‑company reporting requirements.
	

	Litigation letters
	· Material legal proceedings, other than routine litigation incidental to the business, and material legal proceedings known to be contemplated by government authorities.
(S‑K, Items 103 and 503(c))

· If environmental‑related litigation, check for material future capital expenditures for environmental control facilities.
(S‑K, Item 101(c)(xii))
	· Consider whether the company’s business subjects it to the risk of future litigation (“Risk Factor” disclosure).
	· Legal opinion backup: counsel may be asked to opine on whether there is any pending or threatened litigation against the company that either (i) relates to any of the proposed transactions or (ii) if adversely determined, would have a material adverse effect on the company.

	Shareholder and securities purchase agreements
	· Recent sales of unregistered securities.
(S‑K, Item 701)

· Agreements or instruments that define the rights of securityholders (S‑K, Item 601(b)(4)), including voting trust agreements (S‑K, Item 601(b)(9)) must be included as exhibits to registration statements.

· Underwriting agreements must be included as exhibits to registration statements. (S‑K, Item 601(b)(1))
	· Relevant rights of securityholders that should be disclosed, in particular ongoing rights and obligations such as future subscription rights, indemnification provisions.

· Disclosures made in representations or related disclosure schedules.
	· Whether rights of securityholders are implicated by the transaction, including registration rights, rights of first offer or refusal, drag‑along and tag‑along rights.

· Restrictions on issuance of new equity securities (preemptive or similar rights).

· Whether there are any process requirements (e.g., notice provisions).

	Acquisition and other M&A‑related agreements
	· Disclose the nature and results of any material merger, acquisition or desposition (S-K, Item 101(a)(1))

· Any material plans of acquisition, disposition, reorganization, readjustment, succession, liquidation or arrangement must be included as exhibits to registration statements.
(S‑K, Item 601(b)(2))
	· For pending or recent transactions, consider whether disclosure needs to be amended to reflect the impact of the transaction on the business.

· Disclosures made in representations or related disclosure schedules.


	· For pending or recent transactions, consider the need for pro forma financial statements (S‑X, Rule 11‑01) and acquired company financial statements (S‑X, Rule 3‑05).

	Benefit plans
	· Compensation or benefit plans and compensation to executive offers.
(S‑K, Item 201(d) and Item 402(b))

· Compensatory plans, contracts or arrangements pursuant to which equity may be awarded (e.g., option plans) – must be included as exhibits to registration statements.
(S‑K, Item 601(b)(10)(iii)(B))
	· All forms of compensation paid to executive officers must be disclosed.
	

	Employment agreements
	· Identification of executive officers for whom compensation information must be disclosed. (S‑K, Item 402)

· Indemnification of officers and directors. (S‑K, Item 702)

· Management employment contracts must be included as exhibits. (S‑K, Item 601(b)(10)(iii)(A))
	· Consider any “key man” risks.
	

	1934 Act Reports

(typically incorporated by reference into offering documents)
	· Form check to be performed with reference to the specific form requirements.

· Review incorporation by reference provisions (S-3, Item 12 and Rule 439).
	· Check for consistency between disclosure document and ’34 Act filings.
	· Counsel may be asked to opine on compliance as to form requirements.

· Disclosure in incorporated documents is subject to comfort letter and other  third party verification as if it were included in the prospectus.
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