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DECONSTRUCTING SECTION 11: PUBLIC
OFFERING LIABILITY IN A

CONTINUOUS DISCLOSURE
ENVIRONMENT

DONALD C. LANGEVOORT*

INTRODUCTION

Shortly after the Securities Act of 19331 ("1933 Act") became law, critics
from the securities industry charged that the civil liability provisions created by
Section 11 of the Act made it excessively draconian. Mandatory disclosure and
prospectus delivery, even pre-clearance by a federal agency, were troublesome
enough. However, strict liability to investors for issuers, and failure of "due
diligence" liability for underwriters, accountants, officers, and directors for ma-
terial misstatements in a registration statement, were quite another matter-
making Section 11 the "bete noire," in Louis Loss's words, of the legislative
scheme.2 Opponents ominously warned that the legislation would dry up
American capital-raising.3 Even though they were eventually proven wrong in
that particular prediction,' the industry was right to see the threat of private
civil liability as the engine that drives the 1933 Act.5 Estimates in the finance
literature suggest, for example, that a sizable portion of the underwriters'
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This article is also available at http://www.law.duke.edu/journals/63LCPLangevoort.

* Professor of Law, Georgetown University Law Center.
The author would like to thank the participants at the Park Hyatt Conference for their helpful

thoughts and criticisms.
1. Securities Act of 1933, Pub. L. No. 73-22, 48 Stat. 74 (codified as amended at 15 U.S.C. §§ 77a-

77aa (1994)).
2. LOuIS Loss & JOEL SELIGMAN, SECURITIES REGULATION 4246 (3d ed. 1991).
3. See id.; see also JOEL SELIGMAN, THE TRANSFORMATION OF WALL STREET 77 (2d ed. 1995).

Admittedly, Section 11 was revised in 1934 to take account of some of the concerns, but these changes
did not alter the basic thrust of the liabilitv scheme.

4. The prediction failed even when Section 11 was eventually given a broad reading in the 1960s.
See Escott v. Barchris Const. Co., 283 F. Supp. 643, 697 (S.D.N.Y. 1968).

5. For a seminal study on the law and economics of Section 11, see Michael Dooley, The Effects of
Liability on Investment Banking and the New Issues Market, 58 VA. L. REV. 776 (1972).
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spread is a liability risk premium,6 and lawyer-disseminated fear of liability casts
a harsh shadow over the due diligence process.'

In the late 1970s and early 1980s, concerns about the relationship between
liability and capital-raising efficacy reappeared. Large, seasoned issuers were
moving significant capital-raising transactions offshore, into the so-called Euro-
dollar market. Delays associated with the Securities and Exchange Commission
("SEC") review and limits on publicity and marketing of domestic offerings
were blamed. In response, the SEC introduced "short-form" registration for
large capitalization issuers via Form S-3 and modernized and expanded the
availability of shelf registration, thereby permitting large issuers to move
quickly to take advantage of market opportunities without excessive regulatory
delays.8 In the political process and in academic debates, however, the principal
risk associated with speeding up the distribution process was readily identified.
Disclosure quality is threatened by the de facto loss of opportunity for external
due diligence by underwriters and others associated with the issuance from the
time the decision to sell is made to the time securities are purchased by inves-
tors.9 Underwriters thus found themselves in a world of de jure liability if there
were misstatements or omissions; only a vague Commission rule, coupled with
some informal suggestions for ex ante "continuous due diligence" as protection,
seemed to suggest a more permissive standard of due diligence in such settings.'"

Today, few suggest that we should, or can, backtrack on liberalization of the
1933 Act." Instead, regulatory efforts all point to the opposite: further expan-
sion of the speed and limited disclosure responsibilities associated with large
company capital-raising.'2 Yet, this simply focuses all the more attention on li-

6. See, e.g., Seha M. Tinic, Anatomy of Initial Public Offerings of Common Stock, 43 J. FIN. 789,
791 (1988). Whether this can be offered as an explanation for the "underpricing" of IPO's is a separate
question. See Janet C. Alexander, The Lawsuit Avoidance Theory of Why Initial Public Offerings Are
Underpriced, 41 UCLA L. REV. 17, 19 (1993).

7. This is not to say that some of that fear is not somewhat overstated. See Donald C. Langevoort
& Robert K. Rasmussen, Skewing the Results: The Role of Lawyers in Transmitting Legal Rules, 5 S.
CAL. INTERDISC. L.J. 375, 437 (1997); Louis Loss, The Opinion, 24 Bus. LAW. 527, 530 (1969).

8. For a good discussion of this history, see Edward Greene, Determining the Responsibilities of
Underwriters Distributing Securities Within an Integrated Disclosure System, 56 NOTRE DAME L. REV.
755 (1981).

9. See generally Barbara Ann Banoff, Regulatory Subsidies, Efficient Markets, and Shelf Registra-
tion: An Analysis of Rule 415, 70 VA. L. REV. 135 (1984); Merritt B. Fox, Shelf Registration, Integrated
Disclosure and Underwriter Due Diligence: An Economic Analysis, 70 VA. L. REV. 1005 (1984);
Greene, supra note 8.

10. 17 C.F.R. § 230.176 (2000); see also JAMES D. COX ET AL., SECURITIES REGULATION: CASES
AND MATERIALS 620 (2d ed. 1997).

11. In fact, there are some who would, in the abstract, like to restore the lost discipline. See, e.g.,
Merritt Fox, Rethinking Disclosure Liability in the Modern Era, 75 WASH. U. L.Q. 903, 912 (1997). But
even here, recognition that liability can easily move capital-raising offshore leads scholars like Profes-
sor Fox to call for alternatives rather than restoration. See text accompanying notes 89-91 infra.

12. The so-called "Aircraft Carrier" SEC rule proposals on reforming the public offering process
generally express support for a continuation of broad Section 11 liability. See Securities Act Release
No. 7606A, 63 Fed. Reg. 67,174 (Dec. 4, 1998) [hereinafter Aircraft Carrier]. The company registration
idea derives from the report of the Commission's Advisory Committee on Capital Formation and the
Regulatory Process, which did not recommend Section 11 reforms either. See SEC REP. OF THE
ADVISORY COMMITTEE ON THE CAP. FORMATION & REG. PROCESSES 33 (July 24, 1996), reprinted in

[Vol. 63: No. 3
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ability, and to this point, the Commission has suggested only minimal reform:
clarifying the due diligence responsibilities associated with short-form offerings
to take account of "practicability" concerns. Indeed, to the consternation of
many, the Commission suggested expanding the kinds of issuer-generated in-
formation that would otherwise be subject to negligence-based civil liability un-
der the 1933 Act."

This article is an effort to rethink civil liability in capital-raising transactions
by large capitalization issuers.1" After a brief digression about who should set
liability standards, the article then addresses two related questions. The first
deals with a natural question: Should not the primary regulatory effort for large
issuers be to assure continuous disclosure in the secondary marketplace, given
the far larger volume of such trading in that market compared to that in primary
transactions?" Second, if we have developed a satisfactory regime of disclosure
responsibilities for this setting, what more, if anything, in terms of liability pro-
tection, is needed when such issuers sell new stock into an existing market for
their securities?

My conclusions on the first question come in a discrete series of recommen-
dations. I think that the existing system is largely satisfactory as a conceptual
matter, although public resources for enforcing that regime are woefully lack-
ing; I would not significantly expand private rights of action for continuous dis-
closure transgressions. I would, however, create a much more determinate ob-
ligation on the part of seasoned issuers to implement an efficient disclosure
monitoring system, an elaboration of the current obligation to have a reason-
able system of internal accounting controls found in Section 13(b)(2)(B) of the
Securities Exchange Act ("1934 Act"). As a "carrot" to induce compliance, I
would reduce the fraud-on-the-market exposure for issuers who demonstrate
that such a system was in place and functioning.

Having made minor reforms to the 1934 Act liability structure, I would then
deconstruct Section 11 as applied to larger issuers. The effect of this proposal
would be to retain a regime of negligence-based liability for insiders in connec-
tion with public offerings, but to substitute a scienter-based liability regime un-

[1996-1997 Transfer Binder] Fed. Sec. L. Rep. (CCH) T 85,834 [hereinafter Wallman Commission Re-
port]. However, concurring and dissenting members of that Committee took pains to point out that
absent Section 11 reforms, much of the effort to modernize the regulatory process will be thwarted.
For a survey of the relationship between process and liability reform issues by one of those dissenters,
see John C. Coffee, Jr., Re-Engineering Corporate Disclosure: The Coming Debate Over Company
Registration, 52 WASH. & LEE L. REV. 1143 (1995).

13. See, e.g., Richard H. Rowe, The SEC's Aircraft Carrier Proposals, 32 REV. SEC. & COMMOD.
REG. 65 (1999). There would be a mild expansion of Section 11 exposure. The real threat would come
via Section 12(a)(1)--a negligence-based standard for liability. The Aircraft Carrier would require the
filing of much free-writing "sales" material and make it explicitly subject to this liability provision. See
id.

14. Although it is a very important issue, I will not focus on the definition of "large capitalization
issuer." By all accounts, the definition should turn on identifying those companies with sufficient inves-
tor interest and analyst following that the properties associated with marketplace efficiency attach.

15. This is simply an elaboration on the classic question posed by Milton Cohen in his seminal arti-
cle on the structure of securities regulation. See Milton Cohen, "Truth in Securities" Revisited, 79
HARV. L. REV. 1340, 1341-42 (1966).

Page 45: Summer 2000]
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der Rule 10b-5 for others associated with the offering. The article ends by ask-
ing whether, drawing from what we have concluded, other 1933 Act liability re-
forms are appropriate.

II

DIGRESSION: WHO SHOULD SET THE STANDARDS?

Before turning to the substance of reform, we should consider seriously
what many scholars are recommending as a threshold jurisdictional matter:
eliminating exclusive federal jurisdiction over capital-raising disclosure stan-
dards and enforcement. Various proposals have been advanced. One is to as-
sign such responsibility to a securities exchange for listed companies or ex-
change-equivalent, so that the exchange would define both the substance of
required disclosure and the sanctions for violations.'6 Another is to give the
same power to the various states in the United States, or to foreign countries.'7

With more or less freedom, issuers could opt in to whatever locus of jurisdiction
they choose, so long as the choice was made known to investors in advance of
the offering. Another related possibility would be to allow the SEC to retain its
role as a "form-giver" and enforcer, but then to permit companies a large
amount of freedom to opt out of federal mandatory disclosure responsibilities.
This would put the SEC into competition with other potential form-givers, pub-
lic and private, though preserving the Commission's role with respect to actual
fraud."

All of these proposals work from essentially the same premise. Exclusive
federal disclosure and enforcement standard-setting, whether through legisla-
tion or rule-making, risks either politicization or law-making incompetence.
The effect of setting the standards too high is to weigh down the capital forma-
tion process except for those issuers that can easily engage in regulatory arbi-
trage by going outside of the United States to raise money. In contrast, a sys-
tem of regulatory decentralization coupled with freedom of choice breeds
competition among regulators. By hypothesis, issuers will choose the exchange
or state that offers the most efficient system of law. Investors demand a rea-
sonable degree of protection and will pay less for securities issued by companies
that choose an inferior exchange or state. Hence, exchanges or states will work
hard; after all, it is in their economic self-interest to develop optimal systems of

16. See Paul G. Mahoney, The Exchange as Regulator, 83 VA. L. REV. 1453, 1498-99 (1997) [here-
inafter Mahoney, Exchange as Regulator]; Adam Pritchard, Markets as Monitors: A Proposal to Replace
Class Actions with Exchanges as Securities Fraud Enforcers, 85 VA. L. REV. 925 (1999).

17. See Stephen I. Choi & Andrew T. Guzman, Portable Reciprocity: Rethinking the International
Reach of Securities Regulation, 71 S. CAL. L. REV. 903, 950 (1998); Roberta Romano, Empowering In-
vestors: A Market Approach to Securities Regulation, 107 YALE L.J. 2359, 2362 (1998).

18. See Alan R. Palmiter, Toward Disclosure Choice in Securities Offerings, 1999 COLUM. Bus. L.
REV. 1, 96-97.

[Vol. 63: No. 3

HeinOnline -- 63 Law & Contemp. Probs. 48 2000



DECONSTRUCTING SECTION 11

regulation, " and capital will migrate to those jurisdictions that appear to the
market to be most successful in that venture, providing effective feedback.

To be sure, there is a theoretical appeal to this sort of structure. It resem-
bles the "race to the top" argument in state corporation law. While that argu-
ment has rightly been criticized as inapplicable to firms that are not dependent
on the capital markets for funds and relatively insulated from the threat of hos-
tile takeovers, 2° the proposals here are not immediately subject to the same cri-
tique. Here, we are talking only about the legal regime that applies to the capi-
tal-raising transaction of a particular firm, which, by definition, is market-
sensitive. Jurisdictions would develop reputations within investor communities,
which would be tarnished to the extent that scandals subsequently emerged and
were not remedied.

This literature has generated substantial debate,2' which I do not want to re-
visit comprehensively. A threshold issue, of course, is whether the market
would rationally "price" competing legal regimes.22 At the very least, there
must be differentiation between widely-followed stocks and initial offerings or
those that trade in thinner markets. All I wish to do here is to make a narrower
set of points that I do not think have received enough emphasis in the debate.
As to the capacity of the exchanges, the main point made by commentators is
whether the exchanges' lack of legal adjudicatory capacity would undermine the
efficacy of any standards that they create.9 I share that doubt, but also fear the
exchange as a standard-setter or enforcer given the conflicting interests of its
member-owners. To the extent that multi-service securities firms have signifi-
cant political influence at the exchanges, there is considerable tension in their
preferences. While they seemingly have the interest in promoting issuer candor

19. For exchanges, the economic incentive of listings is obvious. States also benefit, both directly
in the form of fees and by channeling a good bit of business to local providers of professional services
(including lawyers, investment bankers, and accountants).

20. See Lucian Arye Bebchuk, Limiting Contractual Freedom in Corporate Law: The Desirable
Constraints on Charter Amendments, 102 HARv. L. REV. 1820 (1989).

21. For more critical perspectives on the "freedom of choice" regime, see James D. Cox, Regula-
tory Duopoly in the U.S. Securities Markets, 99 COLUM. L. REV. 1200 (1999); Merritt A. Fox, Securities
Disclosure in a Globalizing Market: Who Should Regulate Whom?, 95 MICH. L. REV. 2498 (1997); Ed-
mund Kitch, Competition Between Securities Markets: Good or Bad?, in THE FUTURE FOR THE
GLOBAL SECURITIES MARKETS: LEGAL AND REGULATORY ASPECTS 233 (Fidelis Oditah ed., 1996).

22. See Donald Langevoort, Theories, Assumptions and Securities Regulation: Market Efficiency
Revisited, 140 U. PA. L. REV. 851, 854-55 (1992). Although the research on this issue is still highly pre-
liminary, there is reason to suspect that investors under-react to non-salient, low-level risks. If so, we
might expect that investors would be largely insensitive to the question of disclosure enforcement ex-
cept, temporarily, in the aftermath of some highly salient event that calls into question the efficacy of a
particular regime.

23. See, e.g., Marcel Kahan, Commentary: Some Problems with Stock Exchange-Based Securities
Regulation, 83 VA. L. REV. 1509, 1517 (1997) [hereinafter Kahan, Commentary]. In advocating ex-
change-based regulation, Mahoney concedes this problem and suggests some need for a cooperative
effort with a sovereign entity. See Mahoney, Exchange as Regulator, supra note 16, at 1498. He also
suggests that the states would be appropriate enforcers.

Page 45: Summer 20001
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that comes from their status as proprietary investors and marketmakers,24 such
firms also have positions of privileged access to private information through
analyst contacts and the like that differ considerably from other investors.
Hence, they would be uncertain champions of aggressive public disclosure obli-
gations. And, of course, they are actively involved in the securities distribution
process as underwriters. The resulting pressures on how the exchanges formu-
late disclosure and enforcement policy would be unpredictable and not neces-
sarily conducive to the public good. While this problem might be minimal in an
environment of intense competition for listings, the presence of such competi-
tion at the level necessary to eliminate all rent-seeking by exchange members is
by no means obvious.25

As to the states or foreign countries, my concerns are different. One ques-
tion is whether, absent some degree of "monopolization," individual states
would have the incentives to invest in a start-up system of securities regulation
and enforcement. To the extent that some administrative agency or public en-
forcement is desirable, perhaps on a fairly large scale, the willingness to invest
taxpayer money on the bet that the state will be the "tournament" winner and
be able to maintain that position over time is open to question. Beyond that,
there is also an interesting question of whether the ability to regulate offerings
of securities can be separated adequately from post-offering responsibilities and
liabilities. 6 Integration of the 1933 and 1934 Acts is widely accepted today as
both a conceptual and practical necessity. Would states then also regulate sec-
ondary trading in the issuer's stock? To do so would compound the resource
pre-commitment problem noted above. Moreover, granting them the right
would presumably mean that once the issuer has chosen the site of its initial
public offering, it would effectively be locked into that jurisdiction unless its
shareholders have consented to exit. That would be acceptable if we assume
that there would be an active migration via shareholder voting to innovative ju-
risdictions. But I would predict a high degree of path-dependency here. The
state or states that win the competition early on, for whatever reason, will have
a decided advantage in their ability to expend resources, build a regulatory in-
frastructure, and generate a reasonable degree of confidence and stability in its
system. Having taken this lead, however, the state may well begin behaving as a
monopolist, threatening the benefits that would otherwise flow from true com-
petition.

For these reasons among others, 7 I am not persuaded by even the theoreti-
cal arguments in favor of a move away from federal control over disclosure and

24. Their interest is a balanced one, of course. They would not want to force inefficient disclosure,
or necessarily compel disclosure that would be competitively harmful to the issuer. See Edmund W.
Kitch, The Theory and Practice of Securities Disclosure, 61 BROOK. L. REV. 763, 841 (1995).

25. See Kahan, Commentary, supra note 23, at 1515.
26. See, e.g., Palmiter, supra note 18, at 105-08.
27. As an entirely separate matter, I have some doubts about the ability of states to deliver success-

fully on any promise to regulate and enforce efficiently. Internal political pressures (for example, gov-
ernment changes) constantly create situations where incumbent officials sense that they may be in a last

[Vol. 63: No. 3
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