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Big Boys Take Big Risks:
Big Boy Letter Bars Investor
State Law Fraud Claims

A recent federal appellate ruling in favor of Credit Suisse in a fraud action brought by
Pharos Capital has strengthened the case for using so-called “Big Boy" letters. Pharos
held that a well-drafted Big Boy letter made it impossible for an investor to show
justifiable reliance and thereby doomed state law fraud and misrepresentation claims.
While these letters may not entirely block federal securities claims, they are a potent
tool for limiting any claim that requires a showing of reliance.

A US appellate court ruling recently upheld a decision in favor of Credit Suisse,
dismissing a fraud action by Pharos Capital (“Pharos”). The court held that because of
the parties’ "Big Boy” agreement, Pharos could not have justifiably relied on Credit
Suisse’s representations regarding a potential investment.! This decision confirms that
"Big Boy" letters may shield parties from state law fraud and misrepresentation claims,
although these agreements may not fully protect against federal securities law claims or
SEC claims.

Big Boy Letters

So-called “Big Boy” letters are used in private investment transactions. The buyer
acknowledges that it is a sophisticated party; has experience and knowledge with these
kinds of investments; is relying on its own due diligence and investigation; and is not
relying on the counterparty’s representations or omissions. An investor signing a Big
Boy letter accepts that there is material information that it is not seeing, and commits
to relying on its own due diligence and expertise in making an investment decision. Big
Boy letters have become important to financial industry participants, where parties
often play multiple roles that may include financing, advising, managing and/or trading
in a company. In addition, in certain circumstances, companies or their affiliated
shareholders may be unable or unwilling to disclose certain material information to
potential purchasers of securities. Nonetheless, there have been questions about how
courts would treat Big Boy letters. The Fifth, Seventh and Ninth Circuits previously have
enforced Big Boy letters as against state law claims.?

The Pharos Decision

In 2002 Pharos, a private equity firm, approached Credit Suisse about potential
investments. At the time, Credit Suisse was acting as a co-placement agent for National
Century (“NCFE"), working to arrange a private placement of the company'’s equity
securities. Over several months, Credit Suisse provided Pharos with a private
placement memo, as well as access to NCFE due diligence materials and management,
and expressed enthusiasm over NCFE's prospects. Before the closing, Credit Suisse
emailed Pharos a Big Boy letter. The agreement stated that Pharos was relying
“exclusively” on its own due diligence and would bear the risk of loss on its
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investment.®The letter also stated that Credit Suisse had made
no representations as to NCFE or the credit quality of the
securities, that any such information or advice was neither
“necessary [nor] desired,” and that Credit Suisse had no duty to
disclose non-public information to Pharos.* Pharos signed the
letter and the transaction closed. Within four months NCFE filed
for bankruptcy and Pharos lost its investment. Pharos sued
alleging fraud, negligent misrepresentation and violation of the
Ohio Securities Act.®

The district court granted summary judgment to Credit Suisse,
meaning that the court held that based on undisputed facts the
case could be decided as a matter of law. The court found that all
of Pharos’ claims required a showing of justifiable reliance, and
that Pharos could not establish justifiable reliance after signing a
Big Boy letter.®

The court stressed that the parties were sophisticated actors
with access to counsel and information, even noting the
educational background of the Pharos managing partners as well
as their business expertise.” Pharos also performed its own due
diligence of NCFE. Moreover, Pharos was put on notice of
potential problems at NCFE when Goldman Sachs, which was
considering whether to serve as lead investor, pulled out of the
deal, and also saw the letter in which Goldman Sachs explained
why it decided not to invest.®

Turning to the Big Boy letter, the court found it clear on its face.
The agreement stated that Pharos was a sophisticated party
which was relying exclusively on its own due diligence
investigation, its own sources of information and its own credit
analysis in deciding to invest. It also stated that Credit Suisse
had made no representations about NCFE, that Credit Suisse’s
information was neither necessary nor desired and that any
non-public information Credit Suisse possessed about NCFE
need not be provided to Pharos.® The agreement underscored
that Pharos would bear the risk of loss on its investment and
stated that Credit Suisse was not a financial advisor or fiduciary
to Pharos. Finally, the court held that specificity of the Big Boy
letter allowed that letter to protect Credit Suisse beyond any
"boilerplate” disclaimer in the private placement memo."

In affirming, the Sixth Circuit also noted that Pharos had failed to
specify any material information that Credit Suisse had which
outside investors could not have discovered, and noted that
even had Pharos done this, it was unclear whether its reliance
then would have been justifiable.

Implications

Pharos highlights the importance of a well-crafted Big Boy letter
as a shield against fraud liability under state law (both common
law fraud and fraud under state securities law) — four US
appellate courts now have held that Big Boy letters may block
fraud claims.”™ Moreover, under this holding, there is no reason
why Big Boy letters would not apply to other parties to a
transaction (i.e., not only sellers and purchasers).” It should be
noted, however, that Pharos leaves unresolved the issue of
resale, where a party buys securities under a Big Boy letter and
immediately resells them without disclosing to a downstream
purchaser the circumstances surrounding the original sale.™

Big Boy Letters and Federal Securities Law

Section 10(b) of the Securities Exchange Act of 1934 (the

“1934 Act"”) and SEC Rule 10b-5 require disclosure of material
information in connection with the purchase or sale of any
security.™ If a seller fails to disclose material information, or
makes a misleading statement or omission, with intent to
defraud and that failure causes a loss, the seller may be liable.
Significantly, Section 29(a) of the 1934 Act then prohibits parties
from contracting around securities regulations.’ Thus, Big Boy
letters will not shield parties from an SEC insider trading
action,'® nor will they necessarily shield parties from a private
securities action under Section 10(b). At least one federal
appellate court has held that Big Boy letters do not preclude a
Section 10(b) action because that would be tantamount to
privately contracting out of compliance with the 1934 Act, which
is prohibited by Section 29(a).” But, it should be noted that a Big
Boy letter may nonetheless be helpful given that a Section 10(b)
claim requires a showing of justifiable reliance.’® Thus, Pharos
further strengthens the value of a well-drafted Big Boy letter.
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