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CLIENT ALERT

The SEC’s New Sdlective Disclosure Rules —
What Does It All Mean?

By now you have no doubt
seen a number of newsarticles
about the Securitiesand Ex-
change Commission’s adop-
tion of a new Regulation FD
which went into effect on Oc-
tober 23, 2000. Back in Au-
gust we sent to our public cli-
entsa letter briefly outlining
the basic scope of the new
regulation. Now that Regula-
tion FD has goneinto effect
and people have begun to
grapple with the problems
which it creates, it ispossible
totalk alittle more about the
practical implications of the
new regime.

WHAT ' SALL THE Fuss
ABOUT?

Over the last ten years, the coun-
try has lived through an un-
precedented bull market, and the
number of investors who are di-
rectly investing in the stock
market increased dramatically.
At the same time, the advent of
the internet has made informa-
tion (including financial infor-
mation) far more available to
both professional investors and

individual investors than ever
before. The SEC, and particu-
larly its Chairman, Arthur
Levitt, have become increas-
ingly concerned about practices
which have developed over the
last ten years of selective disclo-
sure by public companies of ma-
terial non-public information
such as advance warnings of
earnings results, guidance on
anticipated results, or other in-
formation to market profession-
als, particularly to the invest-
ment analysts at the large bro-
kerage firms which provide ana-
lyst coverage for, and act as
market makers of the stock of,
public companies. The SEC has
become more sensitive to some
of the subtle dangers which may
arise in an environment in which
companies (particularly those
which are smaller, growth-
oriented companies) have be-
come highly dependent upon
favorable coverage from afew
analysts. The SEC is concerned
that during a period of unprece-
dented access to information and
unprecedented participation in
the capital markets, selective
disclosure could lead to aloss of

confidence by individual inves-
torsin theintegrity of the capital
markets due to the information
advantage enjoyed by the privi-
leged few.

In an attempt to respond to that
problem, the SEC has adopted
Regulation FD to clarify the
rules of the road for company
officials in dealing with analysts
and other investment profes-
sionals.

WHAT DOESREGULATION
FD Do?

Regulation FD (which stands for
Full Disclosure) requires that
when senior officials of public
companies intentionally disclose
material non-public information
to market professionals, they
must simultaneously disclose the
same information to the general
public. It further requires that
when these senior officials unin-
tentionally disclose material non-
public information to market pro-
fessionals, they must promptly
thereafter make the same infor-



mation available to the general
public.

The basic point to remember
about Regulation FD isit gov-
erns interactions between a
specified subset of company of -
ficials (in essence, those persons
whom analysts and the investing
public would think of as speak-
ing for the company on financial
and strategic matters) and a
subset of the investing public
(primarily market professionals)
with respect to disclosure of in-
formation which is both material
and non-public.

What |'s Material Nonpublic
Information?

While the SEC'srelease listsa
number of items of information
which should be reviewed care-
fully to determine whether they
are material (such as earnings
information, mergers, changesin
control or management, changes
in auditors, etc.), Regulation FD
does not change the old rules as
to what constitutes material in-
formation. Information is mate-
rial if “thereisasubstantial like-
lihood that a reasonable share-
holder would consider it impor-
tant” in making a decision
whether to buy or sell the com-
pany’s stock, or if it would have
“gignificantly altered the total
mix of information available.”
Determining when a particular
matter is material remains an

often difficult judgment. Infor-
mation is public if it has been
disseminated in a manner rea-
sonably designed to make it
available to investors generally;
otherwiseit is non-public.

Who Are The Senior Officials
To Whom Regulation FD Ap-
plies?

Regulation FD defines “senior
officials’ to mean any director,
executive officer, investor rela-
tions or public relations officer,
or other person with similar
functions. Statements made by
rank and file employees of the
company generally will not trig-
ger the disclosure obligations of
Regulation FD, unless the em-
ployee is making the statement
at the direction of a senior offi-
cial.

Who Are The Market Profes-
sionals To Whom Regulation
FD Applies?

Market professionals are gener-
aly:

- brokers, dealers and persons
associated with them, such as
securities analysts,

- Investment advisers, institu-
tional investment managers
and persons associated or af-
filiated with them;

- investment companies,
hedge funds or their affiliates;

- stockholders, whereit isrea
sonably foreseeable that the
stockholder will buy or sell the
company’ s securities on the
basis of that information.

Specidly excluded from the
subset of people to whom dis-
closures are covered by Regula-
tion FD are:

- persons owing a duty of trust
or confidence to the company
(such as attorneys, investment
bankers and accountants);

- persons who expressly agree
to keep the information confi-
dential;

- rating agencies, provided the
information is disclosed solely
for the purpose of developing
acredit rating and the entity’s
ratings are publicly available;

- persons who receive the dis-
closure in connection with a
registered public offering (this
permits the typical “road show
presentation” in connection
with aregistered offering);

- members of the media;

- customers, suppliers, and
strategic partners with respect
to the ordinary course of busi-
ness; and

- government regulators.

When Are Disclosures“ I nten-
tional” ?

A selective disclosure of mate-
rial nonpublic information is



considered to be “intentional”
when the person making the dis-
closure either knows, or is reck-
lessin not knowing, that the in-
formation he or she is communi-
cating is both material and non-
public. If the senior official had
not planned to disclose informa-
tion he or she knows to be mate-
rial and nonpublic, but during
the course of anon-public dis-
cussion with an analyst, decides
to provide that information, then
the disclosure would be consid-
ered intentional. Public disclo-
sure must be made simultane-
ously with an “intentional” dis-
closure.

Any disclosure which is not in-
tentional is considered uninten-
tional. If thereisan uninten-
tional disclosure the company
must disclose the information as
soon as reasonably practicable
(but in no event after the later of
24 hours or the commencement
of the next day’strading). The
time period is measured from
when a senior officia of the
company learns of the disclosure
and knows (or is recklessin not
knowing) that the information
disclosed was both material and
nonpublic.

How Can | Show Public Dis-
closure?

According to Regulation FD, the
company can make public dis-
closure in either of two ways:

- The company may file the
information with the SEC on a
Form 8-K, or some other ap-
propriate SEC reporting form.
Disclosing the information in a
document publicly filed on
EDGAR with the SEC within
the timeframe of Regulation
FD would always constitute
public disclosure, although the
SEC does caution against
burying the disclosurein alar-
ger SECfiling. If the com-
pany choosesto file with the
SEC, it may elect either to
“file” the information under
Item 5 of Form 8-K (which
would subject the company to
liability under the Securities
Exchange Act of 1934 for
false reports and would also
automatically incorporate the
information by reference into
the company’ s current regis-
tration statements under the
Securities Act of 1933 on
Form S-3, S-8, etc.) or to “fur-
nish” the information under
Item 9 of Form 8-K (which
would not create that liability
or cause incorporation into the
registration statements). In ei-
ther case, however, the disclo-
sure would remain subject to
the antifraud provisions of the
federal securities laws.

- The company may dissemi-
nate the information through a
method (or combination) rea-
sonably designed to provide
broad, non-exclusionary dis-

tribution of the information to
the public. Thismay be ac-
complished by (i) issuing a
press release distributed
through awidely circulated
news or wire service such as
Dow Jones, Business Wire,
Reuters, Bloomberg or PR
Newswire, (ii) making an an-
nouncement through a press
conference or conference call
with adequate advance notice
to the public so that interested
members of the public may
participate in the call, or (iii)
by other electronic transmis-
sion, including use of the
Internet and webcasts. How-
ever, merely posting the in-
formation on the company’s
website will generally not be
considered to be a sufficient
means of public disclosure.
Likewise, for those companies
whose press rel eases are not
routinely carried by major
news wire services, it may not
be sufficient for the company
to make public disclosure
solely by submitting its press
release to one of itswire ser-
vices. Again, the disclosure
would be subject to the anti-
fraud provisions of federal se-
curities laws.

What Happens If We Violate
Regulation FD?

To remedy violations of Regula-
tion FD, the SEC may impose



civil monetary penalties, issue
cease and desist orders and/or
seek injunctiverelief. Thereis
no right of action for a private
lawsuit under Regulation FD
solely from a company’ s failure
to comply with Regulation FD.
However, if there exist inde-
pendent grounds for liability (for
example under Rule 10b-5 for
tipping, insider trading, a duty to
correct or update or entangle-
ment, among others), then a pri-
vate suit can be brought. The
company’s failure to comply
with Regulation FD will not re-
sult inthe loss of eligibility to
use short-form registration
statements, the loss of the safe
harbor provisions for forward
looking statements, or affect
stockholders' ability to resell
their securities under Rule 144.

SOME PRACTICAL
GUIDANCE FOR LIVING
WITH REGULATION FD

It is abundantly clear that public
companies will face new chal-
lenges in the way they disclose
information under Regulation
FD. Of particular interest isthe
following SEC statement in
adopting the new rule:

“One common dituation that
raises special concerns about se-
lective disclosure has been the
practice of securities analysts

seeking “guidance” from issuers
regarding earnings forecasts.
When an issuer official engages
in a private discussion with an
analyst who is seeking guidance
about earnings estimates, he or
shetakeson a high degree of risk
under Regulation FD. If theis
suer official communicates selec-
tively to the analyst nonpublic
information that the company’s
anticipated earnings will be
higher than, lower than, or even
the same as what analysts have
been forecasting, the issuer likely
will have violated Regulation FD.
Thisistruewhether the informa-
tion about earnings is communi-
cated expressy or through indi-
rect “guidance,” the meaning of
which is apparent though im-
plied. Similarly, an issuer cannot
render material information
immaterial smply by breaking it
into ostensibly  non-material
pieces.

“At the same time, an issuer is
not prohibited from disclosing a
non-material piece of informa-
tion to an analyst, even if, unbe-
knownst to the issuer, that piece
helps the analyst complete a
"mosaic” of information that,
taken together, ismaterial. Simi-
larly, since materiality is an ob-
jective test keyed to the reason-
able investor, Regulation FD will
not be implicated where an is
suer discloses immaterial infor-
mation whose significance is dis-
cerned by the analyst. Analysts
can provide a valuable service in
shifting through and extracting
information that would not be

significant to the ordinary inves-
tor to reach material conclusions.
We do not intend, by Regulation
FD, to discourage this sort of ac-
tivity. The focus of Regulation
FD is on whether the issuer dis-
closes material nonpublic infor-
mation, not on whether the ana-
lyst, through some combination
of persistence, knowledge, and
insight, regards as material in-
formation whose significance is
not apparent to the reasonable
investor.” [emphasis added].

What is apparent from the above
statement is that most compa-
nies will now need to be more
cautious about the manner in
which they disclose material
nonpublic information, particu-
larly their earning estimates, so
as not to violate Regulation FD.

How Do We Handle The Quar-
terly Earnings Release Or
Other Scheduled Announce-
ment?

One of the few positive aspects
of Regulation FD isthat it did
expressly sanction a process
with respect to quarterly earn-
ings releases which substantially
follows the previous “best prac-
tices’:

“We believe that issuers could
use the following mode, which
employs a combination of meth-
ods of disclosure, for making a
planned disclosur e of material



information, such as a scheduled
earningsrelease:

- First, issueapressrelease,
distributed through regular
channels, containing the infor -
mation;

- Second, provide adequate no-
tice, by a pressrelease and/or
website posting of a scheduled
conference call to discussthe
announced results, giving in-
vestor sboth thetime and date
of the conference call, and in-
structions on how to accessthe
call; and

- Third, hold the conference
call in an open manner, per mit-
ting investorsto listen in either
by telephonic meansor through
I nter net web-casting.

By following these steps, an is-
suer can usethepressreleaseto
providetheinitial broad distri-
bution of the information, and
then discussits release with ana-
lystsin the subsequent confer-
ence call, without fear that if it
should disclose additional mate-
rial detailsrelated to the original
disclosureit will be engagingin
a selective disclosure of material
information.” [emphasis
added].

The highlighted language is
quite important. Aslong asthe
company gives adeguate notice
of aconference call open to the
public and describes the basic
subject matter of that call, any-
thing said about that subject
matter during that conferenceis

deemed to have been publicly
disclosed, and the company will
not have violated Regulation
FD, even if during the course of
the conference call significant
additional detail which is mate-
rial is disclosed.

What |'s Adequate Notice?

Adequate advance notice should
include the date, time and call-in
information so that interested
parties have a reasonable means
of participating, and should be
disseminated “within a reason-
able time period” ahead of the
conference call. It should also
include any information as to the
rebroadcast of the call. Inre-
sponse to questions, the SEC has
suggested that “several days’
normally would be enough ad-
vance warning of the time of the
guarterly earnings conference
call. Asapractical matter, since
the earnings release itself often
proceeds the analyst call by 18
hours or less, this means that to
get the benefit of this“safe har-
bor procedure”’, companies will
need to first issue a press release
(or otherwise satisfy the broad
dissemination rules above) sim-
ply announcing the upcoming
earnings release and conference
call, with the appropriate call-in
information, then put out the
actual earnings release repeating
thisinformation before the ana-
lyst conference call.

In the case of an unexpected de-
velopment (such as a merger
announcement or an earnings
warning) the SEC does admit
that a shorter amount of advance
notice may be sufficient.

How Will Regulation FD Im-
pact Relations With Analysts?

The issue that has caused the
greatest concern under Regula-
tion FD isthe SEC' s statement
guoted above about private con-
versations with analysts, particu-
larly the comment that even
simple confirmation to an ana-
lyst that the company is still
comfortable with the street esti-
mates or its own projections cre-
ates a substantial risk of viola-
tion of Regulation FD. This
new regime may have several
conseguences.

One consequence is that some
companies, primarily large,
widely-followed companies,
may simply stop talking to ana-
lysts one-on-one. This may not
be practical, however, for other
companies.

One of the consequences we are
already seeing is that the ana
lysts' conference calls are be-
coming much longer because
analysts feel forced to ask all of
their guestions (even questions
on minor details) in the confer-



ence call for fear that if they do
not, they may not be able to get
the company to answer the ques-
tion privately later. Another is
that if company management
does not know the answer to the
question asked during the call,
instead of simply promising to
get back to that analyst directly
afterward with the answer, it
now must assess whether the
answer might be later judged
material, and whether to filea
Form 8-K containing the an-
swer.

If the process becomes truly
unwieldy, analysts may be
forced to reduce the number of
companies they provide cover-
age on, creating the risk that
smaller companies will lose
coverage.

This new regime also may force
many companies to seriously
assess Whether it is necessary to
begin publishing their own
revenue and earnings projections
on aregular basisin order to lay
afoundation permitting one-on-
one discussions with analysts to
take place where the analysts
can ask for additional details
about the assumptions and de-
tails forming the basis for the
projections (the information
which allows the analyst to
complete his“mosaic” of infor-
mation?) but which do not
change the basic conclusion.

Other companies may feel
compelled to provide initial
guidance concerning the next
quarter’ sresultsin their earnings
releases (which typically areis-
sued 20 to 30 days after quarter-
end) and then update that guid-
ance in the MD& A section of
the Form 10-Q filed 45 days af-
ter quarter-end. Since many
companies already have policies
prohibiting any discussionsin
the nature of guidance during
the quarterly “black-out period”
(typically from 30 days prior to
quarter-end until issuance of the
earnings release), thiswill leave
arelatively short period after the
Form 10-Q filing date and be-
fore the blackout period begins.
Any discussions during that pe-
riod may be sufficiently closein
time to the guidance given in the
Form 10-Q so that a simple con-
firmation that the company is
still comfortable with the Form
10-Q forward-looking informa-
tion arguably is not material.
However, if the company be-
lieves that the previous guidance
IS no longer accurate, it could
not update its guidance on a se-
lective basis, no matter how
close in time to the previous
guidance.

Another possible approach isto
require the analyst, prior to an-
swering a question which might
involve material non-public in-

formation, to agree to a 24 hour
embargo prior to communicating
the information to anyone else,
in order to give the company
time to determine whether the
information isin fact both mate-
rial and non-public, and to ar-
range public dissemination of
the information if required.

Finally, companies should con-
tinue to avoid conversations dur-
ing their quarter-end blackout
periods.

What About Commenting On
Analysts' Draft Reports?

One of the most difficult issues
is the common practice of com-
pany officers reviewing ana-
lysts' reportsin draft form. The
safest courseis, of course, not to
doso at all. However, that often
may not be practical. If the
company feelsit must accept an
analyst’s offer to let it review
the draft, it must recognize that
thereisrisk in doing so. In ad-
dition, the company officer
should limit his or her comments
on the analysts' earning models
or draft reports to correcting er-
rors of historical fact and point-
ing out information that isin the
public domain. He should not
opine on the analyst’s model or
conclusions, or use the discus-
sion asavehicle for selectively
communicating material non-
public information.



Can We Still Present At Inves-
tor Conferences?

A company should be sure that
any broker-sponsored investor
conferences at which it presents
are web simulcast with a prior
press release telling interested
parties how they can listenin, or
otherwise are conducted in a
way that will satisfy the public
dissemination rules discussed
above, or else the company must
scrub its presentation and its an-
swersin the Q& A sessionsto
limit itself to information which
has previously been publicly
disclosed. Evenif the formal
presentations are accessible to
the public, particular care needs
to be taken to be sure that no
material non-public information
be given out at any follow-on
“one-on-one” discussion or
“break-out session” which is not
open to the public. In addition,
to the extent that material non-
public information may appear
on power point or similar pres-
entation materials advance plan-
ning needs to be done as to how
that information can be publicly
disseminated, including practical
issues like the mechanical prob-
lems of EDGARIzing slides for
filing with aForm 8-K.

What Else?—Should We Estab-
lish Procedures Now?

We recommend that each public
company review itsexisting dis-
closure policies, or if it has not
already done so, adopt written
disclosure policies, which are
consistent with the requirements
of Regulation FD. Such policies
should address the following
ISsues:

- Limitations on who (by
name and position) is author-
ized to speak with analysts,
market professionals and in-
vestors on behalf of the com-
pany.

- Whether or not to require
that more than one company
officia participate, or that an
investor relations officer par-
ticipate, in all conversations
with analysts, market profes-
sionals and investors—this
may not be practical for
smaller and mid-sized public
companies

- Clear guidelines on the per-
mitted scope of communica
tion during private sessions
with analysts, market profes-
sionals and investors.

- A procedure for company
officias, legal counsel and in-
vestor relations officers to
clear and/or review any ques-
tions asto the materiality of
information.

- Specific procedures to fol -
low when senior officialslearn
that an unintentional disclo-
sure of material nonpublic in-
formation may have occurred,
including the procedures for
review by counsel and man-
agement for a determination
and an outline of how to
promptly disclose that infor-
mation.

- Guidelines for reviewing (or
not reviewing) drafts of ana-
lyst reports or models.

- Formal adoption of a black-
out period on discussions with
analysts from the beginning of
the last month of the quarter
until the earnings release if the
company has not already done
0.

- Procedures on issuing earn-
ings reports or forward-
looking earnings estimates.

- Guidelines on participation
in investor conferences, trade-
shows, etc., including obtain-
ing assurances from sponsors
asto how they will be made
accessible to the public.

- Procedures on dealing with
power point presentations,
handouts, etc. which may con-
tain material non-public in-
formation disseminated at any
meeting with market profes-
sionals or investors—getting
them filed with the SEC and
dealing with issues created by
the fact that different rules can



apply to forward-looking writ-
ten statements.

- A procedure to make all ana-
lyst conference calls available
for re-broadcast for a specified
period of time. We recom-
mend that they remain acces-
sible for listening for no more
than three or four days, and
that they not be downloadable
or printable, since that turns
them into written statements,
with different legal rules con-
cerning forward-looking state-
ments.

- A policy of consistently
reading the appropriate dis-
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claimer for any forward-
looking statements at the be-
ginning of all oral presenta-
tions of information.

CONCLUSIONS

The full impact of Regulation
FD isfar from clear. There un-
doubtedly will be a period of
uncertainty as public companies,
analysts and other struggle to
work out practical ways of deal-
ing with these new rules. We
urge every public company to
work together with its legal
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counsel and investor relations
professional to understand the
full scope of Regulation FD and
how it may affect your com-
pany’s particular practice.

Brown, Rudnick, Freed & Ges-
mer is prepared to assist you and
your company in understanding
and complying with Regulation
FD and/or devel oping appropri-
ate disclosure policies. For fur-
ther information, or if you
should have any questions or
comments regarding Regul ation
FD, please do not hesitate to
contact one of us.
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