TO OUR CLIENTS


�
September 15, 2000�
�



Rethinking Disclosure Policies and Practices in the Wake of the SEC’s New Selective Disclosure Rules�
�
Introduction





	In August, the SEC adopted Regulation FD, its controversial effort to preclude public companies from selectively disclosing material, nonpublic, information.�  While modified after the comment process, Regulation FD and its accompanying text complicate an already difficult area for issuers and investors.  These are the first SEC rules aimed specifically at selective disclosure of material, nonpublic information by issuers.  Given the continued applicability of general antifraud prohibitions, and less than two-months before the Regulation’s effectiveness (on October 23rd), public companies and their investors should reassess their policies and practices regarding formal and informal marketplace contacts and information dissemination.  We set forth some general guidelines, as well as suggestions for resolving complications created when companies informally converse with analysts.





The Context of Regulation FD





	The rules spotlight two channels most companies use in market communications — formal reporting, and informal discussions with analysts and large investors.  Formal reports are subject to detailed regulatory guidance.�  Conversely, informal analyst conference calls, investor conferences, “one-on-one” meetings and modern investor relations functions evolved into a staple corporate practice without any SEC rules; whatever the risks, most companies routinely discuss analyst financial models.�  Regulation FD was fueled by an SEC perception that significant information, especially earnings trends, are disclosed selectively to some market participants in informal discussions.�  Relying upon anecdotal press reports, and its “staff’s experience,” the SEC found that “the problem of selective disclosure is not limited . . . to just a few isolated incidents.”�  The increased scrutiny of selective disclosure also highlighted the absence of a clear remedy for such conduct, a situation the SEC viewed as untenable.  The agency received 6,000 comments, many e-mailed by individual investors, who urged that selective disclosure “is indistinguishable from insider trading in its effect on the market and investors.”�  Having made this a priority, Regulation FD was adopted in August.





The Selective Disclosure Rules





	Regulation FD applies only if an issuer discloses material, nonpublic, information to analysts or institutional investors, or to other investors if it is “reasonably foreseeable” that the person to whom information is disclosed will trade on the basis of that information.  Issuers must disclose such information to the investing public simultaneously with (if “intentional”), or promptly after (if “unintentional”), the offending disclosure.  Material information must be disseminated by methods “reasonably designed to achieve broad non-exclusionary distribution of information to the public,” and use of a Form 8-K is, per se, always deemed to be adequate public disclosure.  The rules focus on marketplace communications, specifically excluding certain disclosures of material information occurring in the normal course of business.�  Disclosures to media or government are also excluded,� and the SEC limited the extent to which selective disclosure violations might adversely affect an issuer’s ability to access capital markets.�  Finally, foreign private issuers were also excluded from the coverage of Regulation FD.�





Practical Considerations





	Applying Regulation FD in practice is difficult.  Public company managers must respond, in “real time,” to pointed inquiries from a marketplace with an insatiable demand for information.  Regulation FD presumably was not intended to interrupt a constant flow of information that is inherently valuable to our capital markets; the reality, however, is that the new rules add to the already considerable risks that inhere in such contacts. Public companies and participants in the securities markets may find it useful to consider the following practical guidelines:





	1.	Regulation FD makes it critical to maintain a disciplined and clearly-articulated regimen for formal and informal marketplace contacts.  Most issuers already have formal processes to assure that information which might be material flows promptly from various company centers to a central repository where prompt disclosure decision-making occurs.  The new rules should prompt issuers to consider handling informal contacts similarly.  An effective way to protect issuers and key personnel is to: develop consistent good practices for these contacts, articulate those policies, inculcate and enforce them, and then evaluate the company’s adherence to them.  Two common mistakes to avoid are developing “perfect” policies, and maintaining policies the company cannot consistently implement.





	Integrating in-house counsel and IR professionals into informal communications channels allows timely and meaningful review of information without impairing responsiveness.  For example, over a fiscal quarter, responses to the most common analyst and investor queries could be posted on a corporate intranet, so spokespersons can be consistent and counsel can review and advise on selective disclosure concerns.  Scripts should be used for analyst conference calls and investor conferences, and counsel should review them in advance of their use.  Counsel cannot always be present, but they can help structure how those contacts will occur.  Similarly, a methodology should be adopted to ensure prompt “debriefing” of informal contacts by authorized corporate spokespersons, permitting inadvertent “selective disclosures” to be “cured” promptly.





	The Commission’s release anticipates that, even in the absence of an express requirement, “most issuers will use appropriate disclosure policies as a safeguard against selective disclosure.”�  Written disclosure policies are most useful in designating spokespersons, the regimen to be followed for quarterly conference calls and other tangible aspects of a company’s investor relations effort.  No written document can address all ambiguities that arise from informal contacts, but having a “record” can be important.  The existence of a policy, and adherence to it, “may often be relevant to determining the issuer’s intent with regard to selective disclosure.”�





	2.	Issuers should redouble efforts to restrict day-to-day contacts with analysts and significant investors to a very limited number of spokespersons.  Regulation FD is limited to persons authorized to speak on behalf of a company.�  Consistency over multiple informal contacts is a critical element of an effective investor relations program.  It behooves issuers to restrict the number of managers who may communicate with analysts and investors, and to make sure that there is a record listing such persons.  Unauthorized statements should be addressed formally to ensure that the “record” reflects the company’s seriousness in limiting its authorized spokespersons.





	3.	Issuers should keep close tabs on the flow of information about them to the marketplace.  If senior managers learn of “unintentional” selective disclosures of material information, the issuer must “promptly” disseminate the information broadly.  The Commission’s release offers no examples of unintentional selective disclosures.  The nature of these contacts, however, makes it possible to suggest a number of examples.  The CFO of a biotechnology company might confuse whether the company previously had disclosed FDA approval of its newest drug.  A CEO might forget that the issuer had not disclosed the loss of a key contract because the spokesperson had been closely involved in a senior manager’s pitched effort to reverse the decision and recoup the business.





	Public company managers should be counseled that the triggering event occurs when a “senior official,” as defined, learns there has been a non-intentional disclosure of information that is material and nonpublic.  “Promptly” in this context is defined in Rule 101(d) to encompass a period no later than 24 hours, or in the event of a holiday or weekend, “the commencement of the next day’s trading on the New York Stock Exchange.”  A calendar day is an unrealistically short time in which to assess information within a company and formulate an accurate release.  Companies will have the greatest opportunity to use this time period if senior managers are aware they must start the corrective filing process.





	4.	Issuers must make hard materiality judgments before information is disclosed to the marketplace.  An issuer’s obligations under Regulation FD are tied to a highly amorphous materiality standard.  While the adopting release highlights certain information or events – such as earnings information, significant transactions or key product developments – that are likely to be material for these purposes, the Commission stressed that no one item is per se material.�  These observations are echoed in Staff Accounting Bulletin No. 99, which notes, among other things, that materiality is often dependent upon a company-specific analysis.�





	In volatile markets, it is easy to second-guess materiality judgments made in the course of the parry and thrust of analyst or investor contacts.  As adopted, Regulation FD places some limit on the scope of such after-the-fact reviews.  Rule 101(a) specifies that, for purposes of Regulation FD, a selective disclosure is “intentional” when the spokesperson “either knows, or is reckless in not knowing, that the information he or she is communicating is both material and nonpublic.”  The Commission’s release underscores that “this aspect of the regulation provides additional protection that issuers need not fear being second-guessed by the Commission in enforcement actions for mistaken judgments about materiality in close cases.”�





	Companies and their spokespersons will fare best in any such after-the-fact review when the issuer can demonstrate that it has monitored its market sufficiently to have a good faith basis for its materiality judgments.  In order to make these judgments, material information should flow promptly to counsel and company spokespersons.  Senior officers and directors must understand the issuer-specific nature of materiality judgments, so that off-hand, informal, or other communications can be considered timely for possible disclosure obligations.  And, once materiality judgments are made and endorsed by counsel, a memorandum or e-mail reflecting the decision-making process should be created and preserved.  As with so many things, it is important that a company not only do the right thing, but also be able to prove that it did the right thing!





	5.	“Open access” should be the credo for issuer-sponsored analyst conference calls.  Most issuers with institutional coverage conduct quarterly conference calls with analysts and investors to discuss their financial results.  While eschewing a “one size fits all” approach, the Commission’s release indicates that statements made over the course of a conference call would be deemed broadly disseminated for purposes of Regulation FD if the public is given (1) adequate notice of the call, and (2) “means for accessing it.”�  Increasingly, companies are making their conference calls available “live” over the Internet.�  To the extent they have not done so already, we believe issuers should make their conference calls available to all investors and provide ample notice both on their websites and directly to their analysts, investors and financial reporters.  If a conference call is accessible to all investors, it becomes difficult, if not impossible, for the SEC credibly to contend that it was a forum for selective disclosure.





	6.	Issuers should consider the SEC’s blunt warning regarding management of earnings expectations.  Earnings expectation forecasts by securities analysts are a critical component of marketplace information.  Given their significance, most issuers informally review draft analyst reports before they are disseminated to the marketplace.�  The Commission’s adopting release, however, warns: “[w]hen an issuer official engages in a private discussion with an analyst who is seeking guidance about earnings estimates, he or she takes on a high degree of risk under Regulation FD.”�  The release stresses that if a corporate spokesperson “communicates selectively 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.”�  The Commission also cautioned that the latter warning extends to information about earnings “communicated expressly or through indirect ‘guidance,’ the meaning of which is apparent though implied.”�





	The sweeping language used to address the uncertainty associated with informal issuer communications is unfortunate.  It is as close as possible to a per se rule – comments on analyst earnings models will almost always be deemed material by the SEC, triggering application of the new selective disclosure rules. Counsel will not find it easy to urge clients to resist commenting on analyst models; most companies believe they must, and therefore will, address analyst models.  The safest course is to concentrate guidance on analyst projections in statements made in broadly-disseminated analyst conference calls.  Alternatively, companies may consider publishing a statement about the general range of estimates made by analysts, and rely on the safe harbor provided by the Securities Litigation Reform Act for forward�looking information. At the very least, corporate managers should recall that Regulation FD heightens significantly the risks associated with, for example, “talking down” analyst expectations late in a fiscal quarter. The result of this “sleeper” in the Commission’s release is hard to predict.  Investors today benefit from corporate efforts that keep analyst projections within a reasonable frame of reference.  The disappointments that will flow from a company’s failure to meet published analyst projections will create more volatility in our markets.�





	7.	Companies should adopt an integrated approach to their informal communications with analysts about earnings models.  We start from the assumption that most companies will not feel capable of shutting down communications with their analyst communities, or large investors.  The goal, then, is to come up with a practical and workable solution to manage these discussions in the face of the Commission’s new regulation.  The critical problem is not just initial commentary on an analyst’s model, but the potential need to update those comments, and the likely importuning a company will receive, as the end of a fiscal quarter nears.  The notion Regulation FD embodies – continuously filed 8-Ks to deal with frequent informal conversations – is unwieldy and unworkable.  Indeed, filing an 8-K can create two significant problems for issuers:  an apparent admission of materiality by the company, and a potential duty to “update” such guidance if changes in the earnings landscape occur.  There may, however, be a pragmatic way around this morass; companies should develop a consistent methodology for disclosing communications they may have with analysts:





		First, we recommend that companies file a procedural 8-K, advising shareholders and the marketplace, as well as the SEC, that the issuer may, from time-to-time find that it has commented on analyst earnings models.  If that should occur, the issuer will post disclosures deemed appropriate in light of Regulation FD on its formal website.  The Commission has said that filings on Form 8-K are per se adequate public dissemination, so a disclosure on an 8-K that future disclosures will be made on a website qualify as appropriate publication.





		Second, companies should post disclosures on their website, dated to show the currency of the information, and should adopt a policy of “archiving” that information after a set period of time, say five or seven business days.  The procedural 8-K should spell these procedures out, and the website should indicate that information once posted is not updated, and is moved to a separate archive section on the website, after the expiration of the time period selected.  Access to the archival section of the website should require acknowledgement that the viewer understands that materials in the archive are maintained solely for historical purposes, may no longer be accurate, and are not necessarily updated.





		Third, if no updates of information occur, companies should simply archive postings on their website in accordance with the time frames selected.  If an update occurs, the Commission’s release suggests that virtually any comment can be material.  Accordingly, companies are well-advised, upon learning of a subsequent update, to post that information on their website – for example, “XYZ Corporation, from time-to-time, in response to inquiries, may indicate that prior guidance on analyst earnings models has altered or remains the same.  On [date], our CFO responded to an analyst’s inquiry by confirming that the company’s expectations regarding earnings had [changed or not changed] since our last analyst conference call on [date].  A copy of the transcript of that analyst conference call may be found in the archival section of our website.  In making this disclosure, XYZ does not represent that the information is material or otherwise required to be disclosed, and XYZ cautions investors that these forward-looking statements are subject to a number of uncertainties that are delineated in our [filing].  XYZ does not intend to update this statement, unless it believes it is appropriate or necessary to do so in accordance with the SEC’s Regulation FD.”�





	While not foolproof, we believe this process can minimize the dilemma of characterizing these comments as material, and including them in an 8-K that may then be incorporated by reference into a filing.  Until the SEC agrees that website notices constitute adequate public dissemination, issuers should consider filing a contemporaneous 8-K that contains no substance, but notifies investors that the company’s website has been updated.


	


	8.	Litigation risks still permeate informal marketplace contacts.  Regulation FD is not intended to expand an issuer’s potential liability.  Rule 102 expressly provides that a selective disclosure violation will not be deemed a violation of Rule 10b-5.  Even if federal courts adhere to this principle and decline to infer a private right of action for selective disclosures, that does nothing to alter the existing risks associated with informal marketplace contacts.  Regulation FD does not limit a plaintiff from alleging that issuers have become so “entangled” in analyst reports that the predictions in the report can be equated to statements by the issuer.  Nor does it alter the difficult questions about when a company might have a duty to update an earlier predictive statement.  Concern about selective disclosure should not eclipse the care that any issuer should take in making any predictive statement through informal contacts with the marketplace. 


  


	9.	The statutory safe harbor for oral statements is now more important since Regulation FD’s adoption.  Inevitably, over the course of an analyst conference call – particularly the “question and answer” component – company spokespersons will make predictive statements.  As these statements become more transparent to the marketplace, companies should take several steps to invoke the shield of the safe harbor for forward-looking statements.  As a preliminary matter, the speaker must identify the fact that predictive statements will be made and refer the audience to risk disclosure in a readily available document, typically an SEC filing.�  Since predictive statements relating to all aspects of the company's business will be made over the course of a conference call, counsel should reassess the risk disclosure each quarter to ensure that it conveys whatever changes exist in the risks confronted by the company.�





	10.	Market participants – analysts, portfolio managers and other institutional investors – should assess their practices regarding the receipt of selectively-disclosed material information.  Indisputably, Regulation FD places its primary emphasis, and burden, on issuers.  The adopting release underscores that the new rules are not implicated when an astute analyst forms a “mosaic” that enables the analyst to reach material conclusions about a company.  The Commission states that the focus of Regulation FD is on issuer disclosure of material information and “not whether an analyst, through some combination of persistence, knowledge, and insight, regards as material information whose significance is not apparent to the reasonable investor.”�





	Analysts and portfolio managers can derive some comfort from such statements.  At the same time, recipients of price sensitive information are not immunized if, for example, they improperly cajole a corporate spokesperson into selectively disclosing material information.  Registered broker-dealers and investment advisers are obligated to develop reasonable procedures to prevent the illegal use of material, nonpublic information.  Intense public (and press) attention to selective disclosure issues makes it advisable to adopt an internal review process to address situations where market participants receive potent market information on a selective basis.�





Conclusion





	Few of these concepts are new to public companies or their investors.  What will change when Regulation FD becomes effective is that the SEC will, for the first time, have a specific remedy to address selective disclosure of material information.  Counseling in this area should not chill communications that are valuable to capital markets.  Rather, those contacts should be structured to avail clients of the protections incorporated into Regulation FD.  Given the high priority the Commission has placed on eradicating selective disclosure practices, public companies and market professionals should inculcate good practices most likely to shield public companies, analysts and investors from the enforcement of Regulation FD.
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� 	Exchange Act Release No. 43154, 65 Fed. Reg. 51,716 (Aug. 24, 2000) (“Adopting Release”).


� 	Key SEC initiatives over the past decade include quality financial reporting, see The “Numbers Game”, Remarks by SEC Chairman Arthur Levitt, NYU Center for Law and Business, Sept. 20, 1998, available at http://www.sec.gov/news/speeches/spch222.txt.  (“I fear that we are witnessing an erosion in the quality of earnings, and therefore, the quality of financial reporting”); emphasizing the importance of MD&A, see Securities Act Release No. 6835 (May 18, 1989) (“MD&A is intended to give the investor an opportunity to look at the company through the eyes of management by providing both a short and long-term analysis of the business of the company.”); and individual accountability for filings, see, e.g.,  Section 21(a) Report Concerning the Conduct of Certain Former Officers and Directors of W.R. Grace & Co., Exchange Act Rel. No. 39157 (Sept. 30, 1997) (“If an officer or director knows or should know that his or her company’s statements concerning particular issues are inadequate or incomplete, he or she has an obligation to correct that failure.”).


� 	A 1998 survey found over four-fifths of the respondents utilized analyst conference calls to discuss, and amplify, quarterly financial results.  National Investor Relations Institute, A Study of Corporate Disclosure Practices 21 (May 1988) (“NIRI Survey”). In the 1998 survey, 86 percent of the respondents reported they review drafts of analyst reports, and nearly as many (79 percent) indicated they check analyst earnings projections or models before they are publicly disseminated.  Id. at 7. Nearly three-fourths indicated that, in providing assistance to analysts, they are prepared to express “comfort” with the existing range of analyst earnings estimates.  Id. at 17.


� 	These perceptions were fueled by anecdotal press reports to the same effect.  See, e.g., Susan Pulliam, Abercrombie & Fitch Ignite Controversy Over Possible Leak of Sluggish Sales Data, Wall St.J., Oct. 14, 1999, at C1.  See also Adopting Release at 51,717, n. 11.


� 	See Adopting Release at 51,717.


� 	Id. at 51,717.


� 	Specifically, new Rule 100(b) excludes communications to: (a) a person who owes a duty of trust or confidence to the issuer (“such as an attorney, investment banker or accountant”), (b) a person who agrees to keep the information confidential or (c) an entity supplied nonpublic information solely for the purpose of developing a publicly-available credit rating.


� 	Id. at 51,719.


� 	Specifically, Rule 103 provides that a violation will not affect whether, for purposes of Forms S-2, S-3 and S-8 under the Securities Act, an issuer may be deemed to have made timely filings of all required Exchange Act reports.  A violation also will not be deemed to affect whether there is adequate current public information about the issuer for purposes of Rule 144.  More generally, Rule 100(b)(2)(iv) excludes from the reach of Regulation FD disclosures made in securities offerings registered under the Securities Act.  The Commission’s release notes that the Division of Corporation Finance is conducting a “systematic review” regarding communications during the offering process and, to the extent that selective disclosure is a concern in registered offerings, the issue will be addressed over the course of that review.  Id. at 51,720.


� 	The adopting release notes that the Commission’s staff will undertake a comprehensive review of the reporting requirements of foreign private issuers, but cautions that such issuers “remain subject to liability for conduct that violates, and meets the jurisdictional requirements of, the antifraud provisions of the federal securities laws.”  Id.


� 	Id. at 51,726, n. 90.


� 	Id.


� 	Regulation FD applies primarily to issuers’ “senior officials,” defined in Rule 101(f) to include a director, executive officer, investor relations or public relations officer or others performing similar functions.


� 	The items identified by the Commissions as ones that “should be reviewed carefully” include “(1) earnings information; (2) mergers, acquisitions, tender offers, joint ventures, or changes in assets; (3) new products or discoveries, or developments regarding customers or suppliers (e.g., the acquisition or loss of a contract); (4) changes in control or in management; (5) change in auditors or auditor notification that the issuer may no longer rely on an auditor’s report; (6) events regarding the issuer’s securities – e.g., changes in dividends, changes to the rights of security holders, public or private sales of additional securities; and (7) bankruptcies or receiverships.”  Adopting Release at 51,721. 


� 	See, e.g., SEC Staff Accounting Bulletin: No. 99 – Materiality (Aug. 12, 1999) (“When, however, management or the independent auditor expects (based, for example, on a pattern of market performance) that a known misstatement may result in a significant positive or negative market reaction, the expected reaction should be taken into account when considering whether a misstatement is material.”).


� 	Adopting Release at 51,722.


�	Id. at 51,723-24.


�	One half of the 225 investor relations managers responding to a February 2000 survey reported that their companies broadcast their analyst conference calls over the Internet.  National Investor Relations Institute, Executive Alert (Feb. 29, 2000)


� 	See supra note 3.


�	Adopting Release at 51,721.


�	Id. (emphasis supplied).


�	Id.


� 	Historically, companies have addressed some of these concerns through the use of “quiet periods.”  Typically, this is a period (one survey found the average to be three weeks) before a quarterly earnings announcement in which the company, at the very least, ceases any discussion regarding quarterly results.  The 1998 NIRI survey found that 77 percent of respondents had adopted a policy and the average quiet period lasted 21.8 days.  See NIRI Survey at 20. Quiet periods cover a time period that represents a “danger zone” for potential selective disclosures – the time period the company’s management has definitive data about its financial results but before the information has been disclosed.  With the adoption of Regulation FD, practices to contain information over this time period become that much more important.  In light of the language in the Commission’s release, companies should not rely exclusively on quiet periods to resolve issues associated with contacts with analysts.


� 	In situations in which company management believes there has been a material change in its earnings trend, that information should be disseminated broadly before it is discussed with any market participant.


�	See Section 21E(c)(2) of the Exchange Act.


�	Compare Harris v. Ivax Corporation, 182 F.3d 799, 807 (11th Cir. 1999) (“[W]hen an investor has been warned of risks of a significance similar to that actually realized, she is sufficiently on notice of the danger of the investment to make an intelligent decision about it according to her own preferences for risk and reward.”), with In re Boeing Sec. Litig., 40 F. Supp. 2d 1160, 1169 (W.D. Wash. 1998) (“The boilerplate warnings in the 10-Q are not meaningful cautionary statements.”).


�	Adopting Release at 51,722.


�	A published report indicates that advisers to prominent mutual funds – including Janus Funds, Fidelity Investments, Capital Research & Management and T. Rowe Price Associates – have procedures addressing the receipt of material, nonpublic information.  See Aaron Lucchetti and Christopher Oster, Janus Worries That SEC Plan Will Limit Access, Wall St.J., Aug. 9, 2000, at C1.
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