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On August 10, 2000, the Securities and
Exchange Commission (the “SEC”)
announced the adoption of Regulation FD
(for “fair disclosure”), a regulation designed
to encourage full and fair disclosure of
information by issuers and to end the
practice of “selective disclosure” of material
information by public companies.  The
SEC received more than 6000 comments
on Regulation FD since first proposing the
new rule in December 1999.  Many
securities industry professionals criticized
the regulation as overly broad and, in an
exception from usual practice, the SEC
approval of the final version of Regulation
FD was by a three to one vote rather than
by unanimous agreement.

We believe that Regulation FD requires
public companies (and the people working
for such companies) to reevaluate, and in
some cases to significantly change, the ways
in which company news is disseminated to
the public in order to avoid the risk of
violating Regulation FD and incurring
related liability.  Depending on the reaction
to this risk, the unintended consequences
of Regulation FD may be more limited,
rather than fuller, disclosure by public
companies. Communications practices,
previously considered acceptable by many
public companies, in which “guidance” on
financial forecasts has been provided in
private settings by executive officers and
investor relations personnel will now likely
give rise to a violation of Regulation FD.

The SEC also unanimously adopted two
new insider trading rules.  Rule 10b5-1
and Rule 10b5-2 represent attempts by the
SEC to clarify and expand insider trading

liability regarding the use, possession and
misappropriation of material nonpublic
information by certain persons. The new
rules will be effective on October 23,
2000.

•  What types of companies are covered by
Regulation FD?

Companies with securities registered under
the Securities Exchange Act of 1934 (the
“Exchange Act”) and companies that are
required to file public reports under the
Exchange Act, including closed-end
investment companies.  Other investment
companies, foreign private issuers and
foreign governments are not covered by the
rule.

•  Which persons at a company are covered
by the new rule?

“Senior officials” and “those persons who
regularly communicate with securities
market professionals or with security
holders.”  Employees in these positions
should be made aware of the new rules.

•  What types of communications are
covered by the new rule?

Communications of “material nonpublic”
information with (1) broker-dealers and
their associated persons; (2) investment
advisors, certain institutional investment
managers and their associated persons; (3)
investment companies, hedge funds and
affiliated persons; and (4) holders of the
company’s securities, under circumstances
in which it is reasonably foreseeable that
such persons would purchase or sell
securities based on such information.

•  What happens if a prohibited disclosure
is made?

If the disclosure is “intentional,” the
company must disclose the information
simultaneously to the public.  If the
disclosure is “non-intentional,” the
company must make prompt disclosure.
Failure to comply with Regulation FD
could result in administrative or civil action
by the SEC against the company and the
individuals responsible for the violation,
which in turn could lead to regulatory
sanctions or monetary penalties.

•  What is the effect of the new insider
trading rules?

In addition to Regulation FD, the SEC
adopted two new rules under the
Exchange Act’s anti-fraud rule, Rule
10b-5, aimed at clarifying and expanding
the scope of potential liability for insider
trading liability issues.  These new rules will
have implications for those persons who,
although not technically “insiders” of a
company, have access to and trade securities
based on material, nonpublic information
gained from family members or in the
scope of fiduciary or other relationships of
trust and confidences with the sources of
such information.

REGULATION “FAIR DISCLOSURE”

Background

Except in certain specified situations, the
federal securities laws currently do not
impose a general requirement on public
companies to disclose all material corporate
developments when they occur or become
known.  Rather, specific information is
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reported on a periodic basis with a public
company’s filing of required reports (e.g., an
annual Form 10-K and quarterly Forms
10-Q).  In addition, a public company
must file a current report on Form 8-K
upon the happening of certain significant
events such as a change in control,
significant acquisition or disposition or
bankruptcy.

Since public companies currently retain a
large measure of control over the timing,
manner and audience of important
disclosure, many companies have engaged
in the practice of selectively disclosing
information to analysts or institutional
investors prior to making a more broad,
public dissemination of the information.
The SEC has expressed concern over
selective disclosure, stating “the current
practice of selective disclosure poses a
serious threat to investor confidence in the
fairness and integrity of the securities
markets.”  The aim of Regulation FD is to
prohibit selective, exclusionary disclosure
practices.

Regulation FD: Aiming to Curtail
Selective Disclosure

Regulation FD does not create any new
obligation to disclose material information,
but instead prohibits selective disclosure of
material nonpublic information by
imposing an obligation to make timely
public disclosure in connection with any
selective disclosure activities prohibited by
the rule.  Under Regulation FD, the
required public disclosure may be made
through several methods, including by a
Form 8-K filing, by press release or through
broad non-exclusionary public access to a
conference call or meeting.  Intentional
disclosure situations require simultaneous
public disclosure, while non-intentional
cases require prompt disclosure, which
means as soon as reasonably practicable
(but within the later of 24 hours or the
commencement of the next New York
Stock Exchange trading day).

Scope of Regulation FD: Disclosures by
“An Issuer or Person Acting on its Behalf ”

Regulation FD applies to all companies
with securities registered pursuant to

Section 12 of the Exchange Act and those
companies required to file reports under
Section 15(d) of the Exchange Act,
including closed-end investment
companies but not including other
investment companies or any foreign
private issuer or foreign government.

Regulation FD regulates disclosure of
material nonpublic information made by
the issuer as well as a “person acting on
behalf of an issuer.”  Such persons include
“any senior official of the issuer . . . or any
other officer, employee, or agent of the
issuer who regularly communicates with”
the certain specified categories of
investment professionals and security
holders discussed below.  The definition of
“person acting on behalf of an issuer”
excludes any rogue employee or agent who
discloses nonpublic information in breach
of a duty of trust or confidence to the
company.

Disclosure of Material Nonpublic
Information

The obligation to make public disclosures
under Regulation FD arises only when the
information is “material.”  Regulation FD’s
adopting release relies on the definition of
“materiality” that is generally applicable
under the securities laws: information is
material if there is a substantial likelihood
that a reasonable shareholder would
consider it important in making an
investment decision.  The SEC recognizes
that time-sensitive materiality judgments
are difficult and has suggested several
practices for public companies to consider:

(1)  designating a limited number of people
who are authorized to make disclosures;

(2)  recording the substance of private
communications with analysts or selected
investors;

(3)  declining to immediately answer
questions before consulting with others;
and

(4)  securing the agreement of analysts not
to use disclosed information until the
disclosing persons have a chance to review
notes of their conversation.

In addition, the SEC notes that it
distinguishes between intentional and
unintentional selective disclosure thereby
allowing public companies some leeway in
situations involving unintentional actions.

Selective Disclosure To Investment
Professionals and Securityholders

Regulation FD applies only to selective
disclosures made to certain categories of
investment professionals and
securityholders enumerated in the
regulation, which are:

(1)  broker-dealers and their associated
persons;

(2)  investment advisors, certain
institutional investment managers and their
associated persons;

(3)  investment companies, hedge funds
and their affiliated persons; and

(4)  holders of the company’s securities,
under circumstances in which it is
reasonably foreseeable that such persons
would purchase or sell securities based on
such information.

Disclosure of material information to (i)
persons who are bound by duties of trust
or confidence or expressly agree (in writing
or orally) to maintain the information in
confidence, and (ii) rating agencies (if the
information is disclosed for rating purposes
and the rulings are publicly available) is
exempt from the regulation.  These
exemptions allow public companies to
disclose confidential information to
outsiders when necessary for business
purposes without the need to make public
disclosure.

Allowable Methods of “Public Disclosure”

In general, public companies can meet their
“public disclosure” obligations under
Regulation FD by furnishing to or filing
with the SEC a Current Report on Form
8-K containing the material information.
An issuer choosing to “file” would use Item
5 of  Form 8-K for the disclosure, and be
subject to potential liability for
misstatements or omissions in filed
information.  “Filed” information would



also be subject to automatic incorporation
by reference into registration statements
under the Securities Act of 1933 (the
“Securities Act”) and therefore such
information could potentially be the basis
of liability under the Securities Act.  An
issuer choosing instead to “furnish” rather
than “file” the information (by disclosing
the information in new Item 9 of Form
8-K) will not be subject to liability for filed
information.  In addition, Form 8-K has
been amended to provide that either filing
or furnishing information on Form 8-K
solely to satisfy Regulation FD will not, by
itself, be deemed an admission as to the
materiality of the information.

The SEC will also allow a public company
several other means of publicly disclosing
information:

(1)  disseminating a press release containing
the information through a widely
circulated news or wire service; and

(2)  disseminating information through any
other method of disclosure that is
reasonably designed to provide broad
public access, and does not exclude access
to members of the public.

The public company would have the
choice of any method that does not limit
public access to announcements and
conferences.  The SEC specifically states
that posting information on the public
company’s website alone would not be a
sufficient means of public disclosure.

Quick Response Required by
Regulation FD

The timing of required public disclosure
would differ depending on whether the
public company has made an “intentional”
or a “non-intentional” disclosure.  A public
company that intentionally discloses
material nonpublic information is required
to publicly disclose the same information
simultaneously.  The simultaneous public
disclosure requirement effectively prevents
companies from engaging in intentional
selective disclosure in private settings such
as during “invitation only” conference calls
or in one-on-one meetings.  An intentional
selective disclosure occurs when “the

individual making the disclosure either
knew prior to making the disclosure, or was
reckless in not knowing, that he or she
would be communicating information that
was material and nonpublic.”  The SEC
observed: “When 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.  If the issuer
official 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.  This is true whether the information
about earnings is communicated expressly
or through indirect ‘guidance,’ the meaning
of which is apparent though implied.”

A public company that unintentionally
selectively discloses material nonpublic
information is required to make public
disclosure promptly.  Promptly is defined to
mean “as soon as reasonably practicable (but
not later than the later of 24 hours or the
commencement of the next New York Stock
Exchange trading day) after a senior official
of the issuer  knows (or is reckless in not
knowing) of the non-intentional
disclosure.”  This would address cases where
a corporate officer mistakenly discloses
material nonpublic information without the
requisite actual or constructive knowledge.
The SEC stated liability will arise in a case
of mistaken determination of materiality
“only if no reasonable person under the
circumstances would have made the same
determination.”  In such cases, the public
company will not be held in violation of
Regulation FD for not having
simultaneously publicly disclosed such
information.

The SEC endorsed the following model for
planned disclosure of material information,
which if made in the sequence as suggested
by the SEC would allow conference call
discussion to proceed without the fear that
additional material details related to the
original disclosure would amount to
selective disclosure of material information
in violation of Regulation FD:

•  First, issue a press release, distributed
through regular channels, containing the
information;

•  Second, provide adequate notice, by a
press release and/or website posting of a
scheduled conference call to discuss the
announced results, giving investors both
the time and date of the conference call,
and instructions on how to access the call;
and

•  Third, hold the conference call in an
open manner, permitting investors to listen
in either by telephonic means or through
Internet webcasting.

If the company desires to provide
“guidance” on financial forecasts during
conference calls, we would recommend
that it follow the foregoing model.  We
would recommend that the company
announce the public availability of the
scheduled conference call with no less than
three business days notice.

Liability Issues

Regulation FD is a disclosure rule designed
to create duties under only Sections 13(a)
and 15(d) of the Exchange Act and
Section 30 of the Investment Company
Act of 1940.  It is not an anti-fraud rule
and is not intended to create duties under
Section 10(b) of the Exchange Act or any
other provision of the securities laws.
Therefore, a public company will not be
subject to private liability due to its failure
to file or publicly disclose material
information required solely by Regulation
FD.

A public company that violates Regulation
FD may be subject to an SEC
enforcement action, including:

(1)  an administrative action seeking a
cease and desist order;

(2)   a civil action seeking an injunction
and/or civil money penalties; and

(3)   an enforcement action against the
individual(s) at the public company
responsible for the violation.



Regulation FD is not intended to extend
existing bases of liability under Rule 10b-5.
A public company’s failure to disclose, in
the proper circumstances, may still give rise
to liability under Rule 10b-5, as could a
disclosure made pursuant to Regulation FD
containing false or misleading information,
or omitting material information.

Registered Securities Offerings Generally
Excluded From Regulation FD

Regulation FD does not apply to
disclosures made in connection with most
registered offerings of securities.  However,
communications that are not made “in
connection with” a registered offering are
subject to Regulation FD.  For example,
the adopting release for Regulation FD
states that statements concerning future
financial performance in a regularly
scheduled conference call would not be
made “in connection with an offering”
simply because the issuer was in the midst
of a registered offering at that time.
Statements made at road shows or in
presentations to a sales force should be
considered made in connection with a
public offering and therefore not subject to
Regulation FD.

Unregistered Securities Offerings Not
Excluded From Regulation FD

Regulation FD does not provide an
exception for communications made in
connection with unregistered offerings,
including offerings made under Rule 144A
or Regulation S, or traditional private
placements.  However, under the exception
for confidential disclosures, an unregistered
offering will not be affected by Regulation
FD so long as all disclosures of material
nonpublic information made in connection
with the offering are made on a
confidential basis.   The agreement to
maintain confidentiality must be “express,”
but, according to the SEC, an “express oral
agreement” will suffice.  To avoid potential
proof problems, we would recommend that
companies obtain written confidentiality
agreements in such situations if at all
possible.

INSIDER TRADING RULES

In addition to Regulation FD, the SEC
adopted two new rules to clarify the scope
of and the circumstances under which a
person may be found liable for “insider
trading.”

Rule 10b5-1: Trading “On the Basis of ”
Material Nonpublic Information

Prior to the adoption of Rule 10b5-1, there
were unsettled issues in the law applicable
to insider trading liability.  The SEC had
traditionally argued that trading while in
“knowing possession” of material nonpublic
information is sufficient to impose liability
and that proof of actual “use” of the
information should not be required.
However, several courts disagreed on the
standard required to impose liability for
insider trading.

As a result, the SEC has adopted Rule
10b5-1 in an attempt to clarify the use/
possession issue and has determined that
“knowing possession,” with specific
defenses carved out, is sufficient to impose
liability for insider trading.  The SEC
specifically provides that this proposal is
intended to apply only to the use/
possession issue in insider trading cases
under Rule 10b-5 and not to modify or
address any other aspect of insider trading
law, which has been established by case law
under Rule 10b-5.

The judge-crafted definition of insider
trading is that it is illegal to trade a security
“on the basis of material nonpublic
information about that security or issuer, in
breach of a duty of trust or confidence that
is owed directly, indirectly or derivatively,
to the issuer of that security or the
shareholders of that issuer, or to any other
person who is the source of the material
nonpublic information.”  Rule 10b5-1
defines trading “on the basis of” material
nonpublic information to mean if the
trader “was aware of ” the information when
he or she made the purchase or sale.  The
SEC reasons that “awareness” of material
nonpublic information will ultimately lead
to the use of the information.  The SEC

also recognizes that there are specific
instances where a person will “knowingly
possess” material nonpublic information
but not use the information when making
the decision to trade in the security.
Therefore, the rule allows for an affirmative
defense if the following can be established:

•  prior to “awareness” of the material
nonpublic information, a person entered
into a “binding contract to purchase or sell
the security;”

•  prior to “awareness” of the material
nonpublic information, a person
“instructed another person to purchase or
sell the security for the instructing person’s
account;” or

•  before becoming aware of material
nonpublic information, a person “adopted
a written plan for trading securities.”

In addition, the individual would be
required to demonstrate that the contract,
plan or instruction to trade either:

•  specified the amount of securities to be
purchased or sold and the price at which,
and the date on which the securities were
to be purchased or sold;

•  included a written formula or algorithm,
or computer program, for determining the
amount of securities to be purchased or
sold and the price at which and the date on
which the securities were to be purchased
or sold; or

•  did not permit the individual to exercise
any subsequent influence over how, when
or whether to effect purchases or sales,
provided that the actual purchaser or seller
was not aware of the material nonpublic
information.

Finally, the affirmative defense will be
applicable if it can be demonstrated that
the purchase or sale that actually occurred
was pursuant to a contract, instruction or
plan (i.e., no deviation from the contract,
plan or instruction and no “hedging”
transactions occurred).



Rule 10b5-2: Duties of Trust or
Confidence in Misappropriation Insider
Trading Cases

Under the misappropriation theory of
insider trading, upheld by the Supreme
Court in United States v. O’Hagan (1997),
a person violates Section 10(b) of the
Exchange Act and Rule 10b-5 by
misappropriating material nonpublic
information for securities trading purposes
in breach of a duty of loyalty and
confidence.  In some situations, such as
business relationships, the existence of such
a duty is fairly clear.  However, in
non-business relationships it is not settled
in the case law when the duty of trust or
confidence arises.  In an attempt to clarify
the scope of the duty of trust and
confidence in non-business relationships,
the SEC has adopted Rule 10b5-2.

Rule 10b5-2 sets forth situations in which
a duty of trust or confidence will arise for
purposes of the “misappropriation theory”
of insider trading.  The rule will apply to
any cases based on the misappropriation
theory whether involving trading by an

individual or “tipping” (i.e., passing
information from person to person to an
ultimate trader in securities).  Under the
rule, a person will owe a duty of trust and
loyalty to the provider of confidential,
material information under the following
circumstances:

•  when the recipient agrees to keep the
information confidential;

•  when two people have a history, pattern
or practice of sharing confidences and the
person communicating the information has
a reasonable expectation that the
information will be kept confidential; or

•  when the communicator of the
information is a spouse, parent-child or
sibling, unless it can be demonstrated that
under the facts and circumstances of the
particular family relationship, no duty of
trust or confidence existed.

It should be noted that the second of these
situations is not limited to traditional
business relationships such as
attorney-client.

CONCLUSION

The SEC’s adoption of Regulation FD
and the new insider trading rules could
significantly increase potential liability for
public companies and related individuals.
As a result, we recommend that companies
reevaluate their current practices and
consider the need for policy revisions
regarding both the disclosure of material
information and insider trading to ensure
compliance with the SEC’s position.  We
will monitor developments regularly and
keep you informed on this important
subject.

If you would like more information, please
contact Michael L. Zuppone at (212)
318-6906 or Knute J. Salhus at (212)
318-6317, or via e-mail at
mzuppone@phjw.com or kjsalhus@phjw.com,
respectively.
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