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In the wake of Enron and the unanticipated and significant decline in the financial
position of other public companies, the role of the securities analyst has been scrutinized by
Congress, the Securities and Exchange Commission (the “SEC”), state regulators and various
self-regulatory organizations. Asaresult, securities analysts can be expected to be more
aggressive in seeking information about public companies. Judgments about what can be said to
analysts and when have, of course, become even more difficult in light of the SEC’ s efforts,
through Regulation FD (Fair Disclosure),’ to eliminate selective disclosure of material
information to analysts and other market professionals. Recent scandals involving close-knit
relationships between securities analysts and companies will also have a significant impact on
the level of scrutiny applied to communications between analysts and companies—by the SEC as
well asthe courts. In the aftermath of these scandals, coupled with the stringent requirements of
Regulation FD, rigorous monitoring of company communications with analystsis highly
advisable? This memorandum sets out guidelines for communications between management and
securities analystsin light of applicable case law and the SEC’s Regulation FD. A one-page
summary of the guidelinesis attached for your convenience.

l. | ntr oduction

Securities analysts play akey role in securities markets, and publicly held
companies as a matter of market practice regularly brief them to help them understand company
results and business trends. There have been some unfortunate instances, however, in which
analysts have received nonpublic information on which their clients have acted before the
information was disclosed to the general public. The result has been a heightened campaign by
the SEC against selective disclosure.

The U.S. rules governing disclosure to analysts by issuers emerge from case law
construing a basic antifraud rule, Rule 10b-5 under the Securities Exchange Act of 1934 (the
“Exchange Act”), and as aresult are not straightforward, at times ambiguous and, in any event,
have not been applied, with one known exception,®to communications between issuers and
analysts. This situation led the SEC to adopt a new disclosure regime, Regulation FD,* to

1 Selective Disclosure and Insider Trading, SEC Release Nos. 33-7881, 34-43154, |C-24599 (Aug. 15,
2000).

The professional associations representing public companies and analysts are also making an effort to
shape the parameters of the relationship between these parties. In March 2004, the Association for
Investment Management and Research and the National Investor Relations Institute proposed best-practice
guidelines to govern the relationship between corporate issuers and the securities analysts who cover them.
See Association for Investment Management and Research, Best Practice Guidelines Governing the
Analyst/Corporate Issuer Relationship (2004), at http://www.cfainstitute.org/standards/pdf/aim-
rniricommentfinal.pdf. The proposed guidelines address (i) information flow between analysts and issuers;
(ii) analysts' conduct in preparing and publishing research reports and making investment
recommendations; (iii) issuers’ conduct in providing analysts with access to corporate management; (iv)
review of analyst reports by issuers; and (v) research that is solicited, paid for or sponsored by the issuer.

3 See SEC v. Sevens, SEC Litigation Release No. 12813 (Mar. 19, 1991), discussed below.
4 Selective Disclosure and Insider Trading, SEC Release Nos. 33-7881, 34-43154, |C-24599 (Aug. 15,
2000).


http://www.cfainstitute.org/standards/pdf/aimrniricommentfinal.pdf
http://www.cfainstitute.org/standards/pdf/aimrniricommentfinal.pdf

prevent material nonpublic information from being given selectively to market professionals
(broker-dealers, investment advisers and managers, and investment companies), who could use
such information to their own or their clients' advantage. Regulation FD appliesto
communications on behalf of the issuer with market professionals and with securityholders who
may foreseeably trade on the basis of the disclosed information.

Although Regulation FD does not apply to foreign issuers, they too should avoid
selective disclosure of material nonpublic information, and many foreign issuers have elected to
comply voluntarily with Regulation FD. The SEC hasindicated that it is reviewing the
disclosure requirements of foreign companies to assess whether Regulation FD should be made
applicable to them, and in any event, ill-considered disclosure can lead to liability both for the
company and for its management personally under Rule 10b-5, give rise to an unanticipated duty
to update and have adverse market consequences.

[. General Disclosure Requirements and Rule 10b-5 Liability

U.S. federal court interpretations of Rule 10b-5 have led to three general
principles with respect to the disclosure of corporate information to securities analysts and the
public. First, Rule 10b-5 by itself does not normally require management to disclose material
nonpublic information regarding the company to the investment community.® Subject to certain
exceptions discussed below, the timing of such disclosure is ordinarily left to the business
judgment of management. Second, if acompany does disclose corporate information (whether
voluntarily or otherwise), Rule 10b-5 requires that those disclosures neither contain misleading
statements of material information nor omit material facts.® Third, when divulging material
nonpublic information, company officials may not disclose it exclusively to securities analysts,
but rather must make the information available to the general public,” if those officials could be

° See Cooperman v. Individual, Inc., 171 F.3d 43, 49 (1st Cir. 1999); see also Shaw v. Digital Equip. Corp.,
82 F.3d 1194, 1202 (1st Cir. 1996) (recognizing that “the mere possession of material nonpublic
information does not create a duty to discloseit”). Despite the lack of disclosure obligations generally
under Rule 10b-5, the courts have found an obligation to disclose material nonpublic information (i) when
the corporation or a corporate insider trades on confidential information, (ii) when a corporation has made
inaccurate, incomplete or misleading disclosure or (iii) when a statute or regulation requires disclosure. See
Backman v. Polaroid Corp., 910 F.2d 10, 20 (1st Cir. 1990) (en banc).

We note that other jurisdictions may require disclosure of material information if such information would

be deemed to affect the price of a company’slisted securities. See, e.g., Universal Salvage PLC, Financial
Services Authority Final Notice (May 19, 2004) (fining U.K. company for violation of Listing Rule 9.1 of
the Financial Services and Markets Act 2000, which requires disclosure of “any major new development”

that could cause “ substantial movement in the price of [a company’ 5] listed securities”).

6 Rule 10b-5(b) under the Exchange Act.

The SEC staff has made clear, in the context of Regulation FD, that the disclosure of material nonpublic
information at a shareholders’ meeting does not constitute public disclosure if that meeting is not open to
the public. SEC, Division of Corporation Finance, Manual of Publicly Available Telephone

Inter pretations, Supplement, Regulation FD, Question 4 (May 2001). However, disclosure through an
Exchange Act filing may constitute public disclosure so long as the issuer has brought the disclosure to the
attention of the readers of thefiling. I1d. at Question 5.



found to have gained a personal benefit from the selective disclosure. Selective disclosure can
lead to liability for the company and for company officials themselves for insider trading by
persons receiving the disclosure.

Although Rule 10b-5 might not require dissemination of material information, the
New York Stock Exchange (the “NY SE”) expects listed companies to disclose such facts
promptly, subject to alimited exception for commercially sensitive information.?. Companies
guoted on the Nasdag National Market (the “Nasdaq”) are required, except in unusual
circumstances, to disclose promptly to the public through any Regulation FD compliant method
of disclosure (e.g., filing a Form 8-K (or, presumably for foreign issuers, a Form 6-K),
distributing a press release through awidely circulated news or wire service, or holding a press
conference to which the public is granted access) any material information that would reasonably
be expected to affect the value of their securities or influence investors' decisions, and to notify
the Nasdaq of the release of any such information prior to itsrelease to the public.’  The NASD,
Inc. (the “NASD”) and NYY SE rules, however, do not have the force of law and cannot be the
basis for an implied private right of action. The Second Circuit held in Sate Teachers
Retirement Board v. Fluor Corp. that no private right of action exists for aviolation of the NY SE
Listed Company Manual’s disclosure rules.®® The court reasoned that, given the extensive
regulation in this area by Congress and the SEC, “afedera claim for violation of the[NY SE’s
Listed] Company Manual rules regarding disclosure of corporate news cannot be inferred.”**

In addition, the SEC has expanded the disclosure requirements of Form 8-K to
require disclosure of certain additional material events on Form 8-K within four business days of
the event’s occurrence.® The new and expanded items are summarized below:

e entry into amaterial nonordinary course agreement;

e termination of a material nonordinary course agreement;

e creation of amaterial direct financial obligation or amaterial contingent off-
bal ance sheet obligation;

e triggering event that accelerates or increases a material direct financial
obligation or amaterial off-balance sheet obligation;

8 NY SE Listed Company Manual §202.05 to §202.06.

° NASD Marketplace Rules, IM-4120-1, NASD Manua (CCH).

10 654 F.2d 843, 852.

n Id. at 852-53; accord In re Verifone Sec. Litig., 11 F.3d 865, 870 (9th Cir. 1993) (“We decline to hold that a

violation of exchange rules governing disclosure may be imported as a surrogate for straight materiality
analysis under §10(b) and Rule 10b-5.").

12 See SEC Release Nos. 33-8400; 34-49424 (Mar 16, 2004).



e material costs associated with exit or disposal activities;
e amateria impairment;

e notice of delisting or failure to satisfy a continued listing rule or standard or a
transfer of listing;

e conclusion or notice that securityholders may not rely on the company’s
previously issued financial statements or arelated audit report or interim
review as aresult of error;

e departure of directors and principal officers; election of directors or
appointment of principal officers,

e charter or bylaw amendments; change in fiscal year;
e unregistered sales of equity securities; and
e material modification to securityholder rights.

Although the SEC has not amended Form 6-K to require new disclosures by
foreign private issuers or to change theillustrative list of disclosureitemsin the instructionsto
Form 6-K, foreign private issuers should view the changes to Form 8-K as an important signal.
At aminimum, foreign private issuers should consider the expanded list of itemsin Form 8-K in
deciding whether particular press releases or home-country filings are material (and thus covered
by Form 6-K) and which Form 6-K reports should be incorporated into their registration
statements under the Securities Act of 1933 (the “ Securities Act”).

Finally, when preparing disclosure responsive to the SEC’' s Exchange Act
reporting requirements, companies should be mindful of Rule 12b-20, which requires inclusion
of any information beyond what is expressly required “as may be necessary to make the required
statements, in the light of the circumstances under which they are made, not misleading.” The
SEC has brought enforcement actions for violating Rule 12b-20 even in the context of Form 6-K
filings, where there are no express disclosure requirements.

[1l. TheNatureof “Material” Information

Because the U.S. securities laws, including Rule 10b-5 under the Exchange Act,
generally impose liability only when the information disclosed or omitted is“materia,” it is
important, but also exceedingly difficult in many cases, to distinguish “material” from
“immaterial” facts. Courts have formulated a number of testsin recent years attempting to

3 See In re Sony Corporation and Sumio Sano, SEC Release No. 34-40305 (Aug. 5, 1998) (SEC found that
Sony failed to identify greater than anticipated losses at Sony Pictures and to discuss a“known trend”
involving cumulative losses of more than $1 billion); see also SEC v. Sony Corp., SEC Litigation Release
No. 15832 (Aug. 5, 1998) (proceeding against the individual Sony officer responsible for disclosure
matters).



define the types of information that would be material for purposes of Rule 10b-5. The Supreme
Court has held that information is material if it “would have been viewed by the reasonable
investor as having significantly altered the ‘total mix’ of information made available.”** The
Second Circuit has enunciated a more specific standard, holding that afact is to be considered
materia if it is*“reasonably certain to have a substantial effect on the market price of the
security” ™ or “if thereis a substantial likelihood that a reasonable person would consider it
important in deciding whether to buy or sell shares.”'® The SEC has consistently stated that
materiality is not solely a quantitative determination and that qualitative materiality judgments
must be made based on “all the facts and circumstances.”*” The SEC, in Staff Accounting
Bulletin No. 99, discussed the necessity and difficulty of making these determinations and
provided some examples.*®

While these judicial standards are imprecise, certain types of information would
almost always be considered material. The most obvious example would be earnings reports or
earnings projections (whether favorable or unfavorable) because these data usually have an
immediate, and often dramatic, impact on a company’s stock price.’® The following list of
potentially material information illustrates by way of example other types of facts that may be so
important to investment decisions that their selective disclosure to analysts could lead to Rule
10b-5 liability:

14 Basic Inc. v. Levinson, 485 U.S. 224, 231-32 (1988) (internal quotation omitted).

B SEC v. Texas Gulf Sulphur Co., 401 F.2d 833, 848 (2d Cir. 1968) (en banc), cert. denied sub nom. Coates
v. SEC, 394 U.S. 976 (1969).

1o Azriglli v. Cohen Law Offices, 21 F.3d 512, 518 (2d Cir. 1994).

v In Ganino v. Citizens Utilities Co., the Second Circuit relied on Basic Inc. v. Levinson and SEC Staff

Accounting Bulletin No. 99 in declining to hold immaterial as a matter of law misstatements regarding
revenue recognition because the revenue in question amounted to only 1.7% of the defendant’ s total
revenue for the year. 228 F.3d 154 (2d Cir. 2000). The court rejected a bright-line test for materiality,
emphasizing that materiality judgments must be made in the context of all relevant facts and circumstances.
Id. at 165.

18 SEC, Staff Accounting Bulletin No. 99—M ateriality (Aug. 12, 1999), Fed. Sec. L. Rep. (CCH) 1 75,563.
For example, improper revenue recognition designed to ensure earnings do not fall outside the range of
analysts’ expectations could be a violation even if the effect were only one or two cents a share.

19 In both SEC v. Bausch & Lomb, Inc., 565 F.2d 8, 14-15 (2d Cir. 1977) and Elkind v. Liggett & Myers, Inc.,
635 F.2d 156, 163-67 (2d Cir. 1980), the Second Circuit found earnings projections to be material. The
award of asignificant supply contract would also most likely constitute material information. In State
Teachers Retirement Board v. Fluor Corp., for example, the Second Circuit held that management’s
selective disclosure to an analyst regarding the “imminence” of being awarded a major contract could
generate liability under Rule 10b-5. 654 F.2d 843, 854. The court also noted that even the mere decision
to bid on this billion dollar project would represent significant information to the reasonable investor.
While the court in Fluor noted that the award of a major contract and the decision to bid on alarge project
could constitute material information, the court nevertheless found that the company’ s actions did not
violate Rule 10b-5, as discussed in more detail below. On remand, the district court further held that
capital expenditure projections could be considered material. State Teachers Retirement Bd. v. Fluor
Corp., 566 F. Supp. 945, 950 (S.D.N.Y. 1982).



adecrease or increase in dividend rate or a proposed stock split;

asignificant acquisition or disposition of assets or businesses, including
pursuant to ajoint venture or merger;

significant labor problems;
the discovery or development of a significant new product;

the acquisition or loss of an important contract or major change in backlog or
other significant development involving customers or suppliers,

the proposed sale of a significant amount of additional securities or the
incurrence of significant new indebtedness or a default under existing
indebtedness;

achangein control or significant change in management;

atender offer for another company’ s shares;

significant litigation; and

anot?oer event requiring the filing of a current report under the Exchange
Act.

Courts, however, have found certain types of statements not to be material asa

matter of law. For example, they have held that statements such as “our company is poised to
carry the growth and success of the past year well into the future” to be soft, puffing statements
that are not material for purposes of Rule 10b-5.** Courts have also held that an omission is not
material where the information omitted is already in the public domain.? In adopting Regulation
FD, the SEC made clear that an analyst’s ability to piece together immaterial information into a

20

21

22

Thelist of additional events the SEC requires issuers to disclose on Form 8-K is also representative of
materia events.

Raab v. Gen. Physics Corp., 4 F.3d 286, 289 (4th Cir. 1993); accord Lasker v. New York State Elec. & Gas
Corp., 85 F.3d 55, 59 (2d Cir. 1996) (per curiam) (observing that “broad, general statements’ are “precisely
the type of ‘puffery’ that this and other circuits have consistently held to be inactionable”); San Leandro
Emergency Med. Group Profit Sharing Plan v. Philip Morris Cos., 75 F.3d 801, 807, 811 (2d Cir. 1996)
(holding that company statement that “[w]e expect 1993 to mark another year of strong growth in earnings
per share” constituted inactionable puffery); see also InreK-tel Intern., Inc. Sec. Litig., 300 F.3d 881, 897
(8th Cir. 2002) (stating that “[i]mmaterial statementsinclude vague, soft, puffing statements”).

See Longman v. Food Lion, Inc., 197 F.3d 675, 685-86 (4th Cir. 1999), cert. denied, 529 U.S. 1067 (2000).



mosaic of information that, taken together, is material would not result in aviolation of
Regulation FD (or, presumably, Rule 10b-5).%

Nevertheless, in light of the broad range of information that has been found to be
material, management should be cautious when concluding that any factual information is not
material and therefore may be selectively disclosed to analysts. Management should do so only
when it is confident the information in question is entirely consistent with information that
aready is publicly available so that the additional disclosure will have no impact on the market
price of the company’s securities.

V. Liability for Mideading Statements and Omissions of Material Fact

Rule 10b-5 liability can aso arise if a communication made to analysts or to the
general public contains a misleading material statement or omits a material fact.?* Two SEC
administrative rulings, In re Carnation Company® and In re E.ON AG,?® demonstrate the extent
to which liability can attach under these circumstances.

In In re Carnation Company, a corporate official publicly stated that no company
news or corporate developments could account for recent stock activity and that, to the best of
his knowledge, the company was not engaged in any acquisition negotiations. The official,
however, was unaware that negotiations were actually taking place regarding the acquisition of
Carnation by Nestle. The SEC ruled that, despite the official’ signorance of company
developments, such comments violated the Rule 10b-5 prohibition against material
misstatements. Because an official cannot be expected to know everything that happensin a
corporation, officials communicating with analysts or the public should consult with senior
executives prior to making a definitive statement about matters of which they are not certain.

In re E.ON AG involved management denials of merger discussions that were in
fact occurring. The merger discussions involved two German companies, and the denials were
not, according to E.ON AG, aviolation of German law. While one of the parties was listed on
the NY SE, only asmall percentage of its shares was held by U.S. investors. Moreover, both
companies were persuaded that a no-comment policy would be construed by the German press as
a confirmation that talks were going on and that premature disclosure would have jeopardized
the ultimate merger. Nevertheless, the SEC ruled that the statements denying the merger

= Selective Disclosure and Insider Trading, SEC Release Nos. 33-7881, 34-43154, |C-24599 (Aug. 15,
2000).

2 In private causes of action alleging material misrepresentation or omission, the plaintiff must also prove

reliance upon such misleading disclosure to prevail under Rule 10b-5. See Basic Inc. v. Levinson, 485 U.S.

224, 243 (1988) (holding that “reliance is an element of a Rule 10b-5 cause of action . . . . Reliance

provides the requisite causal connection between a defendant’ s misrepresentation and a plaintiff’ sinjury.”).

% SEC Release No. 34-22214 (July 8, 1985).

% SEC Release No. 34-43372 (Sept. 28, 2000).



discussions were false and a violation of Rule 10b-5. E.ON subsequently adopted a no-comment
policy, as have most other German companies publicly traded in the United States.

V. Duty to Correct or Update Previous Communications

A duty to correct previous communications arises when the issuer of the statement
discovers that the statement was inaccurate or misleading when made.”” Even if acompany’s
statements are accurate when made, a duty to update explicit or implicit forward-looking
statements may arise if circumstances change and such statements become inaccurate or
misleading.?® Currently, the circuits are split on whether a duty to update exists. The First,
Second and Third Circuits have recognized a duty to update but generally have construed it
narrowly (including rejecting its applicability to routine earnings guidance in the Third Circuit
and the Southern District of New Y ork), while the Seventh Circuit has held that there is no duty
to update forward-looking statements. Other circuits either appear to have approved a duty to
update in dicta® or have not yet decided whether a duty to update exists.*

Courts have considered a variety of factorsin determining whether a company
had a duty to update. Some courts have emphasized that “optimistic, vague projections of future
success which prove to beill-founded are not, without more, sufficiently material to incur Rule
10b-5 liability.”*" Other courts have concluded that a duty to update forward-looking disclosure
requires an implicit factual representation that remained “alive” in the minds of investors as a

2 See, e.g., Sransky v. Cummins Engine Co., 51 F.3d 1329, 1331 (7th Cir. 1995) (stating that the duty to
correct is often confused with the duty to update and that the “former applies when a company makes a
historical statement that, at the time made, the company believed to be true, but as revealed by
subsequently discovered information actually was not. The company then must correct the prior statement
within areasonable time.”); Backman v. Polaroid Corp., 910 F.2d 10, 16-17 (1st Cir. 1990). Whilethe
duty to correct generally applies only to statements of historical fact, it may also apply to forward-looking
statements if they are based on historical facts that a company later discovers were incorrect. Seelnre
Burlington Coat Factory Sec. Litig., 114 F.3d 1410, 1431 (3d Cir. 1997).

= Seelnrelnt’l Bus. Mach. Corp. Sec. Litig., 163 F.3d 102, 110 (2d Cir. 1998); Weiner v. Quaker Oats Co.,
129 F.3d 310, 316 (3d Cir. 1997); Backman, 910 F.2d at 16-17; Greenfield v. Heublein, Inc., 742 F.2d 751,
758 (3d Cir. 1984), cert. denied, 469 U.S. 1215 (1985). But see Gallagher v. Abbott Labs., 269 F.3d 806,
810-11 (7th Cir. 2001) (reasoning duty to update would undermine purpose of periodic reporting regime);
Stransky, 51 F.3d at 1332 (holding no duty to update forward-looking statements that become untrue
because of subseguent events).

2 See, e.g., Hillson Partners Ltd. P’ ship v. Adage, Inc., 42 F.3d 204, 219 n.13 (4th Cir. 1994); Rubinstein v.
Callins, 20 F.3d 160, 170 n.41 (5th Cir. 1994).

%0 See, e.g., Helwig v. Vencor, Inc., 251 F.3d 540, 561 n.6 (6th Cir. 2001) (en banc), cert. dismissed, 536 U.S.
935 (2002).

3 In reHealthco Int’'| Inc. Sec. Litig., 777 F. Supp. 109, 113 (D. Mass. 1991); accord In re Burlington Coat

Factory Sec. Litig., 114 F.3d at 1432; Kowal v. MCI Communications Corp., 16 F.3d 1271, 1276-77 (D.C.
Cir. 1994); Friedman v. Mohasco Corp., 929 F.2d 77, 79 (2d Cir. 1991). Thelaw isclear, however, that
statements of opinion by top corporate officials may be actionable if made without areasonable basis, see
Virginia Bankshares, Inc. v. Sandberg, 501 U.S. 1083, 1093-94 (1991), or not in good faith, see Kowal, 16
F.3d at 1277.



continuing representation.* In McCarthy v. C-COR Electronics, Inc., the court suggested certain
elements that could be considered in determining whether or not a duty to update exists.>® For
example, the specificity of the predictions was one factor that could weigh in favor of aduty to
update. Predictions of corporate success more distant in the future were also believed to be
“necessarily lessreliable.”** Finally, the court suggested that the “degree to which the prediction
... isinherently [more] difficult or unreliable” also should be considered.®

In Backman v. Polaroid Corp., the company released a quarterly report that
allegedly misrepresented the prospects for the sales and profitability of anew camera® The
plaintiffs argued that although the company had instructed its manufacturers to significantly
reduce production, the report expressed the company’ s continued optimism regarding the
product. The First Circuit stated that if a disclosure is misleading when made, the company is
under a duty to correct the statement promptly. The court also recognized that “in special
circumstances, a statement, correct at the time, may have aforward intent and connotation upon
which parties may be expected to rely.”*" In such circumstances, “further disclosure” could be
necessary to avoid misleading the investing public.®

InInre Time Warner Inc. Securities Litigation, corporate officials had previously
disclosed that the company was seeking foreign strategic aliances, and plaintiffs alleged that
management had a duty to update such disclosure when problems arose concerning negotiations
within the proposed aliance.** The Second Circuit held that, pursuant to Rule 10b-5, companies
have a duty to update prior statements not only if intervening events completely negate such
earlier remarks but also if such events render previously disclosed information materially
misleading.** However, the court refused to hold the company liable under the facts of this case,
emphasizing that company statements were not definitive predictions that such deals would be
struck, but rather merely expressed management hopes that negotiations would be successful.
For this reason, the court found that the attributed public statements lacked the sort of definitive
projections that might require later correction.

® See, e.g., Oran v. Safford, 226 F.3d 275, 286 (3d Cir. 2000); Weiner, 129 F.3d at 321.

3 McCarthy v. C-COR Elecs,, Inc., 909 F. Supp. 970 (E.D. Pa. 1995).

i Id. at 977.

® Id.

% Backman v. Polaroid Corp., 910 F.2d 10 (1st Cir. 1990).

s Id. at 17.

% Id.

3 Inre Time Warner Inc. Sec. Litig., 9 F.3d 259 (2d Cir. 1993), cert. denied, 511 U.S. 1017 (1994).
40 Id. at 267-68.



The Third Circuit’s decision in Weiner v. Quaker Oats Co. indicates how courts
may analyze differently the broad range of forward-looking statements companies make.** On
the one hand, the court held that a failure to update a statement regarding a specific targeted
debt-to-equity ratio guideline that ceased to apply because of a subsequent acquisition could be
actionable.*> On the other hand, the court refused to find actionable a failure to update an
earnings projection rendered inaccurate by that same acquisition, because the projection was
presented more vaguely as “earnings growth of at least 7 percent over time.”*®

The Seventh Circuit isthe only circuit that has affirmatively taken the position
that there is no duty to update. In Stransky v. Cummins Engine Co., the company issued
optimistic statementsin press releases about its redesigned engines.** The engines were later
discovered to have design problems that led to higher than anticipated warranty costs. The court
held that there was no duty to update forward-looking statements that become untrue due to
subsequent events.*®

Because Regulation FD’ s prohibition on selective disclosure has made the public
issuance of earnings guidance more prevalent, the question of whether there is a duty to update
earnings guidance has become increasingly important. The Third Circuit isthe only circuit that
has both recognized the duty to update and expressly addressed whether it applies to ordinary
earnings guidance. InInre Burlington Coat Factory Securities Litigation, the Third Circuit
declined to impose a duty to update an ordinary earnings projection, noting that “disclosure of a
specific earnings forecast does not contain the implication that the forecast will continue to hold
good even as circumstances change.”*® This holding arguably is inconsistent with other casesin
the Third Circuit, and in other circuits that recognize a duty to update, because it appears to
create a per se exception for earnings guidance, whereas the other cases generally exclude only
statements that are too vague or optimistic to be treated as ongoing factual representations.*’

4 Weiner v. Quaker Oats Co., 129 F.3d 310 (3d Cir. 1997).
42 Id. at 314-18. Although the court in Weiner discusses the company’s duty to update the forward-looking
debt-to-equity ratio guideline when it became unreliable, at other points it suggests that the duty may be
limited to not repeating a forward-looking statement that has become unreliable. 1d. at 317, 320 n.11. On
remand, the district court denied the defendants’ motion to dismiss, concluding that the company had a
“duty to update” its debt-to-equity ratio guideline. Weiner v. Quaker Oats Co., No. 98 C 3123, 2000 WL
1700136, at *11 (N.D. Ill. Nov. 13, 2000).

43 Weiner., 129 F.3d at 313 (emphasis added).
“ Stransky v. Cummins Engine Co., 51 F.3d 1329 (7th Cir. 1995).
° Id. at 1332; accord Gallagher v. Abbott Labs., 269 F.3d 806, 810-11 (7th Cir. 2001); see also Eisenstadt v.

Centel Corp., 113 F.3d 738, 746 (7th Cir. 1997) (observing that no legal duty exists in the Seventh Circuit
to revise predictions that subsequent events prove incorrect).

46 In re Burlington Coat Factory Sec. Litig., 114 F.3d 1410, 1433 (3d Cir. 1997).

a7 The court attempted to distinguish its holding from earlier decisionsinvolving the duty to update, which the

court characterized as relating to a potential fundamental change to acompany’sbusiness. Id. at 1433.
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Nevertheless, the Third Circuit reaffirmed this decision in In Re Advanta Corp. Securities
Litigation, holding that Advanta had no duty to update a statement made by one of its investor
relations officersin a Dow Jones article that “[o]ver the next six months Advantawill experience
alargeincrease in revenues as it converts more than $5 billion in accounts that are now at teaser
rates of about 7% to its normal interest rate of about 17%” when Advanta later decided to reprice
the accounts at 13% or 14%."®

A case decided in the Southern District of New Y ork in 2003 (subsequently
affirmed by the Second Circuit in an unreported decision) indicates that the Second Circuit may
strike asimilar balance between the duty to update and routine earnings guidance. Ininre
Duane Reade Inc. Securities Litigation, the court held that Duane Reade did not have a duty to
update quarterly sales projections for its nonprescription products before releasing quarterly
results of the products’ sales performance that did not meet the projections.”® The district court
held that the non-prescription sales projections were immaterial and therefore not subject to a
duty to update.®® Moreover, quoting the Seventh Circuit’s decision in Sransky, the court stated
that a“‘ company has no duty to update forward-looking statements merely because changing
circumstances have proven them wrong.’”>* The district court, however, did not attempt to
harmonize its holding with the Second Circuit’s decision in In re Time Warner Inc. Securities
Litigation, which suggested in dicta that a duty to update “ definite” projections or opinions may
arise if intervening events have rendered them misleading.>* Nor did the district court address
Second Circuit precedent, albeit dated, finding earnings projections material.®> Nevertheless, the
Second Circuit has now affirmed the district court decision in Duane Reade, althoughin a
nonprecedential, unpublished summary order, and we believe other courts are likely to follow the
Third Circuit trend and reject a duty to update routine earnings guidance.

“8 In re Advanta Corp. Sec. Litig., 180 F.3d 525, 536 (3rd Cir. 1999) (citing In re Burlington Coat Factory
Sec. Litig., 114 F.3d at 1433) (“[T]he voluntary disclosure of an ordinary earnings forecast does not trigger
any duty to update.”)); see generally In re Verity, Inc. Sec. Litig., No. C99-5337CRB, 2000 WL 1175580,
at *5 (N.D.Cal. Aug. 11, 2000) (discussing cases regarding duty to update disclosure).

49 In re Duane Reade Inc. Sec. Litig., No. 02 Civ. 6478(NRB), 2003 WL 22801416, at *7 (S.D.N.Y. Nov. 25,
2003) aff'd sub nom. Nardoff v. Duane Reade, Inc., No. 03-9352, 2004 WL 1842801 (2d Cir. Aug. 17,
2004) (unpublished summary order).

0 Id. at *7.
5 Id. at *7 (quoting Stransky, 51 F.3d at 1333 n.9).
52 In re Time Warner Inc. Sec. Litig., 9 F.3d 259, 267 (2d Cir. 1993) (holding that company’ s hopeful

statements regarding strategic alliances “lack[ed] the sort of definite positive projections that might require
later correction”).

=3 See Elkind v. Liggett & Myers, Inc., 635 F.2d 156, 164 n.12 (2d Cir.1980) (“Liability may follow where
management intentionally fosters a mistaken belief concerning amaterial fact, such asits evaluation of the
company's progress and earnings prospects.”); SEC v. Texas Gulf Sulphur Co., 401 F.2d 833, 849 (2d Cir.
1968) (“[M]aterial factsinclude. . . information disclosing the earnings and distributions of a company.”).
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In sum, the case law demonstrates that outside the Seventh Circuit, forward-
looking statements may be subject to a duty to update. Generally, this duty applies unless the
statements in question are vague or in the nature of puffing, or, as concluded in Burlington,
Advanta, and Duane Reade, involve routine earnings guidance or similar estimates of future
results.

VI. Correcting or Confirming Market Rumors

As described above, under Rule 10b-5 companies generally do not have an
obligation to disclose material nonpublic information to either analysts or the public at large. In
Sate Teachers Retirement Board v. Fluor Corp., the Second Circuit held that corporate officials
have no duty to correct or verify rumorsin the marketplace unless such rumors can be attributed
to the company.> Thetest for attribution in the context of market rumors mirrors the test
described below in the section on analysts' reports, i.e., whether the company has “ sufficiently
entangled itself” with the disclosure of information giving rise to the rumor. In Fluor, the
company had been awarded a major contract, and before it publicly released information
regarding this contract, its share price and volatility began to increase dramatically. The court
held that the company could not be held liable for its decision not to confirm these contract
rumors because there had been no evidence linking corporate employees to such rumors and
because company officials had refused to respond to inquiries by analysts.

> Sate Teachers Retirement Bd. v. Fluor Corp., 654 F.2d 843, 850 (2d Cir. 1981); accord Elec. Specialty Co.
v. Int’l Controls Corp., 409 F.2d 937, 949 (2d Cir. 1969) (“While a company may choose to correct a
misstatement in the press not attributable to it, . . . we find nothing in the securities legidation requiring it
to do s0.”); see also Eisenstadt v. Centel Corp., 113 F.3d 738, 744 (7th Cir. 1997) (noting that “a
corporation has no duty to correct rumors planted by third parties’). But cf. In re Sharon Steel, SEC
Release No. 34-18271 (Nov. 19, 1981) (holding that a company must assume a duty to make corrective
disclosure where there is either evidence that the rumors originated from within the company or trading by
insidersin the company’s shares).
% While courts have required that rumors be attributable to corporate officials before imposing a duty upon
companies to either correct or verify them, the NY SE and the NASD place more stringent obligations upon
management of listed corporations. Section 202.03 of the NY SE Listed Company Manual states that “[i]f
rumors or unusual market activity indicate that information on impending developments has |eaked out, a
frank and explicit announcement is clearly required,” and “[i]f rumors are in fact false or inaccurate, they
should be promptly denied or clarified.” Furthermore, according to the NY SE Listed Company Manual, “if
rumors are correct or there are developments, an immediate candid statement to the public as to the state of
negotiations or of development of corporate plansin the rumored area must be made directly and openly.”
NASD guidanceisto the same effect. NASD Marketplace Rules, IM-4120-1, NASD Manual (CCH). Itis
important to note that while the NY SE and the NASD place more onerous duties upon companiesin this
regard, violations of their disclosure rules have been held not to giverise to private causes of action, no
issuer’s shares have been delisted for violation of the policy and many companies adhere to a no-comment
policy if there are rumors of unusual market activity.
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VII. Regulation FD

In August 2000, the SEC adopted rules™® that prohibit U.S. issuers from
selectively disclosing material nonpublic information to market professionals and to
securityholders under circumstancesin which it is reasonably foreseeable that the holders will
trade on the basis of the information. Regulation FD (Fair Disclosure) requires that whenever an
issuer intentionally discloses material nonpublic information, it must do so through a general
public disclosure, and that whenever an issuer learns that it has made a nonintentional selective
disclosure, it must make public disclosure of that information promptly. All U.S. issuersfiling
periodic reports with the SEC under the Exchange Act, including closed-end investment
companies, are subject to the regulation. Although Regulation FD does not apply to foreign
issuers, foreign issuers should continue to avoid selective disclosure of material nonpublic
information out of concern for potential liability under Rule 10b-5 and should ook to Regulation
FD for guidance. Foreign issuer practicesin thisregard may be under particular scrutiny because
the SEC announced in adopting Regulation FD that it has requested the Division of Corporation
Finance to undertake a comprehensive review of reporting requirements of foreign private
iswgs, and, in fact, many foreign issuers have elected to voluntarily comply with Regulation
FD.

The following are the key provisions of Regulation FD:

e Theregulation applies to communications with market professionals (broker-
deders, investment advisers and managers, and investment companies), and
with securityholders that will reasonably foreseeably trade on the basis of the
disclosed information. It focuses on what the SEC believes to be the core
problem—sel ective disclosure to those who will foreseeably trade on that
information or prompt othersto do so. The regulation therefore does not
apply to communications with, among others, media representatives, advisers
in arelationship of trust or confidence with the issuer (such as legal advisers

% Selective Disclosure and Insider Trading, SEC Release Nos. 33-7881, 34-43154, |C-24599 (Aug. 15,
2000).
S Voluntary compliance with Regulation FD is becoming more widespread in response to several high profile
enforcement actions brought by the SEC under the regulation, which are discussed below. In addition, a
number of jurisdictions have implemented similar regulations. For example, Korea has enacted its own
version of Regulation FD, and the EU has adopted a directive relating to insider dealing and market
mani pulation that prohibits certain persons who are in possession of inside information from disclosing that
information to any other person unless such disclosure is made in the normal course of the exercise of their
employment, profession or duties. See Article 3(a) of Directive 2003/6/EC of the European Parliament and
of the Council on insider dealing and market manipulation (market abuse). The directive goes on to require
that “whenever an issuer, or a person acting on behalf or for his account, discloses any inside information
to any third party in the normal exercise of his employment, profession or duties, . . . he must make
complete and effective public disclosure of that information, simultaneously in the case of an intentional
disclosure and promptly in the case of anon-intentional disclosure.” Article 3(a) of Directive 2003/6/EC of
the European Parliament and of the Council on insider dealing and market manipulation (market abuse) at
Article 6(3).
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and investment bankers), rating agency representatives and government
officias.

e Theregulation applies to communications by senior officials, and officers,
employees or agents of the issuer who regularly communicate with market
professionals or securityholders.

e Theregulation applies to selective disclosures of “material” nonpublic
information. “Materiality” isnot further defined in Regulation FD and is thus
|eft to the guidance provided by case law and the SEC.>®

e Whenever an issuer makes an “intentional” disclosure of material nonpublic
information (where the issuer knows or is reckless in not knowing that the
information being disclosed is both material and nonpublic), simultaneous
public disclosureisrequired. Whenever an issuer learnsthat it has made a
nonintentional selective disclosure, it must make public disclosure of that
information “promptly” (in any event, generally within 24 hours).

e Violations of Regulation FD will be subject to SEC enforcement actions, but
will not give riseto Rule 10b-5 liability or private causes of action. They also
will not result in aloss of short-form registration eligibility or of the Rule 144
resale safe harbor for an issuer’s securities.

In November 2000, the Director of the SEC' s Division of Enforcement had

indicated that the SEC would look for egregious violations involving the intentional or reckless
disclosure of unquestionably material information, such as those involving earnings, as well as
cases against people deliberately attempting to take advantage of the system either by speaking
in code or by stepping over the line again and again and therefore diminishing the credibility of
any claim that disclosures were nonintentional, noting in particular that “walking the Street up or
down is almost certainly prohibited and can no longer be done privately.”> In November 2002,

58

59

Regulation FD has been controversial particularly for this reason, and concerns have been expressed that it
will reduce the flow of information to investors. The National Investor Relations Institute, for example,
found that 28% of its 577 member companies surveyed said they were providing more information to
investors than before Regulation FD, 48% were issuing approximately the same amount and 24% were
issuing lessinformation. See National Investor Relations Institute, National Investor Relations Institute
Releases Survey Results on the Impact of SEC Regulation Fair Disclosure (July 2, 2001), at
http://ww.niri.org/irresource_pubs/alerts/ea070201.cfm.

In April 2001, a senior member of the SEC’ s Division of Corporation Finance stated that the following
nonexclusive factors increase the likelihood that the SEC will consider information released by an issuer to
be material for the purposes of Regulation FD: (i) the issuer is releasing the information late in its earnings
cycle; (ii) theissuer has not released information to the public in arelatively long period of time, or (iii)
major intervening news events affecting the issuer have occurred since the issuer’ s last public
communication. Michael Bologna, Disclosure: Most Companies Seeking to Comply With Reg FD
Disclosure Requirements, Sec. L. DAILY, Apr. 20, 2001.

Richard H. Walker, Director, SEC Division of Enforcement, Remarks at Compliance and Legal Division of
the Securities Industry Assoc., Regulation FD—An Enforcement Perspective (Nov. 1, 2000).
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the SEC released its first three enforcement actions® and a Section 21(a) investigation report®™
under Regulation FD and released further enforcement actions in September 2003,% June 2004,%®
September 2004% and March 2005.%°° The varying punishments and the dissents of certain SEC
commissioners with respect to the results in the six enforcement actions suggest strongly that
thereisinternal disagreement on the criteriafor enforcement of Regulation FD and that the SEC
is continuing to evaluate exactly what those criteria should be. The Motorola investigation in
particular demonstrates that although the SEC has indicated that it will not seek enforcement
action against companies making a good faith attempt to comply with Regulation FD, this degree
of latitude will continue to diminish over time.

| ssuers should take care to monitor their disclosuresin all circumstances, and, as
shown by the Schering-Plough case, Sebel |1 and Flowserve cases, should take particular care

60 See In re Raytheon Co., SEC Release No. 34-46897 (Nov. 25, 2002) (CFO spoke directly to 11 securities
analysts and, based on his knowledge of their earnings estimates, told them that those estimates were “too
high,” “aggressive’ or “very aggressive’); In re Sebel Systems, Inc., SEC Release No. 34-46896 (Nov. 25,
2002) (CEO spoke to a number of individuals at an invitation-only technology conference and disclosed
that, contrary to public statements made three weeks earlier, Siebel expected its sales activity levelsto bein
line with previous years); In re Secure Computing Corp., SEC Release No. 34-46895 (Nov. 25, 2002)
(CEO, on calls with two separate portfolio managers (the first of which also involved arepresentative of a
brokerage firm) and in an e-mail to a managing partner of the brokerage firm, disclosed (nonintentionaly,
and then intentionally) that Secure had entered into a new material supply agreement, and the company
failed to publicly release the nonintentionally released information in atimely fashion).

e Section 21(a) Report of Investigation: Motorola, Inc., SEC Release No. 34-46898 (Nov. 25, 2002)
(investor relations director spoke directly to a number of securities analysts and clarified to them that
previous guidance that Motorola' s sales and orders were experiencing “ significant weakness’ meant a
“25% or more” decline in sales and orders for the quarter, while not making any timely public disclosure of
this quantitative information based in part on erroneous advice from in-house counsel).

62 In re Schering-Plough Corporation, SEC Release No. 34-48461 (Sept. 9, 2003) (CEO met in separate
private meetings with analysts and portfolio managers of four institutional investors, three of which were
among Schering’s largest investors, and through a combination of words, tone, emphasis and demeanor,
disclosed material nonpublic information, including the fact that analysts’ earnings estimates were too high
and that next year’s earnings would decline significantly; he subsequently met with approximately 25 other
analysts and portfolio managers and indicated that Schering’s 2003 earnings would be “terrible”).

e SEC v. Sebel Systems, Inc., SEC Litigation Release No. 18766 (June 29, 2004). These charges were
subsequently dismissed by the court. SEC v. Sebel Systems, Inc., 2005 WL 2100269 (S.D.N.Y. Sept. 1,
2005). The significance of the court’s ruling is discussed below.

64 In re Senetek PLC, SEC Admin. Proc. File No. 3-11668 (Sept. 16, 2004) (CEO and CFO sent nonpublic
information on two separate occasions to different research firms that was subsequently included in the
firms’ research reports on Senetek).

& SEC v. Flowserve Corp., SEC Litigation Release No. 119154 (Mar. 24, 2005) (CEO met privately with
several analysts and reaffirmed publicly-available earnings guidance; the SEC highlighted that the
disclosure to the analysts had led to an increase in the price of and trading volume in Flowserve stock and
that the director of investor relations waited more than 53 hours after the selective disclosure and nearly 26
hours after the dissemination of the analyst’s report before filing a Form 8-K disclosing the information
revealed to the analysts).
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when disseminating information in semi-public or private forums, such asinvitation-only
conferences, private offering roadshows, one-on-one meetings with investors or analysts and
even conference calls or webcasts where inadequate or no notice of the event has been given to
the public. Moreover, if anissuer believes that analysts require supplemental information about
earnings releases or other releases about important business information, that information is
probably material and should not be selectively disclosed. These actions also confirm that the
SEC will look to market reaction as an indicator of the materiality of selective disclosure. One
significant similarity among the six actionsis that visible and in some cases dramatic stock
trading price and volume shifts occurred in the aftermath of the selective disclosures, and the
SEC has stated that a very significant market reaction to selectively disclosed information
requires public disclosure of that information.

These proceedings are aso noteworthy because of their varying penalties. Each
of Raytheon and Secure submitted an offer of settlement in anticipation of an enforcement
proceeding, and agreed to a cease-and-desist order barring it from future violations of Regulation
FD and §13(a) of the Exchange Act. Siebel did the same in the 2002 action, and also agreed to
pay afine of $250,000 as part of its settlement. Both Schering-Plough and Richard Kogan, its
CEO, also agreed to cease-and-desist orders and to pay fines of $1,000,000 and $50,000,
respectively. Flowserve and its CEO agreed to cease-and-desist orders and fines of $350,000
and $50,000, respectively, and Flowserve' s Director of Investor Relations agreed to a cease-and-
desist order. Senetek agreed to a cease-and-desist order without admitting or denying the SEC’s
findings, and, according to the order, the SEC took no action against any individual at Senetek
and imposed no monetary penalty because of remedial acts promptly taken by Senetek and the
cooperation it provided to the staff. The SEC elected not to bring an enforcement action against
Motorolaor its senior officials because those officials sought in-house counsel’ s advice, which,
although erroneous, was given in good faith. The SEC cautioned, however, that reliance on
counsel may not provide a successful defense in future cases, especially in light of the Section
21(a) report issued in connection with the Motorola proceeding, and that the availability of this
defense will depend on the facts and circumstances of each case.®

SEC Commissioner Campos dissented as to the lack of a penalty in the Raytheon
and Secure proceedings, while SEC Commissioners Glassman and Atkins dissented as to the
imposition of the $250,000 penalty against Siebel and Commissioner Atkins dissented asto the
imposition of the $1,000,000 penalty against Schering-Plough. Although the SEC does not

&6 Section 21(a) Report of Investigation: Motorola, Inc., SEC Release No. 34-46898 (Nov. 25, 2002).
Recognizing that an officer may better understand the importance of information to investors, the SEC
stated that consultation with counsel “will not relieve the officer from responsibility for disclosure of
information that he or she personally knows, or is recklessin not knowing, is material and nonpublic.” The
SEC also noted that if counsel does nothing more than recite the legal standard and then ask the officer in
question whether areasonable investor would consider the information significant, the resulting judgment
isthe officer’s, not counsel’s. In addition, the SEC clarified that, although counsel’ s advice may initially
provide an officer with agood faith basis for making a sel ective disclosure when the advice is received, that
officer “may become aware of avery significant market reaction and may learn facts indicating that this
reaction was aresult of the selective disclosure. At that point, even though the officer’ s original selective
disclosure was not intentional, the issuer has learned that it has made a non-intentional disclosure and must
make the prompt public disclosure required by Regulation FD.” Id.

16



explain the different approaches, one factor that may have contributed to the penalty in the first
Sebel caseisthat the information selectively disclosed by Siebel’s CEO was diametrically the
opposite of the company’s recent public disclosure. This contrasts with the Raytheon case,
where the information selectively disclosed was broadly consistent with publicly available
information, including Raytheon’ s results from the previous year. In the Secure case, there were
extenuating circumstances, such as the need for athird party’ s consent before the material,
nonpublic information could be disclosed to the public. In addition, Secure’ s management, at
least with respect to theinitial nonintentional disclosure, immediately sought permission to
disclose the information in question, but was unable to do so as aresult of Secure’s existing
confidentiality agreement with the supply agreement counterparty and that counterparty’ s refusal
to allow publication. In Schering-Plough, although the information selectively disclosed by the
company’s CEO was consistent with the company’ s previous public disclosures, it was
materially more definite and clearly intended to talk down Wall Street estimates, which is
exactly the type of conduct Regulation FD was adopted to prevent. In Flowserve, however, a
fine was imposed even though the information shared with the small group of analysts merely
reaffirmed earnings guidance that had been publicly disclosed less than four weeks before.®’

The most recent development in this areais the unwillingness of a court in the
Southern District of New York to find aviolation of Regulation FD in the Sebel |1 proceeding.®
In June 2004, the SEC filed acivil action against Siebel charging the company with violating
Regulation FD aswell asthe prior cease-and-desist order barring it from future violations of
Regulation FD.* In its complaint, the SEC alleged that Siebel’s chief financial officer disclosed
material nonpublic information by issuing positive comments in private meetings about the
company’ s business activity that contrasted with negative public statements made during the
prior three weeks.”® The SEC claimed that these comments led to an increase in Siebel’ s stock

o7 The cease-and-desist order that Flowserve consented to referred to the SEC' s view that the selective

disclosure had been “intentional” in this case. The SEC stated that “selective disclosureis ‘intentiona’
when the person making the disclosure knows, or is recklessin not knowing, that the information being
communicated is both ‘material’ and ‘nonpublic.”” SEC Release No. 34-51427 (Mar. 24, 2005). Onthe
basis of that definition, the SEC concluded that the CEO’s selective disclosure had been intentional. While
in hindsight the information may have been material since the stock price and trading volume of Flowserve
did in fact increase significantly following the publication of the research analyst report revealing the
CEO’sremarks, one could argue that the CEO could reasonably have thought that merely reaffirming
previously issued publicly-available earnings guidance would not be material to investors.

e SEC v. Sebel Systems, Inc., 2005 WL 2100269 (S.D.N.Y. Sept. 1, 2005).

69 SEC v. Sebel Systems, Inc., Litigation Release No. 18766 (June 29, 2004). Siebel’s chief financial officer
and investor relations director were also charged with aiding and abetting the Regulation FD violations.
7 The SEC aso charged Siebel with violating Rule 13a-15 under the Exchange Act, which requiresissuers to
maintain disclosure controls and procedures to ensure the proper handling of information required to be
disclosed in reports filed or submitted under the Exchange Act and to ensure that management is provided
the information necessary to make timely disclosure decisions. The SEC alleged that Siebel’ sfailure to
publicly disseminate the information in compliance with Regulation FD is evidence of inadequate
disclosure controls and procedures in violation of Rule 13a-15. This represented the first time the SEC had
charged an issuer with aviolation of Rule 13a-15 and it bears noting that this claim has been made in
connection with Regulation FD rather than financial statements or periodic reports. This charge highlights
the need for companies to address the new disclosure requirements under Form 8-K, because afailure to
(continued)
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price the following day. Siebel filed a motion to dismiss the suit claiming that the remarks were
neither material nor nonpublic and that Regulation FD unconstitutionally restricts free-speech
rights under the First Amendment of the U.S. Constitution because the scope of the regulation
extends beyond “commercial speech.” After examining the statementsin their context, the court
dismissed the charges and chided the SEC for what it clearly viewed as an overzeal ous approach
to the enforcement of Regulation FD, stating that the SEC had placed “an unreasonable burden
on a company’ s management and spokespersons to become linguistic experts, or otherwise live
in fear of violating Regulation FD should the words they use later be interpreted by the SEC as
connoting even the slightest variance from the company’s public statements.””* Significantly,
the court held that private statements could vary from prior public statements so long as they
were “equivalent in substance.” ® The court also held that movementsin stock prices were
relevant but not determinative in establishing whether the disclosed information was material or
nonpublic.”

VIII. Sdective Disclosureto Analysts and M easuresto Avoid Rule 10b-5 Liability

There is uncertainty about when selective disclosure to analystsis prohibited by
Rule 10b-5. For at least the past 35 years, liability for selective disclosure has been based (aside
from Regulation FD) on the principles of securities fraud, particularly the law of insider trading.
Under some early insider trading case law, which appeared to require that traders have equal
access to corporate information, selective disclosure of material information to securities analysts
could generally giveriseto liability.

This understanding changed with the Supreme Court’ s landmark decisionsin
Chiarella v. United Sates™ and Dirksv. SEC.” In Chiarella, the Court rejected the “ parity of
information” approach, which deemed trading to be fraudulent whenever the trader possessed
material information not generally available to the public. The Court instead held that there must
be a breach of afiduciary duty or other relationship of trust and confidence before the law
imposes a duty to disclose information or abstain from trading.

file, or alatefiling of, arequired Form 8-K may serve asthe basis for allegations that the issuer’s
disclosure controls and procedures were inadequate.

& Siebel, 2005 WL 2100269 at 8 (S.D.N.Y. Sept 1, 2005).
& Siebel, 2005 WL 2100269 at 9 (S.D.N.Y. Sept 1, 2005).

& The court also dismissed the charge relating to the violation of Rule 13a-15 on the basis that there were no

factual allegations providing independent support for this claim absent the alleged violation of Regulation
FD. See supra Note 70. Because the court ruled that the SEC had failed to state a cause of action, the court
did not have an opportunity to consider Siebel’s constitutional claims.

“ Chiarellav. United Sates, 445 U.S. 222 (1980).

75 Dirksv. SEC, 463 U.S. 646 (1983).
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In Dirks, the Supreme Court addressed the disclosure, or “tipping,” of material
nonpublic information by an insider to an analyst and disclosure by that analyst to its clients.
The Court rejected the idea that a person is prohibited from trading whenever he or she
knowingly receives material nonpublic information from an insider. Instead, it stated that a
recipient of inside information is prohibited from trading only when the information has been
made available to him or her “improperly”—that is, in breach of the insider’ s fiduciary duty to
shareholders—and the recipient knew or should have known of that breach. Whether a breach of
duty occurs depends on whether the insider receives adirect or indirect “personal benefit” from
the disclosure.

The Dirks decision was widely construed as providing considerable | atitude to
insiders who made selective disclosure to analysts, and to the analysts (and their clients) who
received selectively disclosed information and acted on it. Commentators interpreted the
“personal benefit” requirement to involve primarily a pecuniary gain, and many corporate
insiders took comfort in the fact that absent a financial reward, the Dirks personal benefit test
would seem to insulate them from liability.

There has been surprisingly little testing since Dirks of the limits of the personal
benefit test. 1n one controversial case, SEC v. Stevens, the SEC alleged that a corporate CEO,
before making a general release to the public, had disclosed information regarding disappointing
revenues to certain analysts and told them that earnings, therefore, might be lower than
expected.” The SEC further maintained that the CEO had made such disclosuresin an effort to
enhance his reputation within the investment community. In settling with the SEC, the CEO
agreed to pay $126,455, representing the amount of losses avoided by those shareholders who
sold the company’ s stock prior to the eventual public announcement of such financial
information. The danger of the SEC’ s broad interpretation of “reputational benefit” in Stevensis
that virtually all selective disclosure to the investment community is likely to have been made to
some extent on the basis of self-interest.”” Thus, any executive, even one who believes he or she
ismainly serving the corporation’ s interests, may be charged with deriving a“ reputational
benefit” when he or she communicates with analysts.

The Sevens case has proven to be something of an anomaly. It isthe only post-
Dirksinsider trading case ever brought by the SEC based on selective disclosure to, or trading
by, securities analysts or their clients. Indeed, the SEC’ s recognition of the difficultiesit faced in
proving “personal benefit” led to its decision to adopt Regulation FD and abandon exclusive
reliance on Rule 10b-5 to regulate selective disclosure to analysts. Even though Regulation FD
does not apply to foreign issuers, inherent uncertainty about the scope of Rule 10b-5 and the
Sevens case has led many advisers to conclude that whenever material information is disclosed
to analysts, it should be publicly disclosed at the same time.”™

s SEC Litigation Release No. 12813 (Mar. 19, 1991).

" Cf. SEC v. Maxwell, 341 F. Supp. 2d 941, 948-49 (S.D. Ohio 2004) (holding an executive did not receive
any “reputational benefit” for disclosing material, nonpublic information to his barber).

I The requirements and scope of Regulation FD are discussed above.
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Companies can take a number of measures to avoid the selective disclosure of
material nonpublic information to analysts. Permitting the public to listen to a call with analysts,
whether by adial-in procedure or awebcast, will make any disclosures made during the call
nonselective, provided adequate notice of the call is publicly given.” In addition, U.S.
companies can make disclosure nonselective by furnishing the relevant information on a Form 8-
K pursuant to Item 7.01 of that form, titled “Regulation FD Disclosure.”®

Any selective presentations to analysts should be scripted and reviewed prior to
the meeting, both by officials personally familiar with the issues to be raised as well as by
counsel, to reduce the likelihood of the inadvertent disclosure of material information and to
provide the company with useful evidence in the event of an allegation of intentional (as opposed
to accidental) selective disclosure. Furthermore, it generally would be advisable to place
responsibility for such presentations upon a limited number of officials within the company,
enabling them to devel op the sophistication to deal effectively with this matter. Finally, if the
company anticipates that a sensitive issue will most likely be raised by an analyst during a
meeting, it might be advisable for the corporate official to state diplomatically near the beginning
of the presentation that he or she is not at liberty to discuss the issue. Because a company
generally does not have a duty to disclose material nonpublic information, a“no comment”
position is permissible. The Supreme Court in Basic Inc. v. Levinson noted that silence is not
misleading under Rule 10b-5 absent a duty to disclose and that “‘[n]Jo comment’ statements are
generally the functional equivalent of silence.”®

Although the consequences of selective disclosure of material information can be
serious, the federal judiciary and the SEC, aswell asthe NY SE and the NASD, have recognized
that inadvertent disclosures are bound to arise. If such an inadvertent disclosure were to occur,
the company should immediately prepare and disseminate broadly to the investing public a press

" According to the SEC staff, adequate advance notice under Regulation FD must include the date, time and

cal-in information for the analysts' call. SEC, Division of Corporation Finance, Manual of Publicly
Available Telephone Inter pretations, Supplement, Regulation FD, Question 3 (May 2001). Public notice
should be provided for areasonable period of time in advance of the conference call. For example, while
several days notice may be reasonable for aquarterly earnings announcement made by an issuer on a
regular basis, the notice period may be shorter when unexpected events occur and the information is critical
or time sensitive. In addition, if atranscript or rebroadcast of the analysts' call will be available, such as
through an issuer’s website, the SEC staff has encouraged issuers to indicate in the notice how, and for
what length of time, such arecord will be available to the public. Id.
g A company may elect to submit nonpublic information required to be disclosed by Regulation FD pursuant
to Item 8.01 of Form 8-K, providing for disclosure regarding “Other Events,” rather than Item 7.01. Unlike
information furnished pursuant to Item 8.01, however, the information in a report furnished pursuant to
Item 7.01 is not automatically incorporated by reference in short-form registration statements under the
Securities Act or deemed to be “filed” for purposes of Section 18 of the Exchange Act or otherwise subject
to theliabilities of that section, unless the registrant specifically states the information isto be considered
filed under the Exchange Act or incorporates it by reference into afiling under the Securities Act or the
Exchange Act.

8l Basic Inc. v. Levinson, 485 U.S. 224, 239 n.17 (1988).
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release of such information® and should request that the analysts to whom the disclosure was
made maintain confidentiality pending such release.®®

The preceding discussion regarding potential liability for selective disclosure of

material information under Rule 10b-5 produces a corollary principle: management should
generally avoid giving favored treatment to particular analysts either in the timing of disclosures
or in the frequency of granting interviews. In SEC v. Geon Industries, Inc., acompany officia
was accused of tipping a particular analyst about a planned merger involving the company.®
The Second Circuit could find no direct evidence that the official had leaked information of the
impending merger to the analyst. Nevertheless, the court concluded that such a“tipping” had

82

83

A company subject to Regulation FD isrequired to file a Form 8-K disclosing the information generally
within 24 hours.

The NY SE Listed Company Manual requires listed companies promptly and publicly to release material
information that has been inadvertently leaked to analysts and offers explicit instructions regarding such
pressreleases. NY SE Listed Company Manual § 202.06. Section 202.06(C) of the Manual states that such
news must be disseminated “ by the fastest available means,” which ordinarily requires a“release to the
public press by telephone, facsimile or hand delivery, or some combination of such methods.”
Communications to the press should be labeled “ For Immediate Release.” Id. at § 202.06(A). Adequate
disclosure to the investment community requires companies to rel ease information to the Dow Jones,
Reuters and Bloomberg news services. 1d. at § 202.06(C). The NY SE Listed Company Manual aso
encourages companies to distribute promptly their releases to the Associated Press and United Press
International, as well asto newspapersin New Y ork City and in cities in which the company hasits
headquarters, plants or other major facilities. Copies of such releases should be sent to the company’s
NY SE representative.

A company quoted on Nasdag is obliged to disclose to the Nasdaq MarketWatch Department material
information that the company is not otherwise disclosing to the investing public or the financial
community. NASD Marketplace Rules, IM-4120-1, NASD Manual (CCH). Where changes in market
activity indicate that information has become known to the investing public, the NASD may work with the
company to effect atimely public release of such information, subject to the company’s views as to the
business advisability of disclosing the information and the nature of the event itself.

The importance of keeping the stock exchange on which the company is listed fully informed about
inadvertent disclosures of material information wasillustrated in SEC v. Geon Industries, Inc., 531 F.2d 39
(2d Cir. 1976) and Sate Teachers Retirement Board v. Fluor Corp., 654 F.2d 843 (2d Cir. 1981). The
Second Circuit ruled in Geon that an officer of the company had violated Rule 10b-5 because, when asked
by an AMEX representative if there were any developments regarding the previously announced merger of
Geon with Burmah Oil Co., Ltd. to account for the imbalance of sell ordersin Geon stock, the officer failed
to disclose information that would indicate the possible collapse of the merger. See Geon, 531 F.2d at 47.
On the other hand, in Fluor the Second Circuit’s decision that the company was not liable under Rule 10b-5
relied, in part, on the fact that company officials had informed a NY SE representative that the unannounced
award of asubstantial contract could be the reason for increased trading volume in company securities. See
Fluor, 654 F.2d at 851. Following an inadvertent disclosure of material information to an individual or
group of individuas, the company should also consider contacting the stock exchange on which it islisted
to discuss the possible need for ahalt in trading of the company’ s securities pending dissemination of the
pressrelease. In Fluor, the Second Circuit’s decision that the company was not liable under Rule 10b-5
also emphasized that the company had acted in “good faith” by endorsing the NY SE decision to halt
trading.

SEC v. Geon Indus,, Inc., 531 F.2d 39 (2d Cir. 1976).
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occurred based on the evidence that the official spoke often with the analyst, “lunched with [him]
alone, something [the official] did with no other broker, accepted two bottles of liquor [the
analyst] sent him following this lunch, and honored one of the [the analyst’ 5] telephone messages
by areturn call from home.”®® The court also emphasized that the analyst had made a number of
trades in Geon stock following such conversations and meetings. The Geon case was decided
before Dirks and thus does not represent afinding of liability on the more limited basis now
required by the Supreme Court in Dirks.

I X. Participating in the Prepar ation of Analysts Reports

Management is often requested to comment upon the information included in the
reports of securities analysts before such reports are distributed to clients. If company officials
participate too actively in the preparation of analysts' reports, however, the reports may be
deemed company statements.*® Under such circumstances, the company may be liable for any
material misrepresentations contained in analyst reports and may have a subsequent duty to
update information in them. The company also may be liable for selective disclosure.®’

& Id. at 47.
8 The opportunity for company officials to participate too actively in the preparation of analyst reports (at
least those prepared by U.S. analysts) can be expected to diminish as aresult of rules adopted in 2002 by
the NASD and NYY SE to address analyst conflicts of interest. See NASD Rule 2711 and NY SE Rule 472.
These rules, among other things, prohibit analysts employed by NASD and NY SE member firms from
submitting draft research reports to the covered company for its approval prior to the report’ s publication.
Instead, the company may only be asked to review the report for factual accuracy and the version of the
report sent to the company for review must not contain the analyst’ s research summary, rating or price
target. (Certain firms have indicated that they are applying the same restrictions even to analysts employed
by their non-U.S. affiliates.)

In addition, the proposed guidelines issued by the Association for Investment Management and Research
and the National Investor Relations I nstitute (see supra Note 2) would permit issuers only to review
portions of an analyst report for factual accuracy and only comment on historical or forward-looking
information that isin the public domain. See Association for Investment Management and Research, Best
Practice Guidelines Governing the Analyst/Corporate | ssuer Relationship (2004), at
http://www.cfainstitute.org/standads/pdf/aimrniricommentfinal .pdf.

81 Under the auspices of Regulation FD, the SEC has begun taking enforcement action against companies for

selective disclosure of material information, including to securities analysts. See supra Part VI for a

discussion of these Regulation FD enforcement actions.

An issuer may review and comment on an analyst’s report without triggering disclosure requirements under
Regulation FD so long as it refrains from communicating material nonpublic information. SEC, Division
of Corporation Finance, Manual of Publicly Available Telephone Inter pretations, Supplement, Regulation
FD, Question 7 (May 2001). For example, an issuer ordinarily would not be disclosing material nonpublic
information if it corrected historical facts that were a matter of public record or if it shared seemingly
inconsequential data that, when pieced together with public information by a skilled analyst with
knowledge of the issuer and the industry, resulted in areport that revealed material nonpublic information.
Id. However, the SEC staff has made clear that an issuer may not use the discussion of an analyst’s report
as avehicle for selectively communicating—either expressly or implicitly—material nonpublic
information. 1d.
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In Elkind v. Liggett & Myers, Inc., the Second Circuit stated that potential
corporate liability for third-party statements depends upon whether management “ sufficiently
entanglefs] itself with the analysts' forecasts to render those predictions ‘attributable to it.””®
The court further explained that such entanglement can occur when company officials make an
implied representation that the information they have reviewed is accurate or at |east comports
with the company’ s views. The court in Elkind ultimately held that the company was not liable
for material misrepresentationsin an analyst’s report because management did not “sufficiently
entangle itself” with the information contained in the report by simply correcting the report’s
factual errors and not commenting on earnings forecasts.

The First Circuit adopted the Elkind test for entanglement in In re Cabletron
Systems, Inc.® In thisinstance, statementsin analyst reports about the company were drawn
from representations made or information furnished by Cabletron officials. In remanding the
case to determine whether the statements were in fact misleading, the court held that “liability
may attach to an analyst’ s statements where the defendants have expressly or impliedly adopted
the statements, placed their imprimatur on the statements, or have otherwise entangled
themselves with the analysts to a significant degree.”*®

In SEC v. Wellshire Securities, Inc., an analyst asked an executive to confirm
information contained in an upcoming report about his company.®* The executive said that the
information was inaccurate and asked the analyst to send him a copy of the report so he could
review and comment on it. The executive reviewed the draft, corrected it and then circulated it
to other company officials. The company’s secretary and director passed these comments on to
the analyst, and then reviewed the revised report once more. The SEC contended that this
activity constituted entanglement sufficient to satisfy the Elkind test, but the district court
disagreed, without much reasoning. However, the SEC’ s position in Wellshire and, hence, the
risk of enforcement actions, should also warn company officials to take a very cautious approach
toward reviewing analyst reports.*

Concern that issuers may be held liable for the content of research reports that
they participate in preparing has been heightened by a 1997 SEC enforcement action against
Presstek, Inc.®® Presstek manufactured technology for printing press equipment and was heavily

8 Elkind v. Liggett & Myers, Inc., 635 F.2d 156, 163 (2d Cir. 1980).
8 Inre Cabletron Sys., Inc., 311 F.3d 11 (1st Cir. 2002).
% Id. at 37-38 (internal quotation omitted); see also Schaffer v. Timberland Co., 924 F. Supp. 1298, 1310 (D.

N.H. 1996); Stack v. Labo, Civ. No. 95-20049 SW, 1995 WL 241448, at *9 (N.D. Cal. Apr. 20, 1995).

o SEC v. Wellshire Sec., Inc., 773 F. Supp. 569 (S.D.N.Y. 1991).

92 In apre-Dirks decision, one district court held that even when a company does not review an analyst’s
report, liability for fraud may still be found if awell-established relationship existed between the company
and the analyst. See Green v. Jonhop, Inc., 358 F. Supp. 413 (D. Or. 1973). However, liability after the

decision in Dirks would now require afinding of breach of fiduciary duty.

% In re Presstek, Inc., SEC Release No. 34-39472 (Dec. 22, 1997).
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dependent on sales to a German press manufacturer. In late 1995, the German manufacturer
encountered technical difficultiesin the development of a new press and postponed the start of
production of this press, which had a material adverse impact on Presstek’ s projected financial
resultsfor 1996. In November 1995, Presstek’s chairman reviewed the draft of aresearch
anayst’s report on Presstek, providing numerous revisions of the report’ s narrative text and
earnings projections. According to the SEC’ s findings, some of these changes made the research
report more consistent with Presstek’ s internal projections; however, others made the report
more misleading and some misleading information in the report remained uncorrected. In
general, the distributed research report substantially overestimated Presstek’ s sales and earnings
expectations for 1996 and failed to account for the impact of the delay in the production of the
German press and other negative developments. Despite these errors, Presstek distributed the
research analyst’ s report to investors for more than six months without a disclaimer. 1n 1994 and
1995, Presstek also distributed to investors copies of athird-party financial newsletter that
contained earnings projections that (according to the SEC) Presstek management knew, or was
reckless in not knowing, far exceeded Presstek’ s internal forecast, although there was no
allegation that Presstek participated in the preparation of this newsletter.

The SEC determined that Presstek violated 810(b) of the Exchange Act and other
provisions of the U.S. federal securities|aws on two principal grounds. First, the SEC found that
by commenting on the research report, Presstek “sufficiently entangled” itself with the research
report to be liable for the material misstatements and omissions therein. Second, the SEC found
that, as aresult of Presstek’s subsequent distribution of the research report and financial
newsletter without disclaimer (and notwithstanding that Presstek was not involved in the
preparation of the newsletter), Presstek “adopted” these documents and thereby became fully
liable for the misstatements and omissions contained in them. The Presstek administrative
proceeding demonstrated that issuers must exercise extreme caution in commenting on analyst
research reports and must refrain from distributing these reports under any circumstances.
Similarly, issuers should be cautious about creating hyperlinks on their websites to sites
containing analyst reports, and if they decide to do so, to include appropriate disclaimers and,
more importantly, not be selective in their links.

The courts have aso addressed when a company may become liable for analyst
projections because it expressly “adopts or endorses’ an analyst’s report. This can occur if
company officials confirm an analyst’s projections or simply guide the analyst to the correct
answer. InInreBurlington Coat Factory Securities Litigation, the company’s chief accounting
officer stated during a securities analysts conference that he was “ comfortable” with analysts
earnings forecasts within a certain range. The Third Circuit concluded that “[t]o say that oneis
‘comfortable’ with an analyst’s projection is to say that one adopts and endorses it as reasonable.
When a high-ranking corporate officer explicitly expresses agreement with an outside forecast,
that is close, if not the same, to the officer's making the forecast.”*

9 In re Burlington Coat Factory Sec. Litig., 114 F.3d 1410, 1429 (3d Cir. 1997); contra Malone v. Microdyne
Corp., 26 F.3d 471, 479-80 (4th Cir. 1994) (holding that statement of “comfort” with predictions of future
earnings not actionable).
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Case law also suggests that to plead entanglement by a company, plaintiffs are
required to present specific facts that link an analyst’ s statements to insiders of the company and
must satisfy the heightened pleading requirements of Federal Rule of Civil Procedure 9(b) and
the Private Securities Litigation Reform Act of 1995.% In re Navarre Corporation Securities
Litigation involved a securities class action suit aleging that Navarre issued false and misleading
statements about spinning off a subsidiary in order to inflate demand for Navarre's shares.
Because the allegations of liability for third-party statementsin the news failed to identify “who
made the alleged announcement, where it was made, what it entailed, when it was made, why it
was false when made or how plaintiffs [would be] able to substantiate the allegation other than
through an independent news source story,” the Eighth Circuit held that the allegations did not
satisfy the heightened pleading requirements under the Reform Act as applied to an
entanglement claim and affirmed the district court’s dismissal of the complaint.

In Raab v. General Physics Corp.,” shareholders sued the company, claiming it
had misled investors through fal se statements supplied to analysts and the media. The district
court dismissed the complaint for failure to plead specific facts supporting their allegation of
fraud, and the Fourth Circuit affirmed the dismissal, holding that plaintiffs had not pled facts
from which the analyst’s report could be attributed to the company.*®

X. Non-GAAP Financial M easures

In January 2003, the SEC adopted Regulation G and Item 10(e) of Regulation
S-K, which address the use of “non-GAAP financial measures’*° by public companies in their

% Federal Rule of Civil Procedure 9(b), which previously governed allegations of fraud in all federal cases,

requiresthat “[i]n all averments of fraud or mistake, the circumstances constituting the fraud or mistake
shall be stated with particularity. Malice, intent, knowledge, and other condition of mind of a person may
be averred generaly.” FeD. R. Civ. P. 9(b). In an effort to curb abuses of securities litigation, the Private
Securities Litigation Reform Act bolstered the scienter, or knowledge, pleading requirementsin securities
fraud cases, requiring plaintiffs to “state with particularity facts giving rise to a strong inference that the
defendant acted with” the intent to deceive, manipulate or defraud. 15 U.S.C. § 78u-4(b)(2); accord Inre
Navarre Corp. Sec. Litig., 299 F.3d 735, 741-42 (8th Cir. 2002); see also In re Advanta Corp. Sec. Litig.,
180 F.3d 525, 530-31 & n.5 (3d Cir. 1999); Pressv. Chemical Inv. Servs. Corp., 166 F.3d 529, 537-38 (2d

Cir. 1999).
% In re Navarre Corp. Sec. Litig., 299 F.3d 735, 744 (8th Cir. 2002).
o Raab v. Gen. Physics Corp., 4 F.3d 286 (4th Cir. 1993).
% Id. at 288; see also Suna v. Bailey Corp., 107 F.3d 64, 68 (1st Cir. 1997); San Leandro Emergency Med.

Group Profit Sharing Plan v. Philip Morris Cos., 75 F.3d 801, 808-13 (2d Cir. 1996) (plaintiffs must
allege in what respects the statements at issue were false and also allege facts that give rise to astrong
inference of fraudulent intent); Acito v. IMCERA Group, Inc., 47 F.3d 47, 53 (2d Cir. 1995).
% “Non-GAAP financial measure” is defined as a numerical measure of aregistrant’s historical or future
financial performance, financial position or cash flows that (i) excludes amounts, or is subject to
adjustments that have the effect of excluding amounts, that are included in the most directly comparable
measure cal culated and presented in accordance with GAAP in the statement of income, balance sheet or
statement of cash flows (or equivalent statements) of theissuer; or (ii) includes amounts, or is subject to
(continued)
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SEC filings and other public disclosures.'® The SEC also adopted Item 2.02 of Form 8-K,
which requires that U.S. companies furnish to the SEC on Form 8-K “earnings releases’ and
other material financial information (including any update of an earlier announcement or release)
that is made publicly available with respect to any completed annual or quarterly fiscal period.

In particular, these rules raise a number of practical questions for companies that issue earnings
press rel eases and discuss their results in earnings webcasts or conference calls.

The application of these rules depends in significant part on whether the company
isaU.S. domestic issuer or aforeign private issuer. Significantly, Regulation G exempts foreign
private issuers from its limitations in certain circumstances.’™ Foreign private issuers that do not
qualify for this exemption should be guided by the rules and practices discussed below that are
applicable to U.S. companies.

Non-GAAP Financial Measuresin Press Releases and Other Public Disclosures

Whenever a company subject to Regulation G publicly discloses materia
information that includes a non-GAAP financial measure (other than in SEC filings that are

adjustments that have the effect of including amounts, that are excluded from the most directly comparable
measure so calculated and presented. SEC Release No. 33-8176 (Jan. 22, 2003).

However, “non-GAAP financial measure” would not include (i) ratios or measures calculated using only
(A) financial measures calculated in accordance with GAAP and (B) operating measures or other measures
that are not non-GAAP financial measures; or (ii) operating and other statistical measures (such as unit
sales, “same store sales,” numbers of employees, numbers of subscribers or numbers of advertisers).

Under these rules, the term “GAAP’ refersto generally accepted accounting principlesin the United States,
except that (i) in the case of foreign private issuers whose primary financial statements are prepared in
accordance with non-U.S. GAAP, the term “GAAP” refers to the principles under which those primary
financial statements are prepared, and (i) in the case of foreign private issuers that include anon-GAAP
financial measure derived from or based on a measure calculated in accordance with U.S. generally
accepted accounting principles, “ GAAP’ refersto U.S. generally accepted accounting principles for
purposes of the application of these rulesto the disclosure of that measure. 1d.

It also bears noting that pro-forma financial information presented pursuant to Article 11 of Regulation S-X
(e.g., required disclosures relating to certain acquisitions or divestitures) is not subject to these rules.
100 Id.; see also SEC, Division of Corporation Finance, Frequently Asked Questions Regarding the Use of
Non-GAAP Financial Measures (June 13, 2003).
101 A foreign private issuer is exempt from the requirements of Regulation G if (i) the securities of the issuer
are listed on a securities exchange or quoted in an inter-dealer quotation system outside the United States;
(i) the non-GAAP financia measure is not derived from or based on a measure calculated and presented in
accordance with U.S. GAAP; and (iii) the disclosure is made in awritten communication that is released
outside the United States prior to or contemporaneously with its release in the United States and is not
otherwise targeted at persons located in the United States. We believe that a press release should not be
viewed as “targeted at persons located in the United States” solely because it isin the English language.

As aresult, the earnings press rel eases of most foreign private issuers, whose primary financial statements
are prepared under non-U.S. GAAP, need not comply with Regulation G.
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covered by Item 10(e) of Regulation S-K as discussed below), it will be required to accompany
that disclosure with a presentation of the most directly comparable financial measure calculated
and presented in accordance with GAAP'® and a quantitative reconciliation of the two measures

(with an exception applicable to forward-looking information).

103

Regulation G contains an antifraud provision prohibiting the publication of any

non-GAAP financial measure that, taken together with the information accompanying that
measure and any other accompanying discussion, contains an untrue statement of a material fact
or omitsto state a material fact necessary in order to make the presentation of the non-GAAP
financial measure, in light of the circumstances under which it is presented, not misleading.®*

102

103

104

As genera guidance with respect to this requirement, the SEC has stated that “(1) non-GAAP financial
measures that measure ‘funds' generated from operations (liquidity) should be balanced with disclosure of
amounts from the statement of cash flows. . . and (2) non-GAAP financial measures that depict
performance should be balanced with net income, or income from continuing operations, taken from the
statement of operations.” SEC Release No. 33-8176 (Jan. 22, 2003), 68 Fed. Reg. 4820, 4823 (Jan. 30,
2003) n. 26. The SEC has clarified that (i) with respect to the use of EBITDA as a performance measure, it
would require areconciliation to net income (as opposed to operating income) and (ii) only non-GAAP
financial measures derived from GAAP net income may properly be characterized as EBITDA or EBIT.
See SEC, Division of Corporation Finance, Frequently Asked Questions Regarding the Use of Non-GAAP
Financial Measures, Questions 14 and 15 (June 13, 2003).

The required reconciliation must be quantitative for historical non-GAAP financial measures presented and
guantitative, to the extent available without unreasonable efforts, for forward-looking information. Rule
100(a)(2) of Regulation G. With respect to forward-looking non-GAAP financial measures, the SEC
expectstheissuer to (i) disclose the fact that the most directly comparable GAAP measure is unavailable,
(ii) provide reconciling information that is available without unreasonable effort and (iii) identify
information that is unavailable and disclose its probable significance. SEC Release No. 33-8176 (Jan. 22,
2003). For example, this exception could apply if an issuer believesit can accurately forecast its quarterly
operating results, but not the amount of a potential restructuring charge. See Steven E. Bochner & Eric
John Finseth, The Earnings Release and Disclosure Reform, INSIGHTS, Dec. 2003, at 10.

Regulation G does not apply to non-GAAP financial measures contained in disclosures specifically subject
to the SEC’ s rules regarding communications in connection with business combinations, which are
comprised of Rule 425 under the Securities Act (communicationsin connection with a business
combination in which stock consideration is being registered under the Securities Act), Rules 14a-12
(solicitations before furnishing a proxy statement) and 14d-2(b)(2) (communications relating to a tender
offer) under the Exchange Act and Item 1015 of Regulation M-A (disclosure relating to fairness opinions
and the underlying analyses).

However, related communications not specifically captured by the business combination communications
rules would be subject to Regulation G, such as (i) communications to shareholders generally after the
meeting of target company shareholders that approves a business combination or after the completion of a
tender offer, (ii) communications about an all-cash business combination if made by an acquiror to its
shareholders who are not voting or (iii) where the acquisition is of a closely held target and therefore
implicates neither the tender offer or proxy rules under the Exchange Act nor the registration requirements
of the Securities Act.

Significantly, the SEC has indicated that issuers should consider whether a change in the methodology for
calculating or presenting a non-GAAP financial measure from one period to another, without a complete
description of the change in methodology, complies with this antifraud provision. SEC Release No. 33-
8176 (Jan. 22, 2003).
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However, non-compliance with Regulation G does not in itself affect any person’s liability in a
private cause of action under the antifraud provisions of Exchange Act Section 10(b) or Rule
10b-5 thereunder. Anissuer that failsto comply with Regulation G could be subject to an SEC
enforcement action under Regulation G and, if warranted by the facts and circumstances, an
enforcement action under Exchange Act Section 10(b) and Rule 10b-5.'%®

Regulation G also permits the public presentation of non-GAAP financial
measures orally, telephonically, by webcast or broadcast or by similar means without requiring
the additional disclosure, provided that the most directly comparable GAAP financial measure
and the required reconciliation are provided on the registrant’ s website at the same time, and the
location of the website is also included in the public presentation.'® In the case of aforeign
private issuer that is exempt from the requirements of Regulation G with respect to earnings
webcasts or conference calls, no additional steps need be taken. Foreign private issuers should,
however, continue to take into account best practices and the views of the SEC to avoid selective
disclosure of material information and to monitor the content of these oral presentationsin light
of the antifraud provisions of the U.S. federal and state securities laws.

While the matter was not expressly addressed by the SEC in adopting
Regulation G, we believe that any disclosure containing non-GAAP financial measures made
during awebcast or conference call (viz., to discuss earnings) by means of slides that are not
distributed or made available electronically or in hard copy should be viewed as disclosure
“orally ... or by similar means” within the meaning of the “oral disclosures’ requirements of
Regulation G. Under this view, the required comparable GAAP measure and quantitative
reconciliation need not be set forth in the slides themselves, provided that each requirement
applicable to “oral disclosures’ has been satisfied.

By contragt, if slides or other written materials are distributed or made available
electronically or in hard copy to participants during a webcast or conference call and contain
non-GAAP financial measures, we believe that the most directly comparable GAAP measures
and the required reconciliations must be presented in the slides or other written or electronic
materials and should be presented in close proximity to the non-GAAP financial measures.

Requirement to Furnish Earnings Releases on Form 8-K

In accordance with Section 409 of the Sarbanes-Oxley Act, the SEC adopted Item
2.02 of Form 8-K, which requires U.S. domestic issuers to furnish any public announcement or
release (including any update of an earlier announcement or release) that discloses material
nonpublic information regarding the company’ s results of operations or financial condition for a

105 Id

106 The SEC encourages issuers to provide website access to thisinformation for at least a 12-month period

and has suggested that this information may appear on the website or page that the issuer normally uses for
itsinvestor relations function. Id. We believe that a hyperlink to alist of a company’s reports on the
SEC's EDGAR website will satisfy this requirement, provided that a document filed with or furnished to
the SEC and appearing on the EDGAR website contains the required information.
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completed quarterly or annual fiscal period (such as the typical quarterly earnings release)'”’ to
the SEC within four business days of being issued and to comply with the requirements of Item
10(e)(1)(i) of Regulation S-K in connection with any non-GAAP financial measures contained
therein.’® Item 10(e)(1)(i) imposes two further requirements in addition to those imposed by
Regulation G. First, the comparable GAAP measure must be presented with equal or greater
prominence. Second, there must be a statement either in the earnings press release or in the
related Form 8-K regarding management’s belief as to why the non-GAAP financial measureis
useful to investors (and, if material, regarding the additional reasons for which management uses

107

108

It bears noting that this requirement is only triggered upon the disclosure of material nonpublic information
concerning a completed quarterly or annual fiscal period. Public announcements or rel eases regarding
future periods would not require an issuer to furnish an additional Form 8-K under Item 2.02, unless the
disclosure contained historical information not previously furnished.

For example, an early announcement, or “preannouncement,” of quarterly financial results during the
course of such quarter would constitute forward-looking guidance, which would not necessitate furnishing
aForm 8-K under Item 2.02. However, if apreannouncement of quarterly financial results is made after
the end of a completed fiscal period—and the issuer anticipates confirming or updating those resultsin its
regularly scheduled earnings rel ease—the preannouncement would require the issuer to furnish a Form 8-K
under Item 2.02 since the anticipated financial results relate to a completed fiscal period. See Steven E.
Bochner & Eric John Finseth, The Earnings Release and Disclosure Reform, INSIGHTS, Dec. 2003, at 13-14
n.11.

Foreign private issuers are exempt from the requirements of Form 8-K, including Item 2.02 of Form 8-K.
Thus, while foreign private issuers generally furnish their earnings press releases to the SEC on Form 6-K,
they are not required to comply with the requirements of 1tem 10(e)(1)(i) of Regulation S-K in their
earnings press releases or in the reports on Form 6-K used to furnish those earnings press releases to the
SEC.

Because the contents of any earnings press release may affect investment decisions by U.S. investors and
therefore result in liability under U.S. federal and state securities laws, however, foreign private issuers
should consult with U.S. counsel about the contents of their earnings press rel eases, notwithstanding that
those releases will in many cases not be subject to the requirements of Regulation G. In addition, foreign
private issuers that have outstanding shelf registration statements under the Securities Act should bear in
mind that Forms 6-K used to furnish earnings releases to the SEC must comply with the full requirements
of Item 10(e) of Regulation S-K if they are incorporated by reference into those (or similar) registration
Statements.

A report on Form 6-K isincorporated by reference into a Securities Act registration statement only if the
foreign private issuer so indicates. The SEC staff has stated that a foreign private issuer that wishes to
incorporate only a portion of an earnings press release (e.g., the portion that does not contain anon-GAAP
measure) has two options. Either it can furnish a single report on Form 6-K, specifying which portion of
the release isincorporated and which is not, or it can file two reports, only one of which isincorporated by
reference. The SEC staff has stated its preference for the latter approach, noting that the company should
consider whether its disclosure is rendered misleading by virtue of having incorporated only a portion of its
earnings pressrelease. SEC, Division of Corporation Finance, Frequently Asked Questions Regarding the
Use of Non-GAAP Financial Measures, Question 29 (June 13, 2003).
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the non-GAAP financial measure).!® Under Item 2.02, the Form 8-K must also disclose the date
of the announcement or release, briefly identify it and attach the text as an exhibit.

Unlike information filed with the SEC, information “furnished” to the SEC is not
subject to liability under Section 18 of the Exchange Act or automatically incorporated by
reference into shelf registration statements and thereby made subject to the liability provisions of
Sections 11 and 12(a)(2) of the Securities Act. Such information remains subject to liability
under Exchange Act Section 10(b) and Rule 10b-5 thereunder and to the general antifraud
provision of Regulation G.

Similar to Regulation G, an exemption from the obligation to furnish areport on
Form 8-K to the SEC under Item 2.02 of Form 8-K is available for material nonpublic
information disclosed orally, telephonically or by webcast, broadcast or similar meansiif:

. the information is provided as part of a presentation that is complementary
to, and initially occurs within 48 hours after, arelated written
announcement or release that has been furnished to the SEC under Item

2.02 of Form 8-K prior to the presentation;™*°

. the presentation is broadly accessible to the public by dial-in conference
call, webcast, broadcast or similar means;

o any financial and other statistical information contained in the presentation
is provided on the issuer’ s website, together with any information required
by Rule 100 of Regulation G;*** and

. the presentation was announced by awidely disseminated press release
that included instructions as to when and how to access the presentation
and the location on the registrant’ s website where the information would
be available.

109 The explanation of the utility of the non-GAAP financial measure should not be boilerplate and should

address a number of matters specific to theissuer. However, the explanation need not be included if this
information was already included in the issuer’s most recent annual report on Form 10-K (or a more recent
Form 10-Q) or 20-F, except to the extent necessary to update it.
10 The SEC staff has stated that no additional filing on Form 8-K is necessary where an issuer releases its
earnings after the close of the market and files the earnings press release as an exhibit to a quarterly report
on Form 10-Q the next day prior to its earnings webcast or conference call, assuming the other conditions
of the exception from filing are met. 1d., Question 25.

n The SEC staff has stated that an audio file of the initial webcast would satisfy this condition only if (i) it
contains all material financial and other statistical information included in the presentation that was not
previously disclosed; and (ii) investors can access it and replay it through the company’ s website.
Alternatively, the staff stated, slides posted on the website at the time of the presentation containing the
required, previously undisclosed, material information would also satisfy the condition. In each case, the
information must include any material information provided in connection with any questions and answers
during the presentation. Id., Question 22.
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The simplest means of ensuring availability of the exemption isto:

. include in the press rel ease announcing the earnings webcast or conference
call astatement identifying the page on the issuer’ s website where the
webcast or call will be archived,;

. ensure that the announcement is “widely disseminated” (which would be
the case if the issuer has chosen to satisfy its obligations under Regulation
FD by distributing the announcement through awidely circul ated news or
wire service);*? and

. ensure that the earnings press release has been furnished to the SEC under
Item 2.02 of Form 8-K before the earnings webcast or conference call
begins.*3

If any material information not contained in, but complementary to the
information contained in, the earnings press release is made public orally during the earnings
webcast or conference call, the complementary information must be posted on the issuer’s
website.'* Although this requirement should not prove difficult to comply with for any material,
complementary information planned to be disclosed in the webcast or call, it raises a practical
problem if the information is disclosed in response to a question during the presentation. While
not expressly addressed by the SEC, this requirement should be satisfied in such circumstances if
the complementary information is posted on the issuer’ s website by the open of business on the
business day following the webcast or call.**® Archiving the webcast or a transcript of the
conference call on the issuer’ s website within that time period will satisfy this requirement.

I ssuers should note, however, that the SEC “encourages’ issuers to provide “ ongoing website

12 If an issuer wishes to use a Form 8-K to satisfy its obligations under Regulation FD with respect to an

earnings release, the release may be furnished under Item 7.01 of Form 8-K for purposes of, and within the
timeframe specified by, Regulation FD and simultaneously under Item 2.02 of Form 8-K for purposes of
that Item. SEC Release No. 33-8176 (Jan. 22, 2003).
13 The EDGAR filing system is now open to accept filings between the hours of 6 am. and 10 p.m. (Eastern
standard time). The SEC staff has confirmed that, where the earnings release is issued after the close of the
market, the conference call or webcast includes material previously undisclosed information (thus
precluding reliance on this exception) and such information has not been furnished on a Form 8-K prior to
the conference call or webcast, an issuer must file a transcript of the relevant portion of the conference call
or dides including the information on Form 8-K. SEC, Division of Corporation Finance, Frequently Asked
Questions Regarding the Use of Non-GAAP Financial Measures, Question 23 (June 13, 2003).
14 Alternatively, the complementary information could be furnished to the SEC under Item 2.02 of Form 8-K
within four business days after having been made public.
s The SEC staff has confirmed that the posting must occur “promptly” (but without specifying a deadline)
and that awebcast of the oral presentation would be sufficient to meet this requirement. 1d., Question 24.
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access’ to information not furnished under Item 2.02 of Form 8-K in reliance on this exemption
and “suggests’ that website access be provided for at least a 12-month period.™°

Material information made public during the earnings webcast or conference call
must be furnished to the SEC under Item 2.02 of Form 8-K within four business days after it is
made public if that information was not contained in, and is not complementary to the
information contained in, the earnings press release. The SEC has suggested that information
may be viewed as complementary to the information contained in the earnings press release to
the extent that the issuer merely continuesits practices (asin effect prior to March 29, 2003)
regarding allocation of information between the earnings press release and the earnings webcast
or conference call.**’

We aso believe that material information made public during the webcast or
conference call should be furnished to the SEC under Item 2.02 of Form 8-K within four
business days after it is made public if that information was not contained in the earnings release
and was disclosed in slides or other written materials that were distributed or made available
electronically or in hard copy to participants.**®

116 SEC Release No. 33-8176 (Jan. 22, 2003); see also supra Note 106.
1w The SEC stated, however, that “[we] do not intend this exception to foster changes in practice whereby
disclosure is shifted from the written release or announcement to the complementary presentation.” SEC
Release No. 33-8176, n.58 (Jan. 22, 2003).

18 Many companies conduct “one on one” meetings with investors or attend analyst conferences throughout
the year that may not fall within the “complementary disclosures’ exception given the limited timeframe
during which the exception isavailable. |f these presentations include only a repetition of information
previously furnished to the SEC, no new obligation to furnish the information on Form 8-K should arise,
even where the information is provided in adifferent format (e.g., graphic, rather than numerical
presentation). By contrast, a public update of information previously furnished to the SEC under Item 2.02
of Form 8-K must itself also be furnished on that form. See Item 2.02(a) of Form 8-K.

Anissueisalso raised as to whether a“ one on one” meeting constitutes a “ public announcement” for
purposes of I1tem 2.02 of Form 8-K. Form 8-K provides no guidance on this point, although in adopting
Regulation G, the SEC stated that “whether disclosureis ‘public’ will . . . depend on all the facts and
circumstances.” SEC Release No. 33-8176, n.31 (Jan. 22, 2003).

One area that may provide guidance is the statutory and regulatory regime surrounding offers of securities
under the Securities Act. In that context, the number of offerees would not affect whether a“public”
distribution has occurred, but the sophistication of the investors involved would. Building on those
principles, if persons attending the “one on one” meeting were “accredited investors’ within the meaning of
Rule 501 of Regulation D under the Securities Act or “qualified institutional buyers’ within the meaning of
Rule 144A under the Securities Act, an argument could be made that adisclosure is not “public” for
purposes of reporting on Form 8-K.

Asthese meetings are typically held with securities analysts and institutional investors, the company would
in any event be obligated to make awider public disclosure under Regulation FD, if it disclosed material
information not previously disclosed to the public. Despite this practical result, in adopting Regulation G,
the SEC specifically rejected Regulation FD as a precedent for determining when a disclosureis “public.”
Id.
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Non-GAAP Financial Measuresin Other SEC Filings

The rules pertaining to the use of non-GAAP financial measures also amended

Item 10 of Regulation S-K and Form 20-F to impose more stringent conditions on the use of
such measures in other SEC filings.™'® Under these rules, all filings*® under the Securities Act
and the Exchange Act, other than free writing prospectuses™* and documents filed by eligible
Canadian issuers under the U.S.-Canadian multijurisdictional disclosure system, that include a
non-GAAP financial measure must also include:

. a presentation, with equal or greater prominence, of the most directly
comparable financial measure or measures calculated and presented in
accordance with GAAP;

o areconciliation (by schedule or other clearly understandable method),

which must be quantitative (subject to the same exception for forward-
looking information described above),™® of the differences between the
non-GAAP financial measure disclosed and the most directly comparable
financial measure or measures calculated and presented in accordance
with GAAP,

. a statement disclosing the reasons why the registrant’ s management
believes that presentation of the non-GAAP financial measure provides
useful information to investors regarding the registrant’ s financial
condition and results of operations; and

119

120

121

122

These amendments are discussed in greater detail in our memorandum entitled “ SEC Adopts Rulesto
Implement Section 401(b) of the Sarbanes-Oxley Act to Require Furnishing of Earnings Releases on Form
8-K.”

Note that these rules pertain to information “filed” with the SEC as opposed to information that is furnished
pursuant to Items 2.02 or 7.01 of Form 8-K or on aForm 6-K. See supra Note 30.

SEC, Division of Corporation Finance, Securities Offering Reform Questions and Answers, Questions 10
and 11 (Nov. 30, 2005).

Consistent with Regulation G, these amendments to Item 10 of Regulation S-K and Form 20-F also provide
an exception from the quantitative reconciliation requirement with respect to forward-looking non-GAAP
financial measures in situations where a quantitative reconciliation is not available without unreasonable
effort. Where this exception applies, the SEC expects the issuer to (i) disclose the fact that the most
directly comparable GAAP measure is unavailable, (ii) provide reconciling information that is available
without unreasonable effort and (iii) identify information that is unavailable and disclose its probable
significance. 1d.; see also supra text accompanying Note 103.
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. to the extent material,'** a statement disclosing the additional purposes, if

any, for which the registrant’ s management uses the non-GAAP financial
measure that are not disclosed under the preceding bullet point.*?*

Under Item 10(e) of Regulation S-K, filings may also not (i) exclude charges or
liabilities that required, or will require, cash settlement, or would have required cash settlement
absent an ability to settle in another manner, from non-GAAP liquidity measures, other than
EBIT (earnings before interest and taxes) and EBITDA,; (ii) adjust a non-GAAP performance
measure to eliminate or smooth items identified as non-recurring, infrequent or unusual, when
the nature of the charge or gain is such that it is reasonably likely to recur within two years or
where there was a similar charge or gain within the prior two years; (iii) present non-GAAP
financial measures on the face of the registrant’ s financial statements prepared in accordance
with GAAP or in the accompanying notes; (iv) present non-GAAP financial measures on the
face of any pro formafinancial information required to be disclosed by Article 11 of Regulation
S-X; or (v) usetitles or descriptions of non-GAAP financial measures that are the same as, or
confusingly similar to, titles or descriptions used for GAAP financial measures.'*®

XI. Disclaiming Liability for Forward-L ooking Statements

Projections and forecasts about the issuer and other forward-looking statements
are by their nature uncertain and may prove to be incorrect, thus raising special liability concerns
for an issuer, including, as discussed above, a potential duty to correct or update them when they
are no longer true.™®® With the adoption of Regulation FD, these statements will have to be

123 The qualifying phrase “to the extent material” makes clear that issuers need not separately disclose the

utility of the non-GAAP measure to investors and management’ s purpose for using the measure if the latter

disclosure would add nothing important to investors. SEC Release No. 33-8176 (Jan. 22, 2003).
124 In the case of filings other than annual reports on Form 10-K or Form 20-F, aregistrant is not required to
include information regarding the purpose for which the non-GAAP financial measureis used and the
reasons why that financial measure is believed to be useful to investors, so long as (i) that information was
included in the registrant’s most recent annual report on Form 10-K or Form 20-F or amore recent filing
and (i) that information is updated to the extent necessary to meet the applicable requirements at the time
of the current filing. 1d. Referenceto filings does not include reports on Form 6-K, which are “furnished”
to the SEC, except insofar as they are incorporated by reference into a Securities Act registration statement
or prospectus or an Exchange Act report filed with the SEC.

In addition, these amendments to Regulation S-K and Form 20-F, like Regulation G, do not apply to non-
GAAP financial measures contained in disclosures subject to the SEC’ s rules regarding communicationsin
connection with business combinations.
125 These prohibitions will not, however, apply to anon-GAAP financial measure included in afiling of a
foreign private issuer, provided that the non-GAAP financial measure (i) relates to the GAAP used in the
issuer’s primary financia statementsincluded in its filings with the SEC; (ii) is required or expressly
permitted by the standard-setter that is responsible for establishing the GAAP used in such financial
statements; and (iii) isincluded in the annual report prepared by the issuer for usein its home jurisdiction
or for distribution to its securityhol ders.
126 Liability for forward-looking statements, like liability for other statements or omissions concerning an
issuer, can attach not only in the context of aregistered public offering under Sections 11 and 12(a)(2) of
(continued)



disclosed to a much wider audience when material, which will often (and for earnings, revenue
or similar line item forecasts, always) be the case, with an attendant increase in the issuer’s
exposure to liability for such statements.

The Private Securities Litigation Reform Act of 1995 (the “Litigation Reform
Act”)*" provides some protection to issuers that are subject to the reporting requirements of the
Exchange Act, their officers, directors and employees and their underwriters (with respect to
information provided by such issuers or derived therefrom) for projections and other forward-
looking statements, whether written or oral, that turn out to be inaccurate or materially
misleading. The Litigation Reform Act creates a two-pronged safe harbor from liability under
the Securities Act and the Exchange Act*® where (i) aforward-looking statement is identified as
such and is accompanied by “meaningful cautionary statements identifying important factors that
could cause actua resultsto differ materialy from those in the forward-looking statement,” or
(i) aplaintiff is unable to prove that the forward-looking statement was made with actual
knowledge that it was materially false or misleading.**® Thus, the first prong of the Litigation
Reform Act allows issuers and their officers, directors, employees and underwriters to obtain
summary judgment in private civil suits based on fal se projections because the factual question
of whether the projections were made with actual knowledge of their falsity is not determinative
of liability.*® The safe harbor, however, does not apply to statements made in the context of an

the Securities Act, but also in the context of a private placement or secondary market transaction under
Section 10(b) of the Exchange Act and Rule 10b-5 thereunder, Section 18 of the Exchange Act and Section
17(a) of the Securities Act.

127 Pub. L. No. 104-67, 109 Stat. 749 (1995).
128 The safe harbor does not protect against actions alleging fraud under state law, although in some
jurisdictions similar results may be obtained under the “bespeaks caution” doctrine developed by the
federal courts and adopted by some state courts. This doctrine shields defendants from liability based on
projections and other “soft” or forward-looking statements if accompanied by meaningful disclaimers or
disclosures of risk; the doctrine generally does not shield those who make statements with knowledge of
their falsity. The safe harbor isalso limited in that it applies only to private civil suits and does not protect
against civil or criminal enforcement actions brought by the SEC or the Department of Justice. The
passage of the Securities Litigation Uniform Standards Act of 1998 (Pub. L. No. 105-353, 112 Stat. 3227
(1998)) mitigates the risk of securities fraud actions in state court by requiring most class action securities
fraud suits based on state law to be brought in federal court under federal law.

129 Section 102(c)(1) of the Litigation Reform Act. In order to qualify cautionary statements as “meaningful,”
issuers should disclose any assumptions on which the projections are based and make the statements
specific, prominent, easy to find and specifically tailored to the issuer’ s business—general boilerplate
warnings applicable to any company or industry will not suffice.

130 See H.R. Conf. Rep. No. 104-369, at 44 (stating that for the purposes of the first prong of the safe harbor
“[c]ourts should not examine the state of mind of the person making the statement”).
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initial public offering, atender offer or going private transaction or in financial statements or
beneficial ownership reports under §13(d) of the Exchange Act.*®

The Litigation Reform Act sets forth specific procedures for complying with the
safe harbor with respect to oral forward-looking statements. Pursuant to these procedures, it is
sufficient for an issuer (or its director, officer or employee) making an oral forward-looking
statement to (i) state that the discussion or presentation will contain forward-looking statements,
(i) state that actual results could differ materially from those projected in such forward-looking
statements and (iii) refer the audience to a“readily available” written document where the
“meaningful cautionary statements” can be found.*** Documents filed with the SEC or publicly
disseminated are considered “readily available.”

Despite the significant protections provided by this safe harbor, it does not affect
the scope of any duty to update specific forward-looking statements that fall within it.

XIl. Conclusion

Management should be very careful in its communications with securities
analysts. Under certain circumstances, the disclosure of material information selectively to
analysts can violate Rule 10b-5 and thereby generate both SEC sanctions and liability for
damagesto investors. Pursuant to the tests courts have fashioned to determine “ materiality,”
company officials should be wary of disclosing to analysts, but not to the public generally, any
information (such as earnings information) that might affect the company’ s share price or that a
reasonable investor would deem important in deciding whether to buy or sell company securities.

13 Section 102(b) of the Litigation Reform Act. In these instances, however, “ soft” or forward-looking

statements and projections accompanied by meaningful disclaimers or disclosures of risk may be protected
under the “bespeaks caution” doctrine. See supra Note 128.

152 Id. The following sample disclaimer (to be made prior to any oral statements or presentations) could be

used to satisfy these procedures:

During the course of my discussion today, | may make statements that constitute projections,
expectations, beliefs or similar forward-looking statements. | would like to caution you that the
company’s actual results could differ materially from the results anticipated or projected in any
such forward-looking statements. Additional detailed information concerning the important
factors that could cause actual resultsto differ materially from the information | will give you
today isreadily available in [provide name and date of most recent document containing a

complete forward-looking statement disclaimer, e.g., an annual report on Form 20-F] on page(s)

[ page numbers] under the heading [name of section]. Copies of this document are [available upon
request/on file with the SEC].

It should be noted that these cross-reference procedures available for oral forward-looking statements may
not be sufficient for the purposes of invoking the safe harbor if the oral statements are later put in writing
and such writing is not “accompanied by meaningful cautionary statements.” Accordingly, where an issuer
posts atranscript or audio recording of aconference call on its website, the cross-referenced document
containing the meaningful cautionary statements should also be available on the website.

36



Furthermore, companies should take precautionary measures in advance to avoid
selective disclosure. Prophylactic procedures include the scripting of presentations to analysts,
the pre-meeting review of the proposed presentation by counsel and officials familiar with the
issues to be discussed and a debriefing of the officials after the presentation to verify that no
material nonpublic information has been disclosed, as well as alimitation on the number of
company officials responsible for giving such presentations. Management should also consider
maintaining a“no comment” position if it wants any particular issue to remain confidential.
Finally, lessformal communications with analysts should also be conducted in accordance with
procedures designed to minimize inadvertent disclosure of material information and to provide
the company with evidence to defend potential allegations of intentional selective disclosure.

When a domestic company discloses material nonpublic information to analysts or
other market professionals, or to its securityholders when it is reasonably foreseeable they will trade,
the disclosure regime established by Regulation FD requires that the company must make the
disclosure broadly to the investing public too. Although Regulation FD does not apply to foreign
issuers, foreign issuers should continue to take into account best practices and avoid selective
disclosure of material nonpublic information out of concern for potential liability under Rule 10b-5.

Regulation FD requiresthat if material nonpublic information is inadvertently
disclosed to analysts or others to whom selective disclosure is restricted by the regulation, the
company must promptly (and in any event generally within 24 hours) file a Form 8-K disclosing
the information. In addition, the company should promptly inform the press to achieve a broad
dissemination to the investment community. The NY SE requires listed companies (domestic and
foreign) to contact Dow Jones and Reuters and suggests that companies issue press releasesto a
number of other news services. The NASD requires Nasdag-quoted companies (domestic and
foreign) to disclose the information promptly to the public through the news media.

Management should also avoid participating to a significant extent in the preparation
of analysts' reports to minimize potential 10b-5 liability. Specifically, company officials should not
“entangle” themselves with the creation of such reports to the extent that the information they
contain can be attributed to the company. Accordingly, any participation by the company should be
limited to reviewing the report for factual accuracy (which isall aU.S.-based analyst is permitted
by applicable SRO rulesto request), with care being taken in any event not to comment on any
forecasts or other judgmental statements made by the analyst. Similarly, apolicy of not
commenting on analysts' projections can prevent the company from being required to correct or
verify market rumors on the grounds that such rumors cannot be attributed to the company.

While Rule 10b-5 liability can arise from selective disclosure of accurate
information, it isimportant to note that liability can also attach if such disclosure, made selectively
to analysts or generally to the public, contains a materially misleading statement or omits a
material fact. Even if acompany’s statement is accurate when made, if intervening events render
the disclosure materially misleading, management may have a duty to update the prior comment.

Finally, management should institute a process for identifying all non-GAAP
financial measures contained in any public disclosure by the company, accompanying that
disclosure with the most directly comparable GAAP financial measure and quantitative
reconciliation of the two measures. To minimize the impact of these rules on public
presentations of non-GAAP financial measures disclosed orally, telephonically, by webcast or
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broadcast, or by similar means, the company should also consider maintaining areconciliation of
these non-GAAP financial measures, for at least a 12-month period, on its website under the
section dedicated to investor relations and set forth the location of the website in the public
presentation in which the non-GAAP financial measure isused. In particular, for information
disclosed in conjunction with the company’ s earnings conference call, management should
furnish the earnings press release to the SEC under Item 2.02 of Form 8-K before the conference
call, include a statement identifying where the call will be archived on the company’ s website
and distribute the announcement through awidely circulated news or wire service.

Please feel freeto call any of your regular contacts at the firm or any of our
partners and counsel listed under Securities and Capital Markets in the Practice Area section of
our web site (http://www.cgsh.com) if you have any questions.

CLEARY GOTTLIEB STEEN & HAMILTON LLP
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ANNEX |

Guiddines
for
Communicationswith Analysts

. Designate one company executive to communicate with analysts.

. Make each presentation to analysts on the basis of a prepared text that has been
reviewed by senior executives and by counsel.

. Do not disclose material nonpublic information to analysts unless you disclose
the information to the public at the same time; this can be done by permitting the
public, on reasonable advance notice, to participate in any call with analysts
during which material nonpublic information may be discussed.

. Refrain from responding to analysts' inquiriesin a nonpublic forum unless you
are certain that the response does not include material nonpublic information.

. If you are asked about a matter that is not ripe for disclosure, smply say “no
comment.”

. If requested by an analyst to review aresearch report, do not comment except to
correct errors of fact. Do not comment in any way on an analyst’s forecasts or
judgments, including by saying you are “comfortable” with them, that they are
“in the ballpark” or other wordsto similar effect. Do not distribute analysts
reports or hyperlink to them on the company’ s website.

. Avoid favoring one analyst over another.

. Review public statements to identify any non-GAAP financial measures. |If
disclosure contains non-GAAP financial measures, include a presentation of the
most directly comparable financial measure calculated and presented in
accordance with GAAP and a quantitative reconciliation of the two measures.
To avoid reconciliation of non-GAAP financial measures in public presentations
given orally, telephonically, by webcast or broadcast, or by similar means,
provide the most directly comparably GAAP financial measure and the required
reconciliation on the company’ s website and include the location of the website
in the presentation. If materials distributed (electronically or in hard copy)
during a public presentation contain non-GAAP financial measures, provide the
most directly comparable GAAP measures and provide the required
reconciliations in close proximity to the non-GAAP financial measures.

. Do not make specific forward-looking statements, unless (a) you set out the
assumptions on which the forecast is based, (b) you indicate the factors that

could prevent the forecast from being realized, (c) you make the statements to the
public at the same time and (d) you are prepared always to evaluate the need to
update the statement when circumstances change. The steps contemplated by (a)
and (b) can be effected by referring to afiled document that contains the relevant
information.



