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Securities Law Developments

SEC Issues New Release
On Use of Electronic Media (Part 1 of 2)

On April 28, 2000, the U.S. Securities and Exchange Commission (“SEC” or “Commission”)
issued itsthird interpretive reease (“Reease”) focusing on eectronic delivery, and the gpplication of
the federal securities laws to the Internet, and other dectronic media’ The guidance provided in the
new Release further clarifies and expands on the prior interpretive positions available from 1995 and
1996.% The Release examines various issues regarding consent to electronic delivery, issuer
respong bility for web Ste content, and implications for Internet based offerings. Further, it provides
illugtrative examples gpplying the SEC interpretations, and solicits comments on additiona eectronic
mediaissues.

In this Part of our newdetter, we present an overdl summary of the issues discussed in the new
Reease. In Part 2 of our newdetter, we will address the regulatory implications for web Ste operators
whose activities over the Internet may trigger the broker-dedler registration requirement as noted in the
Release and recent no-action letters from the Divison of Market Regulation.

! Use of Electronic Media, Securities Act Release No. 7856; Exchange Act Release No. 42728 (April 28, 2000),
available at <http://www.sec.gov/rules/concept/34-42728.htm>,

2 The 1995 release focused on electronic delivery of prospectuses, annual reports and proxy solicitation material
under the Securities Act of 1933 (“ Securities Act”), the Securities Exchange Act of 1934 (“Exchange Act”), and the
Investment Company Act of 1940 (*Company Act.”) Useof Electronic Media for Ddlivery Purposes, Securities Act

Rdease No. 7233; Exchange Act Release No. 36345 (Oct. 6, 1995), 50 FR 53458 (“1995 Release”), available at
<http://www.sec.gov/rules/concept/33-7233.txt>.

3 The 1996 release addressed el ectronic delivery of required documents by broker-dealers, transfer agents and
investment advisors. Useof Electronic Media by Broker-Dealers, Transfer Agents, and Investment Advisors for Delivery of
Information, Securities Act Release No. 7288; Exchange Act Release No. 34-37182 (May 9, 1996), 61 FR 24644 (“1996
Release”), available at <http://www.sec.gov/rules/concept/33-7288.txt>.

This|letter isfor general informational purposes only and does not represent our legal advice asto any particular set of facts, nor doesthis
letter represent any undertaking to keep recipients advised asto all relevant legal devel opments.
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Electronic Délivery

As et forth in the 1995 and 1996 Releases, the suitability of eectronic delivery should be
examined from three dements. notice, access and evidence of ddlivery. The deliverer should provide
adequate notice of document ddlivery, provide adequate access to the posted document, and retain
adequate evidence of delivery of the document. In the current Release, severd specific scenarios are
examined.

Telephonic Consent - The 1996 Release provides that informed consent to eectronic ddivery
should be in written or electronic format.* The new Release specificaly permits issuers and market
intermediaries to obtain informed consent telephonicaly, so long as a sufficient record of the consent is
retained and the consent is adequate to ensure its authenticity.

Globa Consent - The 1995 Release provides that informed consent may be obtained for al
documents relating to a Sngle issuer, and that an issuer may rely on consent obtained by a market
intermediary. The new Release provides additiondly that “an investor may give globa consent to
electronic ddivery -- rdating to al documents of any issuer” in which “that investor buys or owns
securities through a particular intermediary.”® The SEC indicates that the scope of the consent must be
clear to theinvestor. Also, the consent should comprise its own document or be a segregated section
within alarger document as opposed to, for example, a provison intermingled within an account
opening agreement.

Portable Document Format - The Release makes clear that documents may be ddivered in
Portable Document Format (“PDF”), despite the fact that special software isrequired to view
documents in this format, so long as access to the document is not unduly burdensome.

Envelope Theory - The 1995 Release suggests that documents connected by hyperlink are
considered to be delivered “asif they were in the same paper envelope”® The new Release attempts to
resolve ambiguities about web ste content raised by this so-caled “envelope theory” when an issuer is
in regigtration. The Release makes clear that information is considered part of a“ Section 10
prospectus’ only if an issuer (or the issuer’s agent) acts to “make it part of the prospectus”’ The
Reeaseindicates “if an issuer includes a hyperlink within a Section 10 prospectus, the hyperlinked
information would become a part of that prospectus.”® On the other hand, a“hyperlink from an
externa document to a Section 10 prospectus would result in both documents being delivered together,
but would not result in the non-prospectus document being deemed part of the prospectus.”®

4 See 1996 Release, n. 23.
s Release at 10-11.

6 Id. at 14.

! Id. at 15.

8 Id. at 15.

° Id. at 16-17.
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Following the 1995 Release, there has been substantiad uncertainty as to whether information on
the same website with a progpectus will be considered ddlivered with the prospectus under the envelope
theory. Inthe case of aposted preliminary prospectus, that analysis could cause other website content
to be impermissible free writing. The new Release explains that information posted on awebsite “ must
be reviewed in its entirety to determine whether it contains impermissible free writing” 1% and that
physical proximity of information on aweb page is not dispostive for this purpose. Further, the
Release d 50 gpplies these principles in the context of municipa securities preliminary and find officid
statements.

Web Site Content

The Release addresses issuer responsibility for (i) third- party information in generd and (ii)
other communications during a registered offering under the anti-fraud provisons of the federa
securities laws.

Issuer Responsihility for Third-Party Information- Generdly, hyperlinked third-party
information will be attributed to the issuer where the issuer has been involved in the preparation of that
information (so-called “entanglement theory™), or where the issuer implicitly or explicitly approvesthe
information (so-called “adoption theory”). Further, “even when an issuer remains slent about the
hyperlink, the context . . . may imply that the hyperlinked information is atributable to the issuer.”

The Release dso makes clear that confusion regarding the source of the hyperlinked information
may creete an impression that the issuer has adopted the hyperlinked information. Possible solutionsto
avoid thistype of confusion involve use of an “intermediate screen” before arriving a the hyperlinked
location, indicating that the viewer is now leaving the issuer’ sweb Ste. This solution, however, is not
digpostive on theissue. Further, if the hyperlinked information appears within aframe a theissuer's
website, this would add to the gppearance of adoption.

Findly, the Release indicates that “[w]here awedth of information as to a particular métter is
available, and where the [hyperlinked information] is not representative of the available information, an
issuer’s creation and maintenance of the hyperlink could be an endorsement” of the information.*?
Moreover, “action to differentiate a particular hyperlink from other hyperlinks on an issuer’ s web Ste,
through its prominence, Size or location, or to draw an investor’ s attention to the hyperlink” could
incresse the likelihood that the hyperlinked information may be “ attributable to an issuer.”*

Issuer Communications During a Registered Offering - To avoid Section 5 problems under the
Securities Act, an issuer in regigtration should carefully review its own web ste and any information on
third-party web stesto which it hyperlinks to seeif any such communication condtitutes an “ offer to

1o Id. at 17.
" Id. at 22.
1 Id. at 24.
1 Id. at 25.
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sl,” “offer for sdle” or “offer” under Section 2(a)(3) of the Securities Act.* Any third-party
information thet falls within the meaning of these terms will raise a* strong inference thet the
hyperlinked information is attributable’ to the issuer for the purposes of Section 5.*° The Release,
therefore, suggests that attribution of third- party information to the issuer is potentialy more broad
during the offering process and that the issuer may need to establish a different set of procedures
regardin%hyperlinks to third parties during the so-called “ pre-filing” or “waiting” period of aregistered
offering.

The Release re-affirms, however, the ability of the issuer in regigtration to maintain
communications with the public, so long as the subject matter of such communicationsis limited to
“ordinary-course business and financia information.” The release listed the following examples of
“ordinary-course business and financid information”:

advertisements concerning the issuer’ s products and services,

Exchange Act reports required to be filed with the SEC;

proxy statements, annua reports to security holders and dividend notices,
press announcements concerning business and financid developments;
answers to unsolicited telephone inquiries from andysts, security holders,
and othersin the communications field with legitimate busness interest; and
security holders' meetings and responses to security holder inquiries relating
to these matters.'’

Asdarified in the Release, information falling within any of the foregoing categories may be
made available while an issuer isin regidration This can be donein traditiona or eectronic format,
such as pogting either directly on the issuer’ sweb site or indirectly through alink to athird- party web
gte. Thisinterpretive podtion implies that the written communications containing such information
will not be deemed to be an “offer to sdll,” “offer for sde” or “offer” within the meaning of the
Securities Act for purposes of a Section 5 andysis. Note, however, that it is not clear whether anon-
reporting issuer contemplating an initid public offering may rely on the SEC's guidance to provide
smilar information on its web Site, to the extent that such an issuer does not have an etablished history
of ordinary-course communications with the marketplace.

Asnoted, thislist of ordinary-course business communications gpplies to both traditiond and
electronic communications. The limited scope of the ligt likely will raise concerns about whether other
communications would be considered offers. For example, it is not clear that the list indludes regularly
scheduled conference calls held by anissuer. Asthe Releaseis reviewed and discussed, thistopic
probably will generate substantial debate.

14 Id. at 26. Inany event, ahyperlink fromthe issuer’s prospectus would cause the hyperlinked material to be a part
of the prospectus.

15 Id.

16 The Release notes that the “safe harbor” provisions contained in Securities Act Rules 137, 138 and 139 regarding

the permissibility of broker-dealers providing research, “do not extend to permitissuers to publish or distribute the same
information.” Id. at 26-27, n. 66.

v Id. at 27.
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Online Offerings

The Release addresses the rgpidly developing areas of online registered and private offerings.
At present, the SEC reserves the development of detailed procedures for conducting online registered
offeringsto further saff interpretation and future rulemaking initiatives.

Online Public Offerings - To date, the Division of Corporation Finance has reviewed numerous
procedures in connection with online distribution of 1POs and dso has issued ano-action letter
regarding the permissible procedures for conducting such an offering.’® Many were hoping that the
SEC would provide guidance in the Release to facilitate online public offerings. While pointing out the
benefits and dangers associated with online public offerings, the Release concludes that it may be
premature at this point to make any additiona regulatory accommodations or to prescribe any specific
st of procedures. The SEC will continue to analyze the issues presented as technology evolves and
consder the need for possible regulatory action in the future. The Corporation Finance staff also will
continue to review procedures submitted in connection with online offerings'® Asaresult, uncertainty
about permissible action taken in online public offerings will remain for now.*

Online Private Offerings under Regulation D - The Release examines whether, and under what
circumstances a third-party service provider may solicit information from potential investors to
determine if they qualify as*accredited” or “sophigticated” under Regulation D, thereafter providing
the sdlected investors with password limited access to private offerings of securities. The Release
indicates that the formation and existence of a“pre-existing, Substantive rdationship” is centrd to
determining whether the solicitation is a prohibited form of “generd solicitation.”

In the Release, the Commission indicates that some entities have ventured beyond the
interpretive guidance proffered in the IPONET letter.?! Under those facts, a registered broker-dedler
used an online questionnaire to identify, and build a database of, accredited and sophidticated investors.
After the investor was qudified, the broker-deder provided controlled access to information on private
offerings subsequent to the investor’ sinclusion in the database. The Release expresses concern that
non-broker-deder third-party service providers have “deviated substantidly from the factsin the
IPONET"” |etter by permitting the potentia investor to sdlf-identify as accredited or sophisticated.?

In perhaps one of the more controversia elements of the Release, the SEC appears to take the
position that, in the online areng, it is necessary to have a broker-deder involved in order to avoid a

18 See Wit Capital Corporation, SEC No-Action Letter (July 14, 1999).

1o The staff’ s views about the application of Section 5 to online IPOs are set forth in Section V111. a(4) of the
Division’s Current Issues and Rulemaking Projects Outline (Apr. 13, 2000), which is available on the SEC’ s website at
<http://www.sec.gov/pdf/cfcrO42k.pdf>.

20 The Corporation Finance staff obtains information about possible online offerings through the comment process.
For example, the staff asks for information in |POs about whether thereis an online component, and, if so for details of how
it will work. The staff then discussesits views with counsel through the comment process. Since thisinformation is not
widely available, it may be difficult to learn what the staff is permitting at any given time.

a Division of Corporation Finance and Market Regulation interpretive letter IPONET (July 26, 1996).

= Release at 34.
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generd solicitation.® Part 2 of our newdetter will addressin more detail the potential broker-desler
registration requirement for web ste operators.

Broker-Dealer Capacity - The Release reminds broker-dealers of the need to have “ adequate
facilities and personnel to promptly execute and consummate dl of their securities transactions”?* In
order to abide by this tenant, broker-dealers relying on dectronic facilities to engage in online offerings
should ensure that equipment and bandwidth are adequate to handle appropriate levels of volume at any
giventime

Requestsfor Public Comments

Recognizing the continuing evolution of Internet technology, the Release solicits comments on a
number of specific areas, aswell as suggestions for identification of additiona issues.

Access Equas Ddlivery - Asinvestor access to the Internet increases, at what point should
delivery be deemed complete merely by having the required documents posted on an issuer or third-
party web ste?

Electronic Notice - Given the increasing technologica sophistication of the typica investor,
when should amessage in an investor’ s online account be sufficient notice of availability of eectronic
delivery of required documents?

Implied Consent - As noted in the Release, obtaining investor consent may pose “the most
sgnificant barrier” to dectronic ddivery. Under asystem of “implied consent,” consent to ddlivery
could be presumed, if the investor does not affirmatively object or opt-out of dectronic ddivery. The
Release requests comment regarding under what circumstances such a system would be desirable.

Electronic-Only Offerings - The Release solicits comments regarding whether true eectronic-
only offerings can be made, and whether the requirements for paper backup of certain eectronic

delivery may be digpensed with.

Accessto Higtorical Information - Unlike a press release that is * published” once, the SEC
noted that information posted to aweb site may be considered continuoudy “re-published” every time
an investor accessesthe Site. Thismay give rise to specid liability issues under Section 10(b). The
Release asks for comment on ways to facilitate the availability of historica information on the Internet
consgtent with federa securities laws.

Communications When in Regidration- The Release asks how issuer communications should
be limited during the offering process when the issuer’ s legitimate business activities are conducted
primarily or exclusvey through itsweb ste. Additiondly, how should mutud funds, which are
continuoudy in regigration, ded with hyperlinked information on third- party web sites meeting the
definition of an “offer to sdll,” “offer for sale’ or “offer?’

= Release at 35-36.

2 Id. at 37.

Securities Law Developments 6 Wilmer, Cutler & Pickering



Internet Discussion Forums - The Release solicits comments regarding specid issues raised by
Internet discussion forums such as moderated discussion forums, bulletin boards and chat rooms.
These issues may include the potentia effects on the stock price of the issuer, broker-dedler hosting of
the forums, and issuer employee participation in the forums.

Conclusion

While the SEC continues to affirm its dedire to be flexible in accommodating the evolving
communication and Internet technologies, many will beieve that the new Release does not go far
enough. The SEC's expressed concerns about potentialy abusive practices in the online arena,
particularly with regard to the application of Section 5, gppear to be causing the SEC to be cautious.
Perhaps the comments received on the Release will lead the SEC to Reassess some of its positions. As
technologies continue to evolve, it isal but certain that these and related issues will require continua
examination.

If you would like a copy of the Release or have any questions, please cal Meredith Cross
(202.663.6644; mcross@wilmer.com); Soo J. Yim (202.663.6958; syim@wilmer.com); and Joshua C.
Delaney (202.663.6820; jdelaney@wilmer.com).
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