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Message from the Editor

You have in your hands the Fall 2000 issue of the NY
Business Law Journal. As always, I would like to thank
our contributing authors who have devoted much time
and effort from their busy schedules to share their
expertise and interest with their fellow members of the
Business Law Section of the New York State Bar, and to
encourage all Section members to submit articles for con-
sideration for our future issues. I look forward to seeing
your work.

We begin our Fall issue with two committee reports.
The first, from the Committee on Franchise, Distribution
& Licensing Law, is based on events at two recent Com-
mittee meetings held on April 10, 2000 and July 27, 2000.
Among other topics discussed at these meetings, Com-
mittee members reviewed the FTC’s proposed revisions
to its franchise rule, which will take into account matters
such as: 1) potential FTC jurisdiction over certain inter-
national transactions; 2) the meeting of FTC disclosure
requirements through electronic filings; and 3) certain
additions to and exemptions from disclosure. The Com-
mittee also learned about new developments in the area
of encroachment as a result of a recent Eleventh Circuit
Court of Appeals decision and the significance of that
opinion in light of other recent encroachment decisions
in Pennsylvania and New Jersey, and then it engaged in
a discussion of problems stemming from the under-
reporting of royalties by franchisees. The Committee also
debated issues related to the registration and protection
of trademarks and listened to an overview of the Attor-
ney Referral Service sponsored jointly by the Association
of the Bar of the City of New York and the New York
County Lawyer’s Association. Finally, the Committee
heard from the co-author of the popular Franchising for
Dummies treatise, written by Michael Seid in conjunction
with Dave Thomas, Founder and Senior Chairman of the
Wendy’s hamburger franchise.

The second committee report, from the Committee
on Banking Law, discusses the impact of the Gramm-
Leach-Bliley Financial Modernization Act (also the sub-
ject of our first article, described below), which has sub-
stantially increased the complexity of bank regulation
and the work of those in the business of representing
bank institutions. Additionally, the committee report
describes state legislative initiatives in the area of bank-
ing law and comments on ATM fees and ATM safety,
financial privacy initiatives, proposed changes in trust
law and power of attorney forms, and enactment of
recent amendments to the Uniform Commercial Code.
The report also mentions banking industry concerns
related to IOLA and recent educational efforts of the
Committee on behalf of the New York State Bar Associa-
tion.

Our first article for the Fall issue is by Grace Sterrett
of the law firm of Hiscock & Barclay, LLP. Ms. Sterrett
has written a timely and perceptive article on the
Gramm-Leach-Bliley Act of 1999, which has allowed for
the sale of banking, securities and insurance products
under the single corporate umbrella of a financial hold-
ing company, and which has thus worked the effective
repeal of the Depression-era Glass-Steagall Act. This crit-
ical article focuses on the problems posed by the new
legislation to financial institutions which are simultane-
ously expected to disclose certain information with
respect to their “customers” or “consumers,” terms of art
under the Act, at the same time that they must respect
the privacy interests of these same parties. This fastidi-
ously detailed article should prove of great value to
those who represent financial institutions or parties who
deal with them, and it could not be more timely given
the current heightened interest in consumer privacy
posed by advances in Internet technology and in other
areas.

Next follows a more detailed discussion of the FTC’s
proposed revisions to its franchise rule than was present-
ed in the Committee on Franchise, Distribution & Licens-
ing Law report mentioned earlier. David J. Kaufmann, a
Senior Partner in Kaufmann, Feiner, Yamin, Gildin &
Robbins, LLP, and an expert in franchising law, provides
a much-needed analysis of changes to the current disclo-
sure scheme contemplated by the Federal Trade Com-
mission—changes which will, if adopted substantially as
proposed, work dramatic alterations in the disclosure
landscape and affect all who practice before the FTC in
this area or who represent clients subject to FTC franchis-
ing oversight. 

Frederick G. Attea, a member of the law firm of
Phillips, Lytle, Hitchcock, Blaine & Huber, LLP, next
issues a cri de coeur to the New York State Legislature to
cease raising needless, counterproductive hurdles in the
path of businesses which, but for the many anachronistic
provisions in the statutory law, might otherwise incorpo-
rate in the Empire State. Mr. Attea provides a cogent
argument convincingly demonstrating that the net effect
of much of this outdated legislation is to compel corpo-
rations to incorporate in Delaware rather than in New
York, and he advocates the immediate repeal of the
worst provisions of the law which have served only to
inhibit corporate formation inside the state, to the detri-
ment of everyone but the residents of the state of
Delaware. His call to arms should not go unheeded.

Our next article, by David L. Glass, Counsel with
Clifford Chance Rogers & Wells LLP, in New York, dis-
cusses the heightened professional responsibility of



attorneys and law firms representing banking institu-
tions in the wake of the savings and loan crisis of the
1980s and early 1990s. Using the Kaye, Scholer dilemma
which followed from the failure of Charles Keating’s Lin-
coln Savings & Loan as a backdrop, Mr. Glass cautions
lawyers on the duties which they may owe to bank regu-
lators and the public at large, advising attorneys to keep
in mind 1) that the bank is the client, not its individual
directors or trustees; 2) that the entirety of a transaction
or course of conduct should be taken into consideration
when an attorney opines on its legality; 3) that there may
exist an affirmative duty in the attorney to notify direc-
tors or other bank officials of potential violations of law,
unsafe or unsound banking practices, or breaches of
fiduciary duty; and 4) that the attorney may be under a
duty to refrain from assisting in, and to advise and warn
the bank about, breaches of fiduciary duty owed to the
bank by others. Mr. Glass then continues his article by
expanding on these various duties, giving hypothetical
examples of how they might operate in practice, and
concludes with timely advice on how certain derelictions
in fulfilling these duties can get the lawyer into trouble.
His article is an important one for anyone who repre-
sents or advises financial institutions.

Next follow two articles by Guy P. Lander, a partner
in Goodman Phillips & Vineberg in New York City and a
loyal contributor to this Journal. The first article discusses
the resale of private placement securities under Securi-
ties and Exchange Commission rules and regulations,
including via registration, Rule 144, Rule 144A, Regula-
tion S, or the euphemistically dubbed “Section 4(1½ )”
exemption. This article provides valuable guidance for
those practicing in this area who are forced to confront
the important decision of how properly to structure the
resale of restricted securities without running afoul of
the complex SEC filing and disclosure requirements.

Mr. Lander’s second article deals with recent SEC
initiatives in the area of electronic media and the use of
the Internet to convey information to prospective
investors. The SEC has recently clarified its views on the
permissibility of issuers conveying information to
investors and the market place electronically, as well as
updating its stance on the legality of issuer communica-
tions during a registered offering and with respect to
online private offerings under Regulation D. This article
should prove to be most valuable indeed to those whose
practice involves fulfilling the disclosure requirements of
clients who offer their securities either to the investing
public or though the mechanism of a private placement.

We next have two comment letters to the SEC by the
Committee on Securities Regulation of the Business Law
Section of the New York State Bar Association. The first
letter, dated April 19, 2000, gives the Committee’s opin-
ion regarding proposed SEC additions to Regulation S-K.
These additions would require companies to disclose

valuation or loss accrual accounts, including FAS 5
reserves, as well as information about changes in long-
lived assets and corresponding depreciation, depletion,
and amortization accounts. The Committee’s letter raises
concerns about possible waivers of the attorney-client
privilege if the SEC’s proposed changes go into effect,
competitive and economic harm to companies required
to make the new disclosures, and the absence of a
demonstrated need for the changes suggested by the
SEC. This letter should prove of interest to those who
practice in the area of financial accounting or who repre-
sent clients subject to Regulation S-K.

The second SEC comment letter, dated April 28,
2000, discusses the Committee’s views with respect to
the SEC’s proposed Regulation FD. The Committee’s let-
ter centers on the application of the new regulation to
the disclosure of material nonpublic information to “any
other person outside the issuer,” raising concerns about
the virtually unlimited potential liability of company
officials who discuss information with outsiders without
the protection of a confidentiality agreement, the need
for which may not readily be foreseeable without the
benefit of legal counsel. The letter also points out that,
given the amorphousness of the term “materiality” even
to securities law experts, it is unrealistic and perhaps
unfair for the SEC to impose a requirement on corporate
officials untrained in the law to make a judgment before
they speak about whether what they are about to say is
“material” as a matter of law. The letter also discusses
problems with respect to Regulation FD’s “intent”
requirement and concludes with an analysis of certain
liability issues and other perceived adverse conse-
quences which, in the Committee’s view, are sure to
result if the SEC adopts the regulation as planned. The
Committee therefore urges the SEC not to adopt Regula-
tion FD, or at least not as it is currently proposed.

Last but not least, Michael J. Dutkowsky, my ever-
diligent research assistant on this issue of the NY Busi-
ness Law Journal, concludes with an excellently-written
case note on an important recent New York Court of
Appeals opinion, Pinnacle Consultants, Ltd v. Leucadia
Natl. Corp., 94 N.Y.2d 426 (2000). At issue in this case
were allegations of breach of fiduciary duty and waste in
connection with the issuance of certain warrants, and of
the violation of New York Business Corporation Law §
612 in connection with the vote of shareholders who
approved a merger. This is a case which business practi-
tioners in the state of New York need to be aware of.

As always, read, enjoy, submit!

Sincerely,
James D. Redwood

Professor of Law
Albany Law School
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Committee Reports

Report of the Committee on Franchise,
Distribution & Licensing Law 

The Franchise, Distribution & Licensing Law Com-
mittee of the New York State Bar Association met on
April 10, 2000, at the Association of the Bar of the City
of New York, 42 West 44th Street, New York, NY 10036-
6689, and on July 27, 2000, at the law offices of Nixon
Peabody LLP, 437 Madison Avenue, New York, NY
10022. Among the topics discussed were the following:

1. FTC Notice of Proposed Rulemaking (NPR).
Susan Morton, Esq., Senior Associate at Kaufmann,
Feiner, Yamin, Gilden & Robbins, discussed the Federal
Trade Commission’s (FTC) revision of the FTC Fran-
chise Rule (the “Rule”). Ms. Morton said that the NPR
shows a very careful, intelligent, sophisticated and fore-
sighted updating of the franchise disclosure rules. First,
the FTC intends to settle the question whether the Rule
applies to international transactions by making clear
that the Rule’s disclosure requirements do not apply to
“pure outbound” franchise sales transactions. The pro-
posed rule will substitute a simple 14-day requirement
for its current “first personal meeting” and “ten busi-
ness day” disclosure timing requirements. 

Another major change is that franchisors will be
free to make disclosure through electronic means (over
the Internet, by giving out computer disks, CD-ROMs,
through e-mail, etc.), and that prospective franchisees
will be able to acknowledge their receipt through “elec-
tronic signatures” (including digital signatures and
passwords). The proposed rule would require fran-
chisors to disclose any policy of obtaining contractual
“gag clauses”—clauses that prohibit or restrict existing
or former franchisees from discussing their business
experiences with the franchisor. Franchisors would also
be required to set forth in their disclosure documents
the identities of all system-specific franchisee associa-
tions they know about. The proposed rule would create
a new exemption for “sophisticated investor” transac-
tions, that is, for franchise sales: (1) involving an invest-
ment by the franchisee of at least $1.5 million; (2) to
large corporations which have been in the business in
question for at least five years and have a net worth of
at least $5 million; and, (3) to officers, directors and
other executives of the franchisor. 

Ms. Morton added that the FTC will not require
disclosure of financial performance information or
“earnings claims.” The proposed rule would require

franchisors to use only the Uniform Franchise Offering
Circular (UFOC) disclosure format, but it creates addi-
tional disclosure requirements for the UFOC and modi-
fies some current UFOC Guidelines requirements. For
example, a number of new disclosures about the fran-
chisor’s parent will be required in Items 1, 2 and 3, and
the financial statements of the franchisor’s parent
would have to be incorporated in the UFOC. The
revised Item 3 would also require franchisors for the
first time to disclose pending lawsuits they initiated
against franchisees on issues involving the franchise
relationship. The proposed revisions to the FTC Fran-
chise Rule would also revise the first table in Item 20,
which is currently somewhat confusing. Thus, if the
Rule is ultimately revised as proposed by the NPR—
and it almost certainly will be, with some minor modifi-
cations—some very big changes will result. 

2. Encroachment. Howard Wolfson, Esq., of Morri-
son Cohen Singer & Weinstein, LLP, provided an
update on the law of encroachment in light of the recent
Eleventh Circuit Court of Appeals decision in Burger
King Corp. v. Weaver, 169 F.3d 1310 (11th Cir. 1999). Mr.
Wolfson stated the decision will not result in an end to
litigation for alleged encroachment. The Weaver decision
held that, under Florida law, a franchisee could not
bring suit for breach of the implied covenant of good
faith and fair dealing based upon the franchisor’s
licensing of another franchised site that allegedly
encroaches on sales at the franchisee’s established loca-
tion, unless the franchisee received an exclusive territo-
ry under its franchise agreement.

Mr. Wolfson explained that although Weaver may be
persuasive authority, it will not necessarily be followed
by courts applying other states’ laws. Mr. Wolfson
pointed out that recently in Foodmaker, Inc. v. Queshi,
Bus. Franchise guide (CCH) ¶ 11,780 (Dec. 1, 1999), the
Superior Court of California, County of San Diego, held
that a franchisor could have violated the implied
covenant of good faith and fair dealing under facts
analogous to Weaver. The court’s decision in Foodmaker
is at odds with the Eleventh Circuit’s holding in Weaver.

Mr. Wolfson further noted that two encroachment
decisions had been rendered recently in cases brought
by franchisees against GNC Franchising Inc., Oganesov
v. GNC Franchising, Inc., Bus. Franchise Guide (CCH) ¶
11,808 (Pa. March 3, 2000) and Kazmierski v. GNC Fran-
chising, Inc., Bus. Franchise Guide (CCH) ¶ 11,799
(D.N.J. February 9, 2000).

NYSBA NY Business Law Journal |  Fall 2000  | Vol. 4 | No. 2 9



Mr. Wolfson explained that the law would continue
to develop in this area on a case-by-case basis. A discus-
sion then ensued regarding various business policies
that franchisors have adopted or are considering in an
effort to avoid further litigation with their existing fran-
chisees regarding encroachment.

3. Under-reporting of Royalties by Franchisees.
Corey Covert, Esq., of Rosen Einbinder & Dunn, PC,
provided an overview of franchisee under-reporting
based on his experiences overseeing Minuteman fran-
chisees. In opening, Mr. Covert stated that franchise
agreements and operating manuals must define terms,
such as “gross sales” or “billings,” and should set up
penalties and the costs for audit or attorney fees for
under-reporting franchisees.

Mr. Covert stated that large franchise systems can
have franchisees report to the franchisor electronically,
collect financial statements, or conduct an audit from a
random sampling of franchisees. When deciding to do a
sampling, Mr. Covert recommended selecting fran-
chisees that are in states that are franchisor-friendly and
franchisees that are the least likely to litigate. In deter-
mining which franchisees to select for an audit, a fran-
chisor should speak to field representatives and to ex-
employees of the franchisee. 

Mr. Covert stated that high walk-in traffic usually
means that a lot of cash is being paid, which is easier to
conceal than credit cards or checks. Other red flags may
include the following: 1) a franchise location which
reports sales that are less than overhead, but which con-
tinues to operate the business year after year at an
apparent profit; 2) existing franchises that are sold at
high prices, yet report only marginal sales to the fran-
chisor; 3) existing franchises that are sold at low prices
in comparison with sales, which may indicate cash is
being hidden under the table and that the new fran-
chisee will do the same to avoid making royalty pay-
ments to the franchisor.

In conducting the audit, all financial statements,
bank accounts and purchase of supply records should
be reviewed. Gross sales can be hidden by cash transac-
tions that are never rung up, and by maintaining two
separate invoice books. Some franchisees install tempo-
rary registers which are removed or hidden and never
reported, and some franchisees arrange for alternative
suppliers so that supply usage cannot be monitored.

Mr. Covert concluded by stating that if it is learned
that a franchisee was under-reporting, a full accounting
should be demanded to determine the royalties owed.
Once the accounting is concluded, a demand should be
made for immediate payment of royalties along with
penalties and audit and attorney fees.

4. Registration and Protection of Trademarks.
Barry Cooper, Esq., of Gottlieb, Rackman & Reisman,
P.C. gave a brief overview of intellectual property law
as it applies to franchising. Mr. Cooper began with the
basic definitions and terms of trademarking, then
moved on to the common law “use” rights of trade-
mark and trade dress law and the current requirements
of registration. Mr. Cooper explained that under com-
mon law a trademark can be established through con-
sistent usage, as well as through explicit registration,
and that marks can become unprotectable through
“genericide” when the trade name is used generically.

Mr. Cooper explained the necessary steps to begin
registration, including trademark searches by both gov-
ernment (the public can access the Patent and Trade-
mark website) and private entities, as well as the
allowance or disallowance of substantially similar
trademarks, and things that cannot be trademarked due
to generality or lack of descriptiveness or likelihood of
confusion. The application for registration process was
discussed, including applications by U.S. domiciliaries
in foreign countries, multiple country registration, actu-
al use of the trademark, subsequent registration, and
fees.

Mr. Cooper fielded questions on the efficiency of
both federal registration and state registration, as well
as on foreign entities registering within the United
States. Mr. Cooper said he did not feel that state regis-
tration was a worthwhile effort. He then explained the
procedures examiners follow when reviewing registra-
tion forms, as well as post-registration issues, policing,
and the role of the U.S. Customs Agency in deterring
shipment of non-licensed goods. Finally, Mr. Cooper
discussed the increasing number of Internet issues aris-
ing from the trademarking of domain names. 

5. Attorney Referral Service (“Service”). Clara
Schwabe, Esq., of the Association of the Bar of the City
of New York (ABCNY), gave an overview of this coop-
erative effort between ABCNY and the New York Coun-
ty Lawyer’s Association which was started in 1946. The
Service consists of 600 attorneys and receives 350-400
telephone calls and e-mail messages from all over the
world involving business, family, landlord/tenant and
consumer issues. ABCNY is a nonprofit organization,
and thus, to sustain itself, it charges the attorney a fee
of $25 per client after the first consultation, or if a
retainer agreement of over $600 is signed, a small per-
centage of the retainer. 

When the public calls the Service, they are trans-
ferred to one of its many in-house attorneys who
screens the call, makes sure each claim is meritorious
and routes it to the proper list of attorney specialists. If
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a caller’s problems are not appropriate for attorney
referral, then they are referred to city agencies, pro-
bono programs, law clinics or community outreach pro-
grams. Ms. Schwabe explained that attorneys are placed
in subject groups so that potential clients will receive an
attorney with a specialty in their particular problem.

6. Franchising for Dummies. Michael Seid, Manag-
ing Director of Michael H. Seid & Associates, LLC, dis-
cussed his new book, Franchising for Dummies, which he
recently co-authored with Dave Thomas, Founder and
Senior Chairman of Wendy’s International, a well-
known hamburger franchise. Seid discussed the various
goals he and Thomas had for the publication, empha-
sizing their desire to provide readers with a factual,
first-person, understandable account of the franchising
industry. Directed mainly toward franchisees, the book
points out what Seid calls “the pimples, warts, and
problems” of franchising, discussing issues ranging
from how to research a franchise to how to find a reli-
able attorney who will offer guidance throughout the
franchising process. Seid noted that in the book, he and
Thomas took hard positions on serious issues, address-
ing the utility of franchise brokerage as well as the high
death-rate of new franchisors. 

Franchising for Dummies discusses current problems
for women and minorities in franchising, as well as the
influence of e-commerce and the Internet on the indus-
try. While franchisees constitute the book’s target audi-
ence, Seid and Thomas also took the franchisor’s inter-
ests into account. They offer advice not only on how to
look for a good franchisor, but also on how to become
one, and they address the challenges small franchisors
face in trying to expand their businesses, increase sales,
and improve relationships with franchisees. Seid
summed up both the book and the presentation with a
piece of Thomas’s advice, noting that while it is impor-
tant for a franchisor to maintain standards and cus-
tomer satisfaction, consistency can be overrated if
achieved at the expense of the needs of the franchisee. 

Respectfully submitted,
Joseph Punturo, Chair

William Estes, Secretary
Richard Seely

Mirella deRose

Report of the Committee on Banking Law
The Committee on Banking Law has had an active

and productive year. Meetings of the full Committee
were held in New York City in January, in conjunction
with the NYSBA annual meeting, and in April. The next
meeting is scheduled to take place in Puerto Rico at the
Business Law Section Annual Meeting in October.

The passage of the Gramm-Leach-Bliley Financial
Modernization Act (GLB Act) last fall, despite being
billed as a deregulatory reform, has substantially
increased the complexity of bank regulation, and much
of the Committee’s work has been focused in that direc-
tion. Among our guests have been Sara Kelsey, Deputy
Superintendent and Counsel of the New York State
Banking Department, and Roseanne Notaro of the
Department legal staff; Michael Schussler, a senior
attorney with the Federal Reserve; and Jonathan Rush-
doony, District Counsel of the Office of the Comptroller
of the Currency. All of these individuals were very gen-
erous in sharing their insights regarding financial
reform from the regulatory perspective, and joined in
an active dialogue with the Committee members.

Other guests included Teri Kleinmann, a legislative
aide to Speaker of the Assembly Sheldon Silver, and
Roberta Kotkin, General Counsel of the New York
Bankers Association. Along with the ongoing outstand-
ing work of Committee Legislative Chairman Jim
Orband, their contribution has kept us close to legisla-
tive developments in Albany. The Committee con-
tributed comments on ATM fees and ATM safety; finan-
cial privacy initiatives; proposed changes in trust law
and power of attorney forms; and enactment of revised
UCC articles 3, 4 and 5. Steven Brooks, General Counsel
of the New York IOLA Fund, has also joined us in a
constructive dialogue on issues of concern to the bank-
ing industry in relation to IOLA. 

Finally, the Committee has been actively involved
in educational efforts for NYSBA more broadly. We
were involved in developing and presenting a program
on UCC article 9 at the Fall 1999 Business Law Section
Annual Meeting; a NYSBA CLE program on financial
reform in May, chaired by David Glass; a program on
bank lending for the Fall 2000 Business Law Section
Annual Meeting, to be chaired by Bruce Baker; and a
program on the effects of financial reform to date, to be
presented at the NYSBA annual meeting in January
2001. 

Respectfully submitted,
David L. Glass, Chairman
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Financial Privacy: New Rights for Consumers;
New Burden for Financial Institutions
By Grace Sterrett

Few would have predicted that when the long
awaited financial services modernization law, known as
the Gramm-Leach-Bliley Act (GLB or “Act”) was enact-
ed on November 12, 1999,1 allowing the sale of banking,
securities and insurance products under the single cor-
porate umbrella of a “financial holding company,” the
portion of the law which would garner the most atten-
tion and scrutiny by the public would be the section
regarding the obligation of financial institutions to pro-
tect the privacy of their customers. As consumers, we
enjoy the convenience of being able to purchase goods
and services via the Internet, over the phone or even in
person by “presenting” a plastic card by which the cost
of our purchases is charged to a credit card or debited to
a deposit account in an effortless and seamless manner.
The price for this “convenience,” however, has been a
loss of privacy. Many consumers are dismayed to dis-
cover that information we assumed was personal,
including where we live, how much we earn, and how
we spend and invest our money, has become widely dis-
seminated throughout the marketplace. Of particular
concern is the privacy of our personal financial records
and credit histories.

The GLB directly addresses this concern in Subtitle
A of title V entitled “Disclosure of nonpublic personal
information,”2 by expressly limiting the circumstances
under which a “financial institution” may disclose cus-
tomers’ nonpublic personal information. Declaring that
financial institutions have an “obligation” to protect the
nonpublic personal information which they possess, the
Act provides as follows:3 “It is the policy of the Con-
gress that each financial institution has an affirmative
and continuing obligation to respect the privacy of its
customers and to protect the security and confidentiality
of those customers’ nonpublic personal information.”

Scope
The Act directs the federal agencies which supervise

participants in the financial services industry to develop
privacy standards for the “financial institutions” which
they regulate to:

1. ensure the security and confidentiality of cus-
tomer records and information;

2. protect against any anticipated threats or hazards
to the security or integrity of those records; and

3. protect against unauthorized access to, or use of,
the records or information which could result in
substantial harm or inconvenience (emphasis sup-
plied) to any customer.4

The agencies assigned this task are the “federal
banking agencies,” consisting of the Office of the Comp-
troller of the Currency (OCC), the Board of Governors of
the Federal Reserve System (FRB), the Federal Deposit
Insurance Corporation (FDIC), and the Office of Thrift
Supervision (OTS), collectively referred to as “Bank
Agencies” or “Banking Agencies.” In addition, the
National Credit Union Administration (NCUA); the Fed-
eral Trade Commission (FTC); the Secretary of the Trea-
sury (“Treasury”), and the Securities and Exchange
Commission (SEC) have also been directed to issue pri-
vacy regulations for the “financial institutions” under
their respective jurisdictions. Each agency has been
directed to issue implementing regulations “after a con-
sultation as appropriate with representatives of state
insurance authorities designated by the National Associ-
ation of Insurance Commissioners.”5

The focus of this paper will be on the privacy regu-
lations that have been jointly issued by the Bank Agen-
cies to implement the privacy provisions of the Act.6 The
Bank Agencies also jointly issued a “Supplementary
Information” statement preceding the adoption of the
final rule which provides valuable insight into their
interpretation of the Act and how the regulations should
be applied in various situations.7

The other regulators have also been active. For
example, the FTC, which is the primary federal regula-
tor of “non-bank” companies that offer consumer finan-
cial services including many finance companies, mort-
gage bankers, sales finance companies and similar
lenders and servicers,8 has issued a final rule which is
substantially similar to that adopted by the Bank Agen-
cies.9 The NCUA has also issued a final rule, which is
described as being comparable to that of the other Bank
Agencies, but yet modified to reflect the “unique nature
of credit union structure and relationship issues
between the Credit Union, its members and credit union
service organizations.”10 The SEC issued final rules11 in
late June, which will be applicable to brokers, dealers,
investment companies and investment advisors.12 Per-
sons engaged in “providing insurance” are subject to
regulations issued by the state insurance authority of the
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state in which the insurance entity is domiciled.13 The
Bank Agencies have concluded, however, that any insur-
ance activities conducted by an insured depository insti-
tution will remain subject to the privacy rules of the
applicable federal bank regulator.14

Deadline
The Bank Agencies, the FTC and the NCUA have

uniformly set the mandatory compliance deadline for
July 1, 2000.15 Under the Act, the provisions of title V
were to take effect six months after the date on which
the rules were required to be issued or November 12,
2000, but the regulators responded favorably to the
request of the financial industry for an extension. Com-
ments from industry representatives noted that if, for
example, the Bank Agencies required compliance by
November 12, 2000, those institutions that wanted to
continue sharing nonpublic personal information with
non-affiliated third parties without interruption would
have been required to issue the appropriate disclosures
within 30 days of the effective date of the final rule—
realistically too short a time to develop the materials,
distribute them and provide adequate training for staff,
let alone develop the software needed to track opt-out
requests from individuals who ask that their nonpublic
information not be shared.16 As a result, financial insti-
tutions have a bit of a “breather,” as the mandatory date
has been extended until July 1, 2001. The Bank Agencies
have made it clear, however, that financial institutions
are expected to be in complete compliance with the priva-
cy regulations and that development and testing of the
software systems, preparation of the privacy disclosures,
and distribution of material to customers would have to
be done fairly soon in order to represent that the institu-
tion was in compliance on July 1.17

Message?
The six-month extension is no reason to delay the

compliance efforts which will be substantial for any
institution. The Act and the implementing regulations
require not only the creation, distribution and compli-
ance with new disclosures, but they also require the
development of a “back office” screening and record-
keeping system which may be difficult and costly for
some institutions to comply with. If institutions cannot
do this internally, they will have to seek out a “quali-
fied” third-party vendor—all of which will take time.
The requirement to develop/purchase new systems to
meet these privacy rules is only the beginning. Subtitle
B of title V of the Act, entitled “Fraudulent Access to
Financial Information,” will require financial institutions
to improve their security programs to protect customer
data under the new standards of the Act. The Bank
Agencies and the NCUA are directed to issue regula-

tions to create standards for financial institutions to bet-
ter ensure the protection and confidentiality of customer
information.18

What Is a Financial Institution?
As the Act only imposes privacy obligations on

“financial institutions” this raises the question, “What is
a financial institution?” The Bank Agencies have
answered by defining a “financial institution” as “. . .
any institution the business of which is engaging in
activities that are financial in nature or incidental to
such financial activities as described in § 4(k) of the
Bank Holding Company Act of 1956.”19 The regulations
made some exceptions, noting that a financial institution
does not include an entity or activity under the jurisdic-
tion of the Commodity Futures Trading Commission,
the Federal Agricultural Mortgage Corporation, and
institutions chartered by Congress specifically to engage
in securitization, secondary market sales or similar
transactions, provided they do not sell/transfer nonpub-
lic personal information to a non-affiliated third party.20

Under these definitions, it is very clear that a commer-
cial bank, a thrift, or a bank holding company or a
financial holding company would, in fact, be a “finan-
cial institution” subject to the privacy regulations. The
important point is that entities other than traditional
banks, which provide financial products or services to
persons for personal, family or household use, will also
be deemed to be “financial institutions” subject to the
provisions of the Act and the applicable regulations. For
example, mortgage brokers, mortgage bankers, and loan
servicers are deemed to be financial institutions for pur-
poses of the new privacy rules. 21

What Is a Financial Product or Service?
Basically, it’s any product or service that a “financial

holding company” could offer (to a natural person for
personal, family or household purposes) by engaging in
an activity that is financial in nature and incidental as
provided under § 4(k) of the Bank Holding Company
Act.22 A financial product or service is virtually anything
that is financial in nature or “incidental” to a financial
activity—anything that any subsidiary of a financial
holding company, including a bank, insurance agency,
or securities brokerage agency would offer to individu-
als for personal, family or household use. (As noted
above, the actual privacy obligations of securities bro-
kers are governed by the SEC, and the privacy obliga-
tions of an insurance company are governed by the
appropriate state insurance regulator.)

Who Is Protected?
By definition, the Act protects the privacy rights of

“consumers”—individuals who obtain a financial product
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or service from a financial institution primarily for personal,
family, or household purposes.23 Given these definitions,
the Act and the implementing regulations are not appli-
cable to business purpose transactions. The Act distin-
guishes between consumers in general and those per-
sons who have a customer relationship with a financial
institution, who are called “customers,” and directs the
regulators to further define this relationship.24 The regu-
lations define the term “consumer” as follows: “An indi-
vidual who obtains or has obtained a financial product
or service from the bank that is to be used primarily for
personal, family or household purposes, or that individ-
ual’s legal representative.”25 Examples of who is a “con-
sumer” given by the Bank Agencies include a person
who applies to a bank for credit for personal, family or
household purposes, regardless of whether or not that
credit is extended; any person who provides “nonpublic
personal information” in order to determine whether or
not he or she may qualify for a loan, regardless of
whether or not the loan is extended; and an individual
who provides personal information in connection with
obtaining or seeking to obtain financial investment or
economic advice, regardless of whether the person and
the bank establish a continuing relationship. Other con-
sumers include mortgagors or borrowers whose loan is
serviced by a bank or other financial institution.26

In contrast, the regulations define a “customer” as a
person who has a continuing relationship with a bank
which provides one or more financial products or serv-
ices to that person which are used primarily for person-
al, family or household purposes.27 Examples of those
having such a relationship include: a person who has a
deposit or investment account, obtains a loan, has a loan
for which the bank owns the servicing rights, purchases
an insurance product from the bank, or holds an invest-
ment product for the bank, such as when the bank acts
as a custodian for securities or assets in an individual
retirement arrangement (IRA). “Customers” also include
a person who has an agreement/understanding with the
bank under which the bank undertakes to arrange or
broker a home mortgage loan for the consumer, or a per-
son who enters into a lease of personal property with
the bank or who obtains financial, investment or eco-
nomic advisory services from the bank for a fee.28

The regulators do not deem an individual to be a
“customer” if that person does not have a continuing
relationship with the bank, such as in the following situ-
ations: the individual obtains a financial product or
service only in isolated transactions such as using the
bank’s ATM machine to withdraw cash from another
account at another financial institution or to purchase a
cashier’s check or a money order; the bank sells the con-
sumer’s loan and does not retain the rights to service
that loan; or the bank sells the consumer airline tickets,

travel insurance or traveler’s checks in isolated transac-
tions.29

Who Gets What?
The distinction between a “consumer”—one with-

out a continuing relationship with a financial institu-
tion—and a “customer”—one with a continuing rela-
tionship with the financial institution, is extremely
important, because it determines whether and to what
extent that financial institution must issue pre-transac-
tion and annual disclosures as summarized below.

• “Consumers” (individuals without a continuing
relationship) only get an initial privacy notice, with
a description of their right to “opt out” of the
institution’s policy of sharing information with
unaffiliated third parties if the financial institution
intends, or reserves the right, to disclose any non-
public personal information about the individual
to any non-affiliated third party.30 Therefore, if the
financial institution does not intend to and, in
fact, does not disclose any “nonpublic” personal
information about the consumer (not a customer)
to any non-affiliated third party (other than as
specifically authorized on an “exception” basis as
set forth in the regulations discussed below), then
the financial institution need not provide this cate-
gory of individuals with an initial privacy notice
or with a notice of the right to opt out of the
potential sharing of personal information about
them with non-affiliated third parties, because
there is nothing to disclose!31

• “Customers” (individuals with a continuing rela-
tionship) get an initial and annual privacy notice
complete with a description of their right to “opt
out.”32

Initial Disclosure
Customers must receive an initial disclosure not

later than when the financial institution establishes a
“customer relationship.” This must provide a “clear and
conspicuous notice”: (1) that accurately reflects the insti-
tution’s privacy policies and practices and (2) describes
the customer’s right to “opt out” of having nonpublic
personal information shared with non-affiliated third
parties.

When a consumer opens a credit card account, a
deposit account, obtains a loan, purchases insurance
from the bank, agrees to obtain investment advisory
services from the bank, becomes the bank’s client for the
purpose of the bank’s providing credit counseling or tax
preparation or other services, the consumer has initiated
entering into a “customer relationship.”33 A customer
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relationship, however, can also be created without any
action by the consumer, e.g., when the financial institu-
tion purchases the servicing rights to an existing loan for
a natural person for personal, family or household rea-
sons (e.g., the typical residential mortgage loan).34

Customer Annual Notice
In addition to the “initial” notice, the financial insti-

tution must also send each customer an annual privacy
notice (that describes the privacy policies and affords
the customer the opportunity to “opt out”) during the
continuation of the customer relationship.35 Annually
means once in any 12-month period of the customer
relationship. Institutions comply if they define the 12-
month period as a calendar year and send the annual
notice once in each calendar year following the calendar
year in which the initial notice was provided.36 This
obligation ceases when the person is no longer a cus-
tomer.37

What Is Nonpublic Personal Information?
This is defined as: “(i) personally identifiable finan-

cial information; and (ii) any list, description or group-
ing of consumers (and publicly available information
pertaining to them) that is derived using any personally
identifiable financial information that is not publicly
available.”38

The final regulations are less broad than originally
proposed by the Banking Agencies. Initially, the protect-
ed type of information included information that a con-
sumer provided to a financial institution in order to
obtain a financial product or service, information result-
ing from any transaction between the two parties
involving a financial product or service, and information
about a consumer that a financial institution otherwise
obtains in connection with providing the financial prod-
uct or service to the consumer. The proposed rule also
treated the fact that a person was a “customer” of a
financial institution as information which should be pro-
tected as nonpublic personally identifiable financial
information. Commentators from the industry thought
that the proposed definition was inappropriately
“broad” because including identifying information such
as name, address and telephone number went beyond
the scope of “financial information.” Commentators also
noted that many customer relationships are a matter of
public record—such as in the circumstance where a
security interest involving the individual and the finan-
cial institution has been filed or recorded in a public
records office. In response, the Banking Agencies noted
that any information requested by a financial institution
for the purpose of providing a financial product or serv-
ice should be deemed “financial information.” The
Banking Agencies also noted that since the Act has

broadly defined the term “financial institution” to
include a number of entities that are not engaging in the
traditional forms of financial activities (including travel
agencies, insurance companies and data processors), the
range of information that may impact on the terms and
availability of a financial product or service, or that is
used by a financial institution in connection with pro-
viding a product or service, is very broad and may
include medical information and other types of informa-
tion that might not be thought of as being strictly
“financial.”39

The final regulations have adopted what the Bank-
ing Agencies consider to be a “compromise” in that
information such as names, addresses and telephone
numbers which is “publicly available” will not be sub-
ject to the opt-out provisions of the statute unless that
information has been derived from another source, such
as part of a list or other grouping of consumers that in
itself has been derived from personally identifiable
financial information that is not publicly available.
Under the final rules, “nonpublic personal information”
includes “personally identifiable financial information,”
which the Banking Agencies have defined as including
any information that a consumer provides to a financial
institution to obtain the financial product or service,
information about a consumer as a result of a transac-
tion involving a financial product or service between a
financial institution and a consumer, or any information
that a financial institution otherwise obtains about a
consumer in connection with providing a financial prod-
uct or service.40

Examples of “personally identifiable financial infor-
mation” include:41

• Information a consumer provides on an applica-
tion to obtain a loan, a credit card, or other finan-
cial product or service;

• Account balance information; payment history;
overdraft history;

• Credit or debit card purchase information;

• The fact that a person has been a customer or has
obtained a financial product or service;

• Information about the bank’s consumer if it is dis-
closed in a manner that indicates the individual is
or has been a consumer;

• Information that a consumer provides to a finan-
cial institution or that that institution or its agent
otherwise obtains in connection with collecting on
or servicing a loan;

• Information that a financial institution obtains
through an internet “cookie” (an information col-
lecting device from a web server); and
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• Information from a consumer report.

Examples of non-personally identifiable information
include:42

• A list of names and addresses of customers of an
entity which is not a financial institution; and

• Information which does not identify a consumer,
such as aggregate information or blind data that
do not contain personal identifiers, including
account numbers, names or addresses.

What Is Considered to Be Publicly Available
Information?

The Banking Agencies have indicated that any infor-
mation that a financial institution has a reasonable basis
to believe is lawfully made available to the general pub-
lic from governmental records, widely distributed media
or mandated legal disclosures is in fact publicly avail-
able (and therefore “not protected”).43 As for determin-
ing whether the financial institution has a “reasonable”
basis to believe that the information is “public,” it will
be necessary for that institution to have determined that
it is a type of information that is available to the general
public (such as non-private listed phone numbers) and
to also have determined whether an individual can
direct that the information not be made available to the
general public and if so, that the financial institution’s
consumer has not done so. For example, a financial
institution is deemed to have a reasonable basis to con-
clude that mortgage information is lawfully made avail-
able to the general public if the financial institution has
determined that the information is of the type included
on the public record in the jurisdiction where the mort-
gage would be recorded. (Typically, this includes the
names of the mortgagees and the address of their “then”
residence.) Similarly, a financial institution has a “rea-
sonable basis” to believe that an individual’s telephone
is lawfully made available to the general public if the
institution has located the telephone number in the tele-
phone book or if the consumer has informed the finan-
cial institution that her telephone number is not unlist-
ed.44

Contents of Privacy Notices
The initial, annual and any revised privacy notices

must contain, as applicable, nine basic items as
described below.45 The Banking Agencies have indicated
that financial institutions are not required to provide
lengthy and detailed privacy notices but need simply to
provide individuals with a general description of the
third parties to whom a financial institution discloses
nonpublic personal information; the types of informa-
tion that are disclosed; and any other information about

the institution’s privacy policies that the regulations
require be made public. In the Agencies’ view, these dis-
closures can be satisfied in most cases by a “tri-fold
brochure,” and smaller institutions that do not share
information with third parties beyond the statutory
exceptions should be able to provide a short streamlined
notice.46 The Banking Agencies have also indicated that
annual notices may be provided over the institution’s
Web site if the customer conducts transactions electroni-
cally and agrees to accept such disclosures electronically.
Under the final rule, the following information, as appli-
cable, must be contained in any privacy notice.47

1. The categories of nonpublic personal information
that a financial institution may collect;

2. The categories of nonpublic personal information
that a financial institution may disclose;

3. The categories of affiliates and non-affiliated
third parties to whom a financial institution dis-
closes nonpublic personal information (except for
disclosures to third parties necessary to “effect,
administer or enforce the transaction requested
or authorized by the consumer” under § 502(e) of
the Act);

4. The financial institution’s policies with respect to
sharing information about former customers; 

5. The categories of information that are disclosed
pursuant to agreements with third party service
providers and joint marketers and the categories
of third parties providing those services;

6. A consumer’s right to opt out of the disclosure of
nonpublic personal information to non-affiliated
third parties;

7. Any disclosure a financial institution is providing
under the federal Fair Credit Reporting Act
regarding the right of the consumer to opt out of
the sharing of information among affiliates; 

8. A financial institution’s policies and practices
with respect to protecting the confidentiality,
security and integrity of nonpublic personal
information; and

9. If the financial institution discloses nonpublic
personal information to unaffiliated third parties
for permitted purposes such as by consent, or if it
discloses such information to service providers or
for joint marketing efforts or for anti-fraud or
safety and soundness purposes (as permitted
under regulations at §§ 14 and 15), then the insti-
tution must disclose this fact as part of its priva-
cy policy but need not go into detail. It would be
sufficient to say something like “the financial
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institution makes disclosures to other non-affili-
ated third parties as permitted by law.”

Shortcut for Consumer Notice48

In order to the reduce the burden on financial insti-
tutions for individuals with whom they have no lasting
relationship, financial institutions are authorized to give
a short form initial notice to consumers (individuals
without a continuing relationship). This notice must be
clear and conspicuous, state that the financial institu-
tion’s privacy policy is available upon request, and pro-
vide a reasonable means by which that policy may be
obtained, such as by calling a toll-free number, or going
to an office of the financial institution for a copy.

What About Future Disclosures?49

A financial institution that wishes to reserve the
right to disclose information to unaffiliated third parties
in the future even though it does not currently engage in
such an activity must include that wish as part of its pri-
vacy policy.

What About the Opt-Out Notice?50

Financial institutions must provide all their cus-
tomers with an “opt-out notice,” and if they reserve the
right to, or do in fact share nonpublic personal informa-
tion on consumers with unaffiliated third parties, they
must also provide consumers with an opt-out notice.
Basically, the notice must disclose that:

• The financial institution discloses or reserves the
right to disclose nonpublic personal information
about a consumer/customer to a non-affiliated
third party;

• The individual has a right to “opt out” of the
sharing of this information; and

• The way in which the consumer can “opt out”
(which method must be “reasonable”). 

The Banking Agencies have determined that a rea-
sonable method by which individuals can exercise their
right to “opt out” includes the following:51

• have the consumer indicate in check-off boxes on
the relevant form the wish to “opt out”;

• include a reply form with the opt-out notice
which the consumer can send back;

• provide an electronic means to opt out if the con-
sumer has already consented to the electronic
delivery of information;

• provide a toll-free telephone number.

In contrast, the Banking Agencies have declared it to
be an unreasonable “opt-out procedure” if the consumer
must write his or her own letter to exercise the right of
opt out or if the only means of opting out is to use a
check off box which is provided in the initial notice but
which is not included with subsequent notices.52

What About Joint Accounts?53

A financial institution has the option of providing a
single opt-out notice to both account holders provided
the notice explains “how” the institution will treat the
“opt-out” direction by only one of the joint account
holders. The financial institution may either treat an opt-
out direction by “one” joint consumer/customer as
applying to all of the associated persons on that account
or permit each individual to opt out separately. The
financial institution, however, may not require all joint
consumers/customers to opt out before it implements
any opt-out direction.

Are There Any “Exceptions” to the Right of
Opt Out?

There are three principal exceptions.

1. Servicing and Marketing Exception

A financial institution may share nonpublic personal
information with a non-affiliated third party to perform
services for, or functions on behalf of, the financial insti-
tution, including marketing of that institution’s own
products or services and/or marketing financial prod-
ucts or services offered pursuant to joint agreements
between two or more financial institutions. In order to
take advantage of this “opt-out” exception, the financial
institution must fully disclose in the consumer/cus-
tomer privacy notices that it will share “private” infor-
mation for this purpose, and it also must enter into a
contractual arrangement with that third party requiring
it to maintain the confidentiality of such information. If
the financial institution meets the “notice” and “con-
tract” requirements, the consumer/customer does not
have the right to “opt out” of letting the institution dis-
close nonpublic personal information to this category of
non-affiliated third parties. This exception is authorized
under § 502(b)(2) of the Act.54

Timing

In response to the comments of many financial insti-
tutions that already had servicing/marketing agree-
ments in place, the Banking Agencies provided under §
18(c) that any such servicing or marketing contracts
entered into on or before July 1, 2000 must be brought
into compliance by July 1, 2002. 
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2. Processing, Administration Exception

Section 502(e) of the Act permits the disclosure of
nonpublic personal information to non-affiliated third
parties in connection with the administration, process-
ing, servicing and sale of a consumer’s account. Similar
to the third party exception in § 502(b)(2), the consumer
does not have the “right” to “opt out” of this sharing of
their personal information. Unlike the other exception,
however, the financial institution need not advise the
public of this practice in its privacy notices and there is
no contract requirement by which the third party agrees
to adopt the financial privacy practices of that institu-
tion with regard to the information it receives from that
institution. The Bank Agencies note that this “exception”
is designed to cover services provided by firms such as
attorneys, appraisers, debt collectors and others in their
role to “effect, administer or enforce a transaction” on
behalf of the financial institution. This exception covers
situations where private customer information is shared
to “enforce” the rights of those engaged in the financial
transaction; to carry out the transaction on record or
maintain the customer’s account; to administer or serv-
ice benefits related to the transaction or the product or
services; to provide a confirmation statement or infor-
mation on the status of the financial service to the con-
sumer; to underwrite insurance at the customer’s
request and to assist any settlement or billing process.55

3. Other Exceptions Ranging from Consent to
Fraud

Without notice and without giving the individual
the right to opt out, financial institutions are authorized
to share information with unaffiliated third parties for a
variety of other “business”-related reasons including:
with the consent of the consumer; to protect the security
of the financial institution’s records regarding a con-
sumer or transaction; to protect against potential or
actual fraud; for resolving consumer disputes; to a con-
sumer reporting agency as required by the federal Fair
Credit Reporting Act; in connection with a sale or pro-
posed merger, as may be required by other laws, as
directed by a proper subpoena and for similar reasons.56

One can argue that the reason for this “exception” is the
recognition of the fact that a financial institution is com-
pelled by other laws and regulations in its day-to-day
operations to convey information in order to obtain a
rating, to protect its assets, or to protect against fraud or
crime, and that it was not the intent of the Act (which
was designed to protect consumers against the exploita-
tion of their personal financial information) to inhibit
the financial institution from doing whatever is neces-
sary to make sure that it continues to be operated on a
safe and sound basis and cooperates with law enforce-
ment officials in the prevention and detection of finan-
cial services crimes.

How Does the GLB Relate to Consumers’
Rights Under the Fair Credit Reporting Act?

The Act makes several technical amendments to the
Fair Credit Reporting Act (FCRA) which concern rule-
making authority and the right of the Bank Agencies to
examine their banks for compliance with the FCRA
requirements.57 Section 506(c) provides very clearly that
except for the rulemaking amendments, nothing in title
V of the Act is to be construed to modify, limit or super-
sede the FCRA. The Agencies have required, however,
that the initial and annual privacy notice which is given
to consumers and customers include the FCRA required
disclosures that certain consumer information may be
shared by that institution among affiliates (if that is the
case) and which also give the consumer the right to “opt
out” of the disclosure of that personal information.
Although some commenters objected to being obliged to
make the FCRA disclosures in a privacy policy mandat-
ed by another law, the Bank Agencies took the view that
in order for a financial institution to comply with its
obligation under title V to disclose its policies and prac-
tices with respect to sharing information with affiliated
and non-affiliated third parties, it has to describe the cir-
cumstances under which it would be sharing informa-
tion with affiliates.

What About Contrary State Laws?
Section 507 of the Act provides that title V does not

preempt any state law that provides greater protections
than are provided under the Act. The FTC is given the
authority to make the determination as to whether a
state law or title V provides greater protection to indi-
viduals, but may make that decision only after consulta-
tion with the agency that regulates the party filing a
complaint or the financial institution about whom the
complaint was filed.58 The failure of the Act to preempt
state privacy laws means that financial institutions will
have to continue to do a “state by state” survey and to
amend their privacy policies to address any state laws
which are more protective to consumers/customers.

Sample Disclosure Forms
The Agencies have published as Appendix A to their

respective regulations sample clauses which financial
institutions can use where appropriate. Financial institu-
tions should review these samples because they provide
guidance as to the level of detail or complexity in the
disclosures that the Bank Agencies are seeking. As noted
above, the Bank Agencies have indicated that the priva-
cy statements should be very “readable” and not overly
complicated. For example, the Agencies have proposed
the following sample clause for the explanation of the
consumer’s/customer’s right to “opt out”:59
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If you prefer that we not disclose non-
public personal information about you
to non-affiliated third parties, you may
opt out of those disclosures, that is, you
may direct us not to make those disclo-
sures (other than disclosures permitted
by law). If you wish to opt out of disclo-
sures to non-affiliated third parties, you
may [describe a reasonable means of opting
out, such as “call the following toll-free
number: (insert number)”]

What to Do
July 1, 2001 is not that far away when you consider

the amount of work that a bank or any other financial
institution will have to do to ensure that it has completely
implemented its privacy compliance program (including
having sent all necessary notices to consumers and cus-
tomers in time for them to “opt out” before July 1, 2001).
This is a partial list of ten things that every financial
institution and its affiliates need to consider in starting
their action plan:

1. Define the categories of “consumers” with whom you
interact. For example, are there categories of indi-
viduals who engage in “consumer purpose”
transactions which do not result in the establish-
ment of a customer relationship, such as: ATM
transactions at your bank where the individual
has an account at another institution, purchases
of money orders, cashing of checks?

2. Count the “Hopefuls” as Consumers. Don’t forget
those individuals such as loan applicants who
“hope” to become customers, but do not because
their applications for credit, to open a deposit
account or receive some other service are with-
drawn or rejected. These individuals are also
“consumers,” because in the course of applying
they give the financial institution personal, pri-
vate information. 

3. “When” and “How” Does a Consumer Become a Cus-
tomer? The Bank Agencies seem to suggest that
once there is an execution of a written contract by
a consumer and a financial institution, a cus-
tomer relationship has been established. A person
can still become a “customer” without a contract
if that individual has obtained financial, econom-
ic or investment advisory services from a finan-
cial institution, so the “written contract” is a good
“test” but not the sole test. To the extent that the
institution engages in the sale of insurance, note
that the customer is the policy holder and not the
beneficiary. Beneficiaries would be the recipients
of any insurance proceeds, thereby giving them
the protections that are afforded to “consumers.”

What about loans and the sale of loans? If a financial
institution makes a consumer purpose loan,
retains it in a portfolio and also services it, then
the borrower would have a customer relationship
with that institution. If after the loan is funded,
the servicing is sold and/or if investors purchase
a partial interest in the loan, the question is
whether those other entities also have a privacy
duty to the same customer. The Bank Agencies
have indicated that as a general rule a customer
relationship will be established with the institu-
tion that makes the loan to an individual. Then
this “customer” relationship will attach to the
entity providing servicing. So, if the originating
institution retains the servicing, it will continue
to have a customer relationship with the borrow-
er and will be obliged to provide not only the ini-
tial privacy disclosure but also the annual notices
for the duration of the customer relationship with
that borrower. If the servicing is sold, then the
“purchaser” of the servicing rights will establish
a customer relationship with the borrower, but
the originating lender will have a consumer rela-
tionship. Therefore the borrower will be entitled
to receive an initial notice from the originating
institution prior to having the loan application
approved, another initial notice from the servicer
and then annual notices from the loan servicer.

What about Custodial Accounts and IRAs? A cus-
tomer relationship will exist when an institution
acts as a custodian for securities or assets in an
IRA account.

Who are your former customers? Do you share their
private information? Note that the privacy state-
ments must indicate “what” information the
institution shares with non-affiliated third parties
on former customers. Former customers, as noted
above, can be considered “consumers.”

4. Determine how you handle consumer and customer
information now. Will you share or not share non-
public personal information about consumers?
(Will you give or not give them an initial privacy
notice with the right to opt out?)

5. How will you determine what is “Nonpublic Personal
Information”? Let’s Review an Example of Nonpublic
Personal Information. Information will be deemed
to be “publicly available” if a financial institution
has a reasonable basis to believe that the informa-
tion is lawfully made available to the general
public from one of the three categories provided
in the Bank Agencies’ regulations: governmental
records, widely distributed media, disclosures to
the general public that are required under law.
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The example that the Bank Agencies give to help
understand the relationship between the terms
“nonpublic personal information,” “personally
identifiable financial information,” and “publicly
available information,” is as follows:60

Assume that Mary provides her bank
with various information in order to
obtain a mortgage loan and to open a
deposit account. Under the final rule,
all of this information would be per-
sonally identifiable personal informa-
tion. Once Mary establishes the cus-
tomer relationship she seeks, the fact
that Mary is a mortgage loan cus-
tomer and a deposit account holder
at the bank also would be personally
identifiable personal information. It
may be that certain information pro-
vided by Mary, such as her name and
address, is publicly available. If the
bank has a reasonable basis to
believe that this information is pub-
licly available and that the informa-
tion was included on a list of all of
the bank’s mortgage loan customers,
then her name and address would
fall outside of the definition of “non-
public personal information” in those
jurisdictions where mortgages are a
matter of public record. However,
Mary’s name and address would be
protected as nonpublic personal
information if the bank wanted to
include those items on a list of its
deposit account holders. The differ-
ence in treatment stems from the dis-
tinction drawn in the statute between
lists prepared using publicly avail-
able information (as would be the
case in the mortgage loan hypotheti-
cal) and lists prepared using informa-
tion that is not publicly available (as
would be the case in the deposit
account hypothetical).

6. Develop a Timetable for Mailing Annual Notices.
How do you count “Annual”? The Bank Agencies
have issued a rule allowing a financial institution
to select a calendar year as the 12-month period
within which notices will be provided and to
provide the first annual notice at any point in the
calendar year following the year in which the
customer relationship was established. This 12-
month cycle has to be applied to all customers on
a consistent basis.

7. Handling the Third Party Exceptions. The Act and
the implementing regulations give financial insti-
tutions the right to give certain personal informa-
tion on consumers and customers to unaffiliated
third parties such as those agents which the insti-
tution hires to market its own products or to
assist in the origination of its own financial prod-
ucts and services. Every institution needs to look
at these “exceptions” and determine what they
must do, such as amending their contracts with
those third parties, to have that third party agree
not to re-use any information that it obtains from
the institution in a way that the institution could
not do itself under law or its own privacy state-
ments. (This requires you to make a list of all
third party “agents” and to review their current
contracts; develop a plan to amend those con-
tracts where appropriate; draft new privacy
clauses for all new contracts, etc.)

8. Draft your Initial and Annual Policies. Should you
use the Sample Clauses? If so, how? The final regu-
lations contain some sample clauses and forms in
Appendix A to the regulation. The Agencies
stress that these are samples only and that the
use of them will not be a “safe harbor” if the lan-
guage does not accurately reflect the financial
institution’s practices and policies. 

9. Sort Personal Information. Develop a system to
pre-sort information on “consumers,” “cus-
tomers,” and “former customers” and track it so
you can implement any “opt out” policies or
requests. For example, a financial institution may
choose not to share nonpublic personal informa-
tion on “consumers.” If that’s the institution’s
policy, you have to be able to identify that group
of persons and make sure that their personal
information is not shared with third parties. Will
you merge the “opt-out” requests per the Fair
Credit Reporting Act (sharing with affiliates)
with opt-out requests of Privacy Regulations or
keep them distinct?

10. Implementation. Who will implement the institu-
tion’s new privacy policy, oversee compliance,
and be responsible for monitoring adherence to
the new rules? Develop a system which will
require all departments to report their handling
of personal consumer information including:
marketing; loan servicing; and the origination of
loans, deposits, and investment services.

Conclusion
The task of implementing and maintaining a priva-

cy policy that complies with title V of the GLB and the
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implementing regulations is a daunting one. Financial
institutions should not delay developing an action plan
and testing their internal data processing systems which
will be the backbone supporting the institution’s obliga-
tion to separate “consumers” from “customers”; to sub-
divide customers into categories such as “existing” and
“former”; and to be able to accurately implement the
“direction” of consumers and customers who choose to
exercise their right of “opt out.” An institution should
avoid adopting any “model” privacy statement offered
by a regulator or an industry group until that institution
knows with certainty that the privacy statement accu-
rately reflects how the institution requests, sorts, main-
tains and disseminates all nonpublic personal informa-
tion about its consumers and its customers. 
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FTC Set to Revamp Federal Disclosure Rules
By David J. Kaufmann

The franchise regulatory landscape is about to
undergo a seismic change. The Federal Trade Commis-
sion has now released its “Notice of Proposed Rulemak-
ing” (NPR) detailing just how that agency intends to
overhaul its FTC Franchise Rule1 for the first time since
that regulation took effect in 1979. As most readers are
aware, the FTC Franchise Rule governs franchise sales
activity throughout the United States, in a largely non-
preemptive fashion, by mandating pre-sale comprehen-
sive disclosure to prospective franchisees.

The FTC’s NPR reflects remarkable wisdom, fore-
sight, intellect and sophistication—along with an obvi-
ous deep understanding of the franchise arena. The
product of almost five years of proposals, hearings and
input from franchisors, franchisees, their counsel and
advocates, the FTC truly devoted itself to doing what it
considers best for the franchise arena by identifying the
plethora of issues that had to be dealt with; examining
just how they should be dealt with; weighing various
alternatives; digging deep into the business world to
truly comprehend what makes sense; and, peering into
the future to construct a revised FTC Franchise Rule
that would anticipate it. 

Which is not to say that either franchisors or fran-
chisees will find the proposed revisions to the FTC
Franchise Rule entirely to their liking. Overall, however,
it should be emphasized again that the FTC’s NPR is a
remarkably coherent and intelligent epistle.

If the FTC Franchise Rule is ultimately revised as
suggested by the Commission’s NPR (and it almost cer-
tainly will be, with some minor modifications), vast
changes will result. Gone will be the Rule’s coverage of
both franchising and business opportunities. Only fran-
chising will now be addressed (with the Commission to
promulgate a separate regulation governing business
opportunity offerings). Gone, too, will be the FTC Fran-
chise Rule’s own format of disclosure (to satisfy the
Rule’s disclosure requirements today, franchisors can
opt to utilize either the FTC Franchise Rule disclosure
format or the state ordained Uniform Franchise Offer-
ing Circular (UFOC) format). Instead, the Rule would
require franchisors to utilize exclusively the UFOC dis-

closure format, but with a twist—the NPR layers on
additional disclosure requirements (and some modified
disclosure requirements) from those currently required
under the UFOC Guidelines (which, as promulgated by
the North American Securities Administrators Associa-
tion, governs just how the UFOC disclosure document
must be prepared).

Gone as well will be the debate as to whether the
FTC Franchise Rule governs franchise sales activity
directed by American franchisors to foreign individuals
and entities. Since the Rule first went into effect in 1979,
questions have always arisen as to whether it applies to
such international transactions. Over the past decade,
the FTC itself was signaling that it did not. But then,
just two years ago, a U.S. District Court in Florida held
that the Rule might be applicable to a franchise sale
effected by an American-based franchisor to a South
American franchisee. But the NPR reveals that the FTC
intends to revise its Franchise Rule to make clear that it
does not apply to such “pure outbound” franchise sales
transactions. But beware—the FTC is not relinquishing
its jurisdiction over such sales. That is, the NPR reveals
that the Commission intends to reserve and exercise its
power to combat fraudulent international franchise
sales transactions through civil prosecutions.

Also gone under the Commission’s proposal to
revise the FTC Franchise Rule will be the days when
disclosure documents had to be handed out in “hard
copy.” Instead, if the Rule is modified as suggested by
the Commission’s NPR, franchisors will be free to effect
disclosure through electronic means—over the Internet;
utilizing computer disks; through e-mail; or, otherwise.
Gone, too, will be the days when franchisees would be
required to manually sign the mandated disclosure doc-
ument receipt form. Instead, such prospective fran-
chisees could acknowledge receipt through “electronic
signatures” (including digital signatures and pass-
words) to evidence their receipt of the disclosure docu-
ment.

Scheduled to vanish also are the FTC Franchise
Rule’s current “first personal meeting” disclosure trig-
ger; “ten business day” disclosure trigger; and the five
business day franchise agreement dissemination obliga-
tion. As most readers are aware, the FTC Franchise Rule
currently requires franchisors to tender their disclosure
documents to prospective franchisees at the earlier of
the “first personal (face-to-face) meeting” between them
or ten business days in advance of the franchisee’s exe-
cuting any contract or paying any money to the fran-
chisor (with the further requirement that the subject
franchise agreement be tendered to the prospective
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franchisee, in a form ready for execution, at least five
business days beforehand).

But this paradigm simply does not work in this age
of electronic communications and disclosure. “The per-
sonal meeting disclosure trigger has become obsolete in
a communications age where prospective sellers now
communicate with buyers through a wide array of com-
munications media . . .,” notes the FTC’s NPR. Accord-
ingly, under the revamped FTC Franchise Rule, there
would be no specific disclosure “trigger” at all. Instead,
the only requirement would be that the prospective
franchisee have the disclosure document in hand four-
teen days (instead of ten business days) before signing
any franchise agreement or paying any money to the
franchisor. (That prospective franchisee would also
have to have his/her/its franchise agreement in hand,
in a form ready for execution, five calendar days before-
hand—rather than the current “five business days”
requirement.) “As long as the prospective franchisee
has a minimum number of days in which to review the
franchisor’s disclosures, that should suffice to combat
deceptive franchise sales,” states the Commission’s
NPR.

But while the FTC proposes to eliminate from its
Franchise Rule the above-referenced disclosure obliga-
tions and protocols, it is also adding new ones in their
stead. In response to franchisee input, the NPR suggests
that the FTC Franchise Rule will be revised to require
franchisors to disclose any policy of obtaining contrac-
tual “gag clauses” prohibiting or restricting existing or
former franchisees from discussing their business expe-
riences, whether incident to litigation or otherwise. And
franchisors would also be required under the revised
FTC Franchise Rule to set forth in their disclosure docu-
ments the identities of all franchisee associations known
to them—not just “captive franchisee associations”
(those established by the franchisor itself), but all such
organizations whose existence is known to the fran-
chisor. (Not required, however, will be disclosure
regarding non-system-specific franchisee associations,
such as the American Franchisee Association or the
American Association of Franchisees and Dealers.)

But the revised FTC Franchise Rule would confer a
benefit to franchisors as well. Responding to their
input, the Commission will afford a disclosure exemp-
tion altogether for “sophisticated investor” transac-
tions—that is, franchise sales involving an investment
by the franchisee of at least $1.5 million (with the Com-
mission specifically seeking comment on whether this
threshold is too high or low); sales to large corporations
which have been in the subject business for at least five
years and have a net worth of at least $5 million; and
sales to officers, directors and other executives of the
franchisor in question.

Of key concern to almost everyone in the franchise
community is whether the FTC Franchise Rule will be
revised so as to require franchisors to disclose “financial
performance information”—information regarding past
or projected franchisee gross revenues, profits, EBIDTA,
“break even” points and so forth—as the states, through
NASAA, are currently considering. The answer? No.
What will happen if the FTC Franchise Rule, as revised,
does not require such mandatory financial performance
disclosure—but the states determine to mandate
same—is the subject of much conjecture.

If the FTC Franchise Rule is revised as suggested by
the NPR, franchisors will be prohibited from utilizing
“merger and integration clauses” to shield themselves
from liability for misrepresentations or omissions in
their disclosure documents. To the contrary, the NPR
makes clear that the revised FTC Franchise Rule will
prohibit franchisors from disclaiming—through such
contractual clauses or otherwise—liability for state-
ments made in their disclosure documents. And a fran-
chisor’s referring prospective franchisees to “shills” for
phony references would also be outlawed under the
revised Rule.

As noted earlier, if the FTC Franchise Rule is
revised as suggested in the NPR—and it almost certain-
ly will be—then the UFOC disclosure format will be the
only one available to franchisors to satisfy their disclo-
sure obligations. But the revised rule would require
additional and modified disclosures beyond those man-
dated today by the UFOC Guidelines, leading certain
pundits to refer to the FTC’s proposed disclosure
requirements as “UFOC plus.”

To begin with, the disclosure document’s “cover
page” would be completely different from that current-
ly required by the Rule, bringing it more in line with
the franchise-regulating states’ cover page require-
ments. UFOC Item 1 would be expanded to require dis-
closure concerning the franchisor’s parent. Item 2
would similarly require disclosure as to the business
experience of the franchisor’s parent’s personnel who
will have management responsibility relating to the
offered franchises. 
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UFOC Item 3 would “enhance” the current UFOC
requirements by requiring disclosure of litigation
involving the franchisor’s parent and, most critically, by
requiring franchisors to disclose pending franchisor-ini-
tiated lawsuits against franchisees on issues involving
the franchise relationship (currently both the FTC Fran-
chise Rule and the UFOC Guidelines require franchisors
only to disclose suits that franchisees have filed against
the franchisor). “ . . . (T)he Commission is persuaded
that franchisor-initiated suits may reveal material infor-
mation to a prospective franchisee,” states the NPR. “A
pattern of such suits is highly material to a prospective
franchisee because it is another source of information
from which prospective franchisees can assess the qual-
ity of the relationship with the franchisor and likeli-
hood of their own success.” Note, however, that only
pending franchisor-initiated lawsuits will have to dis-
closed; there will be no requirement that franchisor-ini-
tiated suits be disclosed for a full ten years.

UFOC Item 12 would be revised so that franchisors
not granting territorial exclusivity to their franchisees
would have to state in their disclosure documents: “You
will not receive an exclusive territory. (Franchisor) may
establish other franchised or company owned outlets
that may compete with your location.”

While not mandating that franchisors disclose to
prospective franchisees any financial performance
information, the proposed revisions to the FTC Fran-
chise Rule would require franchisors to disclose that the
law permits them to make such financial performance
disclosures (according to the NPR, there is a common
misrepresentation that the FTC Franchise Rule actually
prohibits franchisors from disclosing financial perform-
ance information).

Finally, the proposed revisions to the FTC Franchise
Rule would revise UFOC Item 20 (in which all terminat-
ed, reacquired, transferred and non-renewed franchises
must be identified) to eliminate the “double counting”
problem inherent in the current disclosure format.

Which brings us to the key question. If the FTC
Franchise Rule, as revised, modifies the UFOC disclo-
sure requirements as outlined herein, what will happen
to the franchise-regulating states’ UFOC requirements

(as contained in the NASAA-promulgated “UFOC
Guidelines”)? Will franchisors have to comply with two
sets of UFOC disclosure obligations—those imposed by
the Federal Trade Commission (in states where no fran-
chise registration/disclosure law is extant) and those
imposed by the franchise-regulating states? The answer
is, probably not. For as § 436.11 of the revised FTC
Franchise Rule will make clear:

The FTC does not intend to preempt
the franchise practices laws of any State
or local government, except to the
extent of any inconsistency with this
Rule. A law is not inconsistent with this
Rule if it affords prospective fran-
chisees equal or greater protection, such
as . . . more extensive disclosures.

Accordingly, since it will likely be argued that the
revised FTC Franchise Rule will, in fact, afford to
prospective franchisees “more extensive disclosures,”
the FTC Franchise Rule (as revised) will likely be
deemed to pre-empt current state UFOC requirements.

Stay tuned. The FTC has signaled that sometime
early in 2001 it will release its final version of the
revised Rule, which will then be voted on by the FTC’s
Commissioners (after a brief comment period). After
that, it is likely that a brief ramp-up period will be
afforded for franchisors to come into compliance with
the new Rule’s edicts before it formally takes effect.
And when will that be? This author’s guess—sometime
in early 2002.
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Corporate Governance and Business Formation Difficulties
in New York State: A Call for Legislative Action 
By Frederick G. Attea

A state’s corporate laws are symbolic and reflect a
legislature’s attitude towards business. Legislative
responsiveness to business needs is as much a part of
the commercial legal landscape as state taxes. The last
decade confirmed the national perception that New
York State was ineffective in attracting new businesses
or creating jobs. In a recent survey of 3,600 small- to
medium-sized businesses, 77 percent indicated that it is
more difficult to do business in New York than in other
states. New York’s lackluster legislative record in deal-
ing with corporate governance and business formation
has greatly contributed to its dismal reputation in cor-
porate America, to the point that New York now even
lags behind many non-commercial states in cutting-
edge business laws.

Perhaps the constituency being served the best by
our legislature’s failure is the residents of the state of
Delaware. Indeed, New York’s lawyers routinely organ-
ize New York business under Delaware law. Over one-
half of Fortune 500 companies and companies listed on
the New York Stock Exchange are incorporated under
Delaware laws. They pay as much as $150,000 per year
for the privilege of being governed by Delaware’s
rational legislation and its efficient and expert judicial
system. Delaware collects nearly one-half billion dollars
annually in corporate franchise taxes alone—and that
does not include recurrent filing fees. One need only
recall that in 1995 New York was forced to pay the state
of Delaware about $350 million in unclaimed divi-
dends, interest, and other payments because these
amounts, under federal law, belong to the state in
which the corporation is organized—not the state
where the corporation does business or where the
shareholder resides. There was some expectation that
this windfall to Delaware would have provided the
New York legislature with sufficient incentive to
reassess its attitude toward making New York’s laws
more hospitable to business. Regrettably, that did not
happen.

The 1990s illustrated how the New York legislative
process can frustrate business expectations.

1) Attempts by various business and bar associa-
tions in New York State to modernize the New
York Business Corporation Law, a creature of the
early 1960s, were stalled by an interminable leg-
islative process. After several futile piecemeal
efforts, a comprehensive bill was introduced in
1994. That bill did not become effective until
1998, and even as adopted, the law fell short of
the mark in several major respects. In contrast,

Delaware, on a continuous basis, refines its laws
to meet the ever-changing needs of business.

2) A bill to permit the formation of limited liability
companies was introduced in the New York leg-
islature in early 1992. At that time only a handful
of states had similar legislation. There was hope
that if New York were to respond quickly, the
state might gain some recognition for respon-
siveness to business needs. That hope vanished
as the New York legislature diverted its efforts to
protracted budget battles. When New York’s lim-
ited liability company law was finally adopted,
46 states and the District of Columbia had
already enacted similar legislation.

3) The “publication game” placed New York State
at a new low during the 1990s. The legislature
tied its reform of outdated limited liability part-
nership laws and adoption of limited liability
company act legislation to a new, inexplicable
publication requirement. Incredibly, every entre-
preneur, as a condition to organizing such a
company, would have to publish information
about the new enterprise in certain newspapers
for six weeks. Initially, the cost for this publica-
tion ranged from $400 upstate to over $2,000
downstate per business formation; it now ranges
from $200 to $1,500. No one, including legisla-
tors, has been able to provide a rationale for the
publication requirement. Based upon the range
of publication costs, demographics, and the
number of LLPs and LLCs that have been
formed, compliance with the publication require-
ment has probably cost New York entrepreneurs
somewhere between $50 million and $90 million,
and they will continue to spend at the rate of $15
million to $20 million per year to furnish these
unnecessary newspaper notices. A requirement
such as this reveals the lack of understanding
that even New Yorkers must compete in a global
economy. Perhaps one way to put the publica-
tion costs in perspective is that the funds to be
spent on useless newspaper notices could fund
full scholarships to SUNY on an ongoing basis
for 2,500 students or establish a fund to attract
new business and jobs to New York.

4) The ultimate embarrassment to the New York
business legislative scheme remains § 630 of the
Business Corporation Law. Despite 40 years of
attacks, this section has been preserved for polit-
ical purposes. That statute makes each of the ten



largest shareholders of its non-public New York
corporations personally liable for all unpaid
wages and salaries. No other state has such a law
or anything remotely similar. This liability may
fall on shareholders who have had no part in
management, never served on the corporation’s
Board of Directors, never received one penny
from the corporation, and may not even be
aware that they are among the ten largest share-
holders. This relic of the Depression remains on
the books despite the subsequent adoption of
other New York laws that provide effective
remedies to unpaid wage-earners and despite
countless commentaries regarding its unfairness.
It is the single most important reason why New
York shareholders decide to incorporate in
Delaware.

5) The New York legislature has been unresponsive
to the needs of volunteer directors who serve on
boards of directors of not-for-profit corporations,
an area of overwhelming commercial signifi-
cance. Liability concerns often make recruitment
of the best qualified candidate difficult if not
impossible. In New York, a volunteer director
has a greater risk of liability exposure than a
director of a profit-making corporation. Since the
early 1980s, proposed legislation to give a not-
for-profit director the same protection as is pro-
vided by other modern state statutes has been
ignored. The only response is § 720(a) of the Not-
For-Profit Corporation Law, which in essence is
of little value. The legislature has never advised
why it fails to protect those volunteers who act
in good faith and without personal gain, at least
to the extent that they protect the same individu-
als in the business corporation context.

6) Legislation recognizing the validity of digital
signatures in e-commerce settings was intro-
duced in the legislature in 1996. It was captive to
the legislative process until finally adopted in
1999, long after most progressive states adopted
comparable legislation. Will the millennium
bring about any different legislative attitude?
Initially, the answer seems to be a resounding
“no.” Revised article 5 of the Uniform Commer-
cial Code concerning letters of credit has been
adopted by most modern commercial states.
New York is one of seven states that has yet to
act. Although this may not have significance for
the average person, it is critically important in
business and banking transactions, especially
international commerce. The proposed legisla-
tion has been languishing in the legislative
process for nearly three years. The same is true
of revised articles 3 and 4 of the Uniform Com-
mercial Code, which deal with commercial

paper, checks, and the check clearing process.
New York is one of only three states that have
not adopted these revised articles.

7) The New York State Bar Association has been
working on legislation to permit the formation of
Business Trusts, a form of organization useful to
certain specialized businesses. This is the third
year that such proposed legislation is still in the
legislative hopper.

New York must reassess its approach to legislation
governing business. The New York experience is not as
much a commentary on the talent and dedication of
legislators as it is a comment on the legislative process.
The New York legislative process is often justified by
claims of fostering consumerism and protection of
investors. These excuses miss the point. Delaware laws
protect investors and consumers; New York’s outdated
laws do not protect anyone. The loss of jobs is hardly a
consumer’s dream. The changes can be brought about
immediately and will help local entrepreneurs who are
an increasingly important part of the state’s economic
fabric.

A simple start would be to follow Assemblyman
Robin Schimminger’s lead, and, immediately and with
great fanfare, abolish § 630 of the Business Corporation
Law that makes shareholders personally liable for
unpaid wages. The publication requirements for new
businesses should be immediately abolished. These
funds could then be channeled to foster economic
growth. New York should adopt the updated versions
of the Uniform Commercial Code instead of always
being at the tail end of any updating effort.

These changes should not just be temporary fixes,
but signs of a new attitude. The relevant legislative
committees should be proactive, not reactive. If this
requires a change in the committee mandates of its
composition, let it happen.

Perhaps the legislature should rate its corporate law
committees by results. If New York has a poor reputa-
tion for business, is not attracting investment, and
doesn’t show job growth, a serious self-assessment is in
order. It’s time for legislative leadership.

Frederick G. Attea is a member of the firm
Phillips, Lytle, Hitchcock, Blaine & Huber LLP, prac-
ticing in the areas of mergers, acquisitions and
divestitures, corporate law, securities, business law
and international law. Mr. Attea is a member, Busi-
ness Law Section, Securities Law Committee and
Member of the House of Delegates of the New York
State Bar Association.

Reprinted with permission of Business First.
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How (Not) to Represent a Bank
By David L. Glass

Where were these professionals, a number of whom are now asserting their rights under the Fifth Amendment, when
these clearly improper transactions were being consummated?

—Judge Stanley Sporkin1

About half the practice of a decent lawyer [consists of] telling . . . clients that they are damned fools and should stop.
—Elihu Root2

I. Introduction
Representing a bank3 as outside general counsel can

be among the most desirable and attractive of engage-
ments for a law firm. Banks have deep pockets; a
plethora of customer-paid transactional work; a federal
safety net to protect them from failure; and a mind-
numbingly complex thicket of regulations, designed to
keep their counsel intellectually challenged (and well-
fed). Furthermore, they can be among the most loyal
(or, less charitably, captive) of clients, precisely because
of the complexity of bank regulation. To represent a
bank effectively requires that the attorney have the “big
picture” of the bank’s business needs and regulatory
environment.4 Thus, in the absence of a compelling rea-
son to change, the bank’s established outside counsel
usually will have the inside track in procuring more
work in the future.

For many of the same reasons, however, the repre-
sentation of a bank can be fraught with pitfalls for the
unwary or the complacent. In particular, the rash of
thrift institution (i.e., savings & loan and savings bank)
failures in the 1980s and early 1990s, and the resultant
cost to the American taxpayer,5 significantly raised the
stakes for attorneys who undertake to represent bank-
ing institutions. Prior to the thrift crisis, it was generally
accepted that a bank attorney was responsible only to
her client.6 And the concept of privity protected attor-
neys generally from malpractice suits by third parties.
In the rare case where a court held an attorney liable to
a third party, the usual rationale was that the third
party was intended to be benefited in some way by the
attorney’s performance.7

Thus, before the thrift crisis bank attorneys 

. . . felt safe under a shield of profes-
sional ethics they believed limited their
liability and made them accountable
only to the officers and directors of the
[banks] that hired them. They had no
idea that government agencies would
hold them liable for actions not contem-
plated by those professional codes and
seek to make them responsible to the
public at large and to federal regulators
acting on the concerns of the public.8

However, the thrift crisis resulted in a public outcry
to punish the wrongdoers—not to mention an unseem-
ly scramble by some members of Congress to point the
finger at someone, anyone, other than themselves and
the wrong-headed laws and policies that caused the cri-
sis in the first place.9 Thus, in the Financial Institutions
Reform, Recovery and Enforcement Act of 1989
(FIRREA),10 the Congress for the first time created a
statutory basis for liability of attorneys and other “insti-
tution affiliated parties” (IAPs). The test is whether the
attorney “knowingly or recklessly” participated in any
violation of law or regulation, breach of fiduciary duty,
or unsafe or unsound practice, which caused or is likely
to cause more than a minimal loss to, or adverse effect
upon, the bank.11

The IAP concept was rooted in the recognition that
adverse economic conditions, and even outright fraud,
are seldom the sole cause of a bank’s decline and fail-
ure. In a 1988 study, the Office of the Comptroller of the
Currency (OCC) concluded that “all but 7% of the
failed problem [national] banks also had significant
internal problems related to management . . . poor man-
agement and other internal problems are the common
denominator of the failed and problem banks.”12 Judge
Sporkin’s now-famous dictum, quoted above, closed
the liability loop. Recognizing that the infamous
Charles Keating had attempted to sanitize his looting of
the Lincoln Savings & Loan by surrounding himself
with high-priced lawyers and accountants, Judge
Sporkin was asking why these professionals did not
intervene to correct the mistakes of management. His
question was, as we have seen, not merely rhetorical.

The Kaye, Scholer case, in particular, sent a seismic
wave through the banking bar. In that case, one of
many cases stemming from the failure of Keating’s Lin-
coln Savings & Loan, the Office of Thrift Supervision
(OTS), as the primary regulator, zeroed in on three part-
ners of the firm, whom it regarded as IAPs because of
their close involvement with Lincoln’s operations. But
the OTS went beyond that: it issued an administrative
order freezing the assets of the entire firm, pending res-
olution of its complaint, which alleged damages of $125
million. Predictably, Kaye, Scholer caved in just a few
days later, settling the case for $41 million.13 And the
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Kaye, Scholer case was not an isolated example: the fed-
eral regulators have brought damage actions totaling in
excess of $1.5 billion against law firms that represented
failed banks and thrift institutions, apart from the
recoveries sought against directors, officers and other
insiders.14

So the message is clear: the ground rules have per-
manently changed. In particular, the representation of a
bank involves, explicitly or implicitly, undertaking a
duty to a much larger constituency: not just the bank
and its stockholders, but its depositors and regulators—
and, by extension, the public at large. And this is true of
the local firm representing a community bank to the
same extent as, if not more than, the high-powered law
firm with a money center bank client. Community
banks, by definition, operate in small, well-defined
markets, and understand their mandate to be serving
those markets. But since the bank and the law firm both
may be “the only game in town,” counsel must be ever
alert to the danger of falling into excessively cozy rela-
tionships, as well as outright conflicts. 

Part II of this article presents a framework for the
bank attorney to evaluate the scope of her duties in the
brave new world of post-thrift crisis bank representa-
tion. Part III provides a few practical examples, some
drawn from actual cases and some hypothetical, to
illustrate how the attorney can apply this framework in
day-to-day practice. The article concludes with a few
observations on how (not) to represent a bank.

II. The Scope of Bank Counsel’s Duties:
A Framework

For the reasons discussed above, bank counsel
assumes, explicitly or implicitly, duties that go beyond
those undertaken by counsel to an ordinary business
corporation. First and foremost, a law firm that under-
takes to act as counsel to a bank must possess the requi-
site expertise. To the extent that it does not, it must so
advise the client and refrain from the representation.
Second, an attorney acting as general counsel to a bank
has an affirmative, and paramount, duty to protect his
client from unsound or questionable practices, beyond
merely assuring compliance with the letter of the law. 

Thanks to FIRREA, both of these roles encompass
duties to the public as well as to the institution. The
issue is not so much that FIRREA imposes a higher
standard of care on the bank attorney than on the cor-
porate attorney generally. Rather, the nature of bank
representation is such as to broaden the scope of the
attorney’s duties, to encompass, explicitly or implicitly,
certain specific undertakings. These have been identi-
fied as:

1) the duty to represent the bank itself as the client,
rather than the individual directors (or trustees,
in the case of a mutual institution), management
or shareholders; 

2) the duty to advise on the entirety of a transaction
or of a course of conduct (i.e., it is not sufficient
that each element of the transaction or course of
conduct be within the bounds of law and regula-
tion, if the transaction or course of conduct as a
whole may pose a threat to the safety and
soundness of the bank);

3) An affirmative duty to notify directors, officers
and other agents of the bank of existing or
potential violations of law and regulation, unsafe
and unsound practices, or breaches of fiduciary
duty; and,

4) A duty to refrain from assisting in, and to advise
and warn the bank regarding, breaches of fiduci-
ary duties owed to the bank by others.15

The following discussion expands briefly upon each
of these points.

A. The Client Is the Bank

To say that the bank is the client seemingly is to
state the obvious. Obvious or not, this principle is
expressly articulated in the Model Code of Professional
Responsibility (CPR).16 In practice, however, counsel
may, all too easily, fall into the trap of regarding the
individual officers and directors with whom he may
deal on a daily basis as the client. After all, the bank is
incapable of acting as an entity, except through the
words and deeds of these people. But the interests of
these persons may not be identical with, and indeed
may be adverse to, those of the bank itself. To illustrate,
a bank policy compensating loan officers for new origi-
nations may create an incentive to write new business,
with insufficient regard to whether that business is safe
and sound within the context of the bank’s overall lend-
ing policy and portfolio. 

Not the least of counsel’s problems is that these
same individuals authorized her engagement, and have
the power to dismiss her. At the same time, unless the
bank is closely held, its shareholders, for whom she is
presumably acting when she represents the bank as an
entity, are most likely unaware of her existence, and in
any event indifferent regarding who the bank retains as
counsel.17 This inherent ambiguity apparently induced
Louis Brandeis to remark, when asked whom he repre-
sented in the face of numerous conflicting interests, “I
represent the situation.”18
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A related issue is the potential for conflicts in the
firm’s representation of clients that may have dealings
with the bank. Fundamental to the law firm’s duty to
its client is that it must not undertake representations
that conflict with or compromise its paramount duty to
safeguard the safety and soundness of the bank. Where
the involvement of the law firm and its members in the
bank and its management is pervasive—as may often
be the case with community banks—representations
that might otherwise be relatively innocuous become
freighted with the appearance of impropriety, which the
CPR admonishes attorneys to avoid. Thus, it is impera-
tive that the firm adopt a coherent conflicts policy, and
that its members be required to adhere to this policy.

B. The Entirety of the Transaction or Course of
Conduct

The bank attorney has an affirmative duty to base
her advice on the entirety of a transaction or course of
conduct. Stated conversely, it is not sufficient that a par-
ticular transaction be legal and enforceable. She has a
duty to inquire beyond the four corners of the docu-
ment to the context in which the transaction takes place.
Even though the transaction complies with law, in oper-
ation could it jeopardize the safety and soundness of
the bank? Could it result in a breach of fiduciary duty?
If these questions are answered in the affirmative, the
attorney has a duty to advise against the transaction or
course of conduct, resisting as necessary the impreca-
tions of management that the transaction allegedly will
be profitable and is not technically illegal. She cannot
simply be a scrivener, creating documents to order
while ignoring the implications of the resulting transac-
tion for the bank’s safety and soundness. 

Stating the duty in this way appears to imply that
the attorney is responsible to insure the bank against
risk. That is not the point. Banks are in the business of
taking prudent risks, and the judgment of what risk is
acceptable (not to mention the accountability for taking
unacceptable risks) ultimately resides with manage-
ment. Rather, the attorney’s role is to confirm that
assessments of risk take place within a coherently artic-
ulated framework, as defined by law and in the written
policies of the bank. Thus, in the first instance she must
work with management to insure that proper written
policies are in place, designed to promote safety and
soundness. Thereafter, she must evaluate each transac-
tion or undertaking not only for compliance with the
applicable law or regulation, but also for compliance
with the bank’s policies.

It follows from this that a bank’s general counsel
has a duty to make certain that policies and procedures
are in place that govern lending and other risky activi-
ties. To be sure, the content of such policies is a man-
agement prerogative, within broad parameters. But it is

incumbent on the attorney to make sure that 1) such
policies are duly adopted, and 2) their content meets at
least the minimum criteria of law and sound banking
practice. Once a bank has policies in place, counsel has
an ongoing duty to review them and assure compliance
with law and sound practice.

Most important, it falls to counsel to make certain
that the bank has policies and procedures in place to
guard against lending limit violations. Of all the laws
affecting bank safety and soundness, lending limits are
perhaps the most basic. Their purpose is to insure that a
bank does not incur a degree of risk to a single borrow-
er that is large enough to threaten its soundness. For
this reason, lending limit statutes impose limitations as
a percentage of a bank’s total assets or capital.19 And
those limitations are aggregated as to a borrower or
group of related borrowers, to prevent inadvertent
overexposure to what is essentially the same credit risk.

C. Affirmative Duty to Warn and Advise

The nature of banking and bank regulation imposes
an affirmative duty on counsel to warn and advise
management when he perceives an actual or potential
violation of law or regulation, breach of fiduciary duty,
or unsafe or unsound banking practice. Further, there is
an affirmative duty to disclose to the client any infor-
mation which counsel has in his possession and which
might affect a decision of bank management. Unless his
advice encompasses all relevant information known to
the attorney, that advice would be misplaced at best.

At the very least, the client must be warned when
1) there is a current or prospective violation of lending
limits; 2) the bank’s security on a loan is inadequate or
compromised in some way; 3) there is a potential
breach of fiduciary duty; 4) there is reason to be con-
cerned regarding the honesty or solvency of a proposed
counterparty; 5) there is a change in law or regulation
that affects the client. 

D. Advise Against and Refrain from Assisting in a
Breach of Fiduciary Duty

Lastly, bank counsel has a duty to avoid and advise
against situations in which her actions may contribute
to the breach of a fiduciary duty owed by another to the
bank. The attorney must not cooperate in an act that
constitutes a breach of duty, and must advise or warn
management of the potential for such an act.

But the duty goes deeper than that. For example,
suppose that an attorney has identified a proposed
transaction as being potentially unsafe and unsound,
even if technically legal. He notifies management of his
concern. Management elects to proceed with the trans-
action notwithstanding. At this point, the duty to
refrain from assisting in a breach of fiduciary duty

NYSBA NY Business Law Journal |  Fall 2000  | Vol. 4 | No. 2 29



requires a further action by the attorney. Depending
upon the circumstances, it may call for him to go “up
the ladder” to senior management or the Board, as nec-
essary.20 If the decision is made to proceed, the attorney
should document for the file that the transaction was
undertaken contrary to his advice. In an egregious case,
it may be incumbent upon the attorney to resign the
representation.21

III. Some Practical Problems
In this section a few hypothetical problems are pre-

sented, to illustrate how they might be resolved by
applying the above principles. Obviously, these exam-
ples are not, and are not intended to be, exhaustive.

Problem 1

You have learned that the bank intends to under-
take a substantial lending relationship with a new bor-
rower. Another attorney at your firm is preparing the
documents. Upon reviewing them, you become con-
cerned that there is the potential for exceeding the
bank’s legal lending limit, especially since the credit
line allows for additional drawdowns under certain
conditions. You raise your concern with the bank’s sen-
ior vice president. “Oh, don’t worry,” she replies.
“Charlie is our most experienced loan officer, and he
knows how to calculate lending limits. It’s really a mat-
ter of arithmetic, not a legal question.”

Answer

The computation of lending limits may be a
mechanical, arithmetic function; but the responsibility
to assure compliance with lending limits, as with other
regulatory requirements, falls to counsel, and this duty
is not delegable. At the least, you need to satisfy your-
self that policies and procedures to insure lending limit
compliance are in place. You might also put a memo in
the loan file, to flag the need to revisit the lending limit
when and if there are further drawdowns.

Problem 2

Jones, a member of the bank’s board of directors, is
a professional real estate appraiser. The bank recently
has funded a substantial loan to the developer of a pro-
posed shopping center. You have just learned that (you
guessed it) Jones’ firm provided the very appraisal
upon which the bank based its determination of how
much to lend. Furthermore, Jones actively participated
in the discussion of the loan, and voted to approve it.
Under state law, self-dealing by a bank director may
constitute a misdemeanor. The bank’s president comes
to you, expresses his concern that the bank examiners
might question Jones’ participation in the lending deci-
sion, and instructs you to write a memo for the file
arguing that this is not a violation of law. Upon review-
ing the statute, you conclude that it is at least possible

to make an argument that Jones’s action was not illegal
(“no controlling legal authority,” in modern parlance).
Do you write the memo?

Answer

At the outset, there is no doubt that Jones’s action
breached his fiduciary duty to the bank, whether or not
it was a misdemeanor under the statute. From your per-
spective, the point is that it compromised his ability to
act in a disinterested manner in voting on a sizeable
loan. If you had been aware of this situation before the
fact, you should have advised the bank that Jones must
recuse himself from any meeting at which that loan was
discussed or voted upon. Thus, two actions that are
clearly called for are 1) to change the bank’s loan
review procedures to require that someone (credit ana-
lyst, compliance officer, or in-house attorney) flag any
potential conflicts early in the review process; and 2) to
remind the board, in writing, that they must refrain
from discussing or voting on any transaction in which
they have an interest.

However, the horse is now out of the barn, and you
have to give your client an answer. In the author’s view,
you should refuse to write the memorandum. Under
the hypothetical facts, it appears that the purpose of
this memorandum is not to protect the bank, but rather
to mitigate any potential penalties against Jones. By
writing this memorandum, therefore, you are effective-
ly supporting or excusing the director’s breach of his
fiduciary duty to your client. You may expect that you,
as well as he, will find yourself in the regulators’ sights
if things go bad.

Problem 3

Notwithstanding your refusal to write the memo
(Problem 2), the bank asks you to represent it in a bank
examination. You are to serve as the primary contact
point for the examiners as they raise questions regard-
ing compliance and legal issues. However, you are
specifically instructed not to disclose that the firm that
did the appraisal is owned by a bank director. Are you
obligated to do so nonetheless?

Answer

Because this information has been given to you in
confidence in the course of your representation, it is
covered by the attorney-client privilege. Certainly you
have a duty not to intentionally mislead the bank exam-
iners, but there is no duty to make affirmative disclosure
of privileged information.22

Problem 4

After a board meeting, a director of the bank hands
you a piece of paper with the comment, “I circulated
this among the board, and it is causing quite a to-do.
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What do you think of it?” You examine the paper and
see that it is a letter, on the letterhead of your firm, from
a senior partner who is also a director of the bank. It
reads as follows:

Joe, I’m concerned with the way the
Board second-guesses every little thing
Harry does. Harry’s like a son to me,
and I think he’s doing a great job as
president, but we’re really getting in his
way. As long as the Bank is doing well,
let’s cut him some slack. It’s not our job
as directors to get in management’s
way when they’re trying to do their job.
I want the Monday morning quarter-
backing to stop.

Answer

It’s true that the directors do not run the bank on a
day-to-day basis, but your partner is treading on dan-
gerous ground suggesting that “Monday morning quar-
terbacking” is not appropriate as long as the bank is
doing well. The directors have an absolute fiduciary
duty to oversee and “second guess” the actions of man-
agement, without regard to how well the bank is doing.
In its study of the causes of bank failures, the OCC
highlighted inadequate oversight and control by the
board of directors as a significant factor in the great
majority of failures. The OCC noted that, among other
problems, weak board oversight results in placing too
much power in the hands of a single individual, such as
the CEO.23 Conversely, in contrasting failed banks with
banks that remained healthy despite economic down-
turns, the OCC noted that “without exception, [healthy
banks] emphasized the importance of an active and
involved board of directors.”24

Thus, unless you act promptly to counteract your
partner’s letter, you leave your firm and yourself in a
position in which the regulators would have no trouble
finding that you “knowingly” contributed to “a breach
of a fiduciary duty” that caused “more than a minimal
loss, or an adverse effect” upon the bank, if things
should later not go so well.25 The firm should immedi-
ately write to every director, repudiating the letter and
specifically reaffirming his duty to exercise oversight of
management, in good times as well as bad. (Putting the
senior partner out to pasture might not be a bad idea,
as well.)

Problem 5

You have been asked to sit in on a meeting of the
bank’s Loan Review Committee, which has primary
authority for approving all lending proposals over a
certain size. You are told that your mandate is solely to
listen to the terms of the transactions that are approved,
so you can prepare the loan documents. In the course of

the meeting, the Committee discusses and approves a
joint venture with a real estate developer (your bank
has direct investment authority under applicable law,
and you are comfortable that the investment is permit-
ted under law). The developer owns the land, and the
agreement guarantees him a profit on the sale of the
land into the joint venture, without regard to its
appraised value. Furthermore, the bank’s lien is
expressly subordinated to that of another lender. 

You are troubled by these terms, but hesitant to
appear to question the judgment of the board. You con-
sole yourself that this is really a business, not a legal
judgment; that your role is solely to prepare the docu-
ments; that the directors are seasoned professionals
who know what they’re doing; and that no one has
asked for, or expects you to offer, your advice. 

Answer

The ultimate judgment of whether to enter into the
transaction on these terms is properly a business judg-
ment, but that does not absolve counsel from all
responsibility. Nor is it relevant that your advice was
not specifically sought. Once counsel is present at such
a meeting he has an affirmative duty to advise the
Committee when he perceives a potentially unsafe and
unsound practice, not to mention a potential violation
of law, whether his advice was specifically requested or
not. His proper function was, at the least, to listen to the
discussion with a critical ear and advise the Committee
when it might be straying into dangerous territory,
either legally or on general safety and soundness
grounds. 

The “scrivener” defense—i.e., that the attorney was
retained solely to reduce the terms of the deal to writ-
ing—has worked in some cases, but only when counsel
was able to persuade the court that the scope of her
engagement was, indeed, limited to particular transac-
tions. Be assured, however, that it will not work where
you, or your firm, have undertaken to be general coun-
sel.

IV. Conclusion: How Not to Represent a
Bank

In conclusion, “these few precepts in thy memo-
ry”:26

• If you’re being paid only to prepare the docu-
ments, it is not your job to question the terms of
the deal.

• Lending limits are not your department. Lawyers
are not trained to crunch numbers.

• The bank’s policies, procedures and by-laws are
not your business, as long as the bank complies
with the law.
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• You don’t need to stay up to date in bank regula-
tory law. You can learn what you need to know
“on the fly.”

• Don’t bother with internal conflict checks when
the bank asks you to work on a new transaction.
What you don’t know can’t hurt you.

• The board and the management presumptively
know more than you do about their business.

• Always do what management tells you. After all,
they’re paying the freight.

• And this above all, to thine own conscience be
not true.

Follow these precepts carefully, and some day you
too may experience the fun, excitement and intellectual
challenge of trying to persuade the bank regulatory
authorities, or a court, that you should not be held
accountable when things fall apart.
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SEC Comment: Resales of Private Placement Securities
By Guy P. Lander

I. Introduction
Regulation D was intended to provide certainty for

the availability of the issuer’s exemption, but it did not
address the availability of an exemption for resales of
securities acquired by investors in a private placement.

Securities issued in a private placement are character-
ized as “restricted securities” and can be resold in the
United States under Rule 144, § 4(1½), Rule 144A, Regula-
tion S or a registration statement.

II. Statutory Framework
Section 5 of the Securities Act of 1933, as amended

(the “Securities Act”), makes it unlawful for any person,
directly or indirectly, to sell or offer to sell securities in
interstate commerce unless a registration statement is in
effect for those securities.

Under § 4, the registration provisions of § 5 do not
apply to:

A. Section 4(1): transactions by any person other than
an issuer, underwriter or dealer.

B. Section “4(1½)” [see below].

C. Section 4(2): transactions by an issuer not involv-
ing any public offering.

D. Section 4(3): transactions by a dealer, except (1)
transactions effected less than 40 days after the-
first offering to the public, (2) transactions effected
less than 40 days after effectiveness of a registra-
tion statement, and (3) transactions as a partici-
pant in a distribution selling securities from an
unsold allotment.

E. Section 4(4): brokers’ transactions executed upon
customers’ orders, but not the solicitation of the
other (i.e., buy) side.

III. Section 4
The operation of § 4 is intricate:

A. Section 4(1) exempts all transactions by every per-
son other than an issuer, underwriter or dealer.

B. Section 4(3) exempts all dealer transactions except
(1) transactions within 40 days of a public offering
of the security, (2) those within 40 days after the
effectiveness of, or within 40 days after com-
mencement of the first bona fide offering after the
effectiveness of, a registration statement (or within
such shorter period as is prescribed by SEC rule),
and (3) offers and sales of unsold allotments as a
participant in a distribution.

C. Together, §§ 4(1) and 4(3) exempt all transactions
by anyone other than the issuer (the term “issuer,”
in this usage, NOT including its control persons),
an underwriter, or a dealer trading (as broker or as
dealer) in unsold allotments or within 40 days of
the public offering of the security.

IV. Underwriter
The problem is the scope of the term “underwriter.”

“Underwriter” is defined in § 2(a)(11) as “any person
who has purchased from an issuer with a view to, or
offers and sells for an issuer in connection with, the dis-
tribution of any security, or participates or has a direct or
indirect participation in any such undertaking. . . . As
used in this [definition], the term ‘issuer’ shall include, in
addition to an issuer, any person directly or indirectly
controlling or controlled by the issuer, or any person
under direct or indirect common control with the issuer.”

If the prospective re-seller has bought the security
from its issuer (or from one of the issuer’s affiliates, i.e.,
controlling persons), did that prospective seller itself buy
with a view to “distribution”—i.e., with a view to offer-
ing indiscriminately to members of the public? Or did
that prospective seller offer or sell for the issuer in con-
nection with an offering indiscriminately to members of
the public? Or did that prospective seller have a partici-
pation in any such scheme?

Under these definitions, three types of transactions
may be found to involve an “underwriter” and, therefore,
require registration:

A. Resales of securities acquired in a private place-
ment;

B. Sales of securities by controlling persons (sales of
restricted securities and securities purchased in
the open market which were held for a significant
period of time);

C. Sales by a broker or anyone else on behalf of a
controlling person. 

For example:

A. A founder (one of several employees of the issuer)
buys stock and then re-sells the stock to all the
members of his weekend basketball league. His
conduct evidences his “purchase with a view to
distribution,” so he’s an “underwriter” and cannot
avail himself of § 4(1).

B. A broker acts for a company’s largest shareholder
(and chief executive officer) in the sale of 5,000
shares of the company’s stock in the open market.



The broker is offering and selling for a controlling
person of the issuer in connection with a “distri-
bution,” so the broker is an underwriter (whether
or not it’s a non-exempt dealer) and cannot avail
itself of § 4(1) or 4(3).

C. An institution has bought convertible debt under
an “investment representation” in a bona fide pri-
vate placement and then, when the stock starts to
rise three or four months later, converts the debt
into stock and sells the stock on the open market.
The institution’s conduct suggests the opposite of
its “investment representation,” so it’s an under-
writer and cannot avail itself of § 4(1).

V. Rule 144

A. Introduction

In response to the then lack of practical guidance, in
1972 the SEC adopted Rule 144, which set forth objective
criteria for permissible sales of unregistered securities
without registration. Rule 144 provides an exemption
from registration for (a) the resale of restricted securities,
(b) the resale of all securities of an issuer held by affiliates
of the issuer, and (c) those who sell securities for the
account of an affiliate. Two definitions under Rule 144 are
particularly important:

1. An “affiliate” of an issuer is a person who directly
or indirectly controls, is controlled by, or is under
common control with the issuer.

2. “Restricted securities” are: (a) securities acquired
directly or indirectly from an issuer or its affiliate
in a transaction or chain of transactions not
involving any public offering, (b) securities
acquired from the issuer that are subject to the
resale limitations of Regulation D or Rule 701(c)
(relating to certain compensation plans), (c) securi-
ties subject to the resale limitations of Regulation
D and acquired in a transaction or chain of trans-
actions not involving any public offering, (d) secu-
rities acquired in a transaction or chain of transac-
tions meeting the requirements of Rule 144A, or
(e) equity securities of a domestic issuer acquired
in a transaction or chain of transactions subject to
Rule 901 or 903 under Regulation S.

When adopting the Rule, the SEC stated that three
factors were important to determine whether a person is
deemed not to be engaged in a distribution requiring reg-
istration:

1. The purpose and policy of the Securities Act is to
protect investors and requires that there be ade-
quate current information concerning the issuer;

2. A holding period prior to resale is essential to
assure that those who buy under a private place-
ment exemption have assumed the economic risks

of the investment and are not acting as conduits
for sale to the public of unregistered securities on
behalf of the issuer; and

3. The impact of the particular transactions on the
trading market.

B. Conditions of the Rule

Under Rule 144, any affiliate (i.e., person controlling
or controlled by or under common control with the
issuer) or other person who sells restricted securities of
an issuer for his own account, or any person who sells
restricted or any other securities for the account of an
affiliate of the issuer of such securities, shall be deemed
not to be engaged in a distribution of such securities (and
therefore not to be an underwriter thereof within the
meaning of § 2(a)(11) of the Act) and shall be exempt
from registration under § 5 of the Securities Act if either
(1) all of the 6 conditions of the Rule set forth in para-
graphs 1(a)-(f) below are met, or (2) the conditions of
Rule 144(k) set forth in paragraph 2 below are met.

1. (a) Current Public Information

The issuer must have been a reporting company
under the Securities Exchange Act of 1934 (the “Exchange
Act”) for at least 90 days and must have filed all required
reports for twelve months or for whatever shorter period
it was required to file reports. The person proposing to
sell securities or the broker through whom they are to be
sold is entitled to rely upon a written statement from the
issuer that all such reports have been filed, unless he
knows or has reason to believe that the issuer has not
complied with such requirements.

If the issuer is not a reporting company, specified
portions of the information required by Rule 15c2-ll must
be publicly available. This includes information on the
nature of the issuer’s business, products, services, facili-
ties, names of the members of the board of directors, the
issuer’s most recent profit and loss and retained earnings
statements, and comparable financial information for the
last two fiscal years. This information may be made
“publicly available” by providing it to brokers or market
makers, to shareholders, or by publishing the financial
information in a recognized financial service.

(b) Holding Period for Restricted Securities

A minimum of one year must elapse between the
later of the date the securities were acquired from the
issuer or from an affiliate of the issuer, and any resale of
such securities under the Rule for the account of either
the initial holder of the securities or any subsequent hold-
er. This Rule permits a holder of restricted securities to
tack his holding period to the holding periods of prior
unaffiliated holders for purposes of meeting the one-year
holding period. However, the one-year period does not
begin until the purchase price is paid in full by the initial
holder.
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In certain instances, the Rule permits the seller to add
his holding period to that of a predecessor holder or to
his own holding period relating to other securities. The
holding periods of pledger-pledgee-purchaser on default,
donor-donee, settlor-trustee-beneficiary and descendant-
estate-legatee may be tacked. Stock dividends, stock
splits, stock acquired in recapitalizations, conversions or
contingent issuances of securities may be tacked.

(c) Limitation on Amount of Securities Sold

The amount of restricted securities and other securi-
ties that may be sold by an affiliate of the issuer together
with all sales of restricted and other securities of the same
class by such person within the preceding three months
cannot exceed the greater of: (1) one percent of the out-
standing class or (2) the average weekly reported volume
during the past four calendar weeks. The amount of
restricted securities sold by any nonaffiliate of the issuer
together with all other sales of restricted securities of the
same class by such person within the preceding three
months cannot exceed the same amounts set forth above
for affiliates. The Rule requires that certain sales be aggre-
gated for purposes of these quantity limitations, particu-
larly if tacking is permitted.

(d) Manner of Sale

Sales under Rule 144 must be made in “brokers’
transactions” within the meaning of § 4(4) of the Securi-
ties Act or directly with a market maker as defined in §
3(a)(38) of the Exchange Act. “Brokers’ transactions”
include transactions in which the broker (1) merely exe-
cutes the sell order as agent and receives the usual and
customary broker’s commission, (2) generally does not
solicit buy orders and (3) makes reasonable inquiry into
the seller and the circumstances of the proposed sale.

(e) Notice of Proposed Sale

The seller must file a prescribed notice, Form 144,
with the SEC and the principal exchange on which the
securities are traded. However, no notice is required for
sales during any three-month-period which do not
exceed 500 shares or $10,000.

(f) Bona Fide Intention to Sell

The seller filing the notice described above must have
a bona fide intention to sell the securities within a reason-
able time.

2. Rule 144(k) Termination of Certain Restrictions
on Sales of Restricted Securities by Persons
Other than Affiliates

If at least two years have elapsed since the later of
the date the securities were acquired from the issuer or
from its affiliate, sellers who are neither affiliated with the
issuer at the time of sale nor have been affiliated during
the preceding three months may sell such restricted secu-
rities without complying with the Rule’s requirement of

current public information, limitation on amount of secu-
rities sold, manner of sale restriction and notice of pro-
posed sale. In computing this two-year period, the rules
for computing the holding period as described in para-
graph (b) above apply.

C. Documentation to Establish the Exemption

Although not required by the Rule, practitioners gen-
erally obtain a standard set of papers to document com-
pliance with the Rule. These papers include (i) a seller’s
representation letter discussing whether such person is an
affiliate, the filing of notice with the SEC, and the manner
in which the securities are to be sold, (ii) a broker’s repre-
sentation letter, and (iii) a completed Form 144, if
required.

D. Non-exclusivity of Rule 144—Reselling Restricted
Securities Outside Rule 144

As stated in Rule 144(j), the Rule is not exclusive, and
sales of restricted securities may be made in accordance
with other exemptions or by registration.

VI. Section 4(1½)—Private Resales
Private sales of restricted securities outside Rule 144

(i.e., outside the public markets without waiting one or
two years) are fairly common. Generally, the SEC has not
objected when one private placement investor holding
restricted securities privately negotiated and sold those
securities to another, if the buyer agrees to hold them
subject to the same restrictions as those that bind the sell-
er. These private resales are structured similar to a § 4(2)
private placement, but § 4(2) is inapplicable since by its
terms it applies only to transactions by an issuer. The
statutory exemption for these private resales is § 4(1),
which exempts transactions by any person other than an
issuer, underwriter, or dealer. The basis for this approach
is that § 4(2) restrictions prevent a distribution for sales
under § 4(2); therefore, they should also prevent a distri-
bution for sales under § 4(1). Consequently, these private
resales, based on § 4(1) with a § 4(2) structure, have been
named § 4(1½) transactions.

To use the § 4(1) exemption, the purchaser in the pri-
vate placement must avoid being characterized as an
underwriter, i.e., the purchaser must not: (a) purchase the
shares from the issuer in the private placement “with a
view to their distribution,” or (b) offer or sell the shares
“for an issuer in connection with, the distribution of any
security.” If the purchaser is characterized as an “under-
writer,” he would destroy the initial private placement’s §
4(2) exemption as well as violate the Act on his resale,
because he would not be able to rely on § 4(1) when sell-
ing without registration.

In Rule 144, the SEC defined “restricted security”
based on its view that a private placement purchaser that
resells would be “taking from an issuer with a view to
distribution” and, thus, be an underwriter selling without
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an exemption. However, the private bar reasoned that if
there is no distribution, then there would be a valid § 4(1)
exemption. Consequently, for limited resales from one
private placement investor to another, to avoid a distribu-
tion, the private bar developed fairly standardized proce-
dures similar to those used to ensure the availability of
the § 4(2) exemption, i.e., resale restrictions, such as
investment or nondistribution letters (containing basically
the same representations and agreements as those provid-
ed by the original purchasers) and requirements for legal
opinions. Restrictive legends placed on the certificates
and stop transfer procedures remain in place from the ini-
tial private placement.

In effect, the use of the § 4(1½) restrictions keeps the
privately placed securities outside the public markets for
one to two years (unless registered), when they can be
sold under Rule 144.

VII. Rule 144A—Resales to Institutional
Buyers

Rule 144A provides a nonexclusive safe harbor
exemption from registration under the Securities Act for
resales by persons other than the issuer of certain restrict-
ed securities to qualified institutional buyers (QIBs) with-
out resale restrictions. Rule 144A, in effect, permits
“underwritten private placements.”

The Rule 144A scheme is as follows: issuer to dealer:
the transaction is exempt under § 4(2); dealer to institu-
tions: the transaction is exempt under Rule 144A by §
4(3); institutions back to dealer: the transaction is exempt
under Rule 144A by § 4(1), for continuing re-sale within
the group of QIBs.

Preliminary Note 7 to Rule 144A: a purchase by a
dealer from the issuer with a view to re-sale under Rule
144A will not affect the availability of § 4(2), i.e., the deal-
er will not be classified as an “underwriter” by virtue of
its intention to make immediate re-sales to QIBs.

The conditions of the Rule are:

A. Qualified Institutional Buyers. A qualified insti-
tutional buyer is any entity which owns or invests,
on a discretionary basis, at least $100 million in
securities of issuers unaffiliated with the buyer.
An Exchange Act registered broker-dealer may be
a qualified institutional buyer if (a) it owns or
invests, on a discretionary basis, an aggregate of at
least $10 million in securities of issuers that are
unaffiliated with it; (b) it acts as a riskless princi-
pal for an identified qualified institutional buyer;
or (c) it acts as an agent, on a nondiscretionary
basis, in a sale to a qualified institutional buyer.
Banks and savings and loan associations must
have $25 million in net worth in addition to meet-
ing the $100 million asset test.

B. Notice of Possible Reliance. The securities sold
cannot, when initially issued, be fungible with
exchange-listed or NASDAQ-traded securities.

C. The issuer, if neither subject to the statutory
reporting requirements nor exempt from those
requirements under Rule 12g3-2(b), must under-
take to make prescribed information about itself
available to each holder and to any prospective
purchaser from a holder.

VIII. Regulation S
Under Rule 905, equity securities of domestic issuers

acquired from the issuer, a distributor or their affiliates in
an offshore transaction under Rule 901 or Rule 903 of
Regulation S, will be “restricted securities” within the
meaning of Rule 144 (i.e., as a practical matter they must
be re-sold under Rule 144 when re-sold in the U.S.), and
offshore re-sales of such securities under Rule 904 will
not terminate their “restricted” status.

IX. Registration Under the Securities Act
If an exemption under the Securities Act is not avail-

able for the resale of securities by an affiliate of an issuer
or by a person holding restricted securities, such securi-
ties must be registered under the Securities Act.

A. Form S-3

Form S-3 is a streamlined form of registration state-
ment. If the applicable requirements are met, it can be
used by an issuer in an initial offering, by an affiliate to
resell securities of an issuer, or by any person to resell
restricted securities.

B. Form S-1

Form S-1 is the form prescribed for use in all offer-
ings where no other form is authorized. If Form S-3 is not
available, resales of securities held by affiliates or resales
of restricted securities held by any person have to be reg-
istered on Form S-1 (or Forms SB-1 or SB-2 for certain
“small business issuers”). As a result of the lengthy dis-
closure required by Form S-1 and the review required by
the SEC, registration on Form S-1 involves more time and
expense than does registration on Form S-3.

Guy P. Lander is a partner in the firm of Goodman
Phillips & Vineberg. Mr. Lander is Secretary of the
Business Law Section of the New York State Bar Associ-
ation and former Chair of its Committee on Securities
Regulation. He has written numerous articles regarding
corporate law and securities law, and in 1999 authored
the book U.S. Securities Law for International Financial
Transactions and Capital Markets.

Reproduced with permission from Corporate Gover-
nance Report, Vol. 3, No. 8, pp 96 et seq. © 2000 by The
Bureau of National Affairs, Inc. (800-372-1033).
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SEC Interpretation: Use of Electronic Media
By Guy P. Lander

I. Introduction
The SEC has released its long-awaited interpretation

of the Use of Electronic Media (Rel. No. 33-7856, the
“Release”). After nearly a year of senior SEC Staff mem-
bers publicly discussing this project, the SEC has provid-
ed an interpretative release that is both less than original-
ly promised and, in some areas, surprising. Overall, the
Release covers three areas: (a) the use of electronic media
to deliver documents under the federal securities laws,
(b) issuer liability for Web site content, and (c) basic legal
principles for conducting online offerings. The Release
also provides examples elucidating the various interpre-
tative guidelines and seeks comment on a number of
Internet issues for which the SEC may take regulatory
action in the future.

II. Electronic Delivery
The SEC previously published its views on the use of

electronic media in two releases in 1995 and 1996 (Releas-
es No. 7233 and 7288). The framework for electronic
delivery established in those releases was based on
notice, access and evidence of delivery. The new Release
reaffirms the guidance provided in those Releases and
provides further clarification of some of the regulatory
issues bedevilling practitioners as a result of the princi-
ples enumerated in those Releases.

First, investors may consent to electronic delivery
telephonically. Under the 1995 Release, one method of
meeting the evidence of delivery element is to obtain an
informed consent from an investor to receive information
through a particular electronic medium. While it was
clear that informed consent may be made by written or
electronic means, it is now clear that telephonic consent is
also permissible, provided a record of the consent is
retained and the consent is delivered in a manner that
assures its authenticity. 

Second, an investor may give a global consent to
electronic delivery of all the documents of any issuer in
which the investor buys or owns securities through the
intermediary, provided the consent is informed. Howev-
er, the consent (a) should be specifically authorized and
not buried within new account forms (i.e., the authoriza-
tion should either be in a separate section with a separate
electronic delivery authorization or in a completely sepa-
rate document), (b) the investor should be advised of his
or her right to revoke the consent at any time (which may
be on an “all-or-none” basis), and (c) the consent should
specify the type(s) of electronic media that may be used
and it need not specify the covered issuers. The SEC also
stated its belief that if the opening of an account were
conditioned upon providing a global consent, evidence of

delivery would not be established, except in the case of e-
brokers. Consequently, only e-brokers may require a
global consent as a condition of opening an account.

Third, the Release permits the use of PDF format
when delivering documents if investors are informed of
the requirements needed to download PDF and investors
are provided with the needed software and assistance for
free.

Fourth, the Release discusses and clarifies the “enve-
lope theory.” The 1995 Release provided examples of
when information on the same Web site or hyperlinked to
each other would be considered to be delivered together
as required by the federal securities laws as if in the same
envelope. To clarify this “envelope theory,” the SEC stat-
ed that information on a Web site would be part of a § 10
prospectus only if an issuer or its agent acts to make it a
part of the prospectus. Consequently, an issuer that
imbeds a hyperlink within a § 10 prospectus (or any
other document required to be filed or delivered under
the federal securities laws) causes the hyperlinked infor-
mation to become a part of that prospectus, including any
inactive textual references. Because many standard soft-
ware programs can automatically convert an inactive
URL into an active hyperlink, the SEC stated that a § 10
prospectus (or filed document required to be filed or
delivered under the federal securities laws) that contains
a URL (albeit merely a textual reference) results in the
issuer assuming full responsibility for the information
accessible through the resulting hyperlink. This means
that the hyperlinked information must be filed as part of
the prospectus and subjects the hyperlinked information
to liability under § 11 of the Securities Act. In contrast, a
hyperlink from an external document to a § 10 prospectus
would result in both documents being delivered together,
but would not result in the external (non-prospectus)
document being deemed part of the prospectus.

Fifth, the close proximity of information on a Web
site to a § 10 prospectus does not by itself make that
information an “offer,” “offer to sell” or “offer for sale,”
within the meaning of § 2(a)(3) of the Securities Act. The
Web site content must be reviewed in its entirety to see
whether it contains impermissible “free writing,” i.e.,
communications that would constitute an “offer,” “offer
to sell” or “offer for sale,” by means other than a § 10
prospectus.

III. Web Site Content
The SEC also provided guidance on issuer responsi-

bility for Web site content under the anti-fraud provisions
of the federal securities laws and during registered offer-
ings.
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1. Issuer Responsibility for Hyperlinked
Information

The federal securities laws apply in the same manner
to the content of an issuer’s Web site as to any other
statements made by (or attributable to) the issuer. Issuers
are responsible for the accuracy of their statements that
reasonably can be expected to reach investors or the secu-
rities markets. Under some circumstances, issuers may be
held liable under § 10(b) of the Exchange Act and Rule
10b-5 for third-party information to which they have
hyperlinked from their Web site. Whether the third-party
information is attributable to the issuer depends on
whether the issuer has involved itself in the preparation
of the information (the “entanglement theory””) or
explicitly or implicitly endorsed or approved the infor-
mation (the “adoption theory”).

There is no “bright line” test for determining whether
an issuer has adopted information on a third party Web
site. The following are factors the SEC considers relevant
although, by SEC admission, not exclusive or exhaustive,
in deciding whether an issuer has adopted information
on a third-party Web site to which it has established a
hyperlink:

a. the context of the hyperlink, i.e., what the issuer
says about the hyperlink or what is implied by the
context in which the issuer places the hyperlink. If
an issuer explicitly endorses the hyperlinked
information or embeds a hyperlink to a Web site
within a document required to be filed or deliv-
ered under the federal securities laws, the issuer
will be deemed to be adopting the hyperlinked
information. Additionally, when an issuer is in
registration, if the issuer establishes a hyperlink
(that is not embedded within a disclosure docu-
ment) from its Web site to information that is an
“offer, “offer to sell” or “offer for sale,” under §
2(a)(3) of the Securities Act, a strong inference
arises that the issuer has adopted the information
for purposes of § 10(b) of the Exchange Act and
Rule 10b-5.

b. the risk of confusion, i.e., whether precautions
have been taken to protect against investor confu-
sion about the source of the information. Effective
procedures to avoid attribution to an issuer
include a separate “jump page” indicating that the
visitor is leaving the issuer’s web page and that
the information later viewed is not the issuer’s.
Also included are clear and prominent good faith
disclaimers of responsibility and non-endorsement
of the hyperlinked information. However, the SEC
then stated that the risk of investor confusion is
higher when information on a third-party Web site
is “framed” or “inlined,” which could be a serious
trap for the unwary.

c. the presentation of the hyperlinked information,
e.g., selectively establishing and terminating
hyperlinks or otherwise highlighting or control-
ling the flow of selected information to investors
may result in an issuer having adopted the infor-
mation.

d. the layout of the screen may also result in an
issuer differentiating or otherwise favoring hyper-
links which may result in the issuer adopting the
hyperlinked information.

2. Issuer Communications During a Registered
Offering

The Release elucidated the type of information that
may be placed on an issuer’s Web site (or on a third-
party Web site to which the issuer has established a
hyperlink) when the issuer is in registration. An issuer
that is in registration must review all its public communi-
cations in light of § 5 of the Securities Act and its publici-
ty rules. This includes the issuer’s Web site as well as any
third-party information to which the issuer has estab-
lished a hyperlink. Consequently, third-party hyperlinked
information that constitutes an “offer,” “offer to sell,” or
“offer for sale,” under § 2(a)(3) of the Securities Act raises
a strong inference that the issuer has adopted the hyper-
linked information. This means that, unless the informa-
tion conforms to a § 10 prospectus filed with the SEC or
is permissible under a safe harbor, the issuer will have
made an illegal offer to sell securities. 

Nevertheless, an issuer that is in registration should
maintain communications with the public as long as the
communications are limited to ordinary course business
and financial information, which may include the follow-
ing:

a. advertisements concerning the issuer’s products
and services;

b. Exchange Act reports required to be filed with the
SEC;

c. proxy statements, annual reports to security hold-
ers and dividend notices;

d. press announcements concerning business and
financial developments;

e. answers to unsolicited telephone inquiries con-
cerning business matters from securities analysts,
financial analysts, security holders and partici-
pants in the communications field who have a
legitimate interest in the issuer’s affairs; and

f. statements made at security holders’ meetings and
responses to security holder inquiries relating to
these matters.
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The information listed above and information per-
missible under a Securities Act safe harbor may be posted
on an issuer’s Web site when the issuer is in registration
(whether posted directly or indirectly through a third-
party Web site, including the Web site of a broker-dealer
participating in the registered offering).

This guidance is certainly appropriate for reporting
companies based on long-established principles. For the
first time, the SEC extended these guidelines to non-
reporting issuers preparing for initial public offerings to
the extent they have established a history of making these
business and financial communications in the ordinary
course of their businesses. However, a non-reporting
issuer preparing for its first registered offering that con-
temporaneously establishes a Web site may need to be
more careful when evaluating its Web site content. It may
not have established a history of ordinary course business
communications with the marketplace, resulting in the
Web site content illegally conditioning the market for the
offering. Investors lacking such history may be less able
to distinguish offers to sell an issuer’s security in a regis-
tered offering from product service promotional activities
or other business or financial information.

IV. Online Public Offerings
The SEC declined to prescribe any specific proce-

dures for online public offerings. The Release stated that
the SEC will continue to analyze this area with a view
toward possible regulatory action in the future. Neverthe-
less, the SEC stated two legal principles to guide issuers
and offering participants in on-line public offerings. First,
offering participants can neither sell, nor make contracts
to sell, a security before effectiveness of the registration
statement. Concomitantly, no offer to buy can be accepted
and no part of the purchase price can be received until
the registration statement has become effective. Second,
until delivery of the final prospectus has been completed,
written offers and offers transferred by radio and televi-
sion cannot be made outside a § 10 prospectus (except in
business combinations). After filing the registration state-
ment, there are two limited exceptions for publishing
notices of the offering (Securities Act Rules 134 and 135).
After effectiveness, offering participants may disseminate
sales literature and other writings if these materials are
accompanied or preceded by a final prospectus.

These rules were the subject of a no-action letter (Wit
Capital Corporation, avail. July 14, 1999), which remains
in effect although the SEC stated that it will continue to
review procedures submitted for on-line public offerings,
presumably to facilitate on-line public offerings.

V. Online Private Offerings under
Regulation D

Here the SEC restated the procedures permitted in an
earlier no-action letter concerning the Internet and the

prohibition of general advertising and solicitation in pri-
vate placements (IPO NET, avail. July 16, 1996). The per-
missible procedures, as restated, are as follows: screening
previously unknown prospective investors to qualify as
“accredited” and “sophisticated” investors; having a
password-restricted web page permitting access to pri-
vate offerings only after qualifying the prospective
investor as “accredited” or “sophisticated” for purposes
of Regulation D; and then permitting the qualified
investor to purchase private placements only in offerings
posted on the restricted Web site after qualification by an
affiliated broker-dealer and having opened an account
with the broker-dealer. The SEC went on to state, in
effect, that these procedures are limited to broker-dealers,
which is a significantly different interpretation than that
understood by some members of the securities bar. 

The SEC stated that the broker-dealer relationship
requires the broker-dealer to deal fairly with, and make
suitable recommendations to, its customers. This implies
a substantive relationship sufficient to support the exis-
tence of “pre-existing, substantive relationship” needed
to avoid the prohibition on general advertising or solicita-
tion in a private placement. Further, the SEC stated that
Web site operators and others must consider whether
their activities in this area require that they register as
broker-dealers.

VI. Comments and Examples
The SEC then sought comment on a number of tech-

nology concepts and provided some examples intended
to clarify the principles described above. The SEC
requested comments by June 19, 2000 concerning the fol-
lowing: “access-equals-delivery,” electronic notes,
implied consent to electronic delivery, electronic-only
offerings, access to historical information, communica-
tions while in registration and internal discussions forms.

VII. Conclusion
This is an important interpretative release. However,

as this area is both still new and rapidly changing, the
thinking concerning the appropriate regulatory response
is still evolving. Consequently, although important, this
Release is not the last word on the subject nor does it pre-
sume to be.

Guy P. Lander is a partner in the firm of Goodman
Phillips & Vineberg. Mr. Lander is Secretary of the
Business Law Section of the New York State Bar Associ-
ation and former Chair of its Committee on Securities
Regulation. He has written numerous articles regarding
corporate law and securities law, and in 1999 authored
the book U.S. Securities Law for International Financial
Transactions and Capital Markets. 

Reprinted with permission of the West Group.
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April 19, 2000

Securities and Exchange Commission
450 Fifth Street N.W.
Mail Stop 6-9
Washington, DC 20549-0609
E-mail address: rule-comments@sec.gov
Attention: Jonathan G. Katz, Secretary

Re: File No. S7-03-00

Comments on Proposed Rule, Releases No. 33-7793; 34-42354

Ladies and Gentlemen:

The Committee on Securities Regulation of the Business Law Section of the
New York State Bar Association appreciates the opportunity to comment on the
proposed rule, that would add new Items 302(c) and 302(d) to Regulation S-K.

The Committee on Securities Regulation is composed of members of the
New York State Bar Association, a principal part of whose practice is in securi-
ties regulation. The Committee includes lawyers in private practice and in cor-
poration law departments. A draft of this letter was circulated for comment
among members of the Committee and the views expressed in this letter are
generally consistent with those of the majority of the members who reviewed
the letter in draft form. The views set forth in this letter, however, are those of
the Committee and do not necessarily reflect the views of the organizations
with which its members are associated, the New York State Bar Association, or
its Business Law Section.

I. General
We appreciate the opportunity to provide comments to the Securities and

Exchange Commission on the proposed rule. The proposal would require com-
panies to disclose: (1) valuation or loss accrual accounts, including all State-
ments of Financial Accounting Standards No. 5 (accounting for contingencies)
(FAS 5) reserves, such as reserves for pending litigation, environmental remedi-
ation costs, contingent tax liabilities and product warranty liabilities (proposed
Item 302(c)); and (2) information about changes in long-lived assets and corre-
sponding depreciation, depletion and amortization accounts (proposed Item
302(d)).

We agree with the overall goal of the Commission to eliminate abusive
“earnings management.” However, the proposed disclosures would jeopardize
the attorney-client privilege and could constitute admissions against interest, in
addition to disclosing highly sensitive, proprietary, competitive information that
would result in substantial harm to issuers and their shareholders. In addition,
we believe that the proposal would impose cost burdens on reporting compa-
nies in excess of the estimates in the Release. There should be a compelling need
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for the proposed disclosures to balance against the economic and competitive harm and the loss of attorney-
client privilege, to justify the proposed new disclosures. However, there has been no showing of a compelling
need, or of any real need, for the proposed disclosures. Accordingly, we respectfully urge the Commission to
withdraw the proposal. If the Commission decides not to withdraw the proposal, we request the opportunity to
meet with the Staff prior to adoption because of our concerns regarding attorney-client privilege and communi-
cations with clients.

II. The Attorney-Client Privilege and the Expectation of Confidentiality Would Be Lost
if the Proposed Disclosures Are Required

The proposed disclosures about loss accruals from pending litigation, environmental, tax and certain other
contingencies pose a serious risk of waiving the attorney-client privilege. The policy behind that privilege—to
facilitate the full development of facts essential to proper legal representation and to encourage clients to seek
early legal assistance—also serves to ensure accurate financial reporting. For example, FAS 5 specifically refers
to the opinions or views of legal counsel among the factors to be considered in determining whether loss accru-
als are necessary.

The proposed disclosures would in effect require corporate clients to disclose otherwise privileged informa-
tion, thus arguably waiving their right to assert the attorney-client privilege, and require their lawyers to waive
the right to assert work product privilege, with respect to the proposed disclosures of information underlying
the basis for reserves for litigation, as well as environmental remediation, tax disputes, and certain other loss
accruals. It is well-established that a corporation is entitled to the protection of the attorney-client privilege, and
thus, to withhold information from scrutiny by the judicial process provided that the corporation can show that
(i) the information was disclosed by a corporate employee acting within the scope of that employee’s corporate
duties, (ii) in seeking legal advice from counsel, (iii) the information was considered confidential when made
available, and (iv) its confidentiality has been maintained.

We understand that the Federal securities laws are based on the fundamental principle that full, fair and
complete disclosure is the best method for assuring the integrity of the financial markets, and that there is an
inherent tension between full disclosure and respecting the attorney-client and the related work product privi-
leges. Society, however, has determined that encouraging clients to make full disclosure of information to their
attorneys makes it more likely that an attorney will obtain the information needed to provide good legal advice,
and that obtaining good legal advice is so important in a society governed by law as to warrant protecting the
attorney-client privilege, even when giving others access to this information would further the pursuit of justice.

For the Commission to adopt regulations which would require disclosure of information provided in con-
nection with legal advice will have the effect of compelling corporate clients to waive the attorney-client privi-
lege. Moreover, there may be circumstances under which the effect of the proposed regulations would also com-
pel corporate attorneys to waive the work product privilege. In addition, clients have the expectation of
confidentiality of communications with corporate counsel. See, Canon 4 of the Code of Professional Responsibili-
ty—A Lawyer Should Preserve the Confidences and Secrets of a Client.

Finally, in the long run, adoption of the proposed disclosures may defeat the very purpose for which they
are adopted, and even have the reverse effect from that which is intended. An attorney who knows in advance
that he or she will be compelled to disclose sensitive information regarding whether there is “probable” liability,
including increases or decreases in the probable dollar amount of liability, or other sensitive information which
can be gleaned from the disclosure of the basis for accruals and the changes in accruals, will (in fact, must)
advise the client that: (1) there is a requirement to disclose; and (2) as a result the attorney-client privilege may
be waived and the confidentiality of client confidences may not be preserved. A necessary result will be to
encourage reporting companies to make less than complete disclosures to their attorneys. The consequence,
however unintended, might well be financial statements which contain less accurate evaluations of litigation
and other loss contingency reserves. 
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III. The Proposed Disclosures Would Cause Significant Competitive and Economic Harm
to Reporting Companies with Resulting Economic Harm to Their Shareholders

It is hard to think of more damaging disclosures to the competitive and financial position of reporting com-
panies and the economic interest of their shareholders, than the new reserve and loss accruals specified in the
proposing Release. Only plaintiffs, the plaintiffs’ bar, taxing authorities, and competitors will benefit.

The proposed rule would require that all reserve and loss contingencies be reported, separately by major
class of loss accrual accounts, including the following reserves:

• probable losses from pending litigation

• liabilities for environmental remediation costs

• contingent income and franchise tax liabilities

• product warranty liabilities

• excess of estimated costs over revenues on contracts (loss contracts)

• allowance for sales returns, discounts and contractual allowances

• all other contingent liabilities reserved under FAS 5

For each of the above reserves, reporting companies would have to disclose:

• balance of the reserve at beginning of the period

• each significant element of the reserve if the reserve consists of various elements

• additions to the reserve during the period

• any changes in the assumptions used for estimating the reserve that had a material effect on the change in
the reserve.

First of all, the disclosures could themselves constitute an admission of liability introducible in court. In any
event, disclosure would provide a roadmap for plaintiffs’ attorneys to use in discovery. Depending on the level
of detail or aggregation which would have to be used in the disclosures, which is not clear from the proposing
Release, information on specific cases might be discerned. This would be more likely on an on-going basis when
additions and deductions to previously reported balances would have to be separately disclosed. Moreover, the
Release would require that changes in assumptions used in estimating the reserve that had a material effect on
the change would have to be disclosed, which could very easily be tied to specific litigation.

In addition, these disclosures could affect the ability of reporting companies to pursue strategies in the com-
pany’s best interests. For example, in establishing reserves for a pending litigation or class of litigation, a factor
to be considered in determining the probability of liability and estimation of loss is the willingness and level at
which a company might settle litigation. This always is an important strategic issue for a company to balance
against the cost of litigation, adverse publicity and distraction from other business imperatives. We believe that
the proposed disclosures would have the unintended effect over time of driving reporting companies to a more
adversarial strategy in dealing with litigation in order to avoid laying out their willingness to settle and at what
price. Obviously, these disclosures would severely affect a company’s ability to negotiate favorable settlements.
The starting point for discussions will necessarily be the amount a company has already reserved.

Reporting companies will suffer similar economic harm in dealing with tax matters. A company’s obliga-
tions to its shareholders include operating in a manner to obtain favorable tax treatment in accordance with
existing law. Because of the uncertain nature of applicable statutes, rules, regulations, interpretations and posi-
tions of taxing authorities, this necessarily will involve issues in which a legitimate tax position of a company
may be challenged by taxing authorities. The required proposed disclosures would interfere with a company’s
ability to negotiate favorable settlements in the same manner that the ability to settle pending litigation would
be affected. Similarly, over time we believe that a company’s tax strategy will be adversely affected.
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These disclosures would reflect, and as a result invite comparison of, litigation, tax, pricing and contracting
strategies of competitors. It is easy to imagine this occurring in the initial filings by competitors, if the proposal
were adopted. The competitive harm would be more severe with respect to overseas competitors not subject to
similar disclosure requirements. We would also expect the plaintiffs’ bar to review these filings to see which
companies are “easy pickings.”

These disclosures not only would interfere with a company’s ability to effectively manage its litigation, tax
matters and competitive strategies, but they would also interfere with negotiations and contractual relations
with suppliers and customers. In particular, the proposal would require disclosure of information on reserves
with respect to loss contracts. It is expected that these contracts would probably be long-term, major contracts
with on-going implementation and administration issues requiring negotiations and settlement. Again, reporting
companies would be severely disadvantaged in dealing with a customer or supplier if these reserves accruals
were disclosed. This would also provide competitors with helpful information on margins and costs they other-
wise would not have. Finally, it is possible that both sides of the same long-term contract may be taking and dis-
closing reserves. The proposed disclosures would turn the financial statements into a strategic negotiation exer-
cise.

IV. There Has Been No Showing of a Legitimate Need for the Additional Disclosures
In light of the loss of the attorney-client privilege and the substantial harm to reporting companies and their

shareholders if the proposal were adopted, there should have to be a compelling case for requiring the addition-
al disclosures. However, there has been no showing of any real need for the additional disclosure.

A. Investors and Analysts Covering Specific Companies Have Not Been Seeking this Information from
Companies

We are not aware that this information is a priority item for securities analysts following registered compa-
nies or institutional or individual investors. Some of our Committee members who represent large and small
companies report that their client companies have not been seeing requests for this information from analysts or
institutional or individual investors. There has been no showing of a pressing need for this information or that
disclosure of this information is essential for analysts covering registered companies or the companies’ investors.

The proposing Release does refer to a letter request from the Association for Investment Management and
Research for detailed schedules of property, plant and equipment and related accumulated depreciation, deple-
tion and amortization, similar to the disclosure the Commission rescinded in 1994 in accordance with the views
of a majority of the commentators. Again, analysts covering registered companies and institutional and retail
investors have not been asking for this information, and the cost and burden on the companies to gather the
information would be significantly in excess of the amounts estimated in the proposed Release. While some par-
ties may favor the proposed disclosures, there is no need shown that would justify the harm to reporting compa-
nies and their shareholders and the additional cost and burden.

B. Current Requirements of FAS 5 and Other Commission and Accounting Pronouncements Adequately
Protect Investor Interests

To begin, we are discussing reserves or accruals that have been charged against income and are fully reflect-
ed in reported results. This means that reported earnings should reflect all costs that are attributable to opera-
tions under applicable accounting standards. The proposal does not attempt to change the underlying rules gov-
erning when to reserve or accrue or how much to reserve or accrue. Therefore, the proposal will not change
reported earnings, and no claim is made in support of the proposal that the present requirements are deficient.
However, we believe if adopted the proposal would have the unintended consequence of pushing reporting
companies to delay making certain reserves and reserving smaller amounts, with a resulting impact on reported
earnings.

In addition to total earnings, there is also the classification of the reserves and accruals on the income state-
ment. Generally, the reserves and accruals are distributed to the appropriate cost-causing line item on the face of
the income statement. Thus, the reader of the financial statements will have an accurate picture of the level of
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various types of costs and expenses, including Costs of Goods; Selling, General and Administrative; Research
and Development; and various ratios such as gross margin and operating margin. That the reader may not know
how much of any specific line item may be attributed to a reserve or loss accrual in no way changes the fact that
the reader is given an accurate picture of the magnitude of various specific items, categories and ratios of costs
and expenses.

Even without adoption of the proposal, the amounts, changes and other details of the following reserves are
already disclosed under current accounting rules:

• reserves for liabilities for exit and employee termination costs, related to a restructuring or acquisition (See,
e.g., Emerging Issues Task Force (EITF) 94-3)

• liabilities for costs of discontinued operations (See, e.g., Accounting Principles Board Opinion No. 30)

Additionally, based upon a spot survey we did of 20 representative reporting companies, we believe that all
or almost all reporting companies are disclosing allowances for doubtful accounts, receivables and uncol-
lectibles, and that most companies disclose valuation allowances on deferred tax assets, where material, in the
schedules to Form 10-K.

That leaves undisclosed essentially the reserves or accruals whose disclosure would be most damaging to
reporting companies, such as pending litigation, environmental remediation costs, contingent tax liabilities, war-
ranty claims and contractual reserves.

Finally, there are stringent standards for establishing the reserves and significant review and oversight of the
process. In the first instance, the decision on whether to establish, and if so the amount of, a reserve or accrual is
the responsibility of management. This would involve the company’s accountants responsible for financial and
SEC reporting and the company’s chief accounting officer and chief financial officer. Because many of these deci-
sions on reserves and accruals are based on legal issues, the process often also involves the opinion and advice
of company counsel. The decision is then subject to review by the company’s independent auditors. We note that
independent auditor review now is mandated for interim financial statements as well as the annual audit, under
recently adopted Commission rules. 

Further, the independent auditor is required to discuss certain matters with the company’s audit committee
or chairman of the audit committee, for both annual, audited and quarterly financial statements under new
requirements which implement the Blue Ribbon Panel on Audit Committees recommendations, including:

• Discussion of items that have a significant impact on the representational faithfulness, verifiability, and
neutrality of the accounting information included in the financial statements, including estimates, judg-
ments, and uncertainties.

• The auditor should determine that the audit committee is informed about the process used by manage-
ment in formulating particularly sensitive accounting estimates and about the basis for the auditor’s con-
clusions regarding the reasonableness of those estimates.

Finally, the audit committee itself will be composed entirely of directors who are independent of the compa-
ny and its management and who are financially literate.

V. The Generation and Collection of Information for the Proposed Disclosures Would
Impose Significant Cost Burdens

We believe that the Commission’s annual cost estimate in the proposing Release of $6,500 per registered
company on an on-going basis after the initial start-up cost, or a total of $18,850,000 in the aggregate for 2900
registered companies, substantially understates the cost that would be imposed by the proposed disclosures. In
addition, the Commission’s estimated initial start-up cost also is substantially understated. While we are not
providing cost information, we understand that some registered companies or associations or organizations will
provide the Commission with cost estimates based on the experience of a number of corporations. We also
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understand these cost estimates will be far in excess of the Commission’s figures which were based on information
provided by a single, diversified multi-division registrant. The reason for this disconnect between the cost figures
used by the Commission and the corporate experience of reporting companies apparently is attributable to an
assumption used by the Commission that the information needed for preparation of the disclosures is presently
readily available. As we understand it, corporations with many units doing business in multiple locations would
be required to develop and capture information far in excess of what they currently generate to manage their busi-
nesses and meet present compliance requirements.

VI. Set Out Below Are Comments on the Specific Questions Raised in the Proposing
Release

1. Are there other specific loss accrual or valuation accounts that should be added to the list of accounts
identified within proposed Item (302c)?

No. We believe that the Commission should withdraw the proposal because several of the loss accruals would
harm companies and their shareholders.

2. Should specific percentage tests be used to trigger specific account disclosures within the proposed
rules? For example, should disclosure of loss accrual account activity be required only when the bal-
ance sheet item and change during the period exceeds a certain pre-established numerical threshold
(for example, 5% of total assets or 3% of pretax income)? If so, what is an appropriate threshold?

If the proposal is adopted, a materiality threshold should be provided without providing specific quantitative
tests. Materiality should be determined by existing general principles.

3. Should the placement of the proposed data be moved within MD&A or to some other section of the
filing to enhance the prominence of the disclosure?

If the proposal is adopted, we believe that the information should be in the Schedule to Form 10-K. Also, we
believe that any disclosures should be supplementary financial information not part of the audited financial
statements and MD&A.

4. Should presentation of the proposed data be limited to the Form 10-K?

Yes. Presentation of the additional disclosures, if required, should be limited to the Form 10-K.

5. Should the disclosure requirements be restricted to those registrants that exceed a certain size or meet
some other threshold? If so, what would be the appropriate threshold?

We believe that a size threshold would not be appropriate.

6. Are there circumstances where registrants may appropriately exclude disclosure about loss accruals
related to litigation because of concerns about confidentiality while still conforming with GAAP? If so,
please describe such circumstances in detail.

See Sections B and C above regarding litigation reserves, as well as other loss contingencies such as contin-
gent tax liabilities and environmental reserves.

7. Should the disclosures concerning valuation and loss accrual account activity be required when interim
financial statements are presented?

No. If the proposal is adopted, the harm to reporting companies and their shareholders would be increased if
the disclosures were required for interim financial statements.



8. Should the disclosures concerning changes in property, plant, equipment, and intangible assets and
related accumulated depreciation, depletion, and amortization be required when interim financial
statements are presented?

Same as response to Question 7.

*************************************************

We hope that you will find these comments helpful. For the reasons discussed above, we respectfully urge
the Commission to withdraw the proposal. Because of the importance of this matter, we would welcome the
opportunity to meet with you to discuss these comments further.

Respectfully submitted,

COMMITTEE ON SECURITIES REGULATION

Guy P. Lander
Chairman of the Committee

Drafting Committee:
Michael J. Holliday
Micalyn S. Harris

Copy to:
The Honorable Arthur Levitt, Chairman
The Honorable Paul R. Carey, Commissioner
The Honorable Isaac C. Hunt, Jr., Commissioner
The Honorable Norman S. Johnson, Commissioner
The Honorable Laura Simone Unger, Commissioner
David M. Becker, General Counsel
David B. H. Martin, Director, Division of Corporation Finance
Lynn E. Turner, Chief Accountant
Harvey Goldschmid, Consultant to the Chairman
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April 28, 2000

Securities and Exchange Commission
450 Fifth Street N.W.
Mail Stop 6-9
Washington, D.C. 20549
E-mail address: rule-comments@sec.gov
Attention: Jonathan G. Katz, Secretary

Re: Securities Act Release No. 33-7787
Exchange Act Release No. 34-42259
(File #S7-31-99)

Ladies and Gentlemen:

The Committee on Securities Regulation of the Business Law Section of the
New York State Bar Association appreciates the opportunity to comment on Releas-
es Nos. 33-7787 and 34-42259, dated December 20, 1999 (the “Release”), as the
Release relates to proposed Regulation FD.

The Committee on Securities Regulation (the “Committee”) is composed of
members of the New York Bar, a principal part of whose practice is in securities
regulation. The Committee includes lawyers in private practice, in corporation law
departments and in government agencies. A draft of this letter was circulated for
comment among members of the Committee and the views expressed in this letter
are generally consistent with those of the majority of the members who reviewed
the letter in draft form. The views set forth in this letter, however, are those of the
Committee and do not necessarily reflect the views of the organizations with which
its members are associated, the New York State Bar Association, or its Business
Law Section.

1. General
We agree with the Staff’s initial statement that “information is the lifeblood of

our securities markets.” We also agree that the anti-fraud provisions of the federal
securities laws play an important role in furthering full and fair disclosure. Howev-
er, Regulation FD is not being proposed for adoption under the anti-fraud provi-
sions of the federal securities laws, and it represents a major change in the way the
Commission regulates public disclosure. We have concerns as to the Commission’s
authority to adopt regulations of this type, and we question the wisdom of the dra-
matic change in policy and law suggested by this proposal. The scope of the pro-
posed regulation is very broad, the application of many of its terms will be unclear
to issuers and their executives, and the potential liability is significant. We are most
concerned that issuers and their counsel will have practical difficulties in monitor-
ing compliance with the proposed regulation. As a result, we are fearful that Regu-
lation FD will chill rather than expand the amount and quality of information
made available to investors by reporting companies. 

Moreover, even if the Commission adopts Regulation FD we believe that a
number of changes are required in order for issuers to be in a better position to
comply with the new requirements.
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In light of the limited empirical evidence of selective disclosure, we urge the Commission to delay the adop-
tion of Regulation FD until the impact of the proposal upon public companies can be evaluated. We believe the
trend in the area of public disclosure of information has been consistent with the goals of the Release. Over time,
actual practice may convince the Commission that a regulation of this type is unnecessary and impractical. The
technological advances being made in the dissemination of information to the investing public, in addition to
analysts and institutional investors, may also make the Regulation unnecessary. Any concern about the objectivi-
ty of sell-side analysts is being met by the media’s ranking of analysts’ performance. The number of Web-based
advisory services also is growing. A study of two such Web sites last summer showed that, on average, they
have provided more accurate earnings estimates of 101 high-tech companies than Wall Street analysts have.
(Mark Hulbert, “Compromised Analysts? The SEC Is Shocked,” W.S.J. December 29, 1999 at A14).

2. Commission Authority 
We have serious reservations about the Commission’s authority to adopt Regulation FD under the federal

securities laws. Neither the Securities Act of 1933 nor the Securities Exchange Act of 1934 contemplates equal
access to all material information that is made available to persons outside the issuer. Moreover, nothing in the
current law requires all investors to have access to the same information at the same time. In both Chiarella v.
United States and Dirks v. SEC, the Supreme Court denied the Commission authority to impose an absolute equal
information rule in light of the absence of explicit congressional intent. Congressional action may be necessary
for a proposal like Regulation FD. Even if the Commission has the legal authority to adopt Regulation FD, the
discussion below should lead the Commission to conclude that the adoption of the Regulation, as proposed,
would be unwise. In its effort to provide equal access to information, the Commission may be reducing the
amount of material information available to investors, thereby impairing the functioning of the securities mar-
kets.

3. Scope
The scope of Regulation FD is too broad. The Regulation would apply to the disclosure of “material” non-

public information to “any other person outside the issuer.” If the primary objective of the Regulation is to regu-
late the flow of information to investors, we do not believe it is desirable for the Commission to attempt to regu-
late routine business communications between issuers and third parties. The proposal does not distinguish
between communications to investors or analysts and those to vendors, suppliers or consultants on subjects that
would cover every aspect of a corporation’s business. The proposed Regulation would require executives who
share corporate strategies and plans with customers, suppliers and other outsiders to get those individuals to
sign confidentiality agreements if the company wants to avoid publicly disclosing the information (Lisa Fried,
“Lawyers Worried About SEC’s Proposed Regulation on Disclosure,” N.Y.L.J. March 16, 2000). The potential lia-
bility of public companies for communications that would generally not be considered as being directed to the
investing public appears unnecessary to achieve the Commission’s objective of enhancing the quantity and qual-
ity of information available to investors.

The scope of the proposed Regulation also is impacted by its reference to “an issuer or any person acting on
its behalf.” This language could literally cover any person in the issuer’s organization, notwithstanding the
requirement that the disclosing person act “within the scope of his or her authority.” Further, the reference to a
“senior official” in relation to a non-intentional disclosure would include an outside director who generally
would not be considered responsible for discussing financial matters with investors. The inclusion of an outside
director impacts not only the person disclosing the information but also the person whose knowledge of a dis-
closure requires prompt public disclosure by the company. We believe it is unreasonable to impose obligations
upon an issuer based on the need for a determination by an outside director as to whether the information is
material, has not been publicly disclosed or was intentionally or unintentionally disclosed by another “person
on behalf of an issuer.”

4. Materiality
One of the cornerstones of the anti-fraud rules under the federal securities laws is the concept of materiality.

For documents prepared for filing with the Commission under the supervision of counsel, the concept of materi-
ality is an accepted standard. The materiality standard may not be easily applied to everyday communications
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by employees to outsiders, or securities analysts, when the definition refers to what a reasonable shareholder
would consider important in making an investment decision or if the information could significantly alter the
total mix of information made available. This standard places the company official in the undesirable position of
determining whether the statements in question are material, without the ability to consult with counsel. 

Even if counsel were present, it would be difficult for the company official to comply with the requirements
of Regulation FD. On a “real time” basis, there would not be sufficient time for the company official and counsel
to discuss the issue and consider all relevant factors. A company official, in a meeting with analysts or institu-
tional investors, realistically could not consult with counsel before making a statement that might be considered
material non-public information. Further, any attempt to consult with counsel could be misunderstood by the
audience as suggesting that the issue is one of materiality when the reason for the consultation could be unrelat-
ed to legal issues. The materiality issue could also lead to the end of analyst “one-on-ones” with company man-
agement. Counsel would have to review all materials for such meetings for materiality. (Shaun Butler, Managing
Director and Head of Investor Relations, Lehman Brothers Holdings, Inc., 1934 Act Disclosure: A Practitioner’s
Viewpoint, Practicing Law Institute’s Preparation of Annual Disclosure Documents 2000, January 28, 2000). It will
be difficult to determine whether the Commission would consider a comment that an executive makes to an
analyst explaining information already disclosed in a press release as simply an expansion of the original state-
ment or new, material information subject to public disclosure (Lisa Fried, “Lawyers Worried About SEC’s Pro-
posed Regulation on Disclosure,” N.Y.L.J. March 16, 2000).

If materiality judgments are difficult for lawyers, it seems unreasonable for the Commission to impose that
standard on everyday communications by company officers and employees. This would be a heavy burden,
especially when the Commission has not provided guidance (if it could) to assist issuers anxious to comply with
the Regulation. This difficulty is highlighted by the subjective nature of any analysis of materiality. The Staff, in
Staff Accounting Bulletin No. 99, has emphasized the fact that qualitative, in addition to quantitative, considera-
tions must be included in the analysis. The materiality analysis may also have to take into account the volatility
of an issuer’s stock in response to certain types of disclosures. This uncertainty could, in our view, make issuers
reluctant to share information with analysts. This would impair the analysts’ ability to perform a function that
the Commission acknowledges, in its Release, to be valuable.

If the Commission decides to adopt Regulation FD at this time, we believe it should attempt to identify the
types of material information covered by the Regulation. The Commission could, for example, identify specific
types of forward-looking information, such as projections of revenues or earnings, and other significant factors
that could impact the value of an issuer’s business, such as changes in customers or suppliers, applications for
patents or FDA approvals.

5. Intent
The same deficiencies that apply to materiality also apply to the ill defined concept of “intent.” When an

issuer makes an intentional disclosure of material nonpublic information, proposed Rule 100(a)(1) would require
that the issuer simultaneously make that disclosure to the public. Issuers will be required to determine whether
a disclosure was “intentional” and subject to simultaneous public disclosure or was “non-intentional” and
requires “prompt” public disclosure under proposed Rule 100(a)(2). The company will have as difficult a time
determining whether a disclosure was “intentional” as it will in determining whether it was material. The
requirement of “scienter” has been the standard of liability under Rule 10b-5. By eliminating the scienter require-
ments the Commission is creating uncertainty and a questionable basis for issuer liability. We believe that if the
Commission adopts Regulation FD, the regulation should only cover intentional disclosures, recognizing that
this standard would be less than the standard under Rule 10b-5.

6. Liability and Related Adverse Consequences
The Release states that Regulation FD is not intended to create a private right of action under the Exchange

Act. The Release, however, also makes it clear that Regulation FD could result in enforcement action and liability
under Section 5 of the Securities Act, when disclosures are made at the time of a public offering. A company
could also be liable under the Securities Act if it incorporates into a registration statement a Form 8-K that was
filed to comply with Regulation FD. Proposed Rule 181 only addresses a small piece of the problem by focusing
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on disclosures made after a Securities Act filing. It does not address pre-filing disclosures or the impact of the
regulation on the concepts of “offer,” “prospectus,” “gun jumping,” “general solicitation,” or “directed selling
effort,” all of which can result in liability risk under the Securities Act.

An issuer’s failure to comply with Regulation FD could also cause the loss of eligibility to use Forms S-2, S-3
and S-8 for up to twelve months. This could have a dramatic effect on the ability of issuers to raise capital, make
acquisitions or maintain employee benefit plans. In addition, owners of “restricted” or “control” securities may
not be able to use Rule 144 if the issuer is not timely in its Regulation FD reporting requirements. We believe
that these results are unwarranted. If new rules are adopted, provision should be made so that the eligibility to
use Forms S-2, S-3 and S-8, and the ability to satisfy Rule 144, are not affected by non-compliance with Regula-
tion FD.

7. Non-Public Information
The Release fails to define “non-public” as it relates to the disclosure of information. As a technical matter,

we believe that the Regulation should make clear that the disclosure of information in documents filed with the
SEC, in press releases or in any other manner that would have been adequate under the Regulation after the
fact, should eliminate the need to make subsequent disclosure under Regulation FD, at least where the time
interval is reasonable.

8. Conclusion 
We have not attempted to comment on all aspects of Regulation FD. We have attempted to highlight what

we believe are the most serious deficiencies, in an effort to convince the Commission that the proposed Regula-
tion would be counterproductive. The Commission’s authority to adopt a regulation of this type is unclear. We
also question the wisdom of such action, particularly at this time. It would be unfortunate, if in an effort to
increase the flow of information into the marketplace, the Commission’s actions had the opposite effect, causing
a decrease in liquidity and an increase in the volatility of stock prices.

Respectfully submitted,

COMMITTEE ON SECURITIES REGULATION

Guy P. Lander
Chairman of the Committee

cc: Hon. Arthur Levitt
Chairman, Securities and
Exchange Commission

Hon. Paul R. Carey
Commissioner

Hon. Isaac C. Hunt, Jr.
Commissioner

Hon. Norman S. Johnson
Commissioner

Hon. Laura Simone Unger
Commissioner

David Martin
Director, Division of Corporation Finance

David Becker
General Counsel
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Pinnacle Consultants, Ltd. v. Leucadia Natl.
Corp.
(94 N.Y.2d 426, 706 N.Y.S.2d 46 (2000))

Plaintiff Pinnacle Consultants, Ltd., a Delaware cor-
poration that bought and sold stock for the benefit of its
sole shareholder, had owned stock since 1987 in defen-
dant Leucadia National Corporation, a publicly owned
financial services corporation organized in New York.
Allegations of wrongdoing by Pinnacle centered on
four transactions, three involving the issuance of war-
rants to Leucadia’s chairman and president, and the
fourth concerning a merger. At issue in this factually
complex commercial case was: 1) whether a claim had
been stated by Pinnacle for breach of fiduciary duty
and waste, and 2) whether Business Corporation Law
(BCL) § 612 was violated in connection with the merger
effected by defendant Leucadia.1

In 1985, 1991, and 1992, the Leucadia board of
directors approved the issuance of warrants that gave
Leucadia’s chairman and president, separately, options
to purchase several hundred thousand shares of Leuca-
dia stock. Proxy statements to the shareholders
described the terms of these warrants, and shareholders
voted to approve each of these transactions. In 1989,
Leucadia repurchased the majority of the 1985 war-
rants. In 1990, the board of directors of Leucadia pro-
posed a merger with the Marks Investing Corporation
(MIC). The purpose of the merger was to simplify the
circular ownership structure among Leucadia, MIC, and
TLC associates, a partnership of which MIC owned a
majority interest. The proxy statement stated this reason
to shareholders, and also revealed that the merger
would give the Leucadia chairman, president, and
another director a controlling interest in Leucadia stock.
Furthermore, the proxy statement also indicated that
TLC—which would be dissolved after the merger—
intended to vote its Leucadia shares (58.7% of the out-
standing shares) in favor of the merger. The merger was
approved by Leucadia’s shareholders; however, Pinna-
cle chose not to vote its shares for or against the merger,
nor did it return its proxy. 

In 1994, Pinnacle brought a derivative action in the
United States District Court for the Southern District of
New York against Leucadia and its officers and direc-
tors, alleging claims under the Racketeer Influenced
and Corrupt Organizations Act (RICO)2 that the three
warrants were wrongfully issued, and that the proxy
statement failed to state that Business Corporation Law
§ 612 prohibited TLC from voting its shares in favor of
the merger. The District Court dismissed the suit in
part, holding that Pinnacle’s claims concerning the 1985
warrants were time-barred, the proxy statements for the
other two warrants were neither false nor misleading,
the warrants were properly issued under BCL § 505,
and BCL § 612 did not prohibit TLC, a partnership,
from voting its shares in favor of the merger of Leuca-
dia and MIC. 

The United States Court of Appeals for the Second
Circuit affirmed, indicating that the authorization of the
warrants was proper, did not constitute a fraudulent act
under RICO, and complied with BCL § 505 in that the
warrants were issued to the chairman and president
because of the “dramatic turnaround that Leucadia
experienced” and that the corporation “could reason-
ably determine that the issuance of the warrants was
deserved on the basis of past service.”3 In addition, the
court held that there was “no fraud shown in the
issuance of the warrants” and that “the Director’s busi-
ness judgment is conclusive that valid consideration
was received for the warrants.”4 The court held that it
was unnecessary to reach the question of whether BCL
§ 612 had been violated since two predicate acts were
necessary to support a RICO claim and Pinnacle was
alleging a single violation.5

Pinnacle subsequently brought this derivative
action in state court, alleging that defendants violated
BCL § 505 by its issuance of warrants and thus commit-
ted fraud, corporate waste, conversion, and breach of
fiduciary duty. In addition, Pinnacle alleged that defen-
dants had violated BCL § 612 by permitting TLC to vote
its shares in favor of the merger with MIC. The
Supreme Court dismissed the warrants claim on the

CASE NOTE

By Michael J. Dutkowsky



NYSBA NY Business Law Journal |  Fall 2000  | Vol. 4 | No. 2 53

basis of collateral estoppel, and held that BCL § 612 had
not been violated since the statute only applied to cor-
porations, and not partnerships. The court, however,
held that Pinnacle had stated a claim for breach of fidu-
ciary duty and corporate waste. The Appellate Division,
upon review, modified the Supreme Court’s judgment
and dismissed the entire complaint, holding that Pinna-
cle lacked standing and was estopped from challenging
any of the transactions because, as a shareholder, it had
not voted against them.6

The Court of Appeals came to three main conclu-
sions regarding Pinnacle’s claims. First of all, the doc-
trine of collateral estoppel barred Pinnacle’s claims for
waste and breach of fiduciary duty which were based
on the issuance of warrants to Leucadia’s chairman and
president. The court held that the issues had been fully
litigated in Pinnacle’s prior unsuccessful federal RICO
suit against Leucadia. There, the Second Circuit had
rejected Pinnacle’s argument, concluding that the war-
rants had been validly issued to reward Leucadia’s
chairman and president for Leucadia’s dramatic turn-
around, and that there was no fraud in the issuance of
the warrants. Pinnacle’s claims that defendants
breached their fiduciary duty and committed corporate
waste by issuing such warrants were raised and neces-
sarily decided in the federal court action. Furthermore,
even though the Second Circuit, after dismissing Pinna-
cle’s RICO claim, then dismissed its state law waste and
fiduciary duty claims for lack of federal jurisdiction
rather than on the merits, its dismissal necessarily
determined the same issues raised by these claims, and
such claims were thus barred by collateral estoppel.7

Secondly, the Court of Appeals held that Pinnacle’s
failure to vote its shares against the merger of Leucadia
and MIC did not bar the claim that the TLC partner-
ship, allegedly controlled by Leucadia, had improperly
been allowed to vote its Leucadia shares in favor of the
merger, in violation of BCL § 612(b). The defendant con-
tended, and the Appellate Division held, that Pinnacle
lacked standing because it failed to vote its shares
against the merger, and the court relied on the general
principle that any shareholder who participated in an
activity may not then challenge its legality in a deriva-
tive suit.8 However, the court distinguished the action
of a shareholder who abstains from voting on a merger,
where the merger requires the affirmative vote of a
supermajority of shareholders in order to be approved.
Since abstention is the equivalent of a negative vote, a
shareholder that abstains from voting on the merger
cannot be said to acquiesce in that merger.9

Finally, even though Pinnacle had standing to bring
a claim against Leucadia for alleged violation of BCL §
612 regarding the merger vote of shareholders, the
court held that this statute barring a subsidiary from

voting its shares in the parent corporation applied only
to subsidiary corporations, and not to partnerships. The
court noted that the language in BCL § 612(b) was pre-
cise in stating that

Treasury shares and shares held by
another domestic or foreign corporation
of any type or kind, if a majority of the
shares entitled to vote in the election of
directors of such other corporation is
held by the corporation, shall not be
shares entitled to vote or to be counted
in determining the total number of out-
standing shares.10 (italics added)

Had Delaware General Corporation Law § 160(c) or
the Model Business Corporation Act § 7.21(b) been gov-
erning, statutes which merely prohibit cross-voting
where a subsidiary directly or indirectly owns shares in
the parent corporation, TLC might have been precluded
from voting its shares in favor of the merger. However,
the court recognized BCL § 612(b) as clearly applying
only to corporations, and not to partnerships, and it
deferred to the legislative judgment on the limitation of
prohibition of cross-voting only to subsidiary corpora-
tions. 
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Third Edition
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Practice and procedure relating to contesting a tax assessment begin
with a call or letter from the Audit Bureau and ends when the taxpayer’s
liability is finally determined. In between, numerous questions arise con-
cerning the audit selection process, strategies for dealing with auditors
and their supervisors, appealing audit determinations through the pre-
hearing conference and formal hearing stages, and appealing Tax Tribunal
decisions to the Appellate Division, Third Department. The taxpayer may
wonder whether matters can be adjudicated before the Supreme Court
rather than the Tax Tribunal, or if he or she may seek resolution in the
form of a declaratory ruling from the Tax Commissioner or an advisory
opinion from the Department of Taxation and Finance. 

Contesting New York State Tax Assessments, Third Edition, is a unique
book because it emphasizes both the rules and their application. The
authors, all practicing attorneys, include state and local Bar Association
leaders who specialize in New York State tax matters and have many
years of day-to-day experience in 
this field. 

While the Tax Department and the Tax Tribunal have published regula-
tions, rules of practice and procedure, the numerous choices and the
dearth of practical guidance can produce frustration for many practition-
ers. Contesting New York State Tax Assessments, Third Edition, is a practical,
thorough guide through the often-confusing rules and guidelines. The
Third Edition has been substantially revised and updated by Michel P.
Cassier, a tax partner at Hodgson, Russ, Andrews, Woods & Goodyear,
LLP, to reflect the changes that have occurred since the publication of the
extremely well-received Second Edition. Aside from updating case and
statutory law, a new chapter has been added on “Discovery and Deposi-
tions.”
The authors and the Bar Association have organized and analyzed the
published rules and have added considerable practical insight based upon
the authors’ own experiences, and in several instances, consulted with the
Department of Taxation and Finance and other practitioners to assure bal-
anced, authoritative coverage. 

2000 • 132 pp., softbound 
• PN: 40500
List Price: $55 (incls. $4.07 tax)
Mmbr. Price: $45 (incls. $3.33 tax)

CONTENTS:
SECTION I: Audit and Prehearing Proce-
dures . The Audit Division . The Audit Bur-
den of Persuasion . Audit Techniques . Exit
Conference . Notice of Deficiency . Concilia-
tion Conference . Petition for Hearing . Rep-
resentation

SECTION II: State Tax Cases: The Admin-
istrative Forum . Amended Pleadings . Stip-
ulations . Bills of Particular . Admissions .
Discovery and Depositions . Subpoenas .
Motions . Hearings Before an Administrative
Law Judge . The Determination . Expedited
Hearings . Review by the Tax Appeals Tri-

bunal . The Record . Small Claims Hearings .
Frivolous Petitions . 

SECTION III: Litigating a State Tax Case .
Initiating Judicial Review Via Article 78 .
Appellate Division Consideration . Appeal
to Court of Appeals . Declaratory Judgment
Actions
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tioners excellent ways to enhance their knowledge and expertise. Through Section activities members examine vital legal
developments in business law. The Section sponsors continuing legal education programs and publishes a journal to keep
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