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Requlation D and the Internet

. Introduction

The Internet offers virtually
instantaneous, worldwide accessto
millions of users. Used properly, the
Internet also offersissuersthe ability
to conduct their capital-raising
activities by reaching potential
investors quickly and in a cost-
effective manner.

The federal securities laws were
enacted long beforethe advent of the
Internet. The Securitiesand Exchange
Commission (the“SEC”), however,
generally haswelcomed the growing
significance of the Internet and the
electronic distribution of information.
In October 1995, the SEC published
itsinterpretation (the* October 1995
Release”) on the use of electronic
media, including the Internet, to
communicate with investors and
potential investors and to deliver
information under the Securities Act
of 1933 (the“ SecuritiesAct”) and the
SecuritiesExchange Act of 1934 (the
“Exchange Act”). o The October
1995 Release confirmsthat therights
and responsibilitiesof issuers, broker-
dealersand othersunder the federal

securitieslaws are unaffected by the
use of electronic meansto satisfy the
delivery requirements of the federal
securitieslaws. Asthe SEC stated in
the October 1995 Release, “[T]he
liability provisions of the federal
securities laws apply equally to
electronic and paper-based media.” ¢

The SEC has recognized that
electronic digtribution of information
may be more useful to investorsthan
paper-based distribution and has
specifically stated that itsuse * should
not be disfavored.” ¢ The SEC also
recognizes that electronic
communication permitscompanies”to
disseminate information to more
people a a faster and more cost-
effective rate than traditional
digtribution methods, which havebeen
largely paper-based.” »y The appeal
to potential issuers of securities is
readily apparent. Thevery nature of
the Internet, however, withitsaccess
to millionsof usersworldwide, raises
issuesfor issuersthat wishto conduct
anoffering under Regulation D without
the use of general solicitation or
advertisng.

(Continued on page 2)
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II. Internet Offerings Under
Rule 505 or Rule 506 of
Regulation D

A. Prohibition againgt Gener al
Solicitation

The prohibition against “general
solicitation or general advertising” in
Rule 502(c) of Regulation D applies
to offeringsmadeinrelianceon Rule
505 or Rule 506 of Regulation D and
presents a significant obstacle for
issuers attempting to rely on these
commonly used exemptionsfromthe
regigration requirementsof thefedera
securitieslawsin connection with an
| nternet offering.e

B. Avoiding General Solicitation
by Establishing a Preexisting
Substantive Relationship with
Potential Investors

In determining whether a general
solicitation has occurred, the SEC
generaly hasfocused on whether the
issuer, or broker-dealer acting on
behalf of theissuer, had arelationship
with the offeree that was both
“subgtantive” and “preexisting.” o

1. Substantive Relationship. Fora
relationship with an offeree to be

“subgtantive,” theissuer or the broker-
dedler ather must beableto determine
the financial circumstances or
sophigtication of the personwithwhom
therdationship exigtsor therdationship
must be of some substanceor duration.
Preexisting business relationships,
whileimportant, are not conclusivein
determining whether or not therewas
apreexisting substantiverelationship
between the issuer or the broker-
dedler and the potentia investor at the
time of the offering.e

2. Preexisting Relationship. A
relationship with an offeree will not be
considered “preexisting” unless the
relationship wasestablished beforethe
offering commenced or, in case of a
broker-dealer participating in an
offering, before the broker-dealer’s
participation in the offering

commenced. In the October 1995
Release, for example, the SEC stated
that placing offering materialsonan
issuer’ sInternet web site, evenif the
informeation about thefinancid postion
or sophistication of the person
attempting to accessthe materialswas
required beforethe materialscould be
acces2d, would not be conggtent with
the prohibition against general

solicitation or advertising in Rule
502(c) of Regulation D. g

Accordingly, evenif anissuer limits
accessto offering materialsposted on
its Internet web site or otherwise
availablethroughthelnternet to those
potential offerees that first provide
information establishing their gatusas
“accredited” or “sophisticated”
invegtorsprior to viewing themeterids,
apreexisting substantiverelationship
would not exist and theissuer would
violate the prohibition regarding
generd solicitation or advertising. The
same result would apply to abroker-

dedler that placed offering meterialson
its Internet web site, with access
subject to theprovison of information
by the potential offeree. Simply
gathering information on prospective
investorsas part of an offering isnot
sufficient to establish a preexisting
substantivereationship. 1f, however,
an issuer (or broker-dealer) locates
prospectiveinvestorsotherwisethan
through agenera solicitation, it may
deliver offering materials to them
throughthelnternet. Theddivery may
be made either through proprietary
computer servicesor to therecipient’s
previoudly furnished e-mail address.

(10)

C. Establishing a Preexisting
Substantive Relationship Through
Thelnternet

In 1996, the SEC expanded itsthen-
existing position allowing broker-
dealersto usetheInternet to contact
prospectiveinvestorswithwhichthe
broker-dealer already had a
preexisting substantive relationship
and, for the first time, permitted a
broker-dealer to use the Internet to
create the preexisting substantive
relationship. 1)

1. The| PONET Letter. IPONET,
an Internet web site of broker-dealer
WJGdlagher & Co., allowsinvestors
who are IPONET members to
completeaquestionnaire online (or to
obtainahard copy of the questionnaire
by mail and complete and return the
questionnaire by mail) that establishes
their status as an accredited or
sophisticated investor. Theinvestors
then receive a password that alows
them to access the password-
protected page on which IPONET
postsprivate offerings.

(Continued on page 3)
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In the IPONET Letter, the SEC
stated that IPONET’ sactivitieswill
not amount to genera solicitation or
general advertising as long as
IPONET stisfiesthefollowing three
conditions.

a. Boththeinvitationto complete
the questionnaire and the
guestionnaireitself must be generic
in nature and may not refer to any
gpecific transaction or offering.

b. The password-protected page
containing offerings may become
availableto aparticular investor only
after the|IPONET-affiliated broker-
dealer determinesthat the particular
investor is accredited or
sophigticated.

c. The potential investor may
purchase securitiesonly in offerings
that areposted on IPONET after the
point intime at which that investor
has qualified as an accredited or
sophigticated investor.

2. Effect of the IPONET Letter.
Asaresult of thel PONET Letter, it
is clear that broker-dealers can
establish relationshipswith potential
investorsand, after establishing the
relationships, contact theinvestors
regarding the purchase of securities
in aRegulation D offering without
violating the prohibition against
general solicitation or advertising.
This, in turn, enables the issuer to
employ these broker-dealers(either
asasdling broker-dealer or afinder
for aparticular offering) and rely on
the broker-dealers’ preexisting
substantive relationshipsto makeits
Rule505 or Rule 506 offering without
violating the prohibition of general
solicitation or advertising.

3. Ability of an Issuer to Rely on
the [PONET L etter. The|l PONET
Letter isnot, by itsterms, limited to
permissible activities of a broker-
dedler. Intheory, if anissuer stisfies
the conditions of the| PONET L etter,
the issuer also should be able to
establisharelationship with potential
investorsthrough the Internet. a2 The
issuer then should be able to post
offering materialsto an Internet web
gite that is accessible only to those
persons with which the issuer had
established the required relationship
prior to the time the offering
commenced. Issuersshould beaware,
however, that the SEC instead may
take the position that an issuer can
never satisfy the condition of the
IPONET Letter that investors be
qudlified before commencement of any
particular offering.

D. Providing Written Offering
Materials Satisfying the
Requirements of Regulation D
Through theInter net

Rule502(b) satsforth requirementsfor
the delivery of information in an
offering under Rule 505 or Rule 506
to any investor that isnot anaccredited
investor. The information must be
delivered “areasonabletimeprior to
sale” 43 Theissuearisesasto what
constitutes delivery for purposes of
satisfying this requirement of
RegulationD.

Digtribution through electronic means
can satisfy the delivery requirements
of the federal securities laws if the
eectronicdigributionresultsinddivery
to theintended recipient of information
that isthe“substantial equivalent” of
the information the recipient would
havereceived if theinformation were

delivered to himin paper form. as

In the October 1995 Release, the
SEC identified the following three
principleswhich should be considered
in assessing the adequacy of dectronic
delivery as compared to paper
delivery.

1. Notice of Delivery. The first
factor iswhether investorshave notice
of theddivery of theinformation that
iscomparableto the notice of paper
delivery.

a The SEC indicated that delivery to
an investor’'s e-mail address is
equivalent to receiving information
throughthemall.

b. Placement of information on an
Internet siteisinsufficient to satisfy
delivery requirements absent separate,
more direct notice of the availability
of theinformetionat theste. Ineffect,
thisrequiresaprompting mechanism
to ensurethat theintended recipient is
aware of the newly available
information.

c. Providing an electronic document
itself (for example, by delivering a
computer disk or CD-ROM) is
sufficient to satisfy delivery
requirements.

2. Access to Information. The
second factor iswhether investorshave
access to the information that is
comparableto the accessavailablefor
information presented in paper formet.
Depending onthe manner inwhichthe
securitiesare being offered and sold,
either the issuer or broker-dealer
should make the information
accessble. Theinformation should not
be more burdensome to read than

(Continued on page 4)
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paper documentsand certainly should
not be so burdensomethat theintended
recipientscannot effectively accessthe
information. In addition, theinvestor
should be ableto retain apermanent
copy of, or have ongoing accessto,
theinformation. Thisrequirement can
be satidfied, for example, by providing
the investor with the ability to
download or print the information
delivered electronically in order to
retain a permanent record. The
information must be accessiblefor as
long as any delivery requirements
apply.

Any issuer usng thelnternet to deliver
information must have the ability to
make paper versions of all
electronically delivered documents.
Aninvestor must be ableat any time
to request paper copiesof documents.
Inaddition, aninvestor must havethe
right to revoketheinvestor’sconsent
to receive documents electronically
and, beginning & thetimeof revocation
of the consent, to receive the
documentsin paper format.

3. Evidence of Delivery. Thethird
factor iswhether thereisevidence of
delivery comparableto the evidence
of delivery of paper-based materials.
The SEC accepts severd methodsfor
satidying thisfactor. as)

a Anédectronic mail “returnreceipt”
or equivalent confirmation that
investors have accessed, downloaded
or printed the information would
satidy thisfactor.

b. Receipt of arevocable informed
consent ae fromaninvestor to recelve
specific types of informationthrough
aparticular meansfor aparticular time
period, coupled with ensuring that the

investor has appropriate notice and
access, would satisfy this factor as
wdll.

c. The SEC aso has stated that in
most cases where a request for
information is made electronically,
consent to receive the requested
information by electronic means may
be presumed.

d. If aninvestor accessesadocument
that containsahyperlink to adocument
that is required to be delivered to
investors, or uses forms or other
materials that are available
electronically only if theinvestor has
accessed therequired document, then
delivery of therequired document can
be presumed.

For example, if Company X placesits
offering materials or other required
materials (assuming no general
solicitation or general advertising
concernsareinvolved) onitsinternet
web site, it must then send additional
noticeto itsinvestorsinforming them
that thisinformation has been placed
on the Internet site along with the
Internet location of the site. Company
X should receive some form of
confirmation that theinformation has
been downloaded, printed or
otherwise accessed by each investor,
or should have in its records a
revocable, informed consent from
each investor to receive through an
Internet site the specific type of
information being provided. Company
X should then mail paper copiesof the
information to any investor for which
it does not have electronic
confirmation of delivery or consent to
electronic ddlivery.

E. SatisfyingtheRight of Patential
Investorsto Ask Questions

Under Rule 502(b) (2) of Regulation
D, the issuer must provide each
potential investor inthe offering with
theright to ask questionsand recelve
answers regarding the terms and
conditionsof theofferingandto obtain
additional information. It should be
possible to satisfy this requirement
eectronicaly throughtheuseof e-mail.
Ingenerd, theissuer (or broker-dedler
who is making the offering on the
issuer’ shehdf) shouldinform potentia
investorsof their right to ask questions
and state that the questions will be
answered by e-mail to the potential
investor. Althoughit isnot required, it
may be advisable to deliver the
guestionsand answersto all potential
investorsinorder to assurethemequa
access to any information that is
generdly availableto another investor.

[11. Offerings Under Rule 504 of
Regulation D

A. Lack of Prohibitionson General
Salicitation in Certain Offerings
under Rule504

Unlike offerings conducted in
compliance with Rules 505 or 506 of
Regulation D, therearethreetypesof
offerings that may be made in
compliancewith Rule 504 evenif the
offers or sales of the securities are
made using general solicitation or
generd advertisng.

1. OfferingsExclusively in States
Requiring Regigtration. If al offers
and salesof securitiesinaparticular
offering aremade(i) exclusvely inone
or more states that provide for the
registration of the securitiesand that

(Continued on page 5)
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require public filing and delivery to
investorsof a“ substantive disclosure
document” prior to the sale of the
securities, and (i) inaccordance with
theregigtration provisonsof thestate
or gatesinwhichtheoffering ismade,
thenthereisno prohibition on general
solicitation or genera advertising. an

2. Offeringsinwhich Only Certain
StatesRequire Registration. Even
if offers and sales of securities in
connectionwith aparticular offering
are made in one or more states that
do not providefor registration of the
offering or the publicfiling or delivery
of disclosure documents prior to
completing any sdesin connectionwith
the offering, general advertising or
general solicitation are permitted in
connection withthe offering if (i) the
offering of the securitiesisregistered
inat least one statethat providesfor
registration and public filing and
delivery of adisclosure document, (i)
offersand salesare madeinthat state
inaccordancewiththose provisions,
and (iii) the required disclosure
document isddlivered, prior to sale of
thesecurities, to purchasersinall dates
inwhichtheoffering ismede (including
those states in which delivery of a
disclosure document isnot required).

3. Offeringsin StatesPur suant to
Exemptionsthat Per mit Gener al

Solicitation and General
Advertiang. If (i) al offersand sdles
of securities in connection with a
particular offering aremade exclusively
under state law exemptions from
registration that allow general
solicitation and genera advertising,
and (ii) the sales are made only to
accredited investors, then general
solicitation or general advertising is
permitted in connection with the

offering.

B. Prohibitions on General
Solicitation in Other Offerings
under Rule 504.

Offeringsconducted pursuant to Rule
504 that do not meet the conditions
set forthin SectionI11. A. are subject
to the same prohibitions and face the
same issues regarding general
solicitation and generd advertisng as
Rule 505 or Rule 506 offerings, as
explained in Section1.

C. General Limitations on
Offeringsunder Rule 504

1. Limitation on Type of Issuer.
Rule 504 generdly isavailableonly to
issuersthat do not filereportswiththe
SEC under Sections 13 or 15 of the

ExchangeAct.

2. Limitationson Size of Offering.
Rule 504 may not be used for sales of
securitieswith adollar valuein excess
of $1 million (including, for purposes
of determining theamount availablefor
sdeunder Rule504, thedollar amount
of securitiessold withinthe 12 months
before the start of, and during, the
offering if the securities are sold (i)
under Rule 504, (ii) under any other
exemption under Section 3(b) of the
SecuritiesAct, such assalesmadein
relianceon Rule505, or (iii) inviolation
of Section 5(a) of the SecuritiesAct).
Dueto thesedollar limits, theutility of
Rule 504 issomewheat limited.

D. Electronic Road Show

It should be permissibleto undertake
aneectronic road show in connection
with a Rule 504 offering that is not
subject to the prohibition on general

solicitation or general advertising
because the restrictionswhich apply
to registered offeringsdo not apply to
exempt offerings (including offerings
under Regulation D). s

In 1996, Primary Care Centers of
America prepared an Internet road
show for a$1 million offering exempt
under Rule 504. 9 The road show
included interviewswith management,
a “virtual” tour of the issuer’s
headquarters, adide show relatingto
the issuer and its history, and the
offering documents. Theroad show
required sgnificant coordination with
the state securities authorities of the
states in which the road show was
made availableto investors. Aspart
of that process, it was agreed that a
frame would remain visible on the
screena dl timesduring theroad show
making certain disclaimers about the
presentation and urging investorsto
read the offering documents.

E. Providing Offering M aterialsin
aRule504 Offering

A Rule 504 offering is not subject to
any specific requirementsrelating to
the preparation or delivery of offering
meterids. Asaresult, anissuer making
aRule 504 offering that isnot subject
to theprohibitionongenerd olicitation
or genera advertising is entitled to
post any offering materials to its
I nternet web Stewithout jeopardizing
itsability to comply withthe conditions
for the availability of the exemption
provided by Rule 504.

(Continued on page 6)
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V. State Regulation and Internet
Offerings

A. Access May be Deemed an
Offer

While the SEC has done much to
clarify the extent to which offersand
sdesof securitiesmay bemadethrough
the Internet in reliance upon the
exemption from registration in
Regulation D, the use of the Internet
asoraisssissuesat thedatelevel. To
the extent that offering materiadlsare
accessbleto any personinaparticular
state, an offer to sell securitieswithin
that state may be deemed to have
been made. For example, an issuer
or broker-dealer who sends an
offering document by e-mail clearly
has made an offer to sell securitiesin
the state in which the e-malil is
received. Further, anissuer who posts
offering materialstoitsInternet web
site (asmay be permitted under Rule
504) may be deemed to have made
anoffer inevery state.

B. Rule 506 Offerings and
NSMIA

Fortunately for issuersconsidering a
Regulation D offering using the
Internet, the National Securities
Markets |mprovement Act of 1996
(“NSMIA") preemptsstateregulation
of Rule 506 offerings, except for
noticefiling requirementssubstantidly
similar to those under Regulation D
(i.e., within 15 days of thefirst sale)
and collectionof filing fees. Asareault,
issuers making offerings in reliance
upon Rule506 do not haveto consider
theimplicationsof state securitieslaws
beyond making thefiling required by
any stateinwhichasaeismade. In
addition, theantifraud provisonsof the
date securitieslawscontinueto apply.

C. Rule 505 and Rule 504
Offerings

1. Applicability of State Securities
Laws. Issuersrdyingintheexemption
fromfederal securitiesregistrationin
Rule 505 or Rule 504 continueto be
subject to regulation at the statelevel.
Limited offering exemptionsvary from
state to state and may restrict the
number of offerees, purchasers or
holders of a security, either solely
within the state or on an aggregate
basiswherever located. Inaddition,
many satelimited offering exemptions
restrict theuse of “generd solicitation
or genera advertising” in the same
manner as Rule 502(c) of Regulation
D.

Prior to commencing an offering in
reliance upon Rule 505 or Rule 504,
anissuer should consider and address
thesecuritieslawsof eachstate. This
may beaccomplished by (i) registering
in the state (frequently required for
Rule 504 offerings), (ii) determining
that an exemption for offersand sales
is provided in the state, or (iii)
restricting the offering to states in
which the offering is registered or
exempt.

2. NASAA Resolution. In 1996, the
North American Securities
Administrators  Association
(" NASAA”) dated that an Internet
communicationisdirected generdly to
each person who has access to the
Internet. 2o NASAA also adopted a
resolution in 1996, however, that
permits certain I nternet
communicationsthat otherwise might
be deemed offers. =1 Theresolution
encourages statesto exempt Internet
offersfromregidrationif (i) thelnternet
offer indicates, directly or indirectly,

2 that the securities are not being
offered to resdentsof aparticular Sate
and (ii) an offer is not otherwise
specifically directed to any personin
the state. The resolution also
encourages the statesto allow sales
of securitiesthat were the subject of
an Internet offer if (i) inthe caseof a
registered offering, no sdlesare made
inthe state until the offering has been
registered and declared effective and
thefina prospectushasbeen delivered
or (ii) the sales are exempt from
registration. Under thisresolution, an
issuer of securitiesin aRule 505 or
Rule 504 offering may make offers
through the Internet as long as it
registerstheoffering or determinesthat
an exemption from registration is
avallableinaparticular state prior to
completing the sale of the security in
that state. Thispermitsanissuer to
register inonly afew states, post its
offering onitsinternet web ste (ubject
to compliancewith any prohibitionson
genera solicitation or advertisng) and
expand the offering later by registering
inadditional statesif thereisinvestor
interest inthose states. According to
NASAA, 32 states have adopted
some form of this resolution and 16
other statesintend to adopt it. s

3. Additional State Restriction on
Internet Sales. Of the 32 statesthat
have adopted a version of the
NASAA resolution, several have
adopted amoreredtrictiveformof the
resolution. Inthesegtates, thelnternet
offer is exempt only if no sales are
subsequently made in the state as a
result of the offer. s This more
regrictiveformof theresolutionretains
the benefit of preventing anissuer from
violating the securitieslaws of states
in which it does not intend to make
offersor sales. It doesnot, however,

(Continued on page 7)

Page 6 FEBRUARY 2001



allow anissuer, after offershave been
made, to expand an offering beyond
the statesin which theissuer initially
identified prospective purchasersand
registered the offering, even if the
issuer subsequently determines that
there are prospective purchasersin
other sates.

V. Additional SEC Guidance
Regarding Electronic Delivery

A. Simultaneous Delivery Over
thelnternet

In an example in the October 1995
Release, the SEC pointed out that it
considered the placement of two
piecesof information onthe I nternet
connected by a hyperlink to be the
equivaent of Imultaneousddivery of
thetwo piecesof information by mail.
The SEC stated that salesliterature
could bethefirgt information accessed
by aninvestor ontheInternet, aslong
asthesalesliterature was connected
to theissuer’ s prospectusthrough a
hyperlink, and the prospectuscould be
easily accessed by investors. s

Inaddition, it may be possibleto treat
two items of information as having
been simultaneously delivered if the
two itemsareaccessblefromthesame
menu or froman uncomplicated menu
structure. s Similarly, the SEC has
sated that delivery of two documents
can beinferred if theinvestor would
not need additiond softwareto access
both documents and also is not
required to take burdensome stepsto
accessone document fromanother.

A link allowing “direct access’ from
one Internet web site to another has
also been viewed as making thetwo
web pages a single document. e

Similarly, delivering an offering
document with links to another
document causes the offering
document and the other document to
be treated as a single document.
Accordingly, if anissuer, for example,
linksthird-party reportsrelatingto the
issuer to other documentsdelivered or
avallableto investors, theissuer may
take on liability for the contents of
thosethird-party reports.

B. No Requirement to Prove
Substantial Equivalence

The SEC requireselectronic delivery
to result inthereceipt by investorsof
information substantialy equivaent to
information that would have been
received through paper delivery.
However, there doesnot appear to be
any requirement that companies
provide the SEC with the electronic
formof theinformationthey deliver to
investors, even when the electronic
form could be substantialy different
from the form of the information
delivered to investorswho either do
not have accessto theeectronic form
or request paper form or theform of
theinformationfiled withthe SEC. In
another examplein the October 1995
Release, the SEC addressed the
gtuationinwhichacompany provided
itsinvestorswithaCD-ROM version
of its prospectus which included a
movie illustrating the company’s
operations. Because the SEC does
not yet havethefacilitiesto accept a
filing with this technological
sophistication, the company would
haveto filewiththe SEC the script of
the movie and a fair and accurate
narrative description of thegraphic or
image material, asan appendix to the
prospectus. Althoughtheissuer has
the obligation to ensure that the

electronic form of the progpectuswas
“substantialy equivadent” to the paper
form, the company did not have to
providethe SEC withthe CD-ROM
to prove that the filing was in fact
substantially equivalent to the
electronicinformation being provided
toinvestors.

Although the SEC did not address
what should be provided to investors
who do not have accessto information
contained inaCD-ROM, it appears
asthough providing these investors
with a paper copy of what wasfiled
withthe SEC should suffice.
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