WacHTELL, LipTON, RosSeN & KaTZ

The attached article, Corporate Governance Update: The Board, Social Media and
Reqgulation FD, was published in the New Y ork Law Journal on March 28, 2013




March 28, 2013

Corporate Governance Update: The Board, Social Media and Regulation FD

David A. Katz
and
Laura A. Mcintosh*

The widespread use of social media in today’s global marketplace presents
opportunities and challenges for all financial market participants, including boards of directors,
investors and regulators. While social media outlets provide unprecedented pathways for
companies to engage actively with investors, both large and small, as well as with reporters,
analysts, customers, suppliers and other members of the corporate community, there are
regulatory restrictions that public companies need to heed. Releasing information via Twitter,
Facebook, and similar channels must be done with caution to avoid violating Securities and
Exchange Commission (SEC) Regulation FD* as it currently stands. Moreover, companies are
vulnerable to negative publicity that can be quickly and widely disseminated over social media
networks, even if they are not active participants in such channels.

As public companies increasingly use and rely upon the new avenues of
communication provided by social media, it is correspondingly important for directors to be
aware of the manner and extent of their companies’ use of social media and have a basic
understanding of the risks and benefits of corporate participation. At the same time, it may be
incumbent upon the SEC to revisit Regulation FD. The immediacy and availability of
communications made through social media suit the purpose of Regulation FD far better than
anything available at the time of its passage in 2000; by failing to update Regulation FD, the
SEC may find that the rule is impeding rather than furthering its stated goals. Fundamentally,
the interests of all market participants are aligned when it comes to encouraging companies to
use social media consistently, effectively, and legally, as enhanced transparency and increased
engagement generally benefit the market as a whole.

Oversight of Social Media

Though familiar with social media and generally aware of its potential, it appears
that directors and senior executives tend to underutilize and perhaps underestimate its power. A
2012 study conducted by The Conference Board and the Rock Center for Corporate Governance
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at Stanford University indicates that, of the “senior-level decision makers” in North American
companies—whose average age is in the mid-50s—only slightly more than half believe they
have “a good understanding of the impact that social media can have on their business.”* By
contrast, about two-thirds of the survey participants use social media for personal purposes or
business purposes; in both cases, slightly more than half do so daily.® Just over three-quarters of
the survey respondents said that their companies use social media for business purposes, though
the companies overwhelmingly do so to communicate with customers rather than shareholders.*

The gradual awakening of corporate America to the possibilities inherent in social
media, and the often informal tone of communications made possible through this channel of
“casual” communication, perhaps explain in part the general lack of corporate controls in this
area. Of the survey respondents, three-quarters said that their companies have no social media
guidelines for their board of directors.> Even more concerning is that fewer than half of the
survey respondents said that their companies do have formal social media guidelines or policies
for employees and senior management.® Only 32 percent of the survey respondents said that
their company had ever hired a consultant or expert to present on the subject of social media.’

Directors should consider taking steps to close the gap between their general
familiarity with social media and the formal and intended use of social media in the corporate
context. A startling statistic is that over 90 percent of survey respondents said that their
companies do not have a board committee that has responsibility for oversight of social media.
While the formation of a committee to oversee social media is not necessary, it appears that, as a
general matter, boards are not paying enough attention on a regular basis to corporate use of
social media. It is not the directors’ job to institute social media guidelines, but directors should
use their oversight function to determine whether management is sufficiently focusing on the
risks inherent in social media in the corporate context. In this regard, directors may wish to
prompt management to consult with lawyers or other experts to develop formal policies to guide
the use of social media at all levels of the corporation.® More broadly, directors would be well
advised to study corporate use of social media and have a discussion with senior management as
to how the company can most effectively use social media to communicate with various
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constituencies, including customers and investors.® The risks, benefits, and contours of social
media use will be different for each company based on its strategy, its business model, and many
other factors.'® Moreover, as these factors are constantly changing, directors may determine to
revisit the topic from time to time to make sure that management is appropriately considering the
impact of these changes.** 1t may be useful for the board to conduct a cost-benefit analysis of
participating in social media with respect to investors and analysts as opposed to simply
customers; such an exercise could involve reaching out to large investors for their views,
examining how competitors handle social media, as well as carefully addressing compliance
concerns.*

Social Media Risks and Rewards

Social media can be a powerful tool in building corporate culture, gaining insight
into client and customer sentiments, communicating with investors and analysts, and much more.
Unsurprisingly, therefore, the use of social media in the corporate context continues to grow.
According to Burson-Marsteller, Fortune Global 100 companies now not only have a presence
on social platforms but, as of 2011, are actively engaging with other participants.”® In 2012,
Burson-Marsteller found that “seventy-nine percent of corporate accounts on Twitter attempt to
engage with other users by retweeting and using @mentions, ninety-three percent of Facebook
pages are updated weekly, and seventy percent of corporate pages are responding to comments
on their walls and timelines.”** Furthermore, companies are using various platforms and
channels to communicate with different target audiences based on location, topic, or other
criteria, and they are adapting quickly as new platforms and channels emerge.*

Chief executives around the world also are increasing their use of social media
and setting the tone for corporate engagement in social media platforms. A 2012 IBM study of
over 1,700 CEOs in 64 countries found that CEOs see social media as a tool for collaboration
and relationship-building in the service of innovation and the creative exchange of ideas.*®
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Moreover, they see social media as a rapidly growing force. The IBM study indicated that,
though social media is currently the least utilized form of customer interaction, CEOs predict
that within five years it will be the number-two way to engage with customers, second only to
face-to-face interaction.’

However, the communicative power of social media is a double-edged sword.
One inescapable risk to a company in the age of social media is that of losing control of its
reputation. There have been many instances when a disgruntled customer, for example, has
“gone public” with a complaint, and the company is instantly, without warning, put on the
defensive in front of the virtual world. As the IBM CEO study points out:

[O]penness increases vulnerability. The Internet—especially through social networks—
can provide a worldwide stage to any employee interaction, positive or negative. For
organizations to operate effectively in this environment, employees must internalize and
embody the organization’s values and mission.™®

The board and the CEO are partners in setting the “tone at the top” that permeates any
corporation. Social media raises the stakes of doing so successfully, in that any interaction can
be widely (and instantly) publicized via social networks and the reach of the Internet. Power
over a company’s reputation is being decentralized from the entity to the individual, and thus it
becomes even more important for directors and senior executives to build a shared sense of
values, loyalty, and open, honest communication within their organization. The board should be
apprised of any major incidents involving publicly disseminated complaints, allegations or other
negative comments about the company, as these increasingly appear to have an impact on stock
price.

Requlation FD

One of the most prominent legal risks of using social media for corporate
communications is that of inadvertently violating Regulation FD, which prohibits the selective
disclosure of material information to investors. Some companies and chief executives—notably
Linkedin and Alan Meckler of WebMediaBrandINC—have successfully managed to use a wide
variety of available social media platforms to communicate with investors and others without
running afoul of Regulation FD. Key elements of ensuring that any social media communication
is not made selectively include: informing investors (via news releases, posted disclosure
policies, SEC filings, and any other relevant method) of the company’s chosen communication
channels; providing prominent links on the company website to all such channels; establishing a
consistent pattern of communication on the designated channels; and monitoring usage of these
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channels to ensure that communications are actually being received.’® The general counsel or
chief compliance officer should ensure that the company’s Regulation FD policy covers
communications made via social media. In this context, it is important to note that Regulation
FD is not meant to address communications with the press.

A recent, high-profile example of some of the perils of using social media in the
corporate context is the SEC’s concern over a Facebook post by Netflix chief executive W. Reed
Hastings. In July 2012, Hastings posted on his Facebook page a message including the
information that “Netflix monthly viewing exceeded 1 billion hours for the first time ever in
June.”®® In December 2012, the SEC announced that it would recommend enforcement
proceedings against Netflix and its CEO, alleging a violation of Regulation FD. Hastings
claimed, in his defense, that the post contained no material information and, moreover, that a
Facebook post did not constitute a selective disclosure.?* It is possible that the SEC’s actions to
date in this case already have had a chilling effect on corporate communication through social
media, which would be to the detriment of investors;?? moreover, it appears to run contrary to the
SEC’s prior assertion that “it would not attempt to second-guess reasonable, good-faith
judgments by persons who honestly attempt to comply with Regulation FD.”*® It remains to be
seen whether the SEC will proceed with an enforcement action, but the Netflix incident already
has generated criticism of the SEC and calls for reform of Regulation FD.?*
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Reforming Requlation FD

Regulation FD was promulgated in 2000 in order to prevent the “game of nods
and winks”—in the words of then-SEC Chairman Arthur Levitt®>—that was played among
corporate managers, auditors, and analysts, in which companies revealed material information
only to selected market recipients. The goal of the rule was to ensure that all investors received
prompt disclosure of material information. Studies of the effect of Regulation FD have showed
mixed results,? but at this point the societal value placed on transparency and the immediate,
widespread communication of material information to all investors is no longer in question; the
issue is only how best to implement regulation supporting this value.

At the time of Regulation FD’s enactment, postings on corporate websites and
pre-announced conference calls with toll-free dial-in numbers were the most effective ways to
communicate to a large audience (along with the required SEC filings).”” As Tom Kim, Chief
Counsel of the SEC’s Division of Corporate Finance, has observed, one major technological
change since that time is the advent of “push” communications.?® These technologies make it
much easier for companies to disseminate information in a manner that makes it available to the
securities marketplace at large—a value emphasized in the SEC’s 2008 Guidance on the Use of
Company Websites.”®

Indeed, social media and push technology serve the SEC’s goal of simultaneous
disclosure of material information to all market participants far more effectively than any earlier
technology ever has.®® In order for investors to have the full benefit of the communication
possibilities of social media, the SEC should find a way to encourage the use of these platforms
while still maintaining appropriate regulatory oversight.
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In a recent paper, Stanford Law School professor Joseph Grundfest offers two
excellent suggestions. The first is that the SEC cease to distinguish among various forms of
communication and instead require that any material disclosure by an issuer be promptly filed on
a Form 8-K, “without regard to the identities of the recipients of the disclosure or the means by
which the disclosure is otherwise disseminated.”* This would put all media on equal footing
and ensure that material information is disseminated to the world at large. Second, he proposes
that the SEC redesign its EDGAR website along the model of Facebook and Twitter, allowing
the public to subscribe to EDGAR postings that could be pushed to the followers of any listed
company.®* Taken together, these suggestions would enable the SEC to harness the power of
social media to the benefit of investors rather than impeding the rapid flow of information that is
now made possible by its very existence. As Professor Grundfest notes, “The Commission
would then become part of the social network rather than in tension with the social network.”*®

If the SEC misses the opportunity to adapt the requirements of Regulation FD to
modern communication technology, the SEC runs the risk of actually harming the public interest
in full and fair disclosure. It would be unfortunate and contrary to Regulation FD’s purpose if
fears of violating Regulation FD actually restrained companies from using social media to
disseminate information to eager market participants, as some studies suggest is already
occurring.>* In this sense, the SEC’s actions in the Netflix case appear to demonstrate a lack of
understanding that the communications world is changing, and that it benefits no one for the SEC
to remain in the dark ages (before social media).

As social media platforms proliferate and widen, SEC attention to the guidance
and rules of Regulation FD will be increasingly important, as will boards of directors’ and
managements’ attention to the issues raised by corporate use of these communication channels.
As one CEO in the IBM study observed, “From 1995 to 2000, the web went from something
only some people used to something almost everyone used to conduct business. | view social
media the same way — we’re approaching the staége when almost everyone will have to figure out
how to use it to conduct business successfully.”® The challenge is clear, and all market
participants, not least the SEC, boards of directors and management teams, should step forward
to meet it.
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