
The NASD Modernizes the Corporate Financing Rule
By Robert A. Boresta and Michael L. Zuppone

The Securities and Exchange Commission 
has approved amendments to the National 
Association of Securities Dealers, Inc. “Corporate 
Financing Rule” (the “CFR” or “Rule 2710”) 
which governs the terms and arrangements of 
underwritten public offerings and provides the 
basis for the NASD Regulation, Inc. Corporate 
Financing Department to review and approve 
the terms of underwriting compensation.1  The 
amendments to the CFR represent one of a 
number of significant steps in the NASD’S 
initiatives to streamline its more complex rules 
and reform the underwriting distribution process.  
The NASD recently replaced IM-2110-1, the 
Free-Riding and Withholding Interpretation, 
more commonly known as the “hot issue” rule, 
with Conduct Rule 2790, which now regulates 
all New Issues.2  The NASD has also proposed 
for comment Conduct Rule 2712, which would 
reform underwriters’ distribution practices,3 and 
proposed additional amendments to Rules 2710 
as well as Conduct Rule 2810 to address the 
regulation of certain pooled investment vehicles.4  
In addition the NASD has filed with the SEC 
a proposed rule change to amend NASD Rules 
2710, 2810, IM-2440, and Schedule A to the 
NASD By-Laws to address filing requirements 
and the regulation of public offerings of securities 
registered with the SEC and offered by members 
pursuant to SEC Rule 415.5  Therefore, securities 
industry participants should not consider the 
amendments to Rule 2710 in a vacuum, but in 
conjunction with other evolving NASD rules 
regulating the underwriting distribution process.

The NASD initially proposed amendments to 
the CFR in January 2000 which were intended 
to modernize and simplify the CFR.  In response 
to comments that the NASD’s original proposal 
did not go far enough the NASD proposed 
further amendments to the CFR to address 
commentators’ concerns that the NASD should 
bring the CFR more in line with current industry 
practices.

Overview of the CFR

Rule 2710 is intended to ensure that the 
underwriting terms and arrangements of a public 
offering in which a NASD member participates 
are fair and reasonable.  Rule 2710 provides that 
NASD members may not participate in a public 
offering subject to the rule unless the underwriting 
terms and arrangements are in compliance with 
the rule, even if no filing is required.  The CFR 
requires a member participating in an offering 
which is not exempt to file certain information 
with the Corporate Financing Department.  
The Corporate Financing Department reviews 
this information prior to commencement of 
the offering in order to determine whether the 
underwriting compensation and other terms and 
arrangements meet the requirements of the CFR 
and other applicable NASD rules.  Only in the 
case of certain exempt offerings, such as offerings 
of municipal securities, does the CFR not apply 
at all.

The CFR regulates, among other matters, the total 
amount of underwriting compensation that the 
“underwriter and related persons” may receive 
in connection with a public offering.  The term 
“underwriter and related persons” includes all 
broker-dealers (and their associated persons and 
affiliates) participating in any capacity in the 
proposed public offering, as well as other non-
broker-dealers who act as counsel, finders or 
consultants, or are members of the immediate 
family or are related persons to other persons 
in the definition.  For purposes of the CFR, the 
definition of affiliate presumptively includes a 
company that beneficially owns ten percent (10%) 
or more of the outstanding voting securities of a 
member.

The CFR also regulates conflicts of interest which 
arise where more than ten percent (10%) of the 
net offering proceeds, not including underwriting 
compensation, are intended to be paid to members 
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participating in the distribution of an offering, or 
associated or affiliated persons of such members, 
or members of the immediate family of such 
persons, unless the price at which the equity issue 
is to be distributed to the public is established by 
a qualified independent underwriter pursuant to 
NASD Rule 2720, which regulates conflicts of 
interest arising when an issuer and an underwriter 
are affiliates.  This requirement can be triggered in 
the case of a merchant banking affiliate’s sale of 
a significant ownership stake in an underwriting 
client.

Calculation of Underwritten Compensation

Before it was amended the CFR provided that 
any item of value acquired by an underwriter 
and related persons within the twelve (12) month 
period before the filing date of a proposed 
public offering would be examined by the 
Corporate Financing Department to determine 
whether it was acquired in “connection with 
the public offering.”  If so, it would be deemed 
to be underwriting compensation.  There was a 
presumption in the CFR that any such item of 
value acquired within the six (6) month period 
before filing was underwriting compensation, 
but this presumption could be rebutted by the 
member based on information satisfactory to the 
department.

The amendments eliminate this six (6) month/
twelve (12) month presumptive period.  Instead, 
unless certain relatively narrow exceptions 
apply, the NASD now treats as underwriting 
compensation all items of value received and all 
arrangements entered into for the future receipt 
of an item of value by the underwriter and related 
persons received or entered into during the period 
commencing 180 days immediately preceding the 
date the filing of the offering through the date 
of effectiveness or commencement of sales of the 
public offering, as well as any new arrangements 
entered into within the next 90 days that provide 
for the receipt of any additional item of value by 
any member participating in the offering.

The Corporate Financing Department reviews 
each offering for items of value.  The value of any 
items of value that the department determines to 
be underwriting compensation is added to the 
underwriting discount or commission and any 
other fees or reimbursements received by the 
underwriting syndicate to determine whether the 
total compensation is unfair or unreasonable.

The prior CFR also prohibited the underwriter 
and related persons from receiving securities 
which constitute underwriting compensation in an 
aggregate amount greater than ten percent (10%) 
of the number or dollar amount of securities being 
offered to the public.  The amendments eliminate 
this stock numerical limitation.

Rule 2710 provides that the maximum amount 
of compensation which is considered fair and 
reasonable generally will vary directly with the 
amount of risk to be assumed by the underwriter 
and related persons and inversely with the 
dollar amount of the offering proceeds.  While 
the NASD has no published guidelines on 
underwriting compensation, it has published the 
results of its studies of underwriting compensation 
in 1992 and 1983.6

The Amendments to the CFR

As amended, the CFR (the “Amended CFR”) 
reflects the NASD’s attempt to modify certain 
aspects of the CFR which have long been 
problematic for underwriters and susceptible 
to misinterpretation.  Nonetheless, while the 
Amended CFR provides some relief in areas that 
have historically posed problems, it generally 
falls short of providing relief from some of the 
more burdensome aspects of the CFR.  Moreover, 
the amendments do not simplify the CFR in 
any appreciable way.  For example, one source 
of interpretative issues, the twelve (12) month 
presumptive review period has been reduced to 
180 days to create a more objective standard.  
However, the NASD has added a new filing 
requirement for post offering compensation 
which requires the filing of any new arrangement 
that provides for the receipt of an additional 
item of value subsequent to the issuance of a no 
objections opinion by the Corporate Financing 
Department and within 90 days following the 
date of effectiveness of a public offering.  This 
requirement may be difficult to police.

Another example of the complexities in the 
Amended CFR involves the treatment of lock-ups.  
The CFR provided for lock-up restrictions in two 
areas:

a. Compensation Lock-Up.  Securities 
included in the calculation of underwriting 
compensation were restricted from sale for 
one year following the effective date of the 
offering.

b. Venture Capital Lock-Up.  In the case of 
an IPO if a member participated in the 
IPO, such member or any officer, director, 
general partner, controlling shareholder or 
subsidiary of the member or subsidiary of 
such controlling shareholder or a member of 
the immediate family of such persons, who 
beneficially owned any securities of such issue 
at the time the IPO was filed, was subject to 
a ninety (90) day lock-up unless either the 
amount of securities held by the member and 
its related persons was below one percent 
(1%) of the securities offered in the IPO, 
or the IPO price was recommended by a 
“qualified independent underwriter” (who 
does not own more than five percent (5%) 
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or more of the outstanding voting securities 
of the issuer, who shall also participate in the 
preparation of the registration statement and 
the prospectus, and who shall exercise the 
usual standards of “due diligence” in respect 
therefore).

The Amended CFR eliminates the venture capital 
lock-up and narrows the application of the lock-
up restriction to any unregistered equity securities 
of the issuer that are acquired by an underwriter 
or related person within 180 days before the filing 
of the registration statement, or acquired after the 
filing of the registration statement, and deemed to 
be compensation by the NASD.

The amendments also provide limited relief from 
required diligence in order to comply with the 
Amended CFR.  While the amendments modify 
the need to obtain information concerning the 
NASD affiliations or associations of all of the 
issuer’s securityholders for initial public offerings, 
which many issuers and underwriters have found 
to be burdensome, underwriters will still need 
to obtain questionnaires from all securityholders 
who receive their shares within 180 days of the 
filing date of an offering.

The Amended CFR does provide limited relief 
from treatment as compensation for issuers 
obtaining capital infusions from affiliates of 
underwriters which are within certain designated 
exceptions immediately prior to the filing of the 
offering.

Executive Summary

In summary, the Amended CFR provides for the 
following significant changes:

• Expands exceptions to what is considered 
underwriting compensation by providing 
five “Exceptions from Underwriting 
Compensation” for institutional or anti-
dilutive investments;

• Modifies lock-up restrictions;
• Reduces the pre-offering compensation 

review period to 180 days from 12 months, 
while adding a post-effective review period of 
90 days;

• Substitutes the requirement that underwriters 
provide a statement of the association or 
affiliation with any NASD member of any 
security holders of an issuer in an initial 
public offering, with the requirement to 
provide a statement regarding the NASD 
affiliations or associations of any beneficial 
owner of 5% or more of any class of the 
issuer’s unregistered securities and of any 
beneficial owner of the issuer’s unregistered 
securities purchased during the 180 period 
preceding the offering, except for purchases 
through qualified stock bonus, pension or 
profit-sharing plans.

Items of Value

Expansion of Exclusion from “Items of Value.”

The NASD has added to the exclusions from 
what may be considered “items of value.”  These 
exclusions are not included in the calculation of 
underwriting compensation and are not subject to 
lock-up restrictions.

• Certain listed securities purchased in public 
market transactions;

• Securities acquired through any stock bonus, 
pension or profit sharing plan that qualifies 
under Section 401 of the Internal Revenue 
Code;

• Securities acquired by an investment company 
registered under the Investment Company Act 
of 1940;

• Non-convertible or non-exchangeable debt 
securities acquired for a fair price in the 
ordinary course of business in a transaction 
unrelated to the public offering;

• Derivative instruments entered into for a fair 
price in the ordinary course of business in a 
transaction unrelated to the public offering;

• Compensation, including expense 
reimbursements, previously paid to any 
NASD member in connection with a 
proposed public offering that was not 
completed, if the member does not participate 
in the revised public offering; and

• Cash compensation for acting as placement 
agent for a private placement or for providing 
a loan, credit facility, or for services in 
connection with a merger or acquisition.

The Five Exceptions to Underwriting 
Compensation.

The Amended CFR provides that certain items 
of value, because of the nature of the investor 
or the issuer or to preserve an investor’s status, 
while still subject to lock-up restrictions, are now 
excluded from the calculation of underwriting 
compensation provided that a member has 
not conditioned its participation in the public 
offering on an acquisition of securities under the 
exception.7

1. Purchases and Loans by Certain Entities.  
Securities of an issuer purchased in a private 
placement or received as compensation for a 
loan or credit facility before the required filing 
date of the public offering if (i) each entity 
(1) either (a) manages capital contributions 
or commitments, subject to limitations on the 
contributions of NASD members,8 (b) is an 
insurance company or bank, or exempted foreign 
insurance company or bank,9 (2) is a separate 
and distinct legal person from any member 
and is not registered as a broker/dealer; (3) is 
the maker of independent investment decisions 
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based on contractual or fiduciary duty and not 
potential investment banking revenues to an 
affiliated NASD member; (4) does not participate 
directly in investment banking fees received by 
any participating member for underwriting public 
offerings; and (5) has been primarily engaged in 
the business of making investments in or loans 
to other companies; and (ii) the total amount of 
securities received by all entities related to each 
member does not exceed twenty five percent 
(25%) of the issuer’s total equity securities 
during the review period calculated immediately 
following the transaction.

2. Investments in and Loans to Certain Issuers.  
Securities of an issuer purchased in a private 
placement or received as compensation for a loan 
or credit facility before the required filing date of 
the public offering if (i) each entity (a) manages 
capital contributions or commitments of at 
least $50 million; (b) is a separate and distinct 
legal person from any NASD member and is 
not registered as a broker/dealer; (c) does not 
participate directly in investment banking fees 
received by the member for underwriting public 
offerings; and (d) has been primarily engaged in 
the business of making investments in or loans 
to other companies; (ii) institutional investors 
beneficially own at least thirty-three percent 
(33%) of the issuers’ total equity securities 
calculated immediately prior to the transaction; 
(iii) the transaction has approval by a majority 
of the issuer’s Board of Directors and a majority 
of any institutional investors, or the designees of 
institutional investors, that are board members; 
and (iv) the total amount of securities received 
by all entities related to each member does not 
exceed twenty-five percent (25%) of the issuer’s 
total equity securities calculated immediately 
following the investment.

3. Private Placements with Institutional Investors.  
Securities of an issuer purchased or received as 
placement agent compensation before the required 
filing date of the public offering if (i) institutional 
investors purchase at least fifty-one percent 
(51%) of the total offering (comprised of the total 
number of securities sold in the private placement 
and received or to be received as placement 
agent compensation by any member); (ii) an 
institutional investor was the lead negotiator or 
lead investor, and (iii) underwriters and “related 
persons” did not in the aggregate, purchase or 
receive as placement agent compensation more 
than twenty percent (20%) of the “total offering 
(excluding purchases by any entity qualified under 
the exception for Purchases and Loans by Certain 
Entities described above).

4. Acquisitions and Conversions to Prevent 
Dilution.  Securities of an issuer acquired as 
the result of a right of preemption granted in 

connection with securities purchased either in a 
private placement which the NASD did not deem 
to be underwriting compensation, in a public 
offering or the public market; pursuant to a 
stock split or pro-rata rights or similar offering 
or conversion of securities not deemed to be 
underwriting compensation, subject to certain 
other conditions relating to the terms of issuance, 
purchase rights and percentage ownership.10

5. Purchases Based on a Prior Investment History.  
Securities of an issuer purchased  to maintain the 
purchaser’s percentage of ownership of securities 
of the same generic class or an underlying class 
when an initial purchase was made at least two 
years before and a second purchase was made 
more than 180 days before the required filing date 
of the public offering.

The Treatment of Debt Securities and Derivative 
Instruments

The Amended CFR provides that nonconvertible 
or non-exchangeable debt securities and derivative 
instruments acquired or entered into: (i) for a 
fair price; (ii) in the ordinary course of business; 
and (iii) in transactions unrelated to the public 
offering, are not items of value.  The definition 
of “fair price” is one that is priced in good faith, 
on an arms’ length basis, in a commercially 
reasonable manner, and in accordance with 
pricing methods and models and procedures 
used in the ordinary course of business for 
pricing similar transactions.  This definition is 
intended to identify transactions in which the 
benefit to the underwriter or related person is 
related to the underwriting or similar services 
provided to the issuer.11  The definition excludes 
a derivative instrument or other security received 
for acting as a placement agent for the issuer, 
for providing or arranging a loan, credit facility, 
merger, acquisition or any other service, including 
underwriting services.12

Filing Requirement.  The Amended CFR 
provides that information regarding debt and 
derivative transactions that are related to the 
public offering must be filed with the Corporate 
Financing Department if the related offering is 
subject to the filing requirements in the CFR, 
even if the transaction’s pricing terms were (or 
will be) entered into at a fair price.  In such 
a case the information filed may be limited 
to a brief description of the transaction and 
a representation that the transaction was (or 
will be) entered into at a fair price.  The NASD 
indicated in its Notice to Members announcing 
the amendments to the CFR13 that it will evaluate 
the information submitted on a case-by-case basis 
and would assign a compensation value if facts 
and circumstances indicate that the transaction is 
structured so that the risk to the underwriter or 
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related person and the benefit to the customer is 
minimal, in comparison to the benefit received by 
the underwriter or related person.14

The Notice to Members also pointed out that 
the requirement to assess whether a derivative 
transaction, or any other item of value for that 
matter, should be assigned a compensation 
value applies even to offerings which are not 
required to be filed with the Corporate Financing 
Department, such as shelf offerings by issuers with 
a 36 month reporting history and $150 million 
public float.15

Lock-Up Restrictions

The Amended CFR reflects significant changes in 
the treatment of lock-ups.  The purpose of locking 
up shares is to protect the aftermarket in a new 
security from the potential for manipulation and 
minimize the opportunity for underwriters and 
related persons to realize a quick profit from 
cheap stock and warrants acquired from the issuer 
or its nominees.  The Amended CFR replaces the 
one-year compensation and 90-day venture capital 
lock-up provisions in the CFR with a single 180-
day lock-up applicable to any unregistered equity 
securities which are underwriting compensation, 
or within one of the five exceptions described 
above. According to the NASD, the 180-day 
lock-up is consistent with the industry practice 
to impose a 180-day lock-up on securities of the 
issuer held by its officers, directors and other 
insiders.16  The Amended CFR further tightens the 
lock-up provision by prohibiting certain derivative 
transactions.17  The NASD believes that this 
change should ensure that securities subject to the 
lock-up are held as an investment.

The most troublesome aspect of the lock-up 
provisions in the Amended CFR is that they apply 
to any public equity offering subject to the CFR, 
including follow-on offerings and many offerings 
in which no filing is required with the Corporate 
Financing Department.  The only exceptions are 
offerings that are exempt from filing with the 
NASD because they qualify for the exemptions 
available for shelf registrations.  The NASD 
did not exempt from the lock-up provisions 
offerings not required to be filed in reliance on 
the exception for rated debt, redemption standby 
offerings, exchange offers, and offerings by not-
for-profit entities.18

There are however exceptions to the application 
of the lock-up provisions for the following 
unregistered securities: (i) Rule 144A securities 
acquired after the completion of an IPO; (ii) if 
the aggregate amount of securities of the issuer 
held by the underwriter or related persons does 
not exceed 1% of the securities being offered; (iii) 
securities beneficially owned on a pro-rata basis 
by all members of an investment fund, provided 
that no member participating in the offering 

manages or otherwise directs investments by the 
fund, and participating members in the aggregate 
do not own more than 10% of the equity in the 
fund; (iv) securities that are not an item of value; 
(v) non-convertible or non-exchangeable debt 
securities acquired for a fair price in the ordinary 
course of business in transactions unrelated to the 
public offering; (vi) derivative instruments entered 
into for a fair price in the ordinary course of 
business in a transaction unrelated to the public 
offering; and (vii) securities previously locked-up.

Recommendations

While the Amended CFR represents an 
improvement in some respects over the 
existing CFR, it still falls short of providing 
underwriters with true flexibility in structuring 
their underwriting terms and arrangements.  
Consequently, underwriters must continue 
to ensure that in structuring compensation 
arrangements, arranging pre-offering financings 
and entering into post-offering engagements or 
transactions that they remain within the CFR.

The Amendment was approved by the SEC on 
December 24, 2003 and became effective on 
March 22, 2004.

Notes

1. Exchange Act Release 34-48989 (December 23, 2003) (the 
“Adopting Release”).
2. See the PHJW Client Alert, “SEC Approves New ‘Hot Issue’ 
Rule for Equity IPOs,” (November 23, 2003).
3. See the PHJW Client Alert, “NASD Proposes to Curtail 
Abusive IPO Allocation Practices,” (August 2002).  Note that 
in November, the NASD re-proposed for comment NASD 
Conduct Rule 2712 to include new rules to promote pricing 
transparency in initial public offerings.  See NASD NTM 03-
72, available at <www.nasdr.com/pdf-text/0372ntm.txt>.
4. These pooled investment vehicles include publicly offered 
limited partnership securities, real estate investment trusts 
(REITs), and closed-end investment companies. In Notice 
to Members 04-07 (February 2004), the NASD proposed 
amendments that would clarify the application of Conduct 
Rules’ 2710 and 2810 to these products.
5. See NASD Rule Filings, available at <http://www.nasdr.com/
filings/rf04_22.asp>.
6. See NASD Notice to Members 92-53, Underwriting 
Compensation Received by Members in Corporate Equity 
Offerings.
7. The reason for this provision is that “NASD Regulation 
continues to be concerned that participating members not 
use their position as an issuer’s underwriter to require the 
issuer to sell cheap stock or warrants to the member or the 
member’s affiliates in a transaction that is eligible for an 
exception.”  Exchange Act Release 34-48989.
8. These limitations are that each entity: a. either: (i)  manages 
capital contributions or commitments of $100 million or 
more, at least $75 million of which has been contributed or 
committed by persons that are not participating members; 
or (ii) manages capital contributions or commitments of $25 
million or more, at least 75% of which has been contributed 
or committed by persons that are not participating members.
9. In order to qualify an insurance company must be as 
defined in Section 2(a)(13) of the Securities Act or be 
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a foreign insurance company that has been granted an 
exemption under NASD Conduct Rule 2710; in order to 
qualify, a bank must be as defined in Section 3(a)(6) of the 
Act or be a foreign bank that has been granted an exemption 
under this rule.
10. These conditions are that the only terms of the purchased 
securities that are different from the terms of securities 
purchased by other investors are pre-existing contractual 
rights that were granted in connection with a prior purchase;  
(iii) the opportunity to purchase in a rights offering or 
pursuant to a right of preemption, or to receive additional 
securities as the result of a stock-split or conversion was 
provided to all similarly situated securityholders; and (iv) the 
amount of securities purchased or received did not increase 
the recipient’s percentage ownership of the same generic 
class of securities of the issuer or of the class of securities 
underlying a convertible security calculated immediately prior 

to the investment, except in the case of conversions and 
passive increases that result from another investor’s failure to 
exercise its own rights.
11. NASD Notice to Members 04-13, Section D.2(a), 
Amendments to the Corporate Financing Rule (February 
2004).
12. Id.
13. Id.
14. Id., Section D.2(b).
15. Id., Section D.2(c).
16. The Adopting Release, Section III.A.(1).
17. See NASD Conduct Rule 2710(g)(1).
18. Please refer to NASD Conduct Rule 2710 (c)(7)(A, B, D, E, 
F, and G) for the specific requirements of these exemptions.  
Note that if a filing is required under NASD Conduct Rule 
2720 which regulates conflicts of interest, that takes 
precedence over these exemptions.


