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Notice to Members 97-91

Executive Summary

NASD Regulation, Inc., reminds
members of their obligations under
the Free-Riding and Withholding
Interpretation (IM-2110-1) with
respect to venture capitalists and the
cancellation safe harbor provisions.
Thisinformation was previoudy pro-
vided to members through Compli-
ance Desk inaMember Alert dated
November 21, 1997.

Questions concerning this Notice
should be directed to Gary L. Gold-
sholle, Senior Attorney, Office of
Generd Counsd, NASD Regulation™,
at (202) 728-8104.

Background
Venture Capital Investors

NASD Regulation isreminding
members of their obligations under
the Free-Riding and Withholding
Interpretation, IM-2110-1 (Interpre-
tation), with respect to allocations of
hot issues to venture capitalists.
Paragraph (b)(4) of the Interpretation
restricts sales of hot issuesto certain
persons &ffiliated with “a bank, sav-
ings and loan ingtitution, insurance
company, investment company,
investment advisory firm or any
other ingtitutional type account
(including, but not limited to, hedge
funds, investment partnerships,
investment corporations, or invest-
ment clubs).”* A venture capitalist
fallswithin the scope of paragraph
(b)(4) when he or sheisa senior offi-
cer of an “ingtitutiona type account”
or otherwiseis a person who may
influence or whose activities directly
or indirectly involve or arerelated to
the function of buying or selling
securities of an “institutional type
account.” Thistype of account
includes, among others, investment
partnerships and investment corpora-
tions, which are frequently used by
venture capitaists. Members should
ensure, therefore, that sales of hot
issues to venture capitalists who are

restricted under the Interpretation are
made consistent with the Interpreta-
tion.

Persons restricted under paragraph
(b)(4) are generdly referred to as
conditionaly restricted persons. As
such, they may purchase hot issues
from amember only if the member is
“prepared to demonstrate that the
securities were sold to such persons
in accordance with their normal
investment practice, that the aggre-
gate of the securities so sold isinsub-
stantial and not disproportionate in
amount as compared to salesto
members of the public and that the
amount sold to any one of such per-
sonsisinsubstantial in amount.”?2

In 1994, the Securities and Exchange
Commission (SEC) approved
amendments to the I nterpretation
which, among other things, included
an exemption for venture capital
investors who meet certain enumerat-
ed criteria. The venture capital pro-
visions of paragraph (h) of the
Interpretation are not ageneral
exemptive provision for venture cap-
ital investors. In fact, these narrow
exemptive provisions were adopted
because, under most circumstances,
members otherwise would be prohib-
ited from selling hot issues to venture
capitalists. The venture capital
investor provisionsincluded in para:
graph (h) of the Interpretation allow
venture capital investorsto purchase
ahot issue security to maintain their
percentage ownership interest in an
entity, notwithstanding that such ven-
ture capita investor may be restricted
under the Interpretation.

Cancellation Safe Har bor

NASD Regulation is aso reminding
members of the scope of the cancel-
lation safe harbor provisions of para
graph (a)(3). Specifically, paragraph
(8)(3) providesthat it shall not be“a
violation of the interpretation if a
member which makes an allocation
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to arestricted person or account of an
offering that trades at a premiumin
the secondary market, cancelsthe
trade for such restricted person or
account, prior to the end of thefirst
business day following the date on
which secondary market trading
commences and reallocates such
security at the public offering price to
anon-restricted person or account.”3
The SEC order adopting the cancel-
lation safe harbor# and the related
NASD Notice to Members® both stat-
ed that the cancellation provisions
were intended to remedy concerns
caused by inadvertent violations of
the Interpretation that are corrected

NASD Notice to Members 97-91

by the member making the distribu-
tion. Thus, paragraph (a)(3) permits
membersto alocate securitiesto
restricted persons and subsequently
reallocate such hot issue securitiesto
other accounts within the time limits
prescribed by the safe harbor only to
the extent that such reallocation isto
remedy an inadvertent violation of
the Interpretation.®

Endnotes
11M-2110-1(b)(4).

21M-2110-1(b)(5).

3IM-2110-1(a)(3).

459 F. R. 64455, 64458 (December 14,
1994).

5 NASD Notice to Members 95-7 (February
1995).

6 This sentence has been modified from the
Member Alert dated November 21, 1997, to
more clearly define the scope of paragraph
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