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NASD Notice to Members 97-30

Executive Summary

In the following document, NASD
Regulation, Inc. (NASD Regulations™)
requests comment on specific
amendments to the NASD® Free-
Riding and Withholding Interpreta-
tion, IM-2110-1 (Interpretation) and
also is soliciting comment on how
the Interpretation could be more
generaly revised and streamlined. In
particular, commenters are asked to
consider whether the Interpretation
properly reflects current market
conditions.

Questions concerning this Request
for Comment should be directed

to Craig L. Landauer, Associate
General Counsdl, Office of Generd
Counsdl, NASD Regulation, at
(202) 728-8291.

Request For Comment

The NASD encourages al members
and other interested parties to com-
ment on IM-2110-1. Comments can
be mailed to:

Joan Conley

Office of the Corporate Secretary
NASD Regulation, Inc.

1735 K Street, NW

Washington, DC 20006-1500

or eemailed to:
pubcom@nasd.com.

Comments must be received by June
16, 1997. Before becoming effective,
any rule change developed as aresult
of comments received must be adopt-
ed by the NASD Regulation Board of
Directors, may be reviewed by the
NASD Board of Governors, and
must be agpproved by the SEC.
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NASD
REGULATION
REQUEST FOR
COMMENT
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Executive Summary

NASD Regulation, Inc. (NASD
Regulation™) requests comment on
specific amendments to the NASD®
Free-Riding and Withholding Inter-
pretation, IM-2110-1 (Interpretation)
and also is soliciting comment on
how the Interpretation could be more
generaly revised and streamlined. In
particular, commenters are asked to
consider whether the Interpretation
properly reflects current market
conditions.

Background

The Interpretation protects the
integrity of the public offering sys-
temn by ensuring that members make
abonafide public distribution of “hot
issue” securities and do not withhold
such securitiesfor their own benefit
or use the securitiesto reward other
persons who arein aposition to
direct future business to the member.
Improperly withholding securities or
directing securitiesto persons who
can direct future businessto the
member leads to an impairment of
public confidence in the fairness of
the investment banking and securities
business. The Interpretation was cre-
ated and has been amended over the
yearsto ensure thereis abonafide
distribution of securitiesfor which
thereis public demand.

The NASD Regulation Board of
Directors (Board), acting upon rec-
ommendations of the National Busi-
ness Conduct Committee (NBCC),
considered various proposed amend-
ments to the I nterpretation. Specifi-
cally, the Board considered whether
the Interpretation should gpply in the
following contexts:

(1) secondary offerings;

(2) distributions of rated investment
grade det;
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(3) purchases by non-member broker/
dedersand their associated persons; or

(4) distributions of shares of foreign
mutual funds.

In addition, the Board considered
whether the Interpretation should be
amended to provide:

(1) ade minimis exemption for
restricted persons under paragraph
(b)(4) of the Interpretation* and small
investment vehicles;

(2) an expansion of the type of firm
that qualifies as alimited purpose
broker/deder;

(3) amore prescribed manner for a
member to verify that aconduit for
an undisclosed principa is comply-
ing with the Interpretation;

(4) adarification of which naura
persons and entities should be covered
by the Interpretation’s definition of
“person associated with amember”;

(5) adarification of whether and under
what circumstances aqualified ERISA
plan or other type of retirement plan
would be considered aredtricted
person under the Interpretation;

(6) adarification of certain provi-
sions of the issuer-directed share
exception;? and

(7) amechanism for granting relief
from the gpplication of various provi-
sions of the Interpretation.

Finally, the Board decided that it
would be appropriate to examine the
entire | nterpretation in the context of
current market conditions and to seek
comment on whether the Interpreta-
tion could be simplified and made
easier to follow while at the same
time remaining true to the Interpreta-
tion’sintent.
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Recommended Changes

1. Treatment of Direct And/Or
Indirect Ownersof Broker/Dealers
Under theInterpretation

Confusion has arisen over how per-
sons or entitiesthat have an owner-
ship or capital interest in a broker/
dealer should be treated under the
Interpretation. NASD Regulationis
proposing that the Interpretation be
modified so that, with two excep-
tions, all equity owners or contribu-
torsto capital would be considered
restricted persons. Firgt, the Interpre-
tation would exempt purchases by
passive investors who own or have
contributed 10 percent or less of the
firm’s equity or capita and who pur-
chase from amember other than the
member in which they maintain the
ownership interest, provided that the
member in which they maintain the
ownership interest is not in a position
to direct issuesto the owner or con-
tributor. Second, the Interpretation
would exempt purchases by persons
who passively own 10 percent or less
of the shares of broker/dedersthat are
traded on an exchange or Nasdag®.

The definition of the term “associated
person” under the NASD By-Laws
incdludes only natural persons. Inter-
pretative issues may arise under the

I nterpretation when entities (corpora-
tions, limited partnerships, and gener-
a partnerships) have an ownership
interest in abroker/deder, ether inthe
form of equity ownership or asacon-
tribution to the capital of the broker/
deder. Accordingly, the proposa
would create a new definition of
“restricted person” to include “any
person,” which would include an
entity that investsin a member firm
with onvnership or capita contribu-
tion interest.

A second issue involves how to treat
investors, whether natural persons or
entities, that invest indirectly in a
broker/dealer. NASD Regulation
believesthat indirect investors should

be treated for purposes of the Inter-
pretation in the same way as direct
investors, and should be precluded,
therefore, from purchasing hot issues
from the broker/dedler in which they
maintain the indirect investment. For
purposes of calculating the 10 per-
cent threshold, the proposed I nterpre-
tation provides that the percentage of
the direct investment is multiplied by
the percentage interest in the invest-
ing entity. For example, an investor
with a50 percent investment in a
investment partnership that in turn
owns 50 percent of the equity capita
of a broker/dealer would be deemed
to own 25 percent of the broker/
dedler for the purposes of the Interpre-
tation. Accordingly, theinvestor
would be consdered arestricted per-
son because his or her indirect owner-
ship interest would be deemed to have
exceeded the 10 percent threshold.

2. Rated | nvestsment Grade Debt

Debt offerings areincluded in the
definition of “public offering” under
the Interpretation. NASD Regulation
believesthat it is appropriate to
delete offerings of rated investment
grade debt from the Interpretation on
the ground that investment grade debt
does not raise the same issues that
are posed by equities under the Inter-
pretation. In particular, the prices for
such debt securities generdly fluctu-
ate based on interest rate movements,
rather than on excess demand for a
particular security. Specifically, the
exception would apply to “non-con-
vertible debt securitiesrated by a
nationally recognized statistical rat-
ing organization in one of itsfour
highest generic rating categories.”

3. Exemptive Authority Under The
I nter pretation

Thereisno provision in the Interpre-
tation itsalf to alow for the NBCC,
the Board, or NASD Regulation staff
to grant exemptive rdief. In the past,
the NBCC, relying on the NASD By-
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Law's grant of authority to the Board
and its Committees, has provided
interpretationsin certain unique cir-
cumstances. NASD Regulation
beievesthat it isimportant to pro-
vide express authority to grant
exemptionsinindividua cases, and
is proposing to amend the Interpreta:
tion for this purpose.

The Interpretation givesthe District
Committees and the NASD Board
the authority to issue interpretations.
The proposed amendments would
make this provision consistent with
current practice by giving NASD
Regulation staff the authority to pro-
vide interpretations, after consulta-
tion with gopropriate persons
involved in the securities industry,
that would be subject to oversight by
the Board.

4. Foreign Mutual Funds

Purchases of shares of investment
companies registered under the
Investment Company Act of 1940
(1940 Act) are exempt from the
restrictions of the Interpretation. The
rationale for this existing provisionis
that the interest of any one restricted
person in an investment company
ordinarily is de minimis and that,
because the ownership of investment
company shares generdly is subject
to frequent turnover, determining
compliance with the Interpretation
would be extremely difficult in this
context.

NASD Regulation is proposing to
extend this rationale to the purchase
of shares of foreign entitiesthat are
similar to U.S. investment compa-
nies. In particular, NASD Regulation
is proposing to allow membersto
dlocate shares to aforeign mutual
fund if the fund provides written cer-
tification from a U.S. atorney or
accountant stating that: (1) the fund
has 100 or more shareholders; (2) the
fund is publicly offered; (3) no more
than 5 percent of the fund’ s securities
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assets are invested in the securities of
any one issuer; (4) any person own-
ing more than 5 percent of the shares
of the fund is not arestricted person
as defined in subparagraphs (b)(1)
through (b)(4) of the Interpretation;
and (5) the fund is properly regs-
tered or authorized to do businessin
the foreign jurisdiction.

In addition to addressing the above
rationa e, the amendments seek to
create roughly equivalent standards
between U.S. and foreign mutual
funds, by adding a new definition of
foreign investment company that is
designed to pardl€ the existing
exemptions for domestic funds.
Under the 1940 Act, U.S. investment
companies are required to register
with the SEC if their shares are pub-
licly offered to more than 100
investors. In addition, the 1940 Act
generaly requiresthat no more than
5 percent of diversified fund assets
invested in cash and securitiesbe
invested in the securities of one
issuer. NASD Regulation specifical-
ly requests comment on whether this
exemption is appropriate, given dif-
ferencesin foreign fund regulation
and the nature of investment in such
funds.

Other Issues

The NASD and the Board consid-
ered, but determined not to propose,
the following amendments to the
Interpretation:

1. Secondary Offerings

Secondary offerings areincluded in
the definition of “ public offering”
under the Interpretation. Statistical
information reviewed by the Board
indicated that approximately 33 per-
cent of secondary offeringstrade at a
premium, although the premium s
generaly small. NASD Regulation
believes that because ardlatively
high percentage of secondary offer-
ings trade at a premium, these offer-

ings should continue to be subject to
the Interpretation.

2. Non-Member Broker/Dealers
And Their Associated Per sons

All member and non-member broker/
deders and their associated persons
are deemed to be restricted persons
under paragraph (b)(2) of the Inter-
pretation.® Therefore, the Interpreta-
tion restricts purchases by firmsthat
areinvolved solely in executing trans-
actions on the floor of an exchange,
incduding exchange specidists and
options Market Makers. NASD
Regulation believesthat these entities
and their associated persons are
engaged in activities smilar to those
of ather NASD membersthat are sub-
ject to the Interpretation’s restrictions
and that they should continueto be
considered restricted persons.

3. De Minimis Exemption

In 1994, the NASD considered pro-
viding an exemption for purchases
that are de minimisin amount by
persons identified in paragraph (b)(4)
(persons affiliated with certain finan-
cid inditutions and entities that are
not members). The NASD rejected
this proposal on the grounds that: (i)
any de minimis amount would be an
arbitrary figure; and (ii) monitoring
accounts to ensure compliance with
such aprovision would be difficult.
The Board considered this matter
again based on severa requeststo
reconsider the prior position and has
determined not to amend the Inter-
pretation in this respect.

4. Limited Purpose Broker/Dealers

Changes made in 1994 exempted,
from the Interpretation, persons asso-
ciated with broker/dealers whose
businessislimited to direct participa
tion programs, mutual funds, and
variable contracts products. Persons
associated with firms engaged solely
in proprietary trading or investment
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or merchant banking activities have
asked that they beincluded inthelim-
ited broker/deder exemption. NASD
Regulation does not believe the
exemption should be expanded to such
firms because of the difficulty in defin-
ing those firms under the Interpreta-
tion, and because such broker/deders
may influence or be involved in vari-
ous aspects of the underwriting pro-
cess. Further, NASD Reguldionis
concerned that such firms may enter
into reciproca arrangementswith
other membersthat would violate the
intent of the Interpretation.

Comment On Specific

Provisions Of The Rule

NASD Regulation is not proposing
other changes but is requesting com-
ment on the issues identified below:

1. Member Verification Of
Conduit For Undisclosed
Principal And Compliance
With Thelnterpretation

A member sdlling ahot issueto an
account identified in subparagraphs
(b)(7) and (b)(8) of the Interpretation
(i.e., accounts managed by an invest-
ment advisor and foreign broker/
deders) must follow certain enumer-
ated steps to comply with the Inter-
pretation. One of these steps requires
the member to make “an affirmative
inquiry” of the conduit that it is not
alocating the shares purchased to
restricted persons. The term “ affirma-
tiveinquiry” is not defined in the
Interpretation and confusion may
exist as to the meaning of thisterm.

NASD Regulation solicits comment
on the adequacy of the existing veri-
fication procedure described above
and whether a different verification
process would be more meaningful.

2. AccountsFor Qualified Plans
Under The Employment Retire-
ment I ncome Security Act (Quali-
fied ERISA Plans)
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Questions have been raised from var-
ious sources relating to the gpplica
bility of the Interpretation to the
account of aqudified ERISA plan.
Two frequently asked questions
relate to: (1) whether aqualified
ERISA plan is considered an invest-
ment partnership or corporation
under paragraph (f) of the Interpreta-
tion; and (2) whether the “ carve out”
mechanism* described in paragraph
(f) could permit salesto be madeto
qualified ERISA accounts. NASD
Regulation believes as ageneral rule
that a qualified ERISA plan should
not be deemed an “investment part-
nership or corporation” and should
not be considered a“ restricted
account.” The NBCC has suggested
the following methodology to deter-
mine under what circumstances a
qualified ERISA plan would be
deemed redtricted:

() Any plan sponsor that is not
involved in financial services activi-
tieswould not be considered restrict-
ed even though some plan
participants may be restricted.

(it) Any plan sponsored by a
broker/dedler would be deemed per
se redtricted.

(iii) All other financia services plans,
including those involving banks,
insurance companies, investment
advisors, or other money managers,
would be exempt unlessthey had
been created to circumvent the pur-
poses of the Interpretation, e.q.,
where afinancia services plan had
only restricted persons as beneficia
ries. Therationale for this provision
isthat the intent of any restricted per-
sonin such plansislikely to be de
minimis. NASD Regulation is asking
for comment on whether thiswould
be a reasonabl e solution to handling
salesto ERISA accounts.

3. Issuer-Directed Share
Exemption

Paragraph (d) of the Interpretation
was amended in 1994 to allow mem-
bersto alocate “hot issue” securities
to “restricted” personswho aso were
employees of the issuer, without hav-
ing to receive prior approval of the
NBCC, as had been required prior to
the 1994 amendments. Persons have
requested that the language of this
exemption be modified so that it is
clear that employees of the issuer
who are materialy supported by a
restricted person may purchase and
that outside directors be given similar
treatment.

NASD Regulation believes that the
intent of the 1994 amendments was
to dlow al employees and directors
of the issuer to purchase securities of
the issuer, regardless of statusas a
restricted person. NASD Regulation
isasking for comment on the gppro-
priate naure and scope of such an
exemption.

Questions concerning this Request
for Comment should be directed

to Craig L. Landauer, Associate
General Counsd, Office of General
Counsel, NASD Regulation, at
(202) 728-8291.

Request For Comment

The NASD encourages all members
and other interested parties to com-
ment on IM-2110-1. Comments can
be mailed to:

Joan Conley

Office of the Corporate Secretary
NASD Regulation, Inc.

1735K Street, NW

Washington, DC 20006-1500

or e-mailed to:
pubcom@nasd.com.

Comments must be received by June
16, 1997. Before becoming effective,
any rule change devel oped as aresult
of comments received must be adopt-
ed by the NASD Regulation Board of
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Directors, may be reviewed by the
NASD Board of Governors, and
must be approved by the SEC.

Text Of Proposed Amendments
(Note: Proposed new languageis
underlined; deletions are bracketed.)

IM-2110-1. Free-Riding and
Withholding

(@) Introduction
(1) No change.

(2) Asin the case of any other inter-
pretation issued by the [Board of
Governors of the] Association, the
implementation thereof isafunction
of theNASD Regulation staff [Dis-
trict Business Conduct Committeg]
and the [Board of Governors] NASD
Regulation Board of Directors. Thus,
the interpretation will be applied to a
given factual situation by NASD
Regulation staff, subject to oversight
by the Board, with staff soliciting
input from individuals active in the
investment banking and securities
business [who are serving on these
committees or on the Board. They].
In making such interpretations, staff
and the Board will construethis
interpretation to effectuate its overdl
purpose to assure a public distribu-
tion of securitiesfor which thereisa
public demand.

(3) through (4) No change.

(5) The NASD Regulation staff, upon
written request, may, taking into con-
sideration al relevant factors, provide
an exemption either unconditionally
or on specified terms from any or all
of the provisions of this interpretation
upon a determination that such
exemption is consistent with the pur-
poses of the interpretation, the pro-
tection of investors, and the public
interest. Any person aggrieved by
such staff determination may appea
such decision to the Nationa Busi-
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ness Conduct Committee of NASD
Regulation, Inc.

(b) Violations of Rule 2110
(1) No change.

(2) Sdl any of the securitiesto any
officer, director, general partner,
employee or agent of the member or
of any other broker/dedler, or to a
person associated with the member
or with any other broker/deder, or to
arestricted person as defined in para-

accounts unless the member com-
plies with either of the following
aternatives:

(2) No change.

(g) through (k) No change.

(1) Explanation of Terms

(Deete existing paragraph and
replace asfollows.)

graph (1)(1) of thisinterpretation, or
to amember of the immediate family
of any such person; provided howev-
e, tha:

(A) This prohibition shall not goply
to apersonin alimited registration
category asthat term is defined
below; and

(B) The prohibition shall not apply to
salesto amember of theimmediate
family of aperson associated with a
member or a restricted person
defined in paragraph (1)(1) of this

(1) Redtricted Person

(A) The term “restricted person”
shall indude: any person who owns,

of securities made pursuant to areg-
istration statement or offering circu-
lar including exchange offers, rights
offerings, offerings made pursuant to
amerger or acquisition, straight debt
offerings, and all other securities dis-
tributions of any kind whatsoever
except any offering made pursuant to
an exemption under Section 4(1), 4(2)
or 4(6) of the Securities Act of 1933,
as amended. It shall not mean
exempted securities as defined in
Section 3(a)(12) of the Act or non-
convertible debt securities rated by a
nationally recognized stdigtical rat-
ing organization in one of its four
highest generic rating caegories.

directly or indirectly, any dass of
equity securities of, or who has made
acontribution of capita to, amem-
ber, other than any such person
whose anvnership or capital interest is
passive and amounts to not more
than 10% of the equity or capital of

(3) through (6) No change.

(7) Foreign Investment Company

The term foreign investment compa:
ny shall incdlude any fund company

the member, provided that:

(i) such member (@) does not sell
securitiesto such person and (b) is
not in aposition by virtue of its par-

organized under the laws of aforeign
jurisdiction, which has provided to
the member awritten certification
prepared by counsel admitted to
practice law before the highest court

interpretation who is not supported
directly or indirectly to amateria
extent by such person if the sdleisby
a broker/dedler other than that
employing the restricted person and
the restricted person has no ability to
control the allocation of the hot issue.

(3) through (7) No change.

(f) Investment Par tner ships and
Corporations

() A member may not sell ahot issue
to the account of any investment part-
nership or corporation, domestic or
foreign (except companies registered
under the Investment Company Act
of 1940 and foreign investment com-
panies as defined herein) induding
but not limited to hedge funds,
investment clubs, and other like

ticipation in adistribution of securi-

of any stae of the United States or by

tiesto direct the allocation of
securities to such person; or

(i) the securities of such member are

an independent certified pulic
accountant licensed to practicein any
gate of the United States that states
that:

traded on anational securities
exchange or the Nasdaqg system.

(B) For purposes of this definition,
any person with an equity ownership

(1) the fund has 100 or more
investors,

(2) thefund islisted on aforeign

or capital interest in an entity that
maintains an investment in a member

exchange or authorized for sdleto
the pulic by aforeign requlatory

shall be deemed to have a percentage

authority:;

interest in the member equal to the
percentage interest of the entity in the

(3) no more than 5% of the fund

member multiplied by the percentage

assets are to be invested in the securi-

interest of such person in such entity.

ties being offered; and,

(2) Public Offering

Theterm public offering shall mean
any primary or secondary distribution
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(4) any person owning more than 5%
of the shares of fund is not aperson
described in subparagraphs (b)(1).
(2). (3) or (4) of the Rule.
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Endnotes

! Restricted persons under paragraph (b)(4) of
the Interpretation include senior officers of
banks, savings and loans, insurance compa-
nies, investment companies, investment advi-
sory firms, managers of investment
partnerships or hedge funds, and any other
person whose activitiesinvolve buying or
salling securities on behalf of an ingtitutional
account.

2 Paragraph (d) of the Interpretation alows an
issuer to direct sharesin apublic offering,
without limitation, to employees, directors,
and potential employees and directors under
specified conditions.

¢ Restricted persons under paragraph (b)(2) of
the Interpretation include any officer, direc-
tor, general partner, employee or agent of the
member or of any other broker/dedler, or a
person associated with the member or with
any other broker/dealer.
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4 Paragraph (f) of the Interpretation allows a
member to sell ahot issue of the account of
any investment partnership or corporation
that establishes a separate brokerage account
in which no restricted persons have a benefi-
cial interest.

© 1997, National Association of Securities
Dealers, Inc. (NASD). All rights reserved.
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