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In late November the National
Association of Securities Dealers
(NASD) became the latest body to pro-

pose rules that would significantly affect the
IPO process. The release amended earlier
proposals, and focuses on curbing abusive
practices by US investment banks in the allo-
cation and distribution of shares in IPOs.

The amendments, released on November
24, modify the NASD’s August 2002 pro-
posals. They take into account various
comments received by the NASD from the
joint NASD-NYSE Advisory Committee in
its May 2003 report.

Quid pro quo allocations
Proposed Rule 2712 would prevent so-called
quid pro quo allocations of IPO securities by
NASD members engaged in their distribution.
The text reads:

“No member or person associated with a
member may offer or threaten to withhold
shares it allocates in an initial public offering
… as consideration or inducement for the
receipt of compensation that is excessive in
relation to the services provided by the mem-
ber.”

The NASD notes that the provision pro-
hibits the use of quid pro quo allocations with
respect to any service provided by the NASD
member, and not just regarding compensation
in the form of commissions paid by a cus-
tomer. However, the NASD specifically stated
in its September 2003 filing with the SEC that
the proposed rule is not meant to “prohibit a
member from allocating IPO shares to a cus-
tomer because the customer has separately
retained the member for other services, when
the customer has not paid excessive compensa-
tion in relation to those services”.

Spinning
The proposed rule would stop NASD mem-
bers allocating IPO securities to any executive
officer or director of any company, or to their
immediate family: (i) if the member has
received compensation from that company for

investment banking services in the 12 months
before the distribution; (ii) if the member
expects to receive or intends to seek compensa-
tion from the company for investment
banking services in the three months following
the distribution; or (iii) on the condition that
the officer or director, on behalf of the compa-
ny, direct future investment banking business
to that NASD member.

Spinning is the practice of awarding IPO
securities to senior personnel of investment
banking clients in exchange for past business
or in exchange for the explicit or implicit
promise of future business. In its September
2003 filing, the NASD commented that this
behaviour divides the loyalty of a company’s
senior personnel from their principal. The
NASD also noted that spinning is “inconsis-
tent with the just and equitable principles of
trade”. The use of
this term is almost
certainly a reference
to NASD Conduct
Rule 2110, which
states in whole that
“[a] member, in the
conduct of his busi-
ness, shall observe
high standards of
commercial honour
and just and equitable principles of trade”. The
implication is that enforcement actions against
spinning may be justified on the basis of
NASD Conduct Rule 2110.

It should be noted that the NASD, on the
recommendation of the Advisory Committee,
has modified its August 2002 proposals in two
important ways. Firstly, the present proposed
rule relating to spinning applies not only to
executive officers and directors of companies
with which the NASD member has an invest-
ment banking relationship, but also to the
immediate family of those individuals. This
term is broadly defined to include any person
who receives material support from the pro-
hibited recipient. The rule has also been
modified to seek to bar IPO allocation to all

executive officers and directors of any compa-
ny with which the NASD member has or
seeks to have an investment banking relation-
ship. On this second point, the Advisory
Committee expressly sought to eliminate any
possible appearance of impropriety that may
arise due to the existence of investment bank-
ing relationships.

Flipping
Under the proposed rule, no NASD member
or associated person may directly or indirectly
recover, or attempt to recover, any portion of a
commission awarded to an associated person
for selling shares in an IPO that are subse-
quently flipped by a customer. The only
exception to this rule is when the managing
underwriter has assessed a penalty bid (as
defined in Regulation M under the Securities

Act of 1933) on the
member seeking to
recover the commis-
sion. 

Members will also
be required to record
and maintain infor-
mation regarding any
penalties or disincen-
tives assessed on its
associated persons in

connection with a penalty bid. The NASD
commented that the recovery of commissions
from registered representatives may cause retail
customers to be pressured to retain positions in
IPO securities, while institutional investors are
rarely pressured in this way.

Underwriting agreement 
provisions
The November release suggests amending Rule
2712 so that no NASD member may serve as
lead manager in an IPO unless its underwriting
agreement stipulates that it will provide the
issuer with a regular report of indications of
interest, including the names of interested
investors and the number of shares indicated by
each. After the IPO closes, the lead manager
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must provide the issuer with a report of the
final allocation of shares in the IPO, including
the names of purchasers and their allocation. 

In its November proposals, the NASD also
requested comment regarding whether disclo-
sure of other information is required in the
IPO context. Specifically it asked whether
issuers should receive further information
regarding the underwriters’ pricing analysis or
allocation decision.

The underwriting agreement must also pro-
vide that any lock-up or other transfer
restrictions placed on the issuer’s shares held by
officers and directors of the issuer at the time
of the IPO must also apply to issuer-directed
shares received by those individuals in the
offering.

Finally, the rule would require that, at least
two business days before the release or waiver
of any transfer restrictions on any of the issuer’s
shares, the lead manager must: (i) notify the
issuer of the pending release or waiver; and (ii)
publicly announce the pending release or waiv-
er through a national or major news service. 

Agreement among underwriters
Proposed Rule 2712 contains a requirement
that any agreement among underwriters must
provide that any shares returned to any syndi-
cate member after the start of secondary
market trading will be allotted to the syndi-
cate’s short position. If no such position exists,
or if the syndicate’s short position has been
covered, the returned shares must be sold on a
US national securities exchange (or through
Nasdaq). However, in the event of such a sale,
any excess of the sale price over the IPO price
must be paid to the issuer. If the market price
at the time of the proposed sale is lower than
the IPO price, then the NASD member may
either: (i) sell the shares on a national market
(or through Nasdaq); or (ii) retain the shares in
its investment account.

The purpose of this requirement is to elimi-
nate the possibility that any shares returned to
the underwriter(s) will be allocated to favoured
customers at the IPO price, representing a
guaranteed profit.

First trading day market orders
The Advisory Committee recommended a
prohibition on executing market orders for one
trading day following an IPO. This was based
on the conclusion that volatility of IPO securi-
ties means investors who purchase securities
very close to the completion of the IPO risk
purchasing at a price that does not reflect the
true investment decisions or the reasonable
expectations of the investor.

Consequently, the proposed Rule 2712 pro-
vides that no NASD member may accept a
market order for the purchase of an IPO secu-

rity during the first day that the security com-
mences trading on the secondary market. This
requirement would effectively allow investors
to place only limit orders, specifying the high-
est price that they are willing to pay, during
the first trading day.

New ideas
As well as publishing amendments to Rule
2712, the NASD sought comment on addi-
tional rulemaking concepts that, if adopted,
would mean important changes to the IPO
process. Among these were:
• Whether the NASD should impose

requirements to confirm the pricing of IPO
securities. For example: the retention of an
independent broker-dealer to confirm the
pricing of the offering, the use of an auc-
tion system, or the inclusion of valuation
disclosure in the prospectus. Auctions, such
as the Dutch auction system, could be used
to collate investor interest in IPOs.
Supporters argue that auctions are a more
fair, accurate and democratic means of pric-
ing offerings. 

• Whether regulatory initiatives on the pric-
ing of IPOs should apply only to
unseasoned issuers, and by what standards
such seasoning should be measured.

• Whether rulemaking with respect to the
pricing of IPOs should also be accompa-
nied by safe harbour protection of issuers
and/or underwriters from liability for such
valuations or disclosures.

Cost and complexity
The proposed NASD rules would add signifi-
cant costs to IPOs by increasing the attention
given to the details of allocations and distribu-
tions, and the coordination required to

administer the rule. The particular and detailed
administration of the proposals, such as those
calling for identifying and disclosing all indica-
tions of interest, or tracking those executives to
whom IPO shares may not be allocated, may
serve as a trap for the unwary, giving rise to
unintended violations of the proposed rule.

Some of the proposals may also have unin-
tended consequences. For example, disclosing
the names of investors indicating interest in an
IPO may have a chilling effect (and other
unforeseeable effects) on the way in which the
book-building process is approached. Even
though some broker-dealers are believed to
have prohibited market orders on IPO securi-
ties in the late 1990s, the effect of a blanket
prohibition on market orders cannot be
known.

The proposed rule represents the latest
chapter in an active period of rulemaking by
the NASD with respect to corporate financing
activities. In the past year it has proposed com-
prehensive amendments to its Corporate
Financing Conduct Rule 2710, and the
Securities and Exchange Commission recently
adopted NASD Rule 2790 regarding the allo-
cation and distribution of new issue securities.
At the same time, the NASD and the SEC
have brought substantial enforcement actions
regarding alleged IPO allocation abuses, such
as the NASD’s March 2003 action against for-
mer Credit Suisse investment banker Frank
Quattrone. As market conditions continue to
improve and corporate financing activities
increase in number and size, market partici-
pants must be cautious to avoid violations in
this changing terrain.  �

Charles S Gittleman is counsel and Russell D
Sacks is an associate of Shearman & Sterling in
New York.
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