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NASD Reissues Proposals to Amend the 
Corporate Financing Rule With Respect to 

Regulation of Shelf Offerings

Introduction 

On February 3, 2004, the National Association of 
Securities Dealers, Inc. (the “NASD”) filed proposed 
changes to NASD Rule 2710 (the “Corporate 
Financing Rule”) with respect to the regulation of 
shelf offering transactions, as well as corresponding 
changes to Rule 2810 (relating to Direct Participation 
Programs) and IM-2440-1 (the NASD’s “Mark-Up” 
Policy).  The proposed changes to the Corporate 
Financing Rule (the “Proposal” or the “Proposed 
Rule”) represent the revision and reissue of proposals 
that were initially made by the NASD in September 
of 2001 (the “Initial Proposal”).1  The Proposal 
revises the Initial Proposal in order to take into 
account comments received by the NASD in respect 
of the Initial Proposal from various interested parties, 
including Shearman & Sterling LLP. 

The Corporate Financing Rule regulates the 
participation of NASD members in public offerings 
through, among other things, regulating the amount 
of compensation that may be received by NASD 
member firms in connection with any public 
offering.2  The Corporate Financing Rule requires the 
filing of documents and information with respect to 

 
                                                           
1  The Proposal is filed with the SEC as SR-NASD-2004-022 and 

can be found on the NASD’s Internet website at 
<http://www.nasdr.com/pdf-text/rf04_22.pdf>.  Similarly, the 
Initial Proposal is described in NASD Notice to Members 
01-59, which can be found on the NASD’s Internet website at 
<http://www.nasdr.com/pdf-text/0159ntm.pdf>. 

2  For more information regarding the Corporate Financing Rule, see 
“SEC Adopts Major Changes to NASD Corporate Financing Rule”, 
available at <http://www.shearman.com>,  “Proposed Rule Changes 
to NASD Conduct Rule 2710 Substantially Alter Existing Practice”, 
available at 
<http://www.shearman.com/documents/CM_09_10_03.pdf> and 
“Amendments to the Non-Cash Compensation Provisions of NASD 
Rule 2710 and Rule 2810”, available at  
<http://www.shearman.com/documents/SD_06_03.pdf>.  In 
addition, future Shearman & Sterling LLP publications with respect 
to the Corporate Financing Rule will be available at the Internet 
website of Shearman & Sterling LLP, <www.shearman.com>. 

many public offerings for review by the NASD; 
pursuant to Securities and Exchange Commission 
(“SEC”) Rule 461, the SEC may refuse to grant 
acceleration to an offering if the NASD has raised 
objections regarding the terms and conditions of the 
underwriting in that offering. 

The Proposed Rule seeks to amend the rules and 
procedures by which NASD members may 
participate in shelf offerings, and includes changes 
(a) to the filing procedures for shelf offerings, (b) to 
the exemptions from NASD review available for 
certain shelf offerings, and (c) to the manner in which 
compensation is determined in respect of shelf 
offerings.  The Proposal immediately follows the 
adoption by the SEC of major amendments to the 
Corporate Financing Rule that took effect on March 
22, 2004, and constitutes the latest chapter in an 
active period of rulemaking for the NASD. 

An executive summary of the Proposal follows, after 
which the Proposal is reviewed in detail. 

Executive Summary of Changes to the 
Corporate Financing Rule 

The Proposal seeks to amend the rules and 
procedures by which NASD member firms 
participate in shelf offerings of securities.  
Specifically, the Proposed Rule can be described as 
containing three principal proposals: 

(a) Filing Procedures.  The Proposed Rule proposes 
specific filing procedures for initial filings of 
shelf offerings by either the issuer of the 
securities or by underwriters that are involved in 
the shelf offering.  The initial filing procedures 
are intended to clarify who may file required 
information with the NASD in respect of shelf 
offerings, and when such information needs to be 
filed.  The Proposed Rule also contains specific 
provisions with respect to the completion of 
subsequent filings by underwriters that have not 
been named in a “no objections” opinion of the 
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NASD in respect of the particular shelf offering.  
Of particular interest with respect to the 
subsequent filing procedure is the proposal of 
“automated” clearance for certain offerings 
where the terms and conditions of the offering 
are not materially different from those of a prior 
offering that has been granted “no objections” by 
the NASD. 

(b) Filing Exemptions.  The Proposed Rule eliminates 
the existing exemption from NASD filing and 
review that is currently available for certain issuers,3 
and replaces that exemption with two proposed 
exemptions:  (i) a “market transaction” exemption 
for shelf offering transactions that meet certain 
criteria, including that such securities must be sold in 
limited volume and total compensation received by 
participating members must be in accordance with 
the NASD’s Mark-Up Policy, found at IM-2440-1,4 
and (ii) a “seasoned issuer” exemption not unlike the 
existing shelf offering exemption. 

(c) Codification of methods of calculating 
underwriters’ compensation for certain shelf 
offerings.  Where shelf offerings are conducted 
on a principal basis without an underwriting 
agreement setting forth the underwriters’ 
compensation, the Proposed Rule proposes three 
alternative methods that can be used by the 
underwriters to determine compensation for 
purposes of the Corporate Financing Rule:  the 
“resale”, “prevailing market” and “initial resale 
price” methods. 

Each of these proposals is described in detail below. 

First Proposal:  Changes to the Filing 
Procedures for Shelf Offerings 

General Filing Requirement 

Under the Corporate Financing Rule, documents and 
information with respect to a public offering must, 
barring an exemption, be filed by NASD members 
participating in that offering.  The Proposed Rule 
clarifies that in the case of a shelf offering, such 
filing must take place before the member sells 

 
                                                           
3  Presently, NASD Rule 2710(b)(7)(C) exempts from filing 

securities offered in shelf offerings that meet certain 
quantitative criteria.  For example, securities offered in shelf 
offerings that meet the criteria of Form S-3 as that form existed 
prior to October 12, 1992 are exempt from NASD filing and 
review.  Those criteria are substantially similar to those being 
proposed in the “seasoned issuer” exemption contained in the 
Proposed Rule. 

4  The NASD’s Mark-Up Policy is commonly referred to as the 
“5% round trip rule”. 

securities in any takedown required to be filed.5  
Similarly, the Proposed Rule seeks to clarify that no 
participating NASD member shall commence selling 
in any offering required to be filed pursuant to the 
Corporate Financing Rule unless the NASD has 
provided an opinion “to the member or that covers 
the participating member” stating that it has no 
objections to the proposed terms and conditions of 
the underwriting.6 

Issuer Filings 

The Proposed Rule codifies current practice by 
stating that issuers may file certain information 
required by the Corporate Financing Rule and pay the 
required filing fee.7  This proposal recognizes that 
issuers often file registration statements pertaining to 
shelf offerings prior to the appointment of 
underwriters or prior to the contemplation of a 
specific transaction; such “universal” shelf 
registration statements permit an issuer to quickly 
take advantage of favorable market conditions.  
Where an issuer has filed information relating to a 
particular registration statement, the named 
underwriters will, under the Corporate Financing 
Rule, need to make subsequent filings providing the 
specifics of any takedown of securities from a shelf 
registration statement for which an issuer-directed 
filing has been made. 

Initial Member Filings 

Unless another NASD member makes the required 
filing, NASD members must make an “initial 
member filing” prior to participating in a takedown 
of securities from a shelf registration statement.8  The 
Proposed Rule specifies that documents and 
information previously filed by an issuer in an 
issuer-directed filing may be incorporated in an initial 
member filing, and that no additional fee needs to be 
paid if the entire fee has been paid by the issuer in a 
previous issuer filing. 

 
                                                           
5  See Proposed Rule 2710(b)(4)(A)(iii). 
6  See Proposed Rule 2710(b)(4)(B)(ii).  Given that many offerings 

that are not shelf offerings are granted “no objections” opinions 
by the NASD prior to the completion of the syndicate (and, in 
particular, prior to the naming of selected dealers), there is an 
open issue as to how the NASD would administer this proposed 
change for offerings other than shelf offerings.  Further, the 
administration of the proposed change to underwriters’ 
participation in subsequent takedowns, as well as to selected 
dealers, appears to raise issues in respect of the Proposal. 

7  See Proposed Rule 2710(b)(10)(A)(i). 
8  See Proposed Rule 2710(b)(10)(A)(ii). 
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Subsequent Filings 

Where an initial member filing has been made in 
connection with a shelf offering, a member that has 
not received a “no objections” opinion from the 
NASD must make a subsequent member filing of the 
documents and information required by the Corporate 
Financing Rule.9  As a practical matter, this means 
that after underwriters are named in a prospectus 
supplement, and prior to the sale of securities in such 
takedown, a NASD filing will be required naming the 
appointed underwriters.  The Proposed Rule specifies 
that documents and information previously filed by 
an issuer in an issuer filing, or by a NASD member in 
an initial member filing, may be incorporated into the 
subsequent member filing.  In the Proposal, the 
NASD clarifies that where a filing of documents and 
information has been made with the NASD in respect 
of a shelf offering, the NASD members with respect 
to whom a “no objections” opinion has been granted 
will appear on a “cleared members” screen on 
COBRADesk, the NASD’s automated filing system.  
If the member that seeks to participate in the 
prospective takedown is not listed in the “cleared 
members” screen, then such member would have to 
make a subsequent filing with respect to its proposed 
takedown from the shelf registration statement. 

Of particular interest to NASD members in the 
Proposed Rule is the proposal to develop an 
automated clearance process for subsequent member 
filings.  Though not specified in the Proposed Rule 
itself, the NASD’s Proposal to the SEC indicates that 
the automated review process would generate a “no 
objections” letter automatically upon the entry of data 
into the COBRADesk system that satisfies the 
required shelf offering criteria.  The NASD states that 
the automated review and clearance of shelf offerings 
would be subject to a “spot check” procedure. 

“Life of Shelf” Filings 

The Proposed Rule makes special provision for 
members that have received a “no objections” 
opinion from the NASD in connection with a shelf 
registration statement.  Under the Proposal, a member 
that has received a “no objections” opinion in 
connection with a shelf offering is not required to 
make a subsequent filing in order to participate in 
future takedowns of securities provided that:  (a) the 
shelf registration statement10 discloses a maximum 

 
                                                           
9  See Proposed Rule 2710(b)(10)(A)(iii). 
10  The Proposal notes that the maximum amount of compensation 

that will be paid to NASD members participating in the 
takedown may be disclosed in the registration statement, in an 
amendment to the registration statement, or in a supplement to 
the registration statement. 

amount of underwriting compensation that may be 
paid to members participating in takedowns, and (b) 
there is no material change to the information on 
which basis the NASD granted its “no objections” 
opinion.  In the Proposal, the NASD specifies that 
each member covered by the NASD’s “no 
objections” opinion may rely on that opinion.  While 
this may greatly expedite compliance in certain 
situations, it will be important that members remain 
wary of which prospective underwriters are and are 
not covered by a prior “no objections” opinion in 
order to avoid failing to make a required filing. 

Second Proposal:  Exemptions from 
NASD Filing and Review 

The Proposal would delete current NASD Rule 
2710(b)(7)(C), which exempts from filing certain 
shelf offerings.  In the place of the existing shelf 
offering exemptions, the Proposed Rule proposes two 
exemptions:  a “market transaction” exemption, and a 
“seasoned issuer” exemption. 

Proposed “Market Transaction” Exemption 

Under the Proposed Rule, the NASD’s filing 
requirement will not apply if all the following 
conditions are met: 

(a) the shelf offering in question cannot be the 
initial public offering of the issuer’s equity 
securities, and cannot occur within 90 days 
of the issuer’s initial public offering of 
equity securities; 

(b) the security must be listed on The Nasdaq 
Stock Market or a national securities exchange 
or quoted on the OTC Bulletin Board; 

(c) agency and principal transactions must be 
unsolicited11 and may not exceed the greater 
of:  (i) 2% of the average daily trading 
volume on the dates of the transactions 
(calculated in compliance with SEC 
Regulation M), or (ii) 10,000 shares, or 
securities convertible or exercisable into 
such number of shares;12 

(d) the participating member may not have 
entered into any underwriting, distribution, 

 
                                                           
11  The Proposal states that in order for a transaction to qualify as 

unsolicited, neither (a) the issuer nor selling securityholder from 
whom securities are acquired, nor (b) the investors purchasing 
the securities may be solicited by the NASD member. 

12  The Proposal cautions NASD members that anticipate selling 
securities registered on shelf registration statements to “assess 
their intended participation level to determine whether the 
[market transaction exemption] is available or whether an initial 
or subsequent filing should be made”. 
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“equity line” or other agreement with the 
issuer or any selling shareholder with 
respect to the sale of the securities offered; 

(e) the participating member is not permitted to 
receive compensation (including the mark-
up, mark-down, or commission) in 
connection with the shelf offering that 
exceeds the amount permitted by the Mark-
Up Policy found at NASD IM-2440; 

(f) the participating member must not have 
acquired any “item of value”, as that term is 
used for purposes of the Corporate 
Financing Rule, in connection with its 
participation in the shelf offering;13 and 

(g) the participating member may not be an 
affiliate of the issuer and may not have a 
conflict of interest with the issuer under 
Rule 2720. 

The Proposal states that the purpose of the “market 
transaction” exemption is to exempt transactions that 
are akin to dealers’ trading transactions.  Accordingly, 
the compensation of NASD members taking part in 
“market transactions” will be regulated principally by 
NASD IM-2440-1, the NASD’s Mark-Up Policy, and 
not by the Corporate Financing Rule. 

Proposed “Seasoned Issuer” Exemption 

Under the Proposed Rule, the NASD’s filing requirement 
will not apply if the following conditions are met, unless 
the particular shelf offering is otherwise subject to NASD 
Rule 2720:14 

(a) the company offering the securities15 must 
(i) have been subject to the reporting 
requirements of Section 12 or 15(d) of the 

 
                                                           
13  This prohibition on the receipt of any item of value as 

compensation excludes any mark-up, mark-down, or 
commission received in connection with the market transaction. 

14  An offering is subject to NASD Rule 2720 (the “Conflict of 
Interest” Rule) if the underwriter is an affiliate of the issuer, or 
if the underwriter has a “conflict of interest” with the issuer, 
defined to mean ownership of 10% or more of the issuer’s 
equity, preferred equity, or subordinated debt. 

15 Under the current rule, an exemption is available for offerings 
of “securities registered with the SEC on Form S-3 or F-3, 
pursuant to the standards for those forms prior to October 21, 
1992, and offered pursuant to SEC Rule 415 …” (emphasis 
added).  The Proposal appears to provide an exemption solely 
for issuers meeting the applicable standards.  This is narrower 
than the language of the current rule, which permits an 
exemption covering securities of certain subsidiaries and other 
related companies that qualify for Form S-3 or F-3 as a result of 
the qualification of their parent entity. 

 

Securities Exchange Act of 1934, as 
amended, for at least 36 calendar months, 
(ii) be current in its reporting obligations, 
and (iii) at the time of the shelf offering 
takedown, either:  (1) have an aggregate 
market value of voting stock held by persons 
unaffiliated to the issuer of at least $150 
million16 and have registered the shelf 
offering with the SEC on Form S-3; or (2) 
have registered the shelf offering with the 
SEC on Form F-3 and have an aggregate 
market value (on a worldwide basis) of 
voting stock held by persons unaffiliated to 
the issuer of at least $300 million; or 

(b) the offering is (i) registered with the SEC on 
Form F-10 by a foreign private issuer 
incorporated or organized under the laws of 
Canada (or any Canadian province or territory), 
(ii) offered pursuant to Canadian reporting 
requirements for at least 36 calendar months, 
(iii) made by a company that is current in its 
reporting obligations at the time of the 
takedown, and (iv) by a company that has an 
aggregate market value of outstanding equity of 
at least C$360 million. 

It is noteworthy that, for purposes of meeting the 
“seasoned issuer” exemption, the NASD states in the 
Proposal that a successor registrant may “tack” the 
reporting history of its predecessor in order to meet the 
36-month reporting history required by the Corporate 
Financing Rule, provided that such tacking is also 
permitted for purposes of Form S-3 or F-3, as applicable. 

Third Proposal:  Codified Methods for 
Calculating Underwriters’ Compensation 
in Shelf Transactions 

In shelf offerings in which there is an underwriting or 
other agreement governing underwriters’ compensation, 
the Corporate Financing Rule will continue to use that 
agreement as the basis for determining underwriters’ 
compensation in connection with a public offering.  
However, the Proposal seeks to codify the methods by 
which underwriters’ compensation will be calculated in 
the absence of such an agreement.  Specifically, 
pursuant to the Proposed Rule,17 the compensation 
deemed received by the underwriters in the absence of 
an underwriting or similar agreement in connection with 
a shelf offering will be calculated as follows: 

 
                                                           
16  Alternatively, a company offering securities may meet this 

requirement by having a “public float” of at least $100 million, 
provided that the company’s stock has had an annual trading 
volume of at least three million shares. 

17  See Proposed Rule 2710(c)(2)(F). 
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(a) Agency transactions.  In an agency transaction 
not governed by an agreement, the amount of 
the actual commission that is received or to be 
received in connection with the sale of the 
securities will be treated as compensation for 
purposes of the Corporate Financing Rule. 

(b) Principal transactions.  In a principal transaction, 
the NASD will treat as compensation for purposes 
of the Corporate Financing Rule the difference 
between the purchase price of the security and the 
sale price of the security.  If there is a bona fide 
independent market for the security,18 or the 
security is an actively traded security,19 the 
discount or commission may be calculated as the 
difference between the purchase price and (i) the 
“prevailing market price” in the principal market 
for the security at the time of purchase,20 or (ii) the 
initial resale price of the security, if one of two 
specified conditions relating to the size of the 
transaction are met.21 

In effect, the NASD is permitting underwriters to use 
one of three pricing methodologies in determining the 
amount of compensation that is received for purposes 
of the Corporate Financing Rule in principal 
transactions where the compensation is not governed 
by an agreement:  (1) the “Resale Spread Method”, by 
which the compensation is calculated as the difference 
between the purchase price of the securities from the 
shelf offering and their resale price to investors; (2) the 
“Prevailing Market Price Method”, in which the 
compensation is calculated as the difference between 
the purchase price of the securities from the shelf 
offering and the “prevailing market price” of the 
security at the time of purchase; and (3) the “Initial 
Resale Price Method”, in which the discount is 
calculated as the difference between the purchase price 
of the securities from the shelf offering and the price at 
which the first significant amount of sales after the 
takedown is executed.  The third methodology, which 
measures compensation in relation to the initial resale 

 
                                                           
18  The term “bona fide independent market” is defined for 

purposes of the Corporate Financing Rule in NASD Rule 2720. 
19  For these purposes, an “actively traded” security is defined in 

Rule 2720 and in SEC Regulation M, respectively. 
20  The “prevailing market price” for these purposes must be 

determined in accordance with NASD IM-2440-1 (the “Mark-
Up Policy”). 

21  The alternative specified conditions that must be met are that 
either (a) the purchase price of the takedown is of at least $10 
million but no more than $50 million of securities, where at 
least 50% of the securities are sold at the initial resale price (or 
at lower prices), or (b) the purchase price of the takedown 
exceeds $50 million of securities and at least 25% of the 
securities are sold at the initial resale price (or at lower prices). 

price, is intended by the NASD to take into account 
price movements that may occur subsequent to the 
underwriter’s acquisition of the securities.  This 
method may in some circumstances avoid including 
any such upward price movements as underwriter’s 
compensation, as measured for purposes of the 
Corporate Financing Rule. 

Consistent with the current practice, the measure  
of compensation received in accordance with  
the Proposed Rule’s alternative measurement 
methodologies represents a base of compensation.  
The receipt of items of value by NASD members or 
their related persons22 close in time to the proposed 
shelf offering may yield additional compensation for 
purposes of the Corporate Financing Rule.23 

Conclusion 
The Proposed Rule, when viewed in connection with the 
comprehensive amendments recently adopted to the 
Corporate Financing Rule, and the recent adoption by 
the SEC of NASD Rule 2790 (relating to the allocation 
and distribution of “new issue” securities), represents 
the latest chapter in an active period of rulemaking by 
the NASD.  Concurrently, the NASD and the SEC have 
been active in reviewing corporate financing activities 
of U.S.-registered broker-dealers and have brought 
substantial enforcement actions in this regard.  Though 
improving market conditions bring an increased number 
and size of corporate financing transactions and 
opportunities, NASD members must remain informed 
as to the letter and spirit of the changing rules that 
govern such activities and opportunities in order to 
avoid violations of this complex web of new standards 
in relation to public distributions of securities.  For more 
information regarding the issues described in this client 
publication, please contact any of the Shearman & 
Sterling LLP attorneys listed below.   

 
                                                           
22  The Proposed Rule proposes to alter the definition of 

“underwriter and related persons” to include “any other persons 
that receive any item of value that would be considered 
underwriting compensation”.  See Proposed Rule 2710(a)(6).  
This creates an interesting circularity – underwriting 
compensation is defined in Rule 2710(d)(1) as the receipt of any 
item of value by an underwriter or related person within 180 
days immediately preceding the first filing of the public offering 
with the SEC, while an underwriter or related person is 
proposed to be defined as any person who receives any item of 
value that would be deemed underwriters’ compensation. 

23  For more information regarding the determination of 
compensation for purposes of the Corporate Financing Rule, 
please see “Proposed Rule Changes to NASD Conduct Rule 
2710 Substantially Alter Existing Practice”, available at 
<http://www.shearman.com/documents/CM_09_10_03.pdf>.  
In addition, future Shearman & Sterling LLP client publications 
will address the recent adoption of certain changes to the 
Corporate Financing Rule; any such publication will be 
available at <www.shearman.com>. 
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