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SEC Approves Amendments to NASD 
“New Issue Rule” 2790 

I. INTRODUCTION 
On August 4, 2005, the Securities and Exchange 
Commission (“SEC”) approved a rule filing proposal 
(the “Amended Rule”) made by the National 
Association of Securities Dealers, Inc. (“NASD”) in 
respect of NASD’s “new issue” rule, Conduct Rule 
2790 (the “New Issue Rule”).  The adoption of the 
Amended Rule follows the 2004 implementation of the 
New Issue Rule, which itself is the successor to the “Hot 
Issue” Interpretation.1  The amendments to the New 
Issue Rule become effective on or about September 19, 
2005, which is 45 days after the publication of the SEC 
Release2 approving the Amended Rule. 

Subject to certain exceptions, the New Issue Rule 
prohibits the sale of “new issue” securities (generally, 
initial public offerings of equity securities) to any 
account in which certain enumerated classes of 
“restricted” persons hold any beneficial interest.  The 
New Issue Rule was enacted in order to: 

• Ensure that NASD members make a bona fide public 
offering of securities at the public offering price; 

• Ensure that NASD members do not withhold 
securities in a public offering for their own benefit 
or use such securities to reward certain persons 
who are in a position to direct future business to 
the member; and 

• Ensure that industry “insiders”, including 
members and their associated persons, do not take 
advantage of their “insider” position in the 
industry to purchase hot issues for their own 
benefit at the expense of public customers. 

 
                                                           
1  For more information regarding the New Issue Rule, please see 

“NASD Rule 2790 Revises Restrictions on the Purchase and 
Sale of Initial Equity Public Offerings”, currently available at 
http://www.shearman.com/documents/AM_10_11_03.pdf. 

2 See SEC Release No. 34-52209, “Order Approving Proposed 
Rule Change and Amendment Nos. 1 and 2 Thereto Relating to 
NASD Rule 2790” (August 4, 2005), currently available at: 
http://www.sec.gov/rules/sro/nasd/34-52209.pdf (the 
“Adopting Release”). 

The amendments to the New Issue Rule:  

• Exclude from the definition of “new issue” 
securities offerings of a business development 
company (“BDC”) as defined in Section 2(a)(48) 
of the Investment Company Act, a direct 
participation program (“DPP”) as defined in 
NASD Rule 2810(a)(4), and a real estate 
investment trust (“REIT”) as defined in  
Section 856 of the Internal Revenue Code; 

• Clarify that, in order to qualify as a “foreign 
investment company” for purposes of the New 
Issue Rule exception,3 extends only to an 
investment company organized under the laws of 
a foreign jurisdiction that is either “listed on a 
foreign exchange for sale to the public” or 
“authorized for sale to the public”, and that does 
not have any restricted person that beneficially 
owns more than 5% of the company’s shares; and 

• Codify the already existing requirement for the 
book-running managing underwriter to file 
distribution information using NASD’s IPO 
Distribution Manager software. 

A brief description of the Amended Rule follows. 

II. DESCRIPTION OF THE AMENDED RULE 

2.1 Additional exclusions from the definition of 
“new issue” securities 

Prior to the adoption of the Amended Rule, the New 
Issue Rule defined a “new issue” security to mean any 
initial public offering of an equity security as defined in 
Section 3(a)(11) of the Securities Exchange Act of 1934 
(the “Act”), as amended, made pursuant to a registration 
statement or offering circular.  However, the New Issue  
 
 
 
 
                                                           
3 See New Issue Rule 2790(c)(6). 
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Rule set forth that the term “new issue” security does 
not include: 

A. offerings made pursuant to an exemption 
under Section 4(1), 4(2) or 4(6) of the 
Securities Act of 1933, or SEC Rule 504 if the 
securities are “restricted securities” under 
SEC Rule 144(a)(3), or Rule 144A or Rule 
505 or Rule 506 adopted thereunder;  

B. offerings of exempted securities as defined in 
Section 3(a)(12) of the Act, and rules 
promulgated thereunder;  

C. offerings of securities of a commodity pool 
operated by a commodity pool operator as 
defined under Section 1a(5) of the Commodity 
Exchange Act;  

D. rights offerings, exchange offers, or offerings 
made pursuant to a merger or acquisition;  

E. offerings of investment grade asset-backed 
securities;  

F. offerings of convertible securities;  

G. offerings of preferred securities;  

H. offerings of an investment company registered 
under the Investment Company Act of 1940; and  

I. offerings of securities (in ordinary share form or 
ADRs registered on Form F-6) that have a pre-
existing market outside of the United States.4  

Under the Amended Rule, the following securities are 
added to that list of excluded securities: 

J. offerings of a business development company 
as defined in Section 2(a)(48) of the Investment 
Company Act of 1940, a direct participation 
program as defined in NASD Rule 2810(a)(4), 
or a real estate investment trust as defined in 
Section 856 of the Internal Revenue Code. 

In adopting the Amended Rule, the SEC notes that 
BDC, DPP, and REIT securities do not generally enjoy 
early trading at a premium.  The SEC writes that: 

“The Commission believes it is appropriate for the 
NASD to exclude from the definition of ‘new issue’ 
BDCs, DPPs, and REITs because these products 
historically commence trading at their public 
offering price and premiums, if any, tend to be very 
small.  We believe that the proposed rule change, in 
carving-out these securities offerings, is reasonable 
in that it, among other things, does not impede the 
ability of BDCs, DPPs, and REITs in raising capital, 
while preserving the rule’s investor protection goals.  
We also note that NASD has stated that, if warranted 
by future developments in the trading pattern of 

 
                                                           
4  See New Issue Rule 2790(i)(9). 

BDCs, DPPs, or REITs, NASD staff would 
reconsider the appropriateness of the exclusion for 
offerings of these types of securities.”5 

2.2 Clarification of the exception for foreign 
investment companies 

New Issue Rule 2790(c)(6), as it existed prior to the 
Amended Rule, provided for a “Foreign Investment 
Company Exemption.”  “New Issue” securities were 
permitted to be sold without restriction to an investment 
company organized under the laws of a foreign 
jurisdiction, provided that (i) the investment company is 
“listed on a foreign exchange or authorized for sale to 
the public by a foreign regulatory authority”; and (ii) no 
person owning more than 5% of the shares of the 
investment company is a restricted person.  In August 
2004, NASD issued interpretive guidance regarding 
this exception.6 

At the heart of the Interpretive Letter was NASD’s view 
that New Issue Rule 2790(c)(6) was reserved for 
securities of foreign investment companies that are 
authorized for sale to the public generally.  In the 
Interpretive Letter, NASD wrote: 

“The exemption in paragraph (c)(6) expressly 
provides that the foreign investment company must be 
‘for sale to the public.’  In this regard, the term ‘for 
sale to the public’ modifies both the term ‘listed on a 
foreign exchange’ and the term ‘authorized.’  Thus, 
the exemption for foreign investment companies 
extends only to an investment company organized 
under the laws of a foreign jurisdiction that is either 
‘listed on a foreign exchange for sale to the public’ or 
‘authorized for sale to the public,’ and that does not 
have any restricted person that beneficially owns more 
than 5% of the company’s shares.” 

Consistent with the guidance, the Amended Rule 
modifies New Issue Rule 2790(c)(6) to provide that 
NASD members may sell new issue securities without 
restriction to an investment company organized under 
the laws of a foreign jurisdiction, provided that: (A) the 
investment company is listed on a foreign exchange for 
sale to the public or authorized for sale to the public by a 
foreign regulatory authority, and (B) no person owning 
more than 5% of the shares of the investment company 
is a restricted person. (Emphasis added.) 

 
                                                           
5 See the Adopting Release at page 5. 
6 See NASD Interpretive Letter dated August 6, 2004 (the 

“Interpretive Letter”).  NASD Interpretive Letters are available 
at the NASD’s Internet Website:  www.nasdr.com. 
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One noteworthy development is that the SEC noted in the 
Adopting Release that of the six comment letters received 
that expressed concerns relating to the change to the 
Foreign Investment Company Exception, each raised 
concerns with respect to New Issue Rule 2790(c)(6)(B), 
which provides that in order to take advantage of the 
Foreign Investment Company Exemption, no person 
owning more than 5% of the shares of the investment 
company may be a restricted person.  The SEC noted that, 
comments relating to New Issue Rule 2790(c)(6)(B) were 
not relevant to the proposed changes, but stated that: 

“We also understand that NASD intends to continue 
to consider the concerns raised by commenters 
regarding the 5% limitation in subparagraph 
(c)(6)(B) of the Rule and to have further discussions 
with the industry regarding the Rule and whether 
additional amendments are appropriate.  We urge the 
NASD to continue in these discussions with the 
industry in order to determine whether additional 
amendments to the Rule are appropriate.”7 

2.3 Codification of the requirement to file 
information regarding distributions of “new 
issue” securities 

The Amended Rule codifies the pre-existing requirement 
for the book-running managing underwriter to file 
 
                                                           
7  See the Adopting Release at page 7. 

distribution information using NASD’s IPO Distribution 
Manager software.8 

III. CONCLUSION 
In its application, the New Issue Rule remains not only 
one of the most complex of the NASD Conduct Rules, 
but one of the widest reaching.  NASD members, and the 
customers with whom they do business, including non-
U.S. funds and dealers, need to be careful in the 
distribution (and acquisition) of IPO securities in order to 
avoid inadvertent violations.  Though the Amended Rule 
brings certain additional – and welcome – exclusions 
from the New Issue Rule, the amendment of the New 
Issue Rule in respect of the Foreign Investment Company 
Exception stands as a reminder of the level of detail with 
which the New Issue Rule is analyzed and enforced. 

For more information regarding the issues described 
in this client publication, please contact any of the 
Shearman & Sterling LLP personnel listed below. 
 
                                                           
8  The requirement to file distribution information using IPO 

Distribution Manager was first implemented by NASD in 
Notice to Members 04-20, “IPO Distribution Manager to 
Replace Compliance Desk; Filings Required for All New Issues 
as Defined in Rule 2790” (April 2004).  NASD’s notices to its 
members can be found at its Internet Website, www.nasdr.com. 
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