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FINRA regulation of corporate financing:  FINRA amends rule 
change proposals to NASD Corporate Financing Rule 2710 
and Conflict of Interest Rule 2720 
 

I. Introduction 
The Financial Industry Regulatory Authority1 (“FINRA”) 

regulates corporate financing transactions directly 

through a number of its rules, including the “Corporate 

Financing Rule”, NASD Rule 2710, and the “Conflict of 

Interest Rule”, NASD Rule 2720.  Each of the Corporate 

Financing Rule and the Conflict of Interest Rule seeks to 

ensure the fairness of FINRA members’ participation in 

corporate financing transactions:  the Corporate 

Financing Rule regulates the terms and conditions of 

members’ participation in public offerings,2 while the 

Conflict of Interest Rule regulates offerings of securities 

by FINRA members where the securities being offered are 

those of:  (a) the member itself, (b) an “affiliate” of the 

member, as defined, or (c) a person with whom the 

member has a “conflict of interest” as defined. 

Pursuant to the Corporate Financing Rule and the 

Conflict of Interest Rule, many offerings must be filed for 

 
1 On July 26, 2007, the Securities and Exchange Commission (“SEC”) approved 

the merger of the regulatory operations of the New York Stock Exchange and 
the National Association of Securities Dealers, Inc. (the “Merger”).  See “Order 
Approving Proposed Rule Change to Amend the By-Laws of NASD to 
Implement Governance and Related Changes to Accommodate the 
Consolidation of the Member Firm Regulatory Functions of NASD and NYSE 
Regulation, Inc.”, SEC Release 34-56145 (July 26, 2007), currently available 
at http://sec.gov/rules/sro/nasd/2007/34-56145.pdf.  FINRA commenced 
operations on July 30, 2007.  Information regarding the Merger is available at 
the FINRA Internet website:  www.finra.org. 

2 For more information regarding the Corporate Financing Rule, please see 
“SEC Adopts Major Changes to NASD Corporate Financing Rule” (April 2004), 
currently available at: http://www.shearman.com/sf_0404/. 

review and approval with the Corporate Finance 

Department of FINRA. 

Each of the Corporate Financing Rule and the Conflict of 

Interest Rule is presently the subject of important rule 

change proposals.  In 2004, NASD proposed a series of 

amendments to modify the application of the Corporate 

Financing Rule to shelf offerings,3 and in 2006 NASD 

proposed major changes to the Conflict of Interest Rule.4 

On August 31, 2007, FINRA proposed Amendment No. 5 

to the Shelf Offering Proposal.  The Conflict of Interest 

Rule Proposal was initially published for comment in 

NASD Notice to Members 06-52.  On September 6, 2007, 

 
3 See SEC File No. SR-NASD-2004-022, “Shelf Offering Amendments” (as 

amended, the “Shelf Offering Proposal”).  FINRA rule filing proposals are 
currently available at FINRA’s Internet Website, www.finra.org.  For more 
information regarding the Shelf Offering Proposal, please see  “NASD 
Reissues Proposals to Amend the Corporate Financing Rule With Respect to 
Regulation of Shelf-Offerings” (April 2004), currently available at 
http://www.shearman.com/cm_0404/; and please see also “NASD Revises 
Proposals to Amend the Corporate Financing Rules with Respect to 
Regulation of Shelf Offerings” (May 2006), currently available at 
http://www.shearman.com/cm_051506/. 

4 See NASD Notice to Members 06-52, “NASD Requests Comment on 
Proposed Amendments to Rules Governing Conflicts of Interest in Public 
Offerings of Securities” (as proposed to the SEC, the “Conflict of Interest Rule 
Proposal”, and together with the Shelf Offering Proposal, the “Proposals”).  
FINRA Notices to Members are available at FINRA’s Internet Website, 
www.finra.org.  For more information regarding the Conflict of Interest Rule 
and the Conflict of Interest Rule Proposal, please see “NASD Proposes Major 
Changes to Rule 2720 Governing Conflicts of Interest Between Underwriters 
and Issuers” (October 2006), currently available at 
http://www.shearman.com/cm_100406/. 
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FINRA made an initial submission of the Conflict of 

Interest Rule Proposal to the SEC.5 

The purpose of this publication is to briefly summarize 

Amendment No. 5 to the Shelf Offering Proposal, and the 

initial submission of the Conflict of Interest Rule Proposal 

to the SEC.  This publication does not provide a detailed 

description or analysis of the issues raised by the 

Proposals.  Interested persons should feel free to contact 

either of the Shearman & Sterling LLP attorneys listed at 

the end of this client publication. 

II. Proposed Amendments to Corporate 
Financing Rule 2710 

2.1 The proposed amendments retain all of the 
basic initiatives of the Shelf Offering Proposal. 

Amendment No. 5 to the Shelf Offering Proposal retains 

all of the basic initiatives of the Shelf Offering Proposal.  

Specifically, the recently filed amendment continues to 

propose: 

 That, subject to applicable exceptions, any shelf 

offering be subject to the Corporate Financing Rule, 

including shelf offerings other than distributions as 

defined in Regulation M. 

 The restructuring of an exemption from the filing 

requirement for seasoned issuers,6 and the proposal 

 
5 See SR-FINRA-2007-009 (the “Conflict of Interest Rule Proposing Release”).  

The Conflict of Interest Rule Proposing Release is available at FINRA’s 
Internet Website, www.finra.org.  The Conflict of Interest Rule Proposing 
Release will also be made available at the SEC’s Internet Website, 
www.sec.gov, when published by the SEC.  As of December 3, 2007, the 
Conflict of Interest Rule Proposing Release had not yet been published by the 
SEC. 

6 Under proposed Rule 2710(b)(10)(C), offerings that are not subject to the 
Conflict of Interest Rule will generally be exempt from filing and review if they 
(i) have been reporting issuers in the United States for at least 36 calendar 
months, and (ii) have a public float of $150 million (for issuers using Form S-3) 
or $300 million (for issuers using Form F-3).  These standards are derived 
from those found in Forms S-3 and F-3 prior to October, 1992, and form the 
basis of the filing exemption found at current Rule 2710(b)(7)(C) 

of exemptions for non-U.S. governments,7 well-

known seasoned issuers,8 and transactions meeting 

a limited “shelf transaction” exemption.9 

 New procedures for filing and review of shelf 

offerings, including proposed “life of shelf” 

clearance for underwriters that have previously 

made filings in connection with a shelf offering. 

 Codification of the manner of determining 

underwriters’ compensation in a shelf offering.10 

2.2 What’s new in Amendment No. 5 to the Shelf 
Offering Proposal? 

Because Amendment No. 5 represents the latest version 

of a document that has been through several rounds of 

comments, few substantial changes have been made to 

the Shelf Offering Proposal.  Changes made between 

 
7 Under proposed Rule 2710(b)(7)(G), offerings of securities by the government 

of any non-U.S. country, or any political subdivision of a non-U.S. country, will 
be exempt from filing and review.  No specific exemption is proposed for 
offerings of securities by corporations with debt guaranteed by a non-U.S. 
government or a subdivision of a non-U.S. government. 

8 Under proposed Rule 2740(b)(10)(C), offerings of well-known seasoned 
issuers, as defined in SEC Rule 405, will be exempt from filing and review, 
provided that such offerings are not subject to the Conflict of Interest Rule. 

9 Under proposed Rule 2710(b)(10)(B) (the “shelf transaction exemption” or 
“STE”), offerings will be exempt from filing and review provided that a number 
of criteria are met.  These criteria include:  (i) the shelf offering may not be the 
initial public offering of the issuer’s equity securities, and may not occur within 
90 days of the issuer’s IPO; (ii) the issuer must have been a reporting issuer 
for not less than 90 days; (iii)  the participating FINRA member has not 
entered into any underwriting, distribution, or similar agreement with the issuer 
or any selling securityholder; (iv) the number of securities sold in the takedown 
may not exceed an amount that is meant to match the volume of sale 
limitations found in SEC Rule 144 (e.g., the greater of the average weekly 
reported volume of trading in the security over the four weeks prior to the 
takedown, or 1% of the total number of the class of securities outstanding); (v) 
the participating member may not receive compensation that exceeds the 
amount permitted by the NASD “mark-up policy” found at IM-2440-1; (vi) the 
participating member has not acquired any “item of value” that constitutes 
underwriting compensation; and (vii) the participating member is not an 
affiliate of the issuer, and does not have a conflict of interest under Rule 2720. 

10 Under proposed Rule 2710(c)(2)(F), the amount of  underwriting 
compensation will be set by agreement, if an agreement exists in respect of 
the shelf offering takedown.  However, if no agreement exists, proposed Rule 
2710(c)(2)(F) sets formulae for the computation of underwriting compensation 
in agency and principal shelf offerings. 
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Amendment No. 4 and Amendment No. 5 include 

language clarifying: 

 That political subdivisions of a non-U.S. country will 

qualify for an exemption from filing of shelf offerings. 

 That a shelf offering may qualify for the limited 

“shelf transaction exemption” notwithstanding that 

the offering (but not the takedown) takes place 

within 90 days of the issuer’s IPO, provided that a 

“no objections” opinion has been issued in 

connection with the IPO. 

 The dates on which an entity must qualify as a well-

known seasoned issuer in order to be exempt from the 

filing requirements of the Corporate Financing Rule. 

 That, in assessing underwriters’ compensation in a 

circumstance where an underwriting or other 

agreement exists, the compensation will be the 

agreed amount or the amount actually received, 

whichever is greater.  

III. Proposed Amendments to Conflict of 
Interest Rule 2720 

3.1 The Proposals retain all of the basic initiatives 
of the Conflict of Interest Rule Proposal. 

The initial submission of the Conflict of Interest Rule 

Proposal to the SEC maintained all of the principal 

initiatives proposed in NASD Notice to Members 06-52.  

These changes include: 

 Restructuring to the definition of “conflict of interest”, 

including (a) issuance of securities by a member or its 

affiliate; (b) an issuer that controls, is controlled by, or 

is under common control with the member or its 

associated persons; (c) payment of 5% or more of the 

net offering proceeds to the member or its affiliates; or 

(d) a public offering in which the member will become 

publicly owned or a broker-dealer. 

 Eliminating ownership of subordinated debt, preferred 

securities, and nonvoting common equity as giving rise 

to a conflict of interest in and of themselves. 

 Exemption from the filing, review, and “qualified 

independent underwriter” (or “QIU”) requirements 

where:  (a) the member(s) primarily responsible for 

managing the public offering does not have a 

conflict of interest; (b) the securities have a bona 

fide public market; and (c) the securities are 

investment grade-rated debt securities. 

 No pricing opinion will be required of any QIU. 

 Changes to QIU qualification, including:  (a) the 

QIU cannot have a conflict of interest, including 

receipt of 5% or more of the proceeds of the 

offering; (b) the QIU cannot own more than 5% of 

the class of securities that would give rise to the 

conflict of interest; (c) shortening of the period of 

experience required to act as QIU from five to three 

years; and (d) lengthening the period during which 

certain disciplinary events (for senior persons) 

disqualify the member up to 10 years. 

3.2 What’s new in the initial SEC submission of the 
Conflict of Interest Rule Proposal? 

As noted above, the Conflict of Interest Rule Proposal, as 

proposed to the SEC, maintains all of the basic elements 

of the Conflict of Interest Rule Proposal that were initially 

published in NASD Notice to Members 06-52.  The 

Conflict of Interest Rule Proposal, as submitted to the 

SEC, did, however, make certain modest amendments in 

order to take into account comment letters received from 

the American Bar Association and from the Securities 

Industry and Financial Markets Association (“SIFMA”).  

Those amendments include: 

 Clarification, in response to comments provided, 

that documents and information regarding public 

offerings listed in Rule 2710(b)(7) are not required 

to be filed with FINRA for review, unless the 
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offering is subject to the QIU requirements found at 

proposed Rule 2720(a)(2).11 

 Clarification that the imposition of a QIU is not 

required where the FINRA member(s) “primarily 

responsible for managing the public offering” does 

not have a conflict of interest, as defined.12 

 Clarification that the disclosure required regarding 

the appointment of a QIU includes a “brief 

statement regarding the role” of the QIU, rather 

than the fact that the QIU is “assuming the 

responsibilities of a qualified independent 

underwriter in conducting the due diligence” that is 

required of a QIU.13 

 Clarification that control means beneficial economic 

ownership of 10% or more of the outstanding voting 

securities of an entity, rather than legal ownership, 

or the right to vote and dispose of a security. 

 Clarification that offerings made pursuant to Rule 

144A, and offerings of “exempted securities” (as 

defined in Section 3(a)(12) of the Securities 

Exchange Act of 1934) are exempted from the 

definition of “public offering” for purposes of the 

Conflict of Interest Rule. 

 
11 Pursuant to this provision, FINRA filing and review will not be required if one of 

the following conditions are met:  (a) the member(s) primarily responsible for 
managing the public offering does not have a conflict of interest, is not an 
affiliate of the issuer, and meets (meet) the QIU requirements; (b) the 
securities offered have a bona fide public market (as defined in the Conflict of 
Interest Rule Proposal); or (c) the securities offered are investment grade 
rated debt or preferred securities (or debt or preferred securities in the same 
series, and that have equal rights and obligations, as investment grade rated 
securities). 

12 As initially drafted, the proposal would have eliminated the QIU requirement 
where the “book running lead manager” did not have any conflict of interest.  
The new language is intended to clarify the functional nature of the exemption. 

13 The Conflict of Interest Rule Proposing Release does not provide guidance on 
what information is expected to appear in the description of the QIU’s role. 

IV. Status of the Proposals 
The Shelf Offering Proposal was published in the Federal 

Register in December of 2004.  Following that 

publication, NASD published Amendment No. 4 to the 

Shelf Offering Proposal in April of 2006.  The present 

Amendment No. 5 to the Shelf Offering Proposal 

supersedes Amendment No. 4, and restarts a process that 

has been delayed. 

The Conflict of Interest Rule Proposal was initially 

published for comment in September 2006 in NASD 

Notice to Members 06-52.  The present amendment to 

the Conflict of Interest Rule Proposal represents the initial 

filing of the Conflict of Interest Rule Proposal with the SEC. 
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V. Conclusion 
The Proposals represent important changes to the public 

offering process, and to the manner by which investment 

banks participate in public offerings in the United States.  

Both together and separately, the Shelf Offering Proposal 

and Conflict of Interest Rule Proposal will require FINRA 

members and their affiliates to modify their underwriting 

and public offering procedures.  This publication does not 

provide a detailed description or analysis of the issues 

raised by the Proposals.  Interested persons should feel 

free to contact either of the Shearman & Sterling LLP 

attorneys listed below. 

 

 

 

 

 

 

 

 

This memorandum is intended only as a general discussion of these issues. It should not be regarded as legal advice.  We would be pleased to 
provide additional details or advice about specific situations if desired.   

For more information on the topics covered in this issue, please contact: 
Charles S. Gittleman  
New York 
+1.212.848.7317 
+1.646.848.7317 fax  
cgittleman@shearman.com 

Russell D. Sacks 
New York  
+1.212.848.7585 
+1.646.848.7585 fax 
rsacks@shearman.com 
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