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The Securities and Exchange Commission (the 
“Commission”) has approved new NASD 
Conduct Rule 2790 (the “Rule” or “Rule 
2790”) to replace the NASD’s Free-Riding and 
Withholding Interpretation (the “Interpretation”), 
commonly known as the “Hot Issue” Rule.1  The 
Rule reflects the NASD’s long-standing efforts to 
restructure, revise and simplify the Interpretation.

Introduction & Background

Currently, the Interpretation governs the man-
ner in which NASD members (“Members”) 
may distribute “hot issues.”  The Rule, like the 
Interpretation it replaces, is designed to protect 
the integrity of the public offering process by 
ensuring that: (1) Members make bona fide pub-
lic offerings of securities at the offering price; 
(2) Members do not withhold securities in a pub-
lic offering for their own benefit or use such secu-
rities to reward persons who are in a position to 
direct future business to Member; and (3) industry 
insiders, e.g., Members and their associated per-
sons, do not take advantage of their “insider” 
status to gain access to new issues for their own 
benefit at the expense of public customers. 

This Client Alert highlights several key differences 
between the Interpretation and the Rule and sum-
marizes the Rule’s main provisions.

Primary Differences Between NASD Rule 2790 
and the Interpretation

The Rule incorporates several significant changes 
to the NASD’s approach to regulating the dis-
tribution of “new issues.” The most important 
changes are as follows:

• The Interpretation applies to any “hot issue,” 
defined as a public offering of a security that 
trades at a premium whenever secondary 
market trading begins. The Rule, in contrast, 
applies to any “new issue,” defined as an initial 
public offering of an equity security.

• The Interpretation allows Member to cancel 
trades if an issue unexpectedly becomes “hot.”  
With the decision to apply the proposed rule to 
all new issues, the NASD determined that a can-
cellation provision is no longer necessary.  The 
NASD now expects Members to determine the 
status of all prospective purchasers prior to sell-
ing a new issue.2

• The Interpretation provides for “conditionally 
restricted person” status; the Rule eliminates 
this category and treats all persons as either 
restricted or non-restricted. 

• The Rule allows for a de minimis threshold 
– restricted persons would be permitted to hold 
interests in a collective investment account or 
pooled investment vehicle (e.g., a hedge fund) 
that purchases new issues provided that the 
restricted persons account for no more than 
10% of the account’s beneficial ownership.

• The Rule prohibits a Member from selling a 
new issue to an account until the Member had 
met the Rule’s preconditions for sale. 

Overview of Rule 2790

Like the Interpretation, Rule 2790 prohibits 
Members from selling specified issues to any 
account in which certain restricted persons are 
beneficial owners. The Rule defines “beneficial 
interest” to mean any economic interest, such as 
the right to share in gains or losses. Consistent 
with a previously articulated NASD staff posi-
tion, however, the definition also provides that the 
receipt of a management fee or performance-based 
fee for operating a collective investment account 
or fund, or other fees for acting in a fiduciary 
capacity, would not be considered a beneficial 
interest in the account. 
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Offerings Covered by Rule 2790 

Under the Interpretation, only so-called “hot 
issues” were subject to the various selling restric-
tions.  “Hot issues” were defined as any public 
offering of a security that trades at a premium 
whenever secondary market trading begins.  Most 
public offerings and some secondary offerings 
were encompassed under this definition.  Limiting 
application of the Rule to new issues should sim-
plify compliance by Members by eliminating the 
need for Members to consider whether a particu-
lar offering can be expected to trade at a premium 
once secondary market trading begins.  Rule 2790 
defines “new issue” to mean any initial public 
offering of an equity security made pursuant to a 
registration statement or offering circular.

The Rule specifies several offering types that are 
not “new issues” under Rule 2790 and, there-
fore, not subject to the Rule’s restrictions.  These 
include:

• Offerings of “exempt securities” as defined in 
Section 3(a)(12) of the Securities Exchange Act 
of 1934;

• Offerings of “restricted securities” under 
the Securities Act of 1933 and the Securities 
Exchange Act of 1934;

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

• Rights offerings, exchange offers, or offerings 
made pursuant to a merger or acquisition;

• Offerings of investment grade asset-backed 
securities;

• Offerings of convertible securities and preferred 
securities;

• Offerings by investment companies registered 
under the Investment Company Act of 1940; 
and

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

Preconditions for Sales

Under the Rule a Member will not be permitted 
to sell a new issue to an account until the Member 
has met the Rule’s preconditions for sale. The 
Rule requires a member to obtain, in good faith, 
a representation from the beneficial owners3 that 
the account is eligible to purchase new issues in 

compliance with the Rule. If an interest in the 
account were held by a bank, foreign bank, bro-
ker-dealer, investment adviser, or other conduit, 
the member would be required to obtain from 
that conduit a representation that all purchases of 
new issues would be in compliance with the Rule.  
The member would be required to retain a copy 
of all records and information relating to whether 
an account is eligible to purchase new issues for at 
least three years following the Member’s last sale 
of a new issue to that account. Finally, the Rule 
requires the Member to obtain these representa-
tions within the 12 months prior to a sale of new 
issues to the account. 

Restricted Persons

Rule 2790 stipulates that a Member or associ-
ated person thereof may not sell a new issue to 
any account in which a restricted person has a 
beneficial interest, unless the sale qualifies for an 
enumerated exemption. 

Broker-Dealers and Their Personnel. The Rule 
defines “restricted person” to include Members 
and other broker-dealers. The definition further 
includes any officer, director, general partner, 
associated person, or employee of a Member or 
any other broker-dealer. Agents of a broker-dealer 
are also considered restricted persons to the extent 
that they are engaged in the investment banking 
or securities business.

The personnel and agents of a “limited business 
broker-dealer” have been specifically excluded 
from the definition of “restricted person” under 
the Rule.  The Rule defines “limited business 
broker-dealer” to mean a broker-dealer whose 
authorization to engage in the securities busi-
ness is limited solely to the purchase and sale of 
investment company/variable contracts securities 
and direct participation program securities. These 
provisions preserve an exemption for associated 
persons of a limited business broker-dealer under 
the Interpretation. The NASD has emphasized, 
however, that this exemption would apply only to 
persons associated with a limited business broker-
dealer, not to the limited business broker-dealer 
itself.4

Finders and Fiduciaries. The Rule preserves a 
provision in the Interpretation that treats finders 
and fiduciaries of the managing underwriter as 
restricted persons. However, the finders and fidu-
ciaries are treated as restricted persons under the 
Rule only for those offerings for which they are 
acting in those capacities. The NASD has added 
that, in the case of a law firm or consulting firm, 
the restriction would apply only to those persons 
working on the particular offering.
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Portfolio Managers. The Interpretation prohibits 
the sale of hot issues “to any senior officer of a 
bank, savings and loan institution, insurance com-
pany, investment company, investment advisory 
firm or any other institutional type account.”  
However, the NASD has adopted a more nar-
row function-oriented approach under Rule 2790 
by restricting only those persons that serve as 
“portfolio managers” which the Rule defines to 
mean any person who has authority to buy or sell 
securities for a bank, savings and loan institution, 
insurance company, investment company, invest-
ment advisor, or collective investment account.  As 
noted by the NASD in the Notice, the definition 
of “portfolio manager” encompasses non-natural 
persons.  Thus, an entity organized as an invest-
ment advisor that has authority to buy and sell 
securities for any of the entities enumerated above 
would be a portfolio manager for the purposes of 
the proposed rule and, as such, a restricted per-
son.

Owners of Broker-Dealers.  “Owners” of broker-
dealers (other than limited business broker-deal-
ers) are also deemed restricted persons under the 
Rule.  The Rule generally looks to the categories 
in Form BD for determining ownership of a bro-
ker-dealer. A person must be reported as an owner 
on Form BD if such person holds a designated 
percentage of a class of voting security of the 
reporting broker-dealer. For purposes of the Rule 
a person will be considered as restricted where 
such person holds at least 10% of a class of vot-
ing securities.5

Pursuant to Form BD, a broker-dealer must report 
entities that have interests at every level of its 
ownership structure that exceed the designated 
percentages. However, once a public report-
ing company under Sections 12 or 15(d) of the 
Securities Act is reached no ownership informa-
tion further up the chain need be given.  Rule 
2790 follows this approach.  Thus, a foreign enti-
ty with an ownership interest in a broker-dealer 
would not be a restricted person if that foreign 
entity were subject to Sections 12 or 15(d) of the 
Act. 

Affiliates of Broker-Dealers. In addition to its 
owners, the Rule treats a broker-dealer’s affiliates 
as restricted persons.  While such affiliates would 
not specifically be included in the definition of 
“restricted person,” the Rule provides that a 
member may not sell a new issue to any account 
in which a restricted person (such as an owner 
of a broker-dealer) “has a beneficial interest.” 
The NASD considers an owner of a broker-dealer 
(whom the Rule explicitly deems a restricted per-
son) as having a beneficial interest in an account 
held by a subsidiary (i.e., a sister company of the 
broker-dealer). However, to offer some relief to 
entities that could be affected by the restriction 
on broker-dealer affiliates, the Rule includes an 

exemption for any such affiliate that is publicly 
traded (except another broker-dealer or an affili-
ate of a broker-dealer authorized to engage in 
public offerings).

Family Members. Rule 2790 restricts certain other 
persons based on their relationship with persons 
who work in the financial services industry. These 
collateral restrictions prevent a “functionally” 
restricted person from circumventing the Rule 
by purchasing new issues through an immedi-
ate family member’s account. The Rule, as is the 
case with the Interpretation, defines “immediate 
family member” to include a person’s parents, 
mother-in-law or father-in-law, spouse, brother 
or sister, brother-in-law or sister-in-law, son-in-
law or daughter-in-law, and children, and any 
other individual to whom the person provides 
“material support.” The Rule defines “material 
support,” which is not specifically defined under 
the Interpretation, to mean the direct or indirect 
provision of more than 25% of a person’s income 
in the prior calendar year. In addition, the Rule 
deems members of the immediate family living in 
the same household to be providing each other 
with material support.

Investment Clubs and Family Investment Vehicles. 
The definition of “collective investment account” 
in the Rule excludes “investment clubs”6 and 
“family investment vehicles.”7  Therefore, a per-
son who has authority to buy or sell securities on 
behalf of an investment club or a family invest-
ment vehicle would not be a portfolio manager 
under paragraph (i)(10)(D)(i) and, therefore, not 
be a restricted person on that basis. In addition, 
even if an investment club or family investment 
vehicle included persons who were otherwise 
restricted (e.g., because they were associated per-
sons of a broker-dealer), the entity could still pur-
chase new issues if it qualified for the de-minimis 
exemption.  (See General Exemptions, below).

General Exemptions

The Rule’s general prohibitions do not extend to 
sales to or purchases from several specified classes 
of persons, whether directly or through accounts 
in which such persons have a beneficial interest. 

De Minimis Threshold. In a significant change, 
the NASD has chosen not to incorporate the 
Interpretation’s “conditionally restricted person” 
provisions into Rule 2790. Instead a de-minimis 
exception has been added to the Rule that, in 
the NASD’s view, better addresses the situations 
previously covered by the conditionally restricted 
person provisions.8

Rule 2790 provides a general exemption that per-
mits otherwise restricted persons to hold interests 
in a collective investment account that purchases 
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new issues, provided that such persons account 
for no more than 10% of the account’s beneficial 
ownership.  Importantly, the NASD preserved the 
ability of a collective investment account to carve 
out restricted persons.  Thus, a collective invest-
ment account in which restricted persons held 
an interest of 10% or greater could continue to 
invest in new issues provided that such restricted 
persons received no more than 10% of the 
notional pro-rata proceeds of the new issue.  The 
Interpretation spelled out certain procedures to 
be followed by investment partnerships or similar 
entities in establishing their eligibility to purchase 
a “hot issue,” including obtaining a written rep-
resentation from an attorney or accountant.  The 
Rule, unlike the Interpretation, does not preserve 
specific procedures; the NASD is expected to pro-
vide additional guidance on the use of carve-outs 
in a forthcoming Notice to Members

Investment Companies.  Purchases by and sales 
to an investment company registered under the 
Investment Company Act of 1940 are not be sub-
ject to the Rule. This provision would preserve an 
existing exemption in the Interpretation.

Common Trust Funds and Insurance Companies. 
The Rule provides exemptions for sales of new 
issues to, or purchases by, certain trust funds and 
insurance company accounts, respectively. To 
qualify for these exemptions, a trust fund would 
have to have investments from 1,000 or more 
accounts, and an insurance account would have 
to be funded by premiums from 1,000 or more 
policyholders (or, if a general account, the insur-
ance company would have to have 1,000 or more 
policyholders). In addition, the fund or insurance 
account may not limit its participation principally 
to restricted persons. 

Publicly Traded Entities. The Rule provides a gen-
eral exemption for publicly traded entities (except 
broker-dealers and certain affiliates) that are listed 
on a national securities exchange, are traded on 
the Nasdaq National Market, or are foreign issu-
ers whose securities meet the quantitative desig-
nation criteria for listing on a national securities 
exchange or the Nasdaq National Market.

Foreign Investment Companies. The Interpretation 
contains a general exemption for foreign invest-
ment companies. A “foreign investment company” 
is defined as a fund company organized under the 
laws of a foreign jurisdiction that has certified 
that: (1) the fund has 100 or more investors; (2) 
it is listed on a foreign exchange or authorized for 
sale to the public by a foreign regulatory author-
ity; (3) no more than 5% of its assets are invested 
in a particular hot issue; and (4) no person own-
ing more than a 5% interest in such company is a 
restricted person. Rule 2790 preserves this exemp-
tion, but reduces from four to two the number of 
criteria that a foreign fund would be required to 

meet. Under the Rule, the investment company 
must be listed on a foreign exchange or autho-
rized for sale to the public by a foreign regulatory 
authority, and no person owning more than 5% 
of the shares of the investment company may be a 
restricted person. 

ERISA Plans. The Rule provides a general 
exemption for benefit plans established under 
the Employee Retirement Income Security Act 
(“ERISA”) that are qualified under Section 401(a) 
of the Internal Revenue Code of 1986.  However, 
this exemption does not cover ERISA plans spon-
sored solely by a broker-dealer (although benefit 
plans sponsored by the broker-dealer’s affiliates 
would be eligible). 

State and Municipal Government Benefits Plans. 
The Rule provides a general exemption for a state 
or municipal government plan that is subject to 
state and/or municipal regulation.

Tax-Exempt Charitable Organizations. The Rule 
provides a general exemption for tax exempt 
charities organized under Section 501(c)(3) of the 
Internal Revenue Code. 

Church Plans. The Rule provides a general 
exemption for church plans described in Section 
414(e) of the Internal Revenue Code. 

Other Issues Arising Under Rule 2790

Issuer-Directed Securities

The Interpretation currently provides for offer-
ings of issuer-directed securities, also known as 
“friends and family programs,” which allow 
employees and directors of an issuer, a parent of 
an issuer, a subsidiary of an issuer, or any other 
entity that controls or is controlled by an issuer, 
to purchase securities that are part of a public 
offering that are specifically directed by the issuer 
to such persons.  The Interpretation requires, 
however, that the restricted persons acquiring 
securities pursuant to the exemption be subject to 
a three-month lock-up period if a bona fide inde-
pendent market for such securities does not exist. 

The NASD has revised the provisions on issuer-
directed securities in two principal ways. First, 
the exemption has been extended to include sister 
company employees and directors. Second, the 
three-month lock-up period in the Interpretation 
for securities sold to restricted persons has been 
eliminated.9

Under the issuer-directed security exemption, a 
parent/subsidiary relationship is established if the 
parent has the right to vote, sell, or direct 50% or 
more of a class of voting security of the subsid-
iary.
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Under the Rule, the restrictions on the purchase 
and sale of new issues do not apply to securi-
ties that are part of a program sponsored by the 
issuer, or an affiliate of the issuer, that meets 
four criteria: (1) the program has at least 10,000 
participants; (2) every participant is offered an 
opportunity to purchase an equivalent number of 
shares, or will receive a specified number of shares 
under a predetermined formula applied uniformly 
across all participants; (3) if not all participants 
receive shares under the program, the selection of 
the eligible participants is based on a random or 
other non-discretionary allocation method; and 
(4) the class of participants does not contain a dis-
proportionate number of restricted persons. 

Anti-Dilution Provisions

The Rule preserves the anti-dilution provisions 
available under the Interpretation with some mod-
ification by allowing an equity holder, for purpos-
es of meeting the requirement that the interest in 
the issuer be held for one year, to count the period 
in which the holder had an interest in another 
company purchased by the issuer.  Pursuant to 
these provisions, the basic prohibitions do not 
apply to an account in which a restricted person 
has a beneficial interest, if the account meets each 
of four criteria.10

Stand-By Purchasers and Under-Subscribed 
Offerings

The NASD notes that the decision to apply the 
proposed rule to all new issues, not merely to 
hot issues, may create difficulties for offerings for 
which there is insufficient investor demand. Under 
the Interpretation, such offerings do not typically 
open at a premium and thus are not hot issues. 
With the Rule applying to all new issues, however, 
circumstances may arise in which purchases by 
restricted persons are necessary for the success-

ful completion of an offering. Accordingly, the 
Rule allows an underwriter, acting pursuant to an 
underwriting agreement, to place a portion of a 
public offering in its investment account where it 
is unable to sell that portion to the public. 

In addition, the Rule provides that the prohibi-
tions on the purchase and sale of new issues do 
not apply to purchases and sales made pursuant 
to a stand-by agreement that meets the follow-
ing four conditions: (1) the stand-by agreement is 
disclosed in the prospectus; (2) the stand-by agree-
ment is the subject of a formal written agreement; 
(3) the managing underwriter represents in writ-
ing that it is unable to find any other purchasers 
for the securities; and (4) securities sold pursuant 
to the stand-by agreement are subject to a three-
month lock-up period. 

Exemptive Relief

The Rule preserves the ability of the NASD staff 
to grant an exemption from any or all of the 
provisions of the Rule, if it determines that such 
exemption is consistent with the purposes of the 
Interpretation, the protection of investors, and the 
public interest.

Transition Period

The Rule will become effective upon the issuance 
by the NASD of a Notice to Members discuss-
ing the Rule, which is anticipated to occur no 
later than December 23, 2003.  The Rule then 
provides for a three-month transition period dur-
ing which Member could comply with either the 
Interpretation or the Rule.

Compliance procedures as well as investment 
account and fund documents should be reviewed 
to determine if any changes are needed to reflect 
the Rule.

Notes

1. The Interpretation is found at NASD Conduct Rule IM-2110-1.
2. Currently, a Member that sells a hot issue to a restricted person or account will not be considered to have violated the 
Interpretation if the Member: (1) cancels the trade before the end of the first business day following the date on which secondary 
market trading commences for that issue; and (2) reallocates such security at the public offering price to a non-restricted person 
or account. This provision allows Members to cancel trades if an issue unexpectedly becomes “hot.” Consistent with its decision 
to apply the Rule to all new issues, the NASD has eliminated this provision.
3. Account holder(s), or a person authorized to represent the beneficial owner(s) of the account.
4. Owners of a limited business broker are also not restricted.  NASD Conduct Rule 2790(i)(10)(B)(i-v).
5. With respect to indirect ownership relations (Schedule B of Form BD) ownership of a class of voting securities must be 10% or 
greater at both levels.
6. The Rule defines “investment club” to mean a group of friends, neighbors, business associates, or others that pool their money 
to invest in stock or other securities and are collectively responsible for making investment decisions.
7. The Rule defines “family investment vehicle” to mean a legal entity that is beneficially owned solely by immediate family mem-
bers.
8. Although the term “conditionally restricted person” is not used in the Interpretation, the concept generally includes: (1) mem-
bers of the immediate family of an associated person who are not supported directly or indirectly by the associated person; 
(2) finders in respect to the public offering; (3) any person acting in a fiduciary capacity to the managing underwriter (including 
accountants, attorneys, and consultants); and (4) senior officers and directors of a bank, savings and loan institution, insurance 
company, investment company, investment advisory firm, or any other institutional-type account, or any person in the securities 
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department of any of the foregoing entities, or any other employee who may influence, or whose activities directly or indirectly 
involve or are related to, the function of buying or selling securities for any of the foregoing entities.
9. The exemption does not allow for sales to an account in which broker-dealer personnel, finders or persons acting as fiduciaries 
of the managing underwriter (or their immediate family members) have a beneficial interest unless such person is an employee or 
director of the issuer, the issuer’s parent, or a subsidiary of the issuer or the issuer’s parent.
10. The criteria are:  (1) the account has held an equity ownership interest in the issuer for a period of at least one year prior to 
the effective date of the offering; (2) the sale of the new issue to the account does not increase the account’s percentage equity 
ownership in the issuer above the ownership level as of three months prior to the filing of the registration statement in connection 
with the offering; (3) the sale of the new issue to the account does not include any special terms; and (4) the new issue purchased 
pursuant to this exemption is not sold or transferred for three months following the effective date of the offering.


