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How will the SEC Protect the
How will the SEC Protect the
Market from Exposure to Naked
Market from Exposure to Naked
Short Sales and other Abusive
Short Sales and other Abusive
Transactions?
Transactions?
The
Securities and
and Exchange
Exchange Commission
Commission (SEC)
(SEC) adopted
adopted aanumber
number of
of measures
measuresduring
during the
the second
secondhalf
half of
of 2008
2008
The Securities
that
limited
short
selling,
particularly
the
short
selling
of
the
stock
of
financial
companies.
The
SEC’s
stated
that limited short selling, particularly the short selling of the stock of financial companies. The SEC’s stated
purpose
in adopting
measureswas
wastotostabilize
stabilizethe
thefinancial
financial markets
markets in
in the
United States
at aa time
time of
of
purpose in
adopting these
these measures
the United
States at
unprecedented
market turmoil.
turmoil.
unprecedented market

The
measuresenacted
enactedby
bythe
theSEC
SECinclude:
include:(i)(i)aatemporary
temporaryban
ban(which
(whichexpired
expiredininthe
thefall
fall 2008)
2008) on
on short
short selling
selling in
in
The measures
the
securities of
of Fannie
Fannie Mae,
Mae, Freddie
Freddie Mac
Mac and
and 17
17financial
financial institutions,
institutions, including,
the securities
including, among
among others,
others, Lehman
Lehman
Brothers,
Morgan Stanley,
Goldman Sachs
Sachsand
andMerrill
Merrill Lynch;
Lynch; (ii)
(ii) aa hard
T+3 closeout
requirement;
Brothers, Morgan
Stanley, Goldman
hard T+3
closeout requirement;
(iii)
eliminating
the
options
market
maker
exception
of
Regulation
SHO;
(iv)
measures
to target
target fraud
fraud involving
involving
(iii) eliminating the options market maker exception of Regulation SHO; (iv) measures to
short
sales;
(v)
a
temporary
ban
(which
expired
in
the
fall
2008)
on
short
sales
of
securities
of
financial
short sales; (v) a temporary ban (which expired in the fall 2008) on short sales of securities of financial
companies;
and (vi)
(vi) requiring
companies; and
requiring disclosure
disclosure of
ofshort
shortsales
sales and
and short
short positions
positions of
of certain
certain investment
investment managers.
managers.
While
While market
market participants,
participants,attorneys,
attorneys,government
governmentofficials
officialsand
andothers
othersmay
maydisagree
disagreewhether
whetherthe
themeasures
measures taken
taken
were
necessary or
or advisable,
advisable, itit is
is clear
clear that
the measures
measuresin
in response
responsetotoparticular
particular events.
events. The
were necessary
that the
the SEC
SEC enacted
enacted the
The
measures
werenot
notthe
theresult
resultof
of reasoned
reasonedrulemaking.
rulemaking. In
In March
then the
the fifth
fifth largest
measures were
March 2008,
2008, Bear
Bear Stearns,
Stearns, then
largest
investment
investment bank
bank in
inthe
theUnited
UnitedStates,
States,crashed.
crashed. The
Thecause
causeof
ofBear
BearStearns’
Stearns’crash
crash may
may be
be debated
debated for
for generations
generations
and
will
probably
be
the
subject
of
future
business
school
courses.
However,
it
appears
clear
that
and will probably be the subject of future business school courses. However, it appears clear that rumors
rumors
regarding
Stearns’ liquidity
liquidity accompanied
role
regarding Bear
Bear Stearns’
accompaniedby
bysubstantial
substantialshort
short selling
sellingininBear
BearStearns’
Stearns’ stock
stock played
played some
some role
in
of Bear
Bear Stearns.
Stearns. Many
Many of
or false.
false. Similar
in the
the demise
demise of
of the
the rumors
rumors were
were either
either unsubstantiated
unsubstantiated or
Similar events
events were
were
occurring
same time
time with
with respect
respect to
to other
other financial
financial institutions,
institutions, both
occurring at
at the
the same
both within
withinthe
theUnited
UnitedStates
States and
and
worldwide.
for adverse
market conditions,
conditions,especially
especiallyfor
for the
thevolatility
volatility
worldwide. The
Thepublic
publicbegan
beganto
toblame
blame short
short sellers
sellers for
adverse market
associated
with
the
securities
of
financial
institutions.
The
SEC
chose
to
act
against
the
short
selling
quickly
in
associated with the securities of financial institutions. The SEC chose to act against the short selling quickly in
order
to
prevent
continuing
rumors
from
leading
to
other
financial
institution
failures.
order to prevent continuing rumors from leading to other financial institution failures.

Before
the Crisis
Crisis (B.C.)
(B.C.)
Before the
The
financial crisis
not the
the first
first event
event that
that inspired
inspired public
public criticism
criticism of
The financial
crisis of
of 2008
2008 was
was not
of short
short sellers.
sellers. In
In 2003,
2003, the
the SEC
SEC
began
to act
act against
against abusive
abusiveshort
shortselling.
selling. The
number of
of enforcement
various
began to
The SEC
SEC commenced
commenced a
a number
enforcement actions
actions against
against various
market
adopted new
new regulations
regulations to
to address
addressshort
shortselling.
selling. The
Regulation SHO
SHO to
market participants
participants and
and adopted
The SEC
SEC adopted
adopted Regulation
to
limit
the
level
of
fails-to-deliver
caused
by
excessive
naked
short
selling
in
the
securities
of
particular
companies.
limit the level of fails-to-deliver caused by excessive naked short selling in the securities of particular companies.
Particularly
there were
were high
high volumes
volumes of
of short
selling, and
Particularly with
withrespect
respect to
to small
smallcap
cap and
and micro
micro cap
cap PIPE
PIPE issuers,
issuers, there
short selling,
and
many
and investors
investors complained
complained that
funds and
other market
market
many issuers
issuers and
that hedge
hedge funds
and other
market players
players had
had destroyed
destroyed the
the market
value
volume of
value of
of aa number
number of
of small
smallcap
cap and
and micro
microcap
cap companies
companies that
that were
were exposed
exposed to
to an
an excessive
excessive volume
of naked
naked short
short
selling.
the market
market capitalization
capitalization of
selling. The
Theamount
amountofofshares
shares being
being sold
sold short
short often
often exceeded
exceeded the
of the
the issuers
issuers in
in question.
question.
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The
complaints were
that the
the extreme
extreme high
high volume
volume of
of shorting
shorting activity
activity made
it all
The complaints
were that
made it
all but
but impossible
impossible for
for the
the market
market
price
of
any
given
issuer
to
sustain
itself.
price of any given issuer to sustain itself.
In
SEC amended
amendedRegulation
RegulationM
M to
to prohibit
prohibit the
purchase of
of securities
securities in
in aa public
public offering
offering by
In October
October 2007,
2007, the
the SEC
the purchase
by aa
person
that sold
sold the
the same
samesecurities
securitiesshort
shortimmediately
immediatelybefore
beforethe
theoffering,
offering, subject
subject to
to certain
certain exceptions.
exceptions. This
This
person that
amendment
limits short
short selling
selling activity
activity surrounding
surrounding aa follow-on
follow-on offering.
offering.
amendment limits
However,
adopted by
by the
the SEC
SECwith
with respect
respect to
to short
short selling
selling were
were adverse
adverseto
toshort
shortsellers.
sellers. In
In
However, not
not all
all of
ofthe
the measures
measures adopted
2007,
there
were
two
developments
that
facilitated
short
selling.
In
July
2007,
the
SEC
eliminated
the
uptick
rule.
2007, there were two developments that facilitated short selling. In July 2007, the SEC eliminated the uptick rule.
The
uptick rule
price at
at which
which the
The uptick
rule provided
providedthat
that securities
securities may
may be
be sold
sold short
short only
only at
at aa price
price that
that is
is above
above the
the price
the
immediately
preceding
sale
was
effected
(plus
tick)
or
at
the
last
sale
price
if
it
was
higher
than
the
last different
different
immediately preceding sale was effected (plus tick) or at the last sale price if it was higher than the last
price
tick), subject
exceptions. Securities
could not
be sold
sold short
short at
at aadeclining
declining price.
price. When
price (zero-plus
(zero-plus tick),
subject to
to certain
certain exceptions.
Securities could
not be
When
the
SEC eliminated
eliminated the
the uptick
uptick rule,
rule, it
it also
Rule 201
201 of
of Regulation
Regulation SHO
the SEC
also adopted
adopted Rule
SHO that
that prohibited
prohibited any
any price
price tests,
tests,
including
of the
self regulatory
regulatory organizations,
organizations, for
for short
short sales.
sales. The
The uptick
uptick rule
originally adopted
including those
those of
the self
rule was
was originally
adopted in
in 1938
1938
with
of, among
among other
other things,
things, preventing
preventing short
short sellers
sellers from
from accelerating
accelerating aa declining
declining market
market by
by
with the
the stated
stated purpose
purpose of,
exhausting
all
remaining
bids
at
one
price
level,
causing
successively
lower
prices
to
be
established
by
long
sellers.
exhausting all remaining bids at one price level, causing successively lower prices to be established by long sellers.
The
SEC elected
electedto
toabolish
abolishthe
theuptick
uptickrule
rule after
afterthe
theSEC
SECperformed
performedaapilot
pilotprogram
programin
in which
which the
the uptick
uptick rule
The SEC
rule was
was
suspended
for
one-third
of
the
Russell
3000
Index
constituent
stocks
with
higher
levels
of
liquidity
from
May 2,
suspended for one-third of the Russell 3000 Index constituent stocks with higher levels of liquidity from May
2,
2005
through July
researchers
2005 through
July 3,
3, 2007.
2007. AAnumber
numberofofthird-party
third-party
researcherswere
werecommissioned
commissionedby
bythe
theSEC
SECto
toanalyze
analyze the
the
data
produced by
by the
the pilot
pilot program,
number of
of studies
studies were
were performed.
performed. The
data produced
program, and
and aa number
The results
results of
of such
such studies
studies
provided
SEC with
with the
basis upon
uponwhich
which to
to eliminate
eliminate the
theuptick
uptick rule.
rule. Among
found
provided the
the SEC
the basis
Among other
other findings,
findings, the
the studies
studies found
no
evidence
that
prices
of
stocks
subject
to
the
uptick
rule
declined
at
a
slower
speed
than
prices
of
exempted
no evidence that prices of stocks subject to the uptick rule declined at a slower speed than prices of exempted
stocks
at times
times of
of stress.
performing the
stocks at
stress. However,
However,as
as noted
noted by
by the
the SEC
SEC and
and by
by the
the researchers
researchers performing
the studies,
studies, there
there was
was
not
a
severe
market-wide
decline
in
the
market
during
the
pilot
program
and,
thus,
the
studies
did
not
include
not a severe market-wide decline in the market during the pilot program and, thus, the studies did not include an
an
evaluation
of the
uptick rule,
market environment.
environment.
evaluation of
of the
the performance
performance of
the uptick
rule, or
or the
the lack
lack thereof,
thereof, in
in such
such aa market
Notwithstanding
of the
the uptick
uptick rule
rule limited
limited short
Notwithstanding the
the results
results of
the studies,
studies, the
short selling
selling activity,
activity,and
andmany
many believe
believe that
that the
the
elimination
role in
in the
the financial
financial crisis
crisis of
of
elimination of
of the
the uptick
uptick rule
rule facilitated
facilitatedthe
theshort
short selling
sellingthat,
that, at
at least
least in
in part,
part, played
played aa role
2008.
2008.

Another
in 2007
favored short
short sellers
sellers was
was the
theSEC’s
SEC’sdecision
decisionnot
notto
toinclude
include aatolling
tolling provision
provision
Another development
development in
2007 that
that favored
related
to
hedging
transactions
when
it
amended
Rule
144
late
in
that
year.
Prior
to
1990,
the
holding
period
for
related to hedging transactions when it amended Rule 144 late in that year. Prior to 1990, the holding period for
securities
under Rule
Rule 144
144 was
was tolled
tolled ififand
securities under
and to
to the
the extent
extent that
that the
the holder
holder of
ofsecurities
securitiesengaged
engaged in
in short
short sales,
sales, puts
puts or
or
other
to sell
sell securities.
securities. The
other options
options to
The tolling
tolling provision
provisionwas
was eliminated
eliminated in
in1990.
1990. InIn1995,
1995,1997
1997and
and2007
2007 the
the SEC
SEC
issued
rule proposals
proposals that
that contemplated
contemplated the
the reinstatement
reinstatementof
of aatolling
tolling provision,
provision, but
issued rule
but in
ineach
each instance
instance determined
determined
not
to
reinstate
the
tolling
provision.
Reinstating
the
tolling
provision
would
have
had
a
material
not to reinstate the tolling provision. Reinstating the tolling provision would have had a materialadverse
adverse effect
effect on
on
short
sales
effected
by
purchasers
of
restricted
securities.
short sales effected by purchasers of restricted securities.

Developments
Developments outside
outside the
the United
United States
States
In
measuresdesigned
designedtotolimit
limit short
shortselling.
selling. This
In 2008,
2008, regulators
regulators outside
outside the
the United
United States
States also
also adopted
adopted measures
This occurred
occurred
after
collapse of
of Lehman
event that
that short
short sellers
sellers were
were again
againsaid
saidto
tohave
haveprecipitated.
precipitated. In
In
after the
the collapse
Lehman Brothers,
Brothers, an
an event
September
2008, at
at the
the same
same time
time that
that the
the SEC
SEC adopted
adopted an
an emergency
emergency order
order to
to temporarily
temporarily ban
in 799
September 2008,
ban short
short sales
sales in
799
selected
financial
firms,
foreign
regulators
were
busy
adopting
similar
bans.
Temporary
bans
on
short
sales
of
selected financial firms, foreign regulators were busy adopting similar bans. Temporary bans on short sales of
securities
of designated
designated firms
firms were
were adopted
adoptedin
in the
theUnited
United Kingdom,
Kingdom, Belgium,
Switzerland,
securities of
Belgium, France,
France, Germany,
Germany, Switzerland,
Australia
Australia and
and other
other countries.
countries. In
Inaddition
additionto
tothe
thetemporary
temporary ban
ban on
on short
short selling,
selling, the
the United
United Kingdom
Kingdom adopted
adopted
disclosure
obligations with
disclosure obligations
withrespect
respect to
to net
net short
short positions
positions in
inthe
thesecurities
securities of
ofdesignated
designated issuers.
issuers.

Next
Next Steps
Steps
We
SEC will
will adopt
regarding short
short selling
selling in
in 2009.
time to
to
We anticipate
anticipate that
that the
the SEC
adopt new
new measures
measures regarding
2009. The
The SEC
SEC has
has had
had time
reflect
on
the
measures
adopted
in
2008.
In
addition,
the
new
administration
is
anxious
to
be
proactive,
reflect on the measures adopted in 2008. In addition, the new administration is anxious to be proactive,
especially
in light
the SEC
SEC will
will adopt,
especially in
lightof
ofrecent
recent scandals.
scandals. The
The interesting
interestingquestion
question is
is what
what types
types of
of measures
measures the
adopt, or
or be
be
forced
Commissioner Troy
at “The
“The SEC
Speaks in
in 2009”
2009” held
held in
in
forced to
to adopt.
adopt. In
Inaaspeech
speech by
by SEC
SEC Commissioner
Troy A.
A.Paredes
Paredes at
SEC Speaks
2
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Washington,
the SEC’s
SEC’s actions
actions in
in 2008
2008 but
but did
did not
Washington, D.C.
D.C. on
on February
February 6,
6, 2009,
2009, Commissioner
CommissionerParedes
Paredes discussed
discussed the
not
provide
any
hints
regarding
the
future.
In
adopting
various
regulations
that
limited
short
selling
and
naked
provide any hints regarding the future. In adopting various regulations that limited short selling and naked short
short
selling,
been careful
careful to
to assert
assertits
its position
position that
that the
the goal
goal is
is to
to prevent
prevent abusive
abusive short
short selling,
selling, not
selling, the
the SEC
SEC has
has been
not short
short
selling
numeroustimes
timesthat
thatshort
shortselling
selling is
is an
animportant
important tool
tool in
selling in
in general.
general. The
TheSEC
SEC has
has stated
stated numerous
in the
the market
market and
and
contributes
to the
the liquidity
liquidity of
of
contributes to
of securities.
securities. Accordingly,
Accordingly,ititisisour
ourexpectation
expectationthat
that the
the SEC
SEC will
willadopt
adopt aa number
number of
actions
that allow
allow itit to
against abusive
abusive short
short selling
selling without
without creating
obstacle for
for legitimate
legitimate
actions that
to take
take aa stand
stand against
creating an
an obstacle
hedging
hedging transactions.
transactions.

Reinstatement
of the
the Uptick
Uptick Rule
Reinstatement of
Rule
In
Mary
In her
her confirmation
confirmationhearing
hearingin
infront
frontofofthe
theSenate
SenateBanking
BankingCommittee
Committeeon
onJanuary
January15,
15, 2009,
2009, SEC
SEC Chairman
Chairman Mary
Schapiro
stated that
that she
shewas
waswilling
willing to
the uptick
uptick rule.
Schapiro stated
to reinstate
reinstate the
rule. On
OnMarch
March11,
11,2009,
2009,Representative
Representative Barney
Barney Frank
Frank
(D.
told him
is moving
moving toward
toward reinstating
reinstating the
the uptick
uptick rule.
rule. Rep.
(D. MA)
MA)reported
reported that
that Chairman
Chairman Schapiro
Schapiro told
him that
that she
she is
Rep.
Frank
that he
he is
is hopeful
hopeful that
may issue
formal proposals
the uptick
uptick rule
early
Frank told
told the
the press
press that
that the
the SEC
SEC may
issue formal
proposals to
to reinstate
reinstate the
rule as
as early
as
April
2009.
John
Nester,
the
SEC
spokesman,
made
a
similar
statement
on
the
same
day.
as April 2009. John Nester, the SEC spokesman, made a similar statement on the same day.
The
SEC should
should be
be able
able to
to reinstate
reinstatethe
theuptick
uptick rule
rule without
without creating
to legitimate
legitimate hedging
The SEC
creating any
any obstacles
obstacles to
hedging
transactions
and
the
reinstatement
of
Rule
201
of
Regulation
SHO.
As
mentioned
above,
transactions and the reinstatement of Rule 201 of Regulation SHO. As mentioned above, the
the SEC
SEC moved
moved to
to
abolish
the
uptick
rule
after
it
determined,
based
upon
studies
of
data
collected
during
the
SEC’s
pilot
abolish the uptick rule after it determined, based upon studies of data collected during the SEC’s pilot program,
program,
that
was no
no evidence
evidence that
that prices
prices of
of stocks
stocks subject
subject to
to the
the uptick
uptick rule
prices of
of
that there
there was
rule declined
declined at
at aa slower
slower speed
speed than
than prices
exempted
stocks at
at times
times of
of stress.
stress. In
In addition,
addition, the
exempted stocks
the SEC’s
SEC’s position
position was
was that
that the
the modernization
modernization of
of trading
trading systems,
systems,
including
of the
decimals in
in the
the pricing
pricing of
the uptick
uptick rule
rule obsolete.
including the
the use
use of
the decimals
of securities,
securities, made
made the
obsolete. However,
However, when
when
proposed,
there
were
opponents
to
the
abolition
of
the
rule.
Notably,
the
New
York
Stock
Exchange
proposed, there were opponents to the abolition of the rule. Notably, the New York Stock Exchangeopposed
opposed the
the
lack
could use
to prevent
prevent aa market
market panic
panic during
during a
major market
lack of
of any
any price
price restrictions
restrictionsthat
thatthe
the exchanges
exchanges could
use to
a major
market
collapse.
issued by
by the
the SEC
SECin
in connection
connectionwith
with the
the abolition
abolition of
collapse. In
Inthe
the adopting
adopting release
release issued
of the
the uptick
uptick rule
rule and
and the
the
adoption
concerns but
but stated
statedthat
thatin
inthe
theevent
eventmarket
marketconditions
conditions call
call for
for it,
it, the
adoption of
of Rule
Rule 201,
201, the
the SEC
SEC noted
noted such
such concerns
the
exchanges
could request
request an
an exemption
exemption from
from Rule
exchanges could
Rule 201.
201.

In
calls for
for the
of the
In 2008,
2008, after
after the
the fall
fallof
ofBear
BearStearns
Stearns and
and Lehman
Lehman Brothers,
Brothers, there
there were
were renewed
renewed calls
the reinstatement
reinstatement of
the
uptick
rule
from
various
parties,
including
the
U.S.
Chamber
of
Commerce,
politicians,
legal
practitioners,
uptick rule from various parties, including the U.S. Chamber of Commerce, politicians, legal practitioners,
academics
andothers.
others. Many
Many believe
believe that
that the
theabolition
abolition of
of the
the uptick
uptick rule
rule facilitated
facilitated short
selling, especially
during
academics and
short selling,
especially during
times
of
severe
market
turmoil.
More
recently,
Representative
Gary
Ackerman
(D.
N.Y.)
reintroduced
a
bill
times of severe market turmoil. More recently, Representative Gary Ackerman (D. N.Y.) reintroduced a bill to
to
reinstate
the uptick
uptick rule,
Schwab Corp.
Corp. Rep.
reinstate the
rule, which
whichisisbacked
backed by
byCharles
Charles Schwab,
Schwab, the
the CEO
CEO of
of Charles
Charles Schwab
Rep. Ackerman
Ackerman
introduced
similar bill
bill in
introduced aa similar
in July
July 2008
2008 which
which died
died in
in committee.
committee. Rep.
Rep.Ackerman’s
Ackerman’sefforts
effortswere
werebolstered
bolstered by
by aa letter
letter
from
20, 2009,
2009, in
in which
which Chairman
from then
then SEC
SEC Chairman
Chairman Christopher
Christopher Cox
Cox dated
dated January
January 20,
Chairman Cox
Cox proposed
proposed the
the
reinstatement
of the
the uptick
uptick rule.
rule. This
Chairman. Others,
reinstatement of
Thiswas
was one
one of
of his
his final
finalacts
acts as
as Chairman.
Others, including
includingthe
the U.S.
U.S. Chamber
Chamber
of
Commerce,
have
called
for
a
modified
uptick
rule
that
would
go
into
effect
for
a
particular
security
if the
of Commerce, have called for a modified uptick rule that would go into effect for a particular security if
the
security
significant downward
downward pressure
or aa free
free fall.
fall. Considering
the uptick
uptick
security experiences
experiences significant
pressure or
Consideringthe
thepressure
pressure to
to reinstate
reinstate the
rule,
the SEC
SEC could
could reinstate
reinstatethe
theuptick
uptickrule
rulewithout
without creating
creatingtoo
toomuch
muchcontroversy.
controversy. On
On aa political
political level,
level,
rule, the
considering
considering the
the support
support for
for the
the reinstatement
reinstatement of
ofthe
the uptick
uptickrule,
rule,the
theSEC
SECmay
mayhave
have aa hard
hard time
time defending
defending the
the
status
quo. One
of the
findings of
on the
the uptick
uptick rule
rule was
was that
that parties
parties were
wereable
ableto
toquickly
quickly find
find
status quo.
One of
the findings
of the
the SEC
SEC studies
studies on
other
execution opportunities
opportunities when
when the
the uptick
uptick rule
rule prevented
preventedthem
themfrom
from effecting
effecting certain
certain transactions.
transactions. If
If so,
other execution
so,
those
short
sellers
that
are
adversely
affected
by
a
reinstatement
of
the
uptick
rule
can
take
advantage
of
those short sellers that are adversely affected by a reinstatement of the uptick rule can take advantage of the
the other
other
execution
opportunities.
execution opportunities.

Eliminate
Fails-to-Deliver
Eliminate Fails-to-Deliver
The
SEC originally
originally adopted
the Exchange
Exchange Act
Act in
in order
order to
to address
addressfailures-to-deliver,
failures-to-deliver,
The SEC
adopted Regulation
Regulation SHO
SHO under
under the
among
other matters.
matters. Rule
among other
Rule 203(b)(3)
203(b)(3) of
of Regulation
Regulation SHO
SHO generally
generallyrequires
requires participants
participants in
in aa registered
registered clearing
clearing
agency
to close
close short
short positions
positions in
in threshold
threshold securities
securities that
that have
have failures-to-deliver
failures-to-deliver 10
after the
the normal
normal
agency to
10 days
days after
settlement
dateby
bypurchasing
purchasingsecurities
securitiesofoflike
likekind
kind and
andquantity.
quantity. Although
Although this
it
settlement date
this rule
rule applies
applies to
to broker-dealers,
broker-dealers, it
affects
investors
in
many
private
transactions
by
making
it
more
difficult
for
investors
to
establish
short
positions
affects investors in many private transactions by making it more difficult for investors to establish short positions
in
security. This
if the
is thinly-traded
thinly-traded or
or if
if there
relatively small
of
in aa security.
This is
is especially
especially true
true if
the security
security is
there is
is a
a relatively
small number
number of
3
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outstanding
quickly given
outstanding securities.
securities. In
Inaddition,
addition,broker-dealers
broker-dealersmay
maybe
beunable
unableto
toexecute
execute short
short sales
sales quickly
given other
other
provisions
of
Regulation
SHO
that
impose
strict
find-and-deliver
requirements
with
respect
to
the
provisions of Regulation SHO that impose strict find-and-deliver requirements with respect to thecover
covershares.
shares.
The
NYSE and
similar rules
The NYSE
and other
other self
self regulatory
regulatory organizations
organizations have
have similar
rules in
in place
place with
with respect
respect to
to their
their registered
registered
broker-dealer
broker-dealer members.
members.
In
amendments to
to Regulation
Regulation SHO
SHO to
to address
addressfails-to-deliver
fails-to-deliver associated
with naked
In 2007,
2007, the
the SEC
SEC adopted
adopted amendments
associated with
naked short
short
selling.
Acknowledging
that
high
fail
levels
existed
only
with
respect
to
a
small
percentage
of
issuers,
the
selling. Acknowledging that high fail levels existed only with respect to a small percentage of issuers, the SEC
SEC was
was
still
to drive
drive down
undermine investor
investor
still concerned
concerned that
that manipulative
manipulative naked
naked shorting
shorting could
could be
be used
used to
down stock
stock prices
prices and
and undermine
confidence.
eliminated aa grandfather
grandfather provision
provision in
in the
original Regulation
confidence. The
The amendments
amendments eliminated
the original
Regulation SHO
SHO that
that applied
applied to
to
open
positions
at
the
time
Regulation
SHO
was
adopted.
On
September
17,
2008,
the
SEC
issued
an
emergency
open positions at the time Regulation SHO was adopted. On September 17, 2008, the SEC issued an emergency
order
adopting Rule
order adopting
Rule 204T
204T which
which imposed
imposed aa penalty
penalty on
on any
any participant
participantof
ofaaregistered
registered clearing
clearing agency
agency and
and any
any
broker-dealer
for clearance
and settlement,
settlement,for
forhaving
having aafail-to-deliver
fail-to-deliver position
broker-dealer from
from which
which ititreceives
receives trades
trades for
clearance and
position at
at aa
registered
clearing agency
agencyin
in any
any equity
equity security,
security, not
not just
just “threshold
“threshold securities.”
securities.” InInother
registered clearing
otherwords,
words,the
theSEC
SECcreated
created aa
“hard”
“hard”T+3
T+3closeout
closeoutrequirement.
requirement. The
Theamendments
amendments also
also eliminated
eliminated the
the exception
exception for
for options
options market
market makers
makers
from
Rule
203(b)
of
Regulation
SHO.
As
a
result,
option
market
makers
are
to
be
treated
in
the
all
from Rule 203(b) of Regulation SHO. As a result, option market makers are to be treated in the same
same way
way as
as all
other
market
participants,
and
are
required
to
abide
by
the
new
hard
T+3
closeout
requirements
of
Rule
204T
other market participants, and are required to abide by the new hard T+3 closeout requirements of Rule 204T
with
concluded that
with respect
respect to
to threshold
threshold securities.
securities. The
TheSEC
SECstated
statedthat
thatititadopted
adoptedthe
theamendments
amendments because
because itit concluded
that
there
continued to
to exist
threat of
of sudden
and excessive
excessivefluctuations
fluctuations of
of securities
prices generally
generally and
there continued
exist aa substantial
substantial threat
sudden and
securities prices
and
disruption
fair and
orderly markets.
disruption in
in the
the functioning
functioningof
ofthe
thesecurities
securities markets
markets that
that could
could threaten
threaten fair
and orderly
markets. These
These
provisions
final with
effective October
17, 2008.
2008. Rule
provisions were
were made
made final
with certain
certain technical
technical changes,
changes, effective
October 17,
Rule 204T,
204T, however,
however, is
is set
set
to
expire
on
July
31,
2009.
to expire on July 31, 2009.

We
SEC may
may consider
consider adopting
adopting actions
actions designed
designedto
toforce
forcecurrently
currently open
open fails-to-deliver
fails-to-deliver to
We anticipate
anticipate that
that the
the SEC
to be
be
closed
within
a
short
time
and
further
inhibit
the
ability
of
persons
to
cause
failures-to-deliver.
At
minimum,
closed within a short time and further inhibit the ability of persons to cause failures-to-deliver. At minimum, we
we
anticipate
that Rule
Rule 204T
204T will
will be
permanent. Former
Former SEC
SEC Chairman
Chairman Harvey
Harvey L.
L. Pitt,
Pitt, currently
currently the
chief
anticipate that
be made
made permanent.
the chief
executive
officer of
LLC, has
that the
the most
mosteffective
effective way
way in
in which
which the
can control
control
executive officer
of Kalorama
Kalorama Partners
Partners LLC,
has stated
stated that
the SEC
SEC can
illegal
illegal naked
naked short
short selling
selling would
would be
be to
to put
put in
in place
place legally
legallyenforceable
enforceable rights
rights to
to require
require sellers
sellers in
in short
short sale
sale
transactions
to deliver
deliver the
securities. Rule
not the
the sellers,
sellers, but
but if
if the
transactions to
the shorted
shorted securities.
Rule 204T
204Tfocuses
focuses on
on the
the clearing
clearing agencies,
agencies, not
the
clearing
agencies
must
close
out
in
T+3,
one
would
expect
greater
diligence
on
the
sell
orders
accepted.
Mr.
Pitt
clearing agencies must close out in T+3, one would expect greater diligence on the sell orders accepted. Mr. Pitt
also
has called
called on
on the
theSEC
SECto
toadopt
adoptregulations
regulationsthat
thateliminate
eliminateany
anyambiguity
ambiguity with
with respect
to the
the illegality
illegality of
also has
respect to
of naked
naked
short
sales. We
will go
short sales.
We do
do not
not anticipate
anticipate that
that the
the SEC
SEC will
gothat
thatfar.
far.The
TheSEC
SEChas
hasstated
stated on
on aa number
number of
of occasions
occasions that
that
not
areillegal,
illegal, only
only those
that are
are abusive.
abusive. As
seller does
does not
not violate
violate the
the antifraud
antifraud
not all
all naked
naked short
short sales
sales are
those that
As long
long as
as a
a seller
provisions
laws, rules
rules or
or regulations,
regulations, naked
naked short
short selling
selling is
is not
not illegal
illegal at
provisions of
of the
the federal
federal securities
securities laws
laws or
or any
any other
other laws,
at
this
time.
While
we
anticipate
SEC
actions
to
address
fails-to-deliver,
we
do
not
anticipate
an
express
prohibition
this time. While we anticipate SEC actions to address fails-to-deliver, we do not anticipate an express prohibition
on
on naked
naked short
short sales.
sales.

Disclosure
Disclosure
On
18, 2008,
2008, the
the SEC
SEC issued
issuedan
anemergency
emergencyorder
orderrequiring
requiringinstitutional
institutional investment
investment managers
with
On September
September 18,
managers with
more
than $100
$100 million
million invested
in “Section
“Section 13(f)”
more than
invested in
13(f)”securities
securities to
to begin
begin reporting
reporting their
their daily
daily short
short positions
positions
promptly.
promptly. Institutional
Institutionalinvestment
investmentmanagers
managerswere
werenot
notrequired
required to
to report
report short
short positions
positions with
withrespect
respect to
to any
any
Section
13(f)
security
if
(i)
the
short
position
in
the
Section
13(f)
security
constituted
less
than
0.25%
of
Section 13(f) security if (i) the short position in the Section 13(f) security constituted less than 0.25% of that
that class
class
of
13(f) securities
and outstanding
outstanding as
as reported
reported on
on the
the issuer’s
issuer’s most
most recent
recent annual
annual or
or
of the
the issuer’s
issuer’s Section
Section 13(f)
securities issued
issued and
quarterly
report,
and
any
current
report
subsequent
thereto,
unless
the
manager
knows
or
has
reason
to
believe
quarterly report, and any current report subsequent thereto, unless the manager knows or has reason to believe
the
information contained
and (ii)
(ii) the
fair market
the information
contained therein
therein is
is inaccurate
inaccurate and
the fair
market value
value of
of the
the short
short position
position in
in the
the Section
Section
(f) security
than $1,000,000.
$1,000,000. On
On October
October 15,
15, 2008,
2008,the
theSEC
SECmade
madethe
thefiling
filingrequirement
requirement“temporarily”
“temporarily”
13
13(f)
security was
was less
less than
final
to file
file aa Form
final by
by adopting
adopting an
an interim
interim final
finaltemporary
temporary rule
rulethat
that required
required institutional
institutionalinvestment
investment managers
managers to
Form
SH
transactions until
until August
August 1,
1, 2009.
2009. The
SH in
in connection
connection with
with short
short sale
sale transactions
The interim
interim rule
ruleprovides
provides certain
certain exemptions.
exemptions.
The
temporary rule
rule did
did not
grandfathering provision;
provision; rather,
it applies
to all
all existing
The temporary
not include
include a
a grandfathering
rather, it
applies to
existing or
or outstanding
outstanding
positions
held
prior
to
the
effective
date
of
the
original
order
(September
22,
2008).
Last,
the
interim
final rule
positions held prior to the effective date of the original order (September 22, 2008). Last, the interim final
rule
modified
the
second
clause
of
the
de
minimis
threshold
to
exempt
the
filing
and
reporting
of
short
sales
modified the second clause of the de minimis threshold to exempt the filing and reporting of short sales or
or aa short
short
position
class of
of Section
Section13(f)
13(f) securities,
securities,other
otherthan
thanoptions,
options,with
with aafair
fair market
market value
value of
of less
less than
than$10
$10million.
million.
position in
in aa class
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We
may consider
adopting actions
that will
will enhance
We anticipate
anticipate that
that the
the SEC
SEC may
consider adopting
actions that
enhance the
the required
required disclosure
disclosure of
of short
short sale
sale
transactions
and
the
maintenance
of
short
positions
by
certain
persons.
The
class
of
persons
subject
to
transactions and the maintenance of short positions by certain persons. The class of persons subject to the
the
regulation
expanded. Considering
regulation may
may be
be expanded.
Considering the
the growing
growing calls
calls for
forthe
theregistration
registrationof
ofhedge
hedge funds
funds and
and related
related
legislative
SEC would
would be
to allow
allow these
disclosure obligations
obligations
legislative efforts
efforts in
inCongress,
Congress, we
we do
do not
not believe
believe that
that the
the SEC
be ready
ready to
these disclosure
to
expire. At
to expire.
Atminimum,
minimum,we
weanticipate
anticipatethat
that the
the temporary
temporary final
final rule
rule will
willbe
bemade
made aa final
final rule.
rule. On
Onthe
theother
other hand,
hand,
we
expect that
that the
theSEC
SECwill
will allow
allow the
we expect
the filers
filers to
to maintain
maintain some
some flexibility
flexibilitywith
withrespect
respecttotothe
thesubstance
substance of
of the
the
disclosure.
with respect
to short
disclosure. While
Whilethe
the market
markethas
has an
an interest
interest in
in greater
greater transparency
transparency with
respect to
short positions
positions and
and short
short
transactions
in
the
market,
the
short
sellers
are
entitled
to
some
confidentiality
with
respect
to
their
short selling
selling
transactions in the market, the short sellers are entitled to some confidentiality with respect to their short
transaction
strategies.
In
fact,
providing
the
market-at-large
free
short
selling
strategies
may
not
be
in
the
transaction strategies. In fact, providing the market-at-large free short selling strategies may not be in the best
best
interests
of the
the public
public markets.
interests of
markets.

Enforcement
Enforcement
We
enforcement initiatives
initiatives will
will represent
SEC’s greatest
greatestefforts
effortsagainst
againstshort
shortselling.
selling. Without
Without
We anticipate
anticipate enforcement
represent the
the SEC’s
strong
in
strong enforcement,
enforcement, regulatory
regulatoryactions
actions have
have little
littlevalue.
value.InIna aspeech
speechby
byChairman
ChairmanSchapiro
Schapiro at
at “The
“TheSEC
SEC Speaks
Speaks in
2009”
held
in
Washington,
D.C.
on
February
6,
2009,
Chairman
Schapiro
made
very
clear
her
intentions
that
2009” held in Washington, D.C. on February 6, 2009, Chairman Schapiro made very clear her intentions that
enforcement
will be
top priority
priority of
watch. Many
enforcement will
be a
a top
ofthe
the SEC
SEC under
under her
her watch.
Manyof
ofthe
thepopular
popular critiques
critiques of
of the
the SEC’s
SEC’s actions
actions
against
abusive
short
selling
focus
on
the
SEC’s
lack
of
enforcement
of
existing
and
newly
adopted
regulations,
not
against abusive short selling focus on the SEC’s lack of enforcement of existing and newly adopted regulations, not
on
the lack
lack of
of necessary
regulations. With
With that
will focus
on the
necessary regulations.
that in
in mind,
mind, we
we anticipate
anticipate that
that the
the SEC
SEC will
focusits
itsresources
resources more
more
on
enforcing existing
abusive short
short selling.
selling.
on enforcing
existing regulations
regulationsrather
rather than
than drafting
draftingaanew
newregulatory
regulatoryscheme
scheme to
to address
address abusive

Other
Regulatory Authorities
Authorities
Other Regulatory
As
above, there
therehave
havebeen
beenactions
actionsagainst
againstshort
shortselling
sellingininother
othercountries.
countries. Most
Most of
of said
actions involve
involve
As discussed
discussed above,
said actions
temporary
short
selling
bans
on
the
securities
of
designated
financial
firms.
In
the
UK,
the
Financial
Services
temporary short selling bans on the securities of designated financial firms. In the UK, the Financial Services
Authority,
temporary ban
ban on
on all
all short
short selling
selling in
in publicly-quoted
publicly-quoted UK
UK financial
Authority, the
the FSA,
FSA, imposed
imposed aa temporary
financial sector
sector
companies,
as well
well as
heightened obligation
obligation to
to disclose
net short
short positions
positions in
of such
such companies.
companies. On
companies, as
as aa heightened
disclose net
in the
the shares
shares of
On
January
5,
2009,
the
FSA
published
a
consultation
paper
proposing
to
lift
the
short-selling
ban
as
January
January 5, 2009, the FSA published a consultation paper proposing to lift the short-selling ban as ofof
January
16,
2009
but to
to extend
the disclosure
disclosure obligation,
obligation, in
slightly relaxed
16,
2009 but
extend the
in aa slightly
relaxed version,
version, until
until June
June 30,
30, 2009.
2009. The
TheFSA
FSAreserved
reserved
the
right
to
reinstate
the
ban
if
it
considers
it
warranted.
The
FSA’s
decision
came
after
heated,
public
the right to reinstate the ban if it considers it warranted. The FSA’s decision came after heated, publicdebate
debate
between
the Liberal
Liberal Democrats
and the
the Torys,
Torys, among
among others.
others. In
FSA stated
that market
market
between the
Democrats and
In its
its announcement,
announcement, the
the FSA
stated that
conditions
less extreme
extreme and,
and, thereof,
thereof, the
the ban
banwas
wasno
nolonger
longerrelevant.
relevant. Opponents
of the
conditions had
had become
become less
Opponents of
the shorting
shorting ban
ban
cited
that questioned
questioned the
the effectiveness
effectivenessof
of the
the ban.
ban. The
The FSA
FSA did
that it
it was
cited studies
studies that
did announce
announce that
was extending
extending the
the
disclosure
obligations because
although itit did
did not
not regard
regard short
short selling
selling in
in itself
short-selling
disclosure obligations
because although
itself to
to be
be abusive,
abusive, certain
certain short-selling
strategies
could
be
employed
in
an
abusive
manner.
The
disclosure
regime
would
mitigate
the
risk
of
price
strategies could be employed in an abusive manner. The disclosure regime would mitigate the risk of price
overshoots
and
disorderly
markets
and
enhance
transparency.
overshoots and disorderly markets and enhance transparency.

Other
countries have
have not
not yet
yet caught
caught up
up to
to the
theUnited
United States
Statesand
andthe
theUK.
UK. Similar
Similar bans
in Belgium,
Other countries
bans in
Belgium, France,
France,
Germany,
Australia and
extendeduntil
until further
further notice
notice or
in March
March
Germany, Australia
and Switzerland
Switzerland have
have been
been extended
or through
through various
various dates
dates in
2009.
originally scheduled
to expire
expire on
onDecember
December31,
31,2008.
2008.InInan
anorder
orderdated
datedDecember
December
2009. Germany’s
Germany’s ban
ban was
was originally
scheduled to
17,
17,
2008,
the German
German ban
ban was
was extended
extendeduntil
until March
March 31,
2008, the
31, 2009.
2009. The
Thestated
stated reason
reason for
for the
the German
German extension
extension was
was that
that
the
extended ban
banwas
wasnecessary
necessarytotoprevent
preventcontinued
continuedmarket
marketmanipulation.
manipulation.By
By that
that time,
time, most
most practitioners
practitioners in
in
the extended
the
U.S.
and
the
UK
had
decided
that
bans
were
no
longer
necessary
to
prevent
market
manipulation.
the U.S. and the UK had decided that bans were no longer necessary to prevent market manipulation.

A
with respect
A recurring
recurring theme
theme discussed
discussed with
respect to
to further
further international
internationalsecurities
securitiesregulations
regulationsisisan
an emphasis
emphasis on
on
disclosure
and delivery
delivery requirements.
disclosure and
requirements. AAshort-selling
short-sellingtask
taskforce
forcechaired
chairedby
bythe
theSecurities
Securities and
and Futures
Futures
Commission
to naked
nakedshort
shortselling,
selling,including
including delivery
delivery
Commission of
of Hong
Hong Kong
Kong is
is concentrating
concentrating on
on regulatory
regulatory approaches
approaches to
requirements
and disclosure
disclosure obligations.
obligations. ItItintends
requirements and
intends to
to minimize
minimizeadverse
adverse impacts
impacts on
on legitimate
legitimate securities
securities lending,
lending,
hedging
other transactions.
hedging and
and other
transactions. The
The Unregulated
Unregulated Financial
FinancialMarkets
Marketsand
andProducts
Products Task
Task Force,
Force, co-chaired
co-chaired by
by the
the
Australian
Securities
and
Investments
Commission
and
the
Autorité
de
Marché
Financiers
of
France,
intends
Australian Securities and Investments Commission and the Autorité de Marché Financiers of France, intends to
to
examine
OTC
examine ways
ways to
to introduce
introduce greater
greater transparency
transparency and
and oversight
oversight to
to unregulated
unregulated market
market segments,
segments, such
such as
as OTC
markets
for derivatives
other structured
structured financial
financial products.
markets for
derivatives and
and other
products. The
TheUnregulated
Unregulated Financial
FinancialEntities
EntitiesTask
Task Force,
Force,
chaired
by the
CONSOB of
chaired by
the CONSOB
of Italy
Italyand
andthe
theFSA,
FSA,intends
intendstotoexamine
examineissues
issues surrounding
surroundingunregulated
unregulated entities
entities such
such as
as
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hedge
funds, including
including the
to mitigate
mitigate risks
with
hedge funds,
the development
development of
of recommended
recommended regulatory
regulatory approaches
approaches to
risks associated
associated with
their
trading
and
traditional
opacity.
their trading and traditional opacity.

Contacts
Contacts
Joseph
R. Magnas
Magnas
Joseph R.
(212)
(212) 336-4170
336-4170
jmagnas@mofo.com
jmagnas@mofo.com

Anna
Pinedo
Anna T.
T. Pinedo
(212)
(212) 468-8179
468-8179
apinedo@mofo.com
apinedo@mofo.com

About
About Morrison
Morrison &
&Foerster
Foerster
With
lawyers in
in 17
offices around
the world,
world, Morrison
With more
more than
than 1000
1000 lawyers
17 offices
around the
Morrison &&Foerster
Foerster offers
offers clients
clients comprehensive,
comprehensive, global
global
legal
in business
businessand
andlitigation.
litigation. The
expertise in
in finance,
finance, life
life
legal services
services in
The firm
firmisisdistinguished
distinguishedby
byits
itsunsurpassed
unsurpassed expertise
sciences,
andtechnology,
technology,its
itslegendary
legendarylitigation
litigation skills,
skills, and
an unrivaled
unrivaled reach
reach across
acrossthe
thePacific
PacificRim,
Rim,particularly
particularly in
in
sciences, and
and an
Japan
andChina.
China. For
For more
more information,
information, visit
Japan and
visit www.mofo.com.
www.mofo.com.
©
© 2009
2009 Morrison
Morrison &&Foerster
Foerster LLP.
LLP. All
Allrights
rights reserved.
reserved.

Because
ofthe
thegenerality
generalityof
ofthis
thisupdate,
update,the
theinformation
information provided
provided herein
herein may
may not
not be
beapplicable
applicable in
in all
all situations
Because of
situations and
and should
should
not
acted upon
upon without
without specific
specific legal
legal advice
advice based
basedon
onparticular
particular situations.
not be
be acted
situations.
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