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SEC Proposed Revisions to Rule 105:  Short Selling in 
Connection with a Public Offering 
On December 6, 2006, the U.S. Securities and Exchange Commission (“SEC”) published 

proposed changes to Rule 105,1 which prohibits certain short selling activity in connection 

with follow-on and secondary public offerings.2 

I. Introduction 
Rule 105 (the “Rule) forms part of Regulation M under 

the Securities Exchange Act of 1934, as amended (the 

“Exchange Act”).  In general, the purpose of Regulation M 

is to prevent market manipulation and to ensure the 

pricing integrity of securities distributed in public 

offerings.3  Currently, the Rule prohibits the covering of a 

short sale with securities acquired in a firm commitment 

offering, if the short sale occurred within the period 

commencing either (i) five business days prior to pricing, 

or (ii) upon the filing of a registration statement or 

notification on SEC Form 1-A, and ending with pricing 

(the “Restricted Period”).  The proposed revisions would 

eliminate the term “cover” and replace it with a prohibition 

against purchasing in an offering the security that was the 

subject of the short sale during the Restricted Period.   

II. Background 
2.1. General effect of short selling prior to a 

public offering 
The SEC has long been concerned about the inefficiency 

of offering pricing that may result from short selling 

activity prior to a public offering.4  The pricing of 

securities for follow-on and secondary offerings is 

generally based upon, among other things, the then 

current market value of the security, and is generally set 

at a discount to such prevailing price.  Consequently, 

parties expecting to receive an allotment of securities in 

the follow-on or secondary offering may seek to capture 

the difference between the current market price and the 

discounted offering price without market risk by selling 

securities short at the current market value, and using 

securities acquired in the offering to cover that short sale.  

However, such short selling prior to the pricing of the 

securities for the offering can cause a decline in the 

market price on which the offering price will be based. 

The SEC recognizes that short selling premised on the 

view that the security is overvalued may lead to a useful 

market correction, but also states its belief that short 

selling with the intention of covering the sale with 

securities purchased in an offering, thereby locking in 

a profit, may act as an artificial depressant on the 

security’s market value.5 

2.2. Recent strategies employed to evade the intent 
of the Rule 

The SEC has taken several enforcement actions against 

parties attempting to avoid the prohibitions of the Rule, 

and interpretive guidance related thereto, by utilizing 

methods aimed at avoiding application of the Rule or 

disguising the “covering” aspect, as provided in the 

current text of the Rule, of their activity.  Some of the 

prohibited strategies recognized in recent enforcement 

actions include: 

 Post-offering sales and contemporaneous, or nearly 

contemporaneous, purchases of the same security.6 
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 Using post-offering limit orders to sell and purchase 

the security at the same price and quantity.7 

 Maintaining a short position created during the 

Restricted Period while simultaneously maintaining 

a long position in the security with shares acquired 

in the offering, and thereafter requesting a prime 

broker to make offsetting journal entries to cancel 

out the positions.8 

 The use of an intermediary to acquire the shares in 

the public offering to cover the short sale of another 

person during the Restricted Period. 

 The use of a “married put” to give the appearance of 

a long sale during the Restricted Period, when the 

sale was in fact a short sale.9 

III. Proposed Revision 
In light of the numerous enforcement actions that the 

SEC has brought against parties for efforts to conceal 

activities prohibited by the Rule,10 the SEC has sought to 

expand the scope of the Rule.  In doing so, the SEC seeks 

to eliminate the current case-by-case approach to addressing 

possible violations in favor of a bright-line rule, thereby 

providing more certainty to the marketplace.  The SEC 

has, accordingly, proposed to replace the “covering” 

component of the current Rule as follows: 

Current Text: 

[I]t shall be unlawful for any person to cover a short 

sale with offered securities purchased from an 

underwriter or broker or dealer participating in the 

offering, if such short sale occurred during the 

[Restricted Period]. 

Proposed Text: 

[I]t shall be unlawful for any person to effect a short 

sale and then purchase, including enter into a 

contract of sale for, the security in the offering if 

that person effected such short sale in the offered 

security [within the Restricted Period].11 

The restriction the SEC proposes does not serve as a 

complete ban on either the covering of a short sale with 

securities purchased in an offering, or short sales within 

the Restricted Period.  Rather a short sale may occur prior 

to the Restricted Period and be covered with securities 

purchased in the offering, and short sales within the 

Restricted Period are permissible provided the seller does 

not purchase in the offering.  Note, however, that the 

proposed revisions do not provide an exception for 

purchases in an offering by parties that sell short within the 

Restricted Period and cover the short sale prior to pricing.  

The SEC acknowledges in the Proposing Release that the 

Rule does not apply to derivatives, but explains that the 

use of derivatives as a component of trading strategies to 

circumvent the Rule is prohibited by Section 20(b) of the 

Exchange Act.  Notwithstanding this, the SEC in the 

Proposing Release seeks comment on whether limiting 

the use of derivatives should be included as a part of a 

regulatory scheme.  

IV. Conclusion  
Having encountered a number of marketplace actions 

that it believes to be attempts to conceal violations or 

evade the intent of the Rule, the SEC has proposed to 

expand the scope of the Rule to encompass not only 

“covering” purchases but any purchase of securities in 

an offering where the same securities were sold short 

during the Restricted Period.  In doing such, the SEC 

is attempting to provide better guidelines relating to 

the permissibility of certain short sales close in time 

to a follow-on or secondary offering.   

In addition to proposing the expansion discussed herein, 

the SEC has left open several issues, including whether a 

party should be permitted to purchase in an offering 

where a  short sale made during the Restricted Period was 

closed-out prior to pricing, whether the restricted period 

should be expanded (or contracted) and whether the 

definition of “short sale” should be revised to further the 

goals of the proposal.
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1. See Short Selling in Connection with a Public Offering, SEC Exchange Act Release No. 54,888 (Dec. 6, 2006), 71 Fed. Reg. 75,002 
(Dec. 13, 2006) (the “Proposing Release”). 

2. For more information on the regulation of short sales, please see “SEC Regulation SHO Takes Effect, Implementing a Mixed Bag of 
Changes to Short Sale Rules”, which is available at http://www.shearman.com/cm_0305. 

3. For more information on Regulation M, and on recent guidance issued by the SEC under Regulation M, please see “SEC Issues 
Guidance on Regulation M and IPO Allocations”, which is available at http://www.shearman.com/cm_041405. 

4. See, e.g., Exchange Act Release No. 9,824 (Oct. 25, 1972), 37 Fed. Reg. 22,796 (Oct. 25, 1972) (noting the “substantial adverse 
impact” on market pricing of securities where short selling occurred prior to the offering). 

5. See Proposing Release at 6-7.  
6. See Proposing Release at 9. 
7. Proposing Release at 10. 
8. Proposing Release at 11. 
9. Proposing Release at 12.  See Commission Guidance on Rule 3b-3 and Married Put Transactions, SEC Exchange Act Release No. 

48,795 (Nov. 17, 2003), 68 Fed. Reg. 65,820 (Nov. 21, 2003) (discussing the use of married puts to circumvent the application of Rule 
105). 

10. See, e.g., SEC v. Galleon Management, L.P., Litigation Release No. 19,228 (May 19, 2005); Oaktree Capital Management LLC, SEC 
Exchange Act Release No. 51,709 (May 19, 2005). 

11. Proposing Release at 35. 

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.   
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