
 

Asset Management, Financial Institutions Advisory  |  July 21, 2008 

Update: Emergency SEC Order Places Temporary Additional 
Restrictions on the Short Sale of Certain Financial Institution 
Securities—SEC amendment and guidance provide additional 
information for market participants 
 
I. Introduction 
On July 15, 2008, the U.S. Securities and Exchange 

Commission (the “SEC”) issued an emergency order 

(the “Order”) concerning short sales1 of the securities 

of certain large financial institutions.2  On July 18, 

2008, following discussion with industry and other 

groups, the SEC issued an amendment to the Order 

(the “Amendment”).3  Also on July 18, 2008, SEC 

Staff issued interpretive guidance relating to the 

Order and the Amendment.4 

 
 

 

 

1 For more information regarding regulation of short sales, please see “Short 
Sales: SEC Adopts Amendments to Rule 105 of Regulation M, Including 
Important Exceptions For Purchasers” (October 2007), available at 
http://www.shearman.com/cm103007/, and see also “SEC Regulation SHO 
Takes Effect, Implementing a Mixed Bag of Changes to Short Sale Rules” 
(March 2005), available at http://www.shearman.com/cm_0305/. 

2 See SEC Release 34-58166, “Emergency Order Pursuant to Section 12(k)(2) 
of the Securities Exchange Act of 1934 Taking Temporary Action to Respond 
to Market Developments” (July 15, 2008). A copy of the Order is available on 
the SEC’s Internet website at http://www.sec.gov/rules/other/2008/34-
58166.pdf. 

3  See SEC Release 34-59190, “Amendment to Emergency Order Pursuant to 
Section 12(K)(2) of the Securities Exchange Act of 1934 Taking Temporary 
Action to Respond to Market Developments” (July 18, 2008).  A copy of the 
Amendment is available on the SEC’s Internet website at 
http://www.sec.gov/rules/other/2008/34-58190.pdf. 

4  See “Division of Trading and Markets: Guidance Regarding the Commission's 
Emergency Order Concerning Short Selling” (July 18, 2008) (the “Guidance”), 
available at 
http://www.sec.gov/divisions/marketreg/emordershortsalesfaq.htm. 

Unlike current requirements with respect to all securities 

(which remain the rule regarding all securities other 

than those specified), the Order requires any person 

effecting a short sale in the specified securities to have 

borrowed, or to have arranged to borrow, the security 

prior to entering into the short sale, or otherwise have 

the security available to borrow in its inventory before 

effecting the short sale, and to deliver the security on 

settlement date.5  The Order will affect short sales in 

these securities executed between July 21, 2008 and 

July 29, 2008, unless further extended by the SEC for a 

period not to exceed 30 calendar days in total duration. 

The Amendment and the Guidance generally respond to 

industry comments and questions relating to the 

operation of the Order.  The Order and the Amendment 

are summarized in sequence below.  Elements of the 

Guidance are summarized as they relate to the Order 

and the Amendment. 

 
5 Very generally speaking, short sales are sales of securities that are not owned 

by the seller at the time of the sale.  The seller settles the sale with borrowed 
securities, and returns the securities to the lender at a later date, presumably 
acquiring such securities (at a lower price) in the open market.  Under the 
SEC’s Regulation SHO, broker-dealers effecting short sales have certain 
obligations to “locate” securities that are available to be borrowed in 
connection with the settlement of the short sale.  
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II. The Order 
The Order itself states: 

“pursuant to [SEC authority], in connection with 

transactions in the publicly traded securities of substantial 

financial firms, which entities are identified [in Appendix A 

to the Order], no person may effect a short sale6 in 

these securities using the means or instrumentalities 

of interstate commerce unless such person or its agent 

has borrowed or arranged to borrow the security or 

otherwise has the security available to borrow in its 

inventory prior to effecting such short sale and 

delivers the security on settlement date.7”  (Footnotes 

appear in the original text of the Order.) 

In response to recent market activity, the SEC issued 

the Order “to enhance investor protections against 

‘naked’ short selling” in the following securities:8 

 

 

 

 

 

 

 

 
6 The footnote in the Order reads: “The definition of “short sale” shall be the 

same definition used in Rule 200(a) of Regulation SHO and the requirements 
for marking orders “long” or “short” shall be the same as provided in 
Regulations SHO.” 

7 The footnote in the Order reads:  “Short sales to be effected as a result of a 
put options exercise are subject to this Order.  In addition, we note that short 
sales used to hedge would also be subject to this Order.”  In this regard, the 
Guidance states: “any person that sells a security short pursuant to the 
exercise of a put option (including automatic exercises), where the exercise is 
not in connection with hedging activities by an options market maker, must 
comply with all the requirements of the Order. The exercise of a put option in a 
market maker account is exempt from the borrow or arrangement-to-borrow 
requirement but not from the delivery requirement. A person will not have 
violated the Order if it sells short pursuant to the assignment of a call option 
and does not borrow or arrange to borrow the security prior to effecting such 
short sale. Such person, however, must deliver the security by settlement 
date.” 

8 Press Release, “SEC Enhances Investor Protections Against Naked 
Short Selling”, Rel. 2008-143, available at 
http://www.sec.gov/news/press/2008/2008-143.htm.  The Guidance specifies 
that “The Order applies to the publicly traded securities traded under the ticker 
symbols listed in Appendix A to the Order.” 

Company Ticker Symbol(s)  
BNP Paribas Securities Corp.  BNPQF or BNPQY  
Bank of America Corporation  BAC  
Barclays PLC  BCS  
Citigroup Inc.  C  
Credit Suisse Group  CS  
Daiwa Securities Group Inc.  DSECY  
Deutsche Bank Group AG  DB  
Allianz SE  AZ  
Goldman, Sachs Group Inc  GS  
Royal Bank ADS  RBS  
HSBC Holdings PLC ADS  HBC and HSI  
J. P. Morgan Chase & Co.  JPM  
Lehman Brothers Holdings Inc.  LEH  
Merrill Lynch & Co., Inc.  MER  
Mizuho Financial Group, Inc.  MFG  
Morgan Stanley  MS  
UBS AG  UBS  
Freddie Mac  FRE  
Fannie Mae  FNM  

III. Comparison with Regulation SHO 
“Locate” Requirement; application to 
international transactions 

Rule 203(b)(1) of Regulation SHO requires a broker, 

prior to effecting a short sale, (a) to have borrowed or 

entered into an agreement to borrow the security; or (b) 

to have reasonable grounds to believe that the security 

can be borrowed so that it can be delivered on the date 

delivery is due.  Regulation SHO remains in effect with 

respect to securities other than those specifically 

enumerated in the Order. 

Under the Order, which stands separate from Regulation 

SHO, the “locate” obligation described above is changed 

with respect to the enumerated securities in two key ways: 

1. The Order places a selling restriction on any person, 

rather than limiting the scope of the obligation to 

brokers effecting short sales. 

2. Under the Order, it is insufficient to effect a short sale 

on the basis of a reasonable belief that the security can 

be borrowed, and thus requires that the securities 

being sold have been borrowed, or arranged to be 
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borrowed, prior to being sold short.9  The Guidance 

does, however, specify that a person effecting a short 

sale may rely on the representation of a customer that 

such customer has borrowed or arranged to borrow the 

security being sold.  However, the person effecting the 

short sale on the basis of such a representation must 

have reasonable grounds to believe that the customer 

has actually borrowed or arranged to borrow the 

security. 

The Order restricts sales of the securities of large 

international financial institutions.  In many cases, these 

securities trade on markets outside the United States.  

In this regard, the Guidance reminds market 

participants that the Order provides that no person may 

effect a short sale in the enumerated securities using the 

means or instrumentalities of interstate commerce 

unless such person has complied with the requirements 

of the Order.  

Accordingly, the Order applies short selling activity in 

the enumerated securities if the trade is agreed to in the 

United States, even if the trade is effected on a non-U.S. 

market.  The Guidance also reminds market participants 

that “the Order applies to any short sale transaction 

involving a customer located in the United States and to 

any broker-dealer (regardless of whether the broker-

dealer is registered with the Commission or relying on 

an exemption from registration) using the means or 

instrumentalities of interstate commerce in the United 

States” (emphasis added) to effect the applicable short 

sale.  Accordingly, non-U.S. broker-dealers conducting 

business with U.S. institutional investors pursuant to 

the exception from U.S. broker-dealer registration found 

at Rule 15a-6 are not similarly exempt from the 

operation of the Order. 

 
9  Under the Guidance, SEC Staff states: “An arrangement to borrow requires 

more than a reasonable grounds to believe that the security can be borrowed. 
An arrangement to borrow means a bona fide agreement to borrow the 
security such that the security being borrowed is set aside at the time of the 
arrangement solely for the person requesting the security.”  

IV. The Amendment 
The Amendment provides for the following: 

 

1. Exception for bona fide market makers.   Registered 

market makers, block positioners, or other market 

makers obligated to quote in the over-the-counter 

market (the “Exempted Entities”) are excepted from 

the Order’s requirement that no short sale may be 

effected unless such person has borrowed or arranged 

to borrow the security, provided that such Exempted 

Entities are selling short as part of bona fide market 

making and hedging activities, and provided further 

that the short sales are “related directly” to bona fide 

market making in: the enumerated securities; (b) 

derivative securities based on the enumerated 

securities, including standardized options; and (c) 

exchange traded funds of which the enumerated 

securities are a component. 

2. Documentation of the “borrow or arrange to borrow” 

requirement may follow that used for Regulation 

SHO.  As noted at Section III above, Regulation SHO 

currently requires broker-dealers to identify the source 

of borrowed securities.  The Amendment clarifies that 

a broker-dealer may follow the same processes and 

procedures to document compliance with the Order as 

are currently used for compliance with Regulation 

SHO, provided such processes and procedures would 

comply with Rule 203(b)(1) of Regulation SHO. 

3. Exemption for sales pursuant to SEC Rule 144.  Under 

the Amendment, the Order does not apply to any 

person that effects a short sale pursuant to Rule 144 of 

the Securities Act of 1933 in one of the enumerated 

securities.  The requirements of Regulation SHO do, 

however, continue to apply to such sales. 

4. Exemption for syndicate short sales.  Pursuant to the 

Amendment, the Order does not apply with regard to 

any sale by an underwriter, or any member of a 

syndicate or group participating in the distribution of 
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one of the enumerated securities, in connection with 

an over-allotment of securities.10 

V.  Conclusion 
The broad scope of the Order demonstrates the SEC’s 

concern with financial institution stability and market 

volatility, and follows other actions of the SEC seeking to 

 
10  In addition, pursuant to the Amendment, the Order will not apply to any “lay-off 

sale” by an underwriter or syndicate member in connection with a distribution 
of any of the enumerated securities through a rights or a standby underwriting 
commitment.  Finally, the Order will not apply with respect to a net syndicate 
short position created in connection with a distribution of an enumerated 
security that is part of a fail to deliver position at a registered clearing agency if 
action is taken to close out the net syndicate short position no later than the 
30th day after commencement of sales in the distribution. 

curb “naked” short selling.11  Though the Amendment 

and the Guidance have answered many of the 

immediately arising interpretive questions, additional 

questions are bound to arise in respect of the 

implementation of the Order, and market participants 

will need to be particularly careful when seeking to 

effect a short sale in any of the enumerated securities. 

 
11 For example, see SEC Release No. 34-57511, “‘Naked’ Short Selling Anti-

Fraud Rule” (March 17, 2008).  SEC Releases are available at the SEC’s 
Internet website, www.sec.gov. 

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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