
 

  1 

SEC Issues Emergency Orders Imposing Short 
Sale Restrictions and Temporary Ban on Short 
Sales of Designated Financial Companies  

BY MICHAEL L. ZUPPONE  

On September 17 and 19, the Securities and 
Exchange Commission (“SEC”) in an 
unprecedented exercise of agency authority 
invoked its emergency powers under Section 
12(k)(2) of the Securities Exchange Act of 
1934, as amended (the “Exchange Act”), and 
issued a series of orders to combat 
“unnecessary or artificial price movements 
based on unfounded rumors regarding the 
stability of financial institutions and other 
issuers exacerbated by ‘naked’ short selling.”1 
The orders implement a short sale trading 
prohibition, impose a short sale disclosure 
requirement on institutional money managers, 
strengthen clearance and settlement delivery 
requirements and adopt an anti-fraud rule that 
proscribes deceptive conduct in connection 
with a seller’s intention or ability to settle its 
sell orders.2 A short sale for purposes of the 
orders is as defined in Rule 200(c) of 
regulation SHO, a sale of a security which the 
seller does not own (i.e. in which he does not 
have a net long position) or is settled with 
borrowed securities.  

Short Sale Ban 

The orders temporarily prohibit any person 
from effecting a short sale in the publicly 
traded common equity securities of 799 
specified banks, insurance companies and 

securities firms until October 2, 2008, unless 
extended. The SEC took similar action over the 
summer imposing a 10 business day short sale 
ban on the stocks of 19 large financial services 
companies, which was ultimately extended for 
an additional 10 business day period. Under 
Exchange Act Section 12(k)(2), the SEC may 
only continue in effect such orders for a 
maximum of 30 calendar days.  

Subsequently, on September 21, the SEC 
issued an amended order delegating to the 
national securities exchanges the authority to 
add to the SEC’s original list additional 
companies operating prescribed financial 
services businesses.3 As of September 23, the 
NYSE added an additional 40 companies and 
we expect more companies to be added as 
eligible companies with concerns over short 
sale interest in their stocks make requests to 
be added to the list. The SEC also authorized 
the national securities exchanges to exclude 
companies that elect not to be covered by the 
prohibition on short sales. 

The SEC’s orders, as amended, provide for 
limited exceptions extending for the duration of 
the order that permit short sales resulting from 
the automatic exercise or assignment of equity 
options or settlement of futures contracts and 
certain short sales activities of bona fide 
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exchange and over-the-counter market 
makers. The market maker exception permits 
short sales by market makers that are part of 
a bona fide market making and hedging 
activity related directly to bona fide market 
making in derivatives on the publicly trade 
securities of covered companies or in exchange 
traded funds and exchange traded notes of 
which covered securities are a component; 
however, with respect to positions in a 
derivative security based on a covered security 
established after 12:01 a.m. E.D.T on 
September 22, 2008, a market maker may not 
effect a short sale in the covered security if the 
market maker knows that the customer’s or 
counterparty’s transaction will result in the 
customer or counterparty establishing or 
increasing an economic net short position (i.e., 
through actual positions, derivatives, or 
otherwise) in the issued shares of the covered 
company. Market makers who intend to rely on 
the forgoing exception are required as soon as 
operationally practicable to publicly disclose on 
their firm’s web site this net short position 
limitation. 

Concerns have been raised that covered 
companies will be constrained in their ability to 
raise capital if they plan to launch offerings 
during the life of the short sale ban order. As 
amended, the orders allow market makers 
(including over-the-counter market makers) to 
effect short sales as part of bona fide market 
making and hedging activities related directly 
to bona fide market making in derivatives on 
the publicly traded securities of the covered 
companies. This will permit hedge funds and 
other investors holding convertible debt and 
equity securities, warrants, and other equity 
and equity-linked securities issued by covered 
companies to hedge their positions by entering 
into over-the-counter cash settled equity 
swaps with market makers, who in reliance on 
the forgoing market making exception will in 
turn be allowed to sell short the underlying 
shares. This exception should also help 
alleviate concern among some holders of 
equity derivative contracts that their 

transactions would terminate as a result of the 
counterparties inability to hedge or an increase 
in the cost of hedging by the counterparty.4 

New Short Sale Disclosure Obligation for 
Institutional Investment Managers  

Pursuant to the SEC’s orders, institutional 
investment managers that exercise investment 
discretion with respect to accounts holding 
Section 13(f) registered securities5 having an 
aggregate fair market value of at least $100 
million must now publicly disclose their 
holdings on new Form SH, which must be filed 
using the SEC’s electronic Edgar system. With 
certain exceptions, investment managers must 
disclose the number and value of securities 
sold short for each Section 13(f) security. 
Disclosure is not required if the short position 
constitutes less than one-quarter of one per 
cent of the class of the issuer’s issued and 
outstanding securities and the fair market 
value of the short position is less than $1 
million. Disclosure is required on the first 
business day of every calendar week 
immediately following a week in which the 
manager effected short sales. Under the 
orders, as amended, the due date for the first 
Form SH filings is September 29, 2008, by 
5:30 p.m. E.D.T, but when filed the filings will 
be non-public for a period that runs until two 
weeks after the due date, whereupon the SEC 
will make the filings available to the public on 
the Edgar system. 

Strengthened Delivery Requirements 

The orders also strengthen delivery 
requirements applicable to sales of equity 
securities. Rule 240T penalizes fails to deliver. 
Under the new rule, a participant of a 
registered clearing agency that has a fail to 
deliver position in any equity security must by 
no later than the beginning of regular trading 
hours on the settlement day following the 
settlement date, immediately close out the fail 
to deliver position by borrowing or purchasing 
securities of like kind and quantity, subject to 
an exception for a long sale where the close 
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out requirement is extended until the third day 
following the settlement date and one for a 
Rule 144 sale where the close out requirement 
is extended until the 36th day following the 
settlement date. Significantly, Rule 240T 
provides that a participant with a fail to deliver 
position may not accept a short sale order 
from a customer or for its own account without 
first borrowing the security, or entering into a 
bona-fide arrangement to borrow the security, 
until the participant closes out the fail to 
deliver position by buying in the securities of 
like kind and quantity and the buy in trade has 
cleared and settled at a registered clearing 
agency. This will incentivize executing broker-
dealers to be vigilant in buying in securities 
when customers fail to deliver the securities for 
settlement of their short sales. 

New Share Delivery Anti-Fraud Rule 

The SEC also adopted a new anti-fraud rule 
aimed at deceptive conduct in connection with 
the delivery of shares to settle sell orders. New 
Rule 10b-21 takes aim directly at so called 
“naked” short selling transactions. The new 
rule simply states that it shall constitute a 
“manipulative or deceptive device or 
contrivance” as used in Section 10(b) of the 
Exchange Act for any person (e.g. a customer 
or a broker-dealer acting for its own account) 
to submit an order to sell an equity security if 
such person deceives a broker or dealer, a 

participant of a registered clearing agency, or a 
purchaser about its intention or ability to 
deliver the security on or before the settlement 
date, and such person fails to deliver the 
security on or before the settlement date.  

The rule provides new enforcement tool for the 
SEC to combat naked short selling and broker-
dealers need to be concerned about red flags, 
raising concerns as to a customer’s ability to 
borrow or risk SEC allegations of aiding and 
abetting a customer’s fraud. 

Potential Congressional Action 

With all the controversy surrounding short 
sales, which have become a campaign issue in 
the current presidential election, Congress also 
seems poised to act. Proposed legislation 
would order the SEC to reinstate the “uptick 
rule.”6 For nearly 70 years, Rule 10a-1 
required that all short sales were executed at a 
price that was higher than the price of the 
previous trade. By mandating that short sale 
orders are priced above the current bid, the 
order is filled on an uptick. The provision was 
designed to prevent short sellers from 
cornering the market and adding additional 
downward momentum on the stock price. After 
years of granting requests for relief from the 
uptick requirement, the SEC eliminated the 
rule in July 2007. The legislation would require 
the SEC to reinstate the rule within 90 days. 
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Michael L. Zuppone is the chair of the firm’s Securities and Capital Markets practice group.  If you 
have any questions concerning these developing issues, please do not hesitate to contact any of the 
following Securities and Capital Markets lawyers: 

 

Atlanta 
Elizabeth H. Noe 
404-815-2287 
elizabethnoe@paulhastings.com 

Hong Kong 
Neil Torpey 
852-2867-9902 
neiltorpey@paulhastings.com 

Joseph A. Sevack 
852-2867-9920 
josephsevack@paulhastings.com 

Los Angeles 
Robert R. Carlson 
213-683-6220 
robcarlson@paulhastings.com 

Robert A. Miller, Jr. 
213-683-6254 
robertmiller@paulhastings.com 

New York 
Esteban A. Ferrer 
212-318-6444 
steveferrer@paulhastings.com 

Jeffrey J. Pellegrino 
212-318-6932 
jeffreypellegrino@paulhastings.com 

Keith D. Pisani 
212-318-6058 
keithpisani@paulhastings.com 

Vince Pisano 
212-318-6490 
vincepisano@paulhastings.com 

Scott R. Saks 
212-318-6311 
scottsaks@paulhastings.com 

William F. Schwitter 
212-318-6400 
williamschwitter@paulhastings.com 
 
Michael L. Zuppone 
212-318-6906 
michaelzuppone@paulhastings.com 

Orange County 
Stephen D. Cooke 
714-668-6264 
stephencooke@paulhastings.com 

John F. Della Grotta 
714-668-6210 
johndellagrotta@paulhastings.com 

Palo Alto 
Robert A. Claassen 
650-320-1884 
robertclaassen@paulhastings.com 

Paris 
Joel M. Simon 
33-1-42-99-04-45 
joelsimon@paulhastings.com 

San Francisco 
Jeffrey T. Hartlin 
858-720-2696 
jeffhartlin@paulhastings.com 

Thomas R. Pollock 
415-856-7047 
thomaspollock@paulhastings.com 

Gregg F. Vignos 
415-856-7210 
greggvignos@paulhastings.com 

San Diego 
Leigh P. Ryan 
858-720-2506 
leighryan@paulhastings.com 

Tokyo 
Kenju Watanabe 
81-3-6229-6003 
kenjuwatanabe@paulhastings.com 
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1 SEC Release No. 34-58592 (September 18, 2008) (temporarily prohibiting short selling in certain financial firms); SEC 
Release No. 58591 (September 18, 2008) (requiring disclosure of short positions); SEC Release No. 34-58588 (September 
18, 2008) (temporarily suspending the timing and volume conditions in the safe harbor for issuer repurchases); SEC 
Release No. 34-58572 (September 18, 2008) (imposing enhanced delivery requirements on sales of all equity securities 
and enacting Rule 10b-21, a naked short selling antifraud rule). 

2 For a discussion of similar regulatory action taken by the U.K. Financial Services Authority, see our client alert "UK 
Prohibition on the Short Selling of Financial Stocks." For a description of the NY Attorney General and SEC investigations 
into naked short selling, see our client alert, “NYAG and SEC Announce Wide-Ranging Market Manipulation Probes; SEC 
Adopts New Rules to Combat Abusive Short Selling.” 

3 SEC Release No. 34-58611 (September 21, 2008) (modifying short sale prohibition). 

4 For a description of hedging activities involving equity swaps and short sales in connection with convertible offerings, see 
our client alert “Issuer Stock Borrow Facilities”. 

5 See Exchange Act Rule 13f-1(c). 

6 See H.R. 6517, To require the Securities and Exchange Commission to reinstate the uptick rule on short sales of 
securities, introduced July 16, 2008. 
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