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the Specified Securities are a component.  However, the requirement imposed by the Order that the 
Specified Securities be delivered by settlement date is still fully applicable to each of these categories of 
persons. 

2. An “arrangement to borrow” means a bona fide agreement to borrow the security whereby the 
security being borrowed is set aside at the time of the arrangement solely for the person requesting the 
security. 

3. A broker effecting a short sale for a customer in a Specified Security can rely upon an assurance 
from the customer that the customer has borrowed or arranged to borrow the security from another 
identified source, provided the broker (i) documents that it is relying on the customer's assurance and 
(ii) has reasonable grounds to believe that the customer has borrowed or arranged to borrow the 
security. 

4. While a broker is required by the Order to document compliance with the borrow and 
arrangement-to-borrow requirement of the Order, it may use the same processes and procedures to 
document compliance with the Order as used for compliance with the “locate” requirements of 
Regulation SHO. 

5. If a person has borrowed or arranged to borrow a Specified Security prior to effecting a short sale 
in that security, the borrow or arrangement-to-borrow may be reapplied by that person’s broker for 
short sales following a buy-to-cover trade in that same security on the same trading day. 

6. The Order applies to any short sale transaction in a Specified Security if the short sale is agreed to 
in the United States, even if the trade is booked overseas.  The Order also applies to any short sale of a 
Specified Security involving a customer located in the United States as well as any broker-dealer who 
uses any means or instrumentalities of interstate commerce in the United States to effect short sales in a 
Specified Security. 

7. The Order does not apply to short sales effected pursuant to (i) Rule 144 of the Securities Act of 
1933 or (ii) underwriters or members of a syndicate or group participating in distributions of the relevant 
securities in connection with an over-allotment of securities, or any lay-off sale through a rights or a 
standby underwriting commitment. 

 Analysis and Remaining Issues 

The Order, as amended, represents a fairly remarkable and dramatic intervention by the SEC into the 
operation and functioning of the US equity markets.  It is curious that only 19 financial firms were 
selected for this protection, and it remains to be seen how the Order or a future rule may expand the 
coverage of this emergency action.  In this regard, we understand that certain banking and other 
financial industry groups are pushing to have the list of financial firms covered by the Order expanded 
to include regional banks and other financial firms beyond the 19 firms dubbed “substantial financial 
firms” by the SEC in the Order.  We note further that the SEC is still in discussions with industry 
groups and market participants and may amend the operative provisions of the Order further or provide 
additional relief.  In addition, we note that the SEC in the FAQs explains how anyone can comment on 
“any potential rulemaking the Commission may undertake to expand the duration of the naked short 
sale protections or the number of companies covered.”  We see this as indicative of the SEC’s future 
intentions to adopt an emergency rule covering all publicly traded equities in the United States. 

The Order also represents a stark change of regulatory position with respect to who is directly liable for 
the locate/borrowing requirements associated with short selling.  Unlike Regulation SHO, which 
imposes the locate or borrow requirement only on brokers or dealers effecting short sales, the Order’s 
requirement to borrow or arrange to borrow applies to any person who shorts a Specified Security, 
meaning that hedge funds, mutual funds, banks, and other investors who short those securities are now 
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subject to direct enforcement action with respect to the borrowing requirements (we note that these 
persons were always directly liable for manipulative or fraudulent short selling practices, such as 
misleading their brokers regarding the sources of a locate or whether they were long a security).  Of 
course, customers can still rely on brokers to borrow or arrange to borrow Specified Securities when 
placing short sale orders with their brokers, but it seems likely that brokers are now going to demand 
that customers who short Specified Securities (based on the customer’s own borrow or arrangement-to-
borrow) provide brokers with some kind of written or electronic evidence or other strong basis to 
believe that the customer has in fact borrowed or arranged to borrow the securities.  Despite assurances 
in today’s amendments that brokers can rely upon the same processes and procedures for documenting 
“locates” under the Order as for Regulation SHO, it remains to be seen if the Order will result in 
recordkeeping and documentation battles between brokers and customers, particularly given the current 
regulatory environment where short selling activities are in the direct line of regulatory fire.  At a 
minimum, the safest course appears for both short sellers and their brokers to document all sources of 
borrows and arrangements to borrow Specified Securities. 

Further, although the FAQs make it clear that shares must by “set aside” for the “sole” use of a 
borrower for such borrower to be deemed to have “arranged to borrow” the security in compliance with 
the Order, there is still room for interpretation as to what exactly constitutes a “set aside,” or even an 
“arrangement-to-borrow” for that matter.  In this regard, we note that traditional “pay-for-hold” 
arrangements entered into between borrowers and lending agents may not be sufficient unless such 
arrangements also include some type of express set aside condition or term pursuant to which the 
securities held for the borrower cannot be lent out to other customers of the lending agent.  The Order 
raises other difficult practical, accounting and recordkeeping issues for borrowers and lending agents, 
such as the form these arrangements must take, whether segregation or “blocking” of securities is 
required, and how revenue and rebates are to be allocated amongst the parties.  Of additional concern is 
that, without more specific guidance regarding what exactly constitutes a “set aside,” a borrower has no 
assurance that a particular arrangement will not be retroactively deemed by the SEC to not constitute an 
adequate arrangement-to-borrow if a lender recalls the loaned securities (which is normally the right of 
the lender under traditional securities lending agreements) and the borrower fails to deliver on a short 
sale because shares that were arranged to be borrowed are no longer available to the borrower for 
delivery on settlement date.  We believe that a valid “pay-for-hold” arrangement whereby a borrower 
pays a fee for the lender to hold or “set aside” shares should be sufficient, even if the lender recalls the 
lent securities before the borrower requests them under the agreement.  This needs to be addressed by 
the SEC, however. 

In addition to these open issues and concerns, we expect that our clients may have other questions or 
considerations that have not yet been addressed.  If you have any questions, comments or concerns 
regarding the Order or any matters discussed in this Alert, you can contact the author, Sean P. O’Malley 
at 212-813-8831 or any other member of Goodwin Procter’s Financial Services or Investment 
Management practice groups.  We are also happy to assist any of our clients who want to submit formal 
comments to the SEC regarding the Order or the possibility of an expanded rule. 

---------------------------------------------------------------------------------------- 
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The list of financial firms whose stocks are covered by the Order are: 

Financial Services Firm  Ticker Symbol  
BNP Paribas Securities Corp.  BNPQF or BNPNY  
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  

 

 Related Materials 
 
Links to the original Order, the amended Order and the FAQs can be found at: 
 
Original Order (http://www.sec.gov/rules/other/2008/34-58166.pdf) 
Amended Order ( http://www.sec.gov/rules/other/2008/34-58190.pdf) 
FAQs ( http://www.sec.gov/divisions/marketreg/emordershortsalesfaq.htm) 

Goodwin Procter LLP 
Financial Services 
Partners and Counsel  

Lynne B. Barr  
Gary A. Beller 
Kay E. Bondehagen  
Raymond P. Boulanger  
Agnes Bundy Scanlan 
Margaret B. Crockett  
Anna E. Dodson 
Eric R. Fischer  
Elizabeth Shea Fries  
Jackson B.R. Galloway  
John Hunt 
James J. Kelly 
Satish M. Kini  
Thomas J. LaFond  
Paul W. Lee  
Gregory J. Lyons  
Robin J. H. Maxwell  
William P. Mayer  
Philip H. Newman  
Sean P. O'Malley 
Christopher E. Palmer  
Byron C. Pavano 
Regina M. Pisa  
Mark S. Raffman  
Derek N. Steingarten 
William E. Stern  
Michael P. Whalen 
 
To e-mail any of the above 
attorneys, use first initial  
of first name followed by  
last name followed by 
@goodwinprocter.com.  
For example, the e-mail  
address for Gregory J. Lyons 
would be glyons@ 
goodwinprocter.com 
 
 




