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On April 10, 2009, the Securites and Exchange
Commission (“SEC") published for a 60-day comment
period a set of five proposals to amend Regulation SHO
under the Securities Exchange Act of 1934 (“Exchange
Act’) to restrict short selling.t Two of these proposals
would restrict short seling on a market-wide and
permanent basis (“market-wide proposals”), and three of
them would restrict short selling of a particular security for
the remainder of the day if that security experiences a
severe price decline (“circuit breaker proposals”).

These proposals are intended to generate comment on
whether to reverse the SEC's rulemaking in July 2007
when it eliminated all restrictions on the price at which
short sale orders could be executed (i.e., “short sale price
test restrictions”).2 At that time, short sale price test
restrictions included Rule 10a-1 under the Exchange Act,
also known as the “uptick rule” or “tick test” (“former Rule
10a-1"), that applied to exchange-listed securities, and the
National Association of Securities Dealers, Inc.’s (“NASD")
bid test, that applied to certain Nasdaq securities.?

In the release announcing the five proposals (“proposing
release”), the SEC observed that during 2007 and into
2008, market volatility, including steep price declines,
particularly in the stocks of certain financial services
issuers, has increased markedly in the U.S. and in every
major stock market around the world (including markets
that continued to operate under short sale price test
restrictions).# As market conditions have continued to
worsen, the SEC asserted that investor confidence has
eroded, and noted that it has received requests from many
commenters to consider imposing restrictions with respect
to short selling, in part in the belief that such action would
help restore investor confidence.> Accordingly, the SEC
determined to seek public comment on the five proposals
to restrict short selling. These proposals are summarized
below.

1 See Exchange Act Release No. 59748 (Apr. 10, 2009), 74 FR 18042
(Apr. 20, 2009).

2 See Exchange Act Release No. 55970 (Jun. 28, 2007), 72 FR 36348
(Jul. 3, 2007).

3 NASD is now known as the Financial Industry Regulatory Authority, Inc.
(‘FINRA").

474 FR at 18043.
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l. The Short Sale Proposals
A. Market-Wide Proposals

1. The Proposed Modified Uptick Rule

The first of the SEC's market-wide proposals would
establish a market-wide short sale price test that would be
based on the national best bid (the “proposed modified
uptick rule”). Under the proposed modified uptick rule,
trading centers such as exchanges would be required to
adopt policies and procedures that are reasonably
designed to prevent the execution or display of a short sale
order at a “down-bid price,” which is defined as a price that
is less than the current national best bid or, if the last
differently priced national best bid was greater than the
current national best bid, a price that is less than or equal
to the current national best bid (“bid test”).6 The proposed
rule also would allow broker-dealers to determine whether
short sale orders could be executed consistent with the bid
test, rather than having to rely on trading centers to make
this determination, provided the broker-dealers have in
place policies and procedures reasonably designed to
properly identify orders as not being on a down-bid price
when those orders are submitted to trading centers.” The
proposal is very similar to a uniform bid test rule that the
SEC proposed several years ago but abandoned in favor of
removing all short sale price test restrictions.8 It is also
similar to the NASD’s former short sale restrictions.

The proposed modified uptick rule would apply to all short
sales in any security or class of securities, except options,
for which transaction reports are collected, processed, and
made available pursuant to an effective transaction
reporting plan (“covered securities”).® Thus, the proposed

6 See proposed Rule 201(b) of the proposed modified uptick rule for the
polices and procedures requirement, and proposed Rule 201(a)(2) of the
proposed modified uptick rule for the definition of “down-bid price.”

7 See proposed Rule 201(c) of the proposed modified uptick rule.

8 See Exchange Act Release No. 48709 (Oct. 28, 2003), 68 FR 62972
(Nov. 6, 2003) (proposing a uniform bid test as part of its proposal of
Regulation SHO).

9 See proposed Rule 201(a)(1) of the proposed modified uptick rule, which
defines a “covered security” as an “NMS stock” under Rule 600(b)(47) of
Regulation NMS. Rule 600(b)(47) of Regulation NMS defines an “NMS
stock” as “any NMS security other than an option.” Rule 600(b)(46) of
Regulation NMS defines an “NMS security” as “any security or class of
securities for which transaction reports are collected, processed, and
made available pursuant to an effective transaction reporting plan, or an
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rule generally would cover short sales in all securities,
except options, listed on a national securities exchange
(whether traded on an exchange or in the over-the-counter
(“OTC") market), but would not cover short sales in non-
NMS stocks quoted on the OTC Bulletin Board or
elsewhere in the OTC market. In addition, unlike former
Rule 10a-1, the proposed rule would not apply to after-
hours trading.10

The proposed modified uptick rule contains exceptions to
the bid test that generally track the exceptions to and
exemptions granted from the tick test in former Rule 10a-
1.11 For instance, the proposed rule contains an exception
for short sale orders executed in connection with certain
bona fide domestic arbitrage transactions.’2 In addition,
the proposed rule contains an exception for short sale
orders executed as part of a riskless principal transaction in
which each side of the transaction is executed at the same
price.13 The proposed rule also contains an exception for
certain short sale orders executed on a volume weighted
average price (“VWAP") basis.14

Unlike relief granted under former Rule 10a-1, the
proposed modified uptick rule does not contain an
exception for systems that offer price improvement based

effective national market system plan for reporting transactions in listed
options.”

10 See proposed Rule 201(f) of the proposed modified uptick rule.

11 QOrders excepted from the bid test would be required to be marked
“short exempt” under proposed Rule 200(g) of the proposed modified
uptick rule.

12 See proposed Rule 201(d)(3) of the proposed modified uptick rule.

13 See proposed Rule 201(d)(6) of the proposed modified uptick rule.
Proposed Rule 201(a)(6) of the proposed modified uptick rule defines
“riskless principal” as a transaction in which a broker-dealer, after having
received an order to buy a security, purchases the security as principal at
the same price to satisfy the order to buy or, after having received an
order to sell, sells the security as principal at the same price to satisfy the
order to sell.

14 See proposed Rule 201(d)(7) of the proposed modified uptick rule. This
proposed exception for VWAP transactions is slightly different than the
relief granted under former Rule 10a-1 for such transactions in that it
would not be limited to VWAP transactions that are arranged or “matched”
before the market opens at 9:30 a.m., or that are not assigned a price until
after the close of trading when the VWAP value is calculated. See, e.g.,
Letter re: Rule 10a-1; Exemptive Relief under Short Sale Rule (Feb. 12,
2003) (granting Vie Institutional Services exemptive relief from former
Rule 10a-1 for VWAP transactions).

on the national best bid and offer (e.g., midpoint matching
systems).’> The SEC believes that relief for such systems
is not necessary because they are designed to execute
orders above the current national best bid.%6 In addition,
the proposed rule does not contain an exception for bona
fide market making activity. The SEC noted, among other
things, that such an exception may undermine the goals of
the SEC's proposed short sale price test restrictions at this
time in that for the proposed modified uptick rule to have
the effect of helping to prevent declines in securities prices
and restore investor confidence, exceptions to the
proposed rule should be limited in scope.” The SEC also
noted that the exception for riskless principal transactions
would provide broker-dealers (including market makers)
with the flexibility to facilitate customer orders.18

In describing the proposed modified uptick rule, the SEC
expressed a preference for a bid test as opposed to a last
sale test if it were to impose a short sale price test
restriction.® The SEC believes, among other things, that
bids generally are a more accurate reflection of current
prices for a security because changes in the national best
bid are sequenced across trading centers, whereas last
sale transactions may be reported within a 90-second
window, which can easily result in out-of-sequence last
sale reports.20 Thus, the SEC asserted that for those
covered securities for which a significant amount of trading
occurs manually, or in multiple trading centers, a bid test
may be a fairer and more effective means of regulating
short selling than a last sale test because the manner in
which trades are reported may create up-ticks and down-
ticks that may not accurately reflect actual price
movements in the security for the purpose of a test based
on the last sale price.

15 See, e.g., Letter re: Rule 10a-1; Exemptive Relief under Short Sale
Rule (Apr. 23, 2003) (granting exemptive relief to ITG, Inc. from former
Rule 10a-1 for trades executed through its POSIT system).

16 74 FR at 18053.
1774 FR at 18059.
181]d.
1974 FR at 18053.
01d.
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2. The Proposed Uptick Rule

The second of the SEC's market-wide proposals would
establish a market-wide short sale price test, similar to
former Rule 10a-1, that would be based on the last sale
price (the “proposed uptick rule”). Under the proposed
uptick rule, no person may effect a short sale of a covered
security at a price below the last sale price for that security
(“new tick test”).22 In other words, under the proposed rule,
short sales of a covered security must be effected at a
price $.01 better than the last sale price for that security, or
at the last sale price for that security if the last sale price is
above the last different sale price.

Like the proposed modified uptick rule, the proposed uptick
rule would apply to all short sales in covered securities.?3
Thus, the proposed modified uptick rule would not cover
options or short sales in non-NMS stocks quoted on the
OTC Bulletin Board or elsewhere in the OTC market. In
addition, like the proposed modified uptick rule (and unlike
former Rule 10a-1), the proposed uptick rule would not
apply to after-hours trading.2*

The proposed uptick rule contains exceptions to the new
tick test that track the exceptions to and exemptions
granted from the tick test in former Rule 10a-1.% For
example, in addition to containing the same exceptions as
the proposed modified uptick rule (some of which are
discussed above), the proposed uptick rule contains an
exception for short sales in electronic trading systems that
match and execute trades at various times and at
independently-derived prices above the current national
best bid (e.g., midpoint matching systems).% In addition,
the proposed uptick rule contains exceptions for short sales
to address a potential conflict between the operation of the
new tick test and the firm quote requirement of Rule 602 of

22 See proposed Rule 201(b) of the proposed uptick rule.

23 The proposed uptick rule applies to a “covered security,” which is
defined in proposed Rule 201(a)(4) of the proposed uptick rule as an
“NMS stock” under Rule 600(b)(47) of Regulation NMS. See supra note
9.

24 See proposed Rule 201(e) of the proposed uptick rule.

25 Orders excepted from the new tick test would be required to be marked
“short exempt” under proposed Rule 200(g) of the proposed uptick rule.

26 See proposed Rule 201(c)(8) of the proposed uptick rule.

Regulation NMS in situations where execution of an offer
quotation by a broker-dealer would be prohibited by the
new tick test because of a trade-through of that offer, even
though that offer had been at a price permitted under the
new tick test at the time that the broker-dealer had
communicated it to its exchange or association for
inclusion in the consolidated quotation system.?”  The
proposed uptick rule also includes an exception to allow
market makers or specialists publishing two-sided quotes
to sell short at the offer to facilitate customer market or
marketable limit buy orders regardless of the last sale
price.

B. Circuit Breaker Proposals
1. The Proposed Circuit Breaker Halt Rule

The first of the SEC's circuit breaker proposals would
establish a ban on short selling a particular security for the
remainder of the trading day if that security experiences a
severe price decline (the “proposed circuit breaker halt
rule”). Under the proposed circuit breaker halt rule, short
sales of a particular covered security would be prohibited
for the remainder of the trading day if the price of that
security declined by at least 10% from the prior day's
closing price.2 The proposed rule, however, would not
apply if the decline occurs within 30 minutes from the close
of trading.30

Similar to the proposals discussed above, the proposed
circuit breaker halt rule would only apply to covered
securities.3t  Thus, the proposed circuit breaker halt rule
would not cover options or short sales in non-NMS stocks
quoted on the OTC Bulletin Board or elsewhere in the OTC
market. In addition, like the proposals discussed above,
the proposed circuit breaker halt rule would not apply to
after-hours trading.32

21 See proposed Rules 201(c)(10) and (11) of the proposed uptick rule.
28 See proposed Rule 201(c)(12) of the proposed uptick rule.

29 See proposed Rule 201(b) of the proposed circuit breaker halt rule.
30 See proposed Rule 201(c) of the proposed circuit breaker halt rule.

31 The proposed circuit breaker halt rule applies to a “covered security,”
which is defined in proposed Rule 201(a)(1) of the proposed circuit
breaker halt rule as an “NMS stock” under Rule 600(b)(47) of Regulation
NMS. See supra note 9.

3 See proposed Rule 201(b) of the proposed circuit breaker halt rule.
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The proposed circuit breaker halt rule contains several
exceptions.3® For example, the proposed rule contains an
exception for short sales by stock and options market
makers engaged in bona fide market making activities, as
well as an exception for short sales by market makers in
exchange traded funds and exchange traded notes
engaged in bona fide market making activities.® In
addition, the proposed rule contains an exception that
addresses short sales that occur as a result of an
automatic exercise or assignment of an equity option, or in
connection with a futures contract, that is held prior to the
10% threshold being triggered, due to expiration of the
option or futures contract.3 The proposed rule also
contains an exception that addresses short sales by any
person that is the writer of a call option if the sale is caused
by an assignment following an exercise by the holder of the
call.®6

2. The Proposed Circuit Breaker Modified Uptick Rule

The second of the SEC’s circuit breaker proposals would
establish a short sale price test based on the national best
bid for a particular security for the remainder of the trading
day if that security experiences a severe price decline (the
“proposed circuit breaker modified uptick rule”). Under the
proposed circuit breaker modified uptick rule, short sales of
a particular covered security would be subject to the same
bid test as the bid test in the proposed modified uptick rule
for the remainder of the trading day if the price of that
security declined by at least 10% from the prior day's
closing price.3” The proposed circuit breaker modified
uptick rule, however, would not apply if the decline occurs
within 30 minutes from the close of trading.3®

3 Orders excepted from the halt requirement would be required to be
marked “short exempt” under proposed Rule 200(g) of the proposed
circuit breaker halt rule.

3 See proposed Rules 201(d)(1) and (4) of the proposed circuit breaker
halt rule.

3 See proposed Rule 201(d)(2) of the proposed circuit breaker halt rule.
36 See proposed Rule 201(d)(3) of the proposed circuit breaker halt rule.

37 See proposed Rule 202(b) of the proposed circuit breaker modified
uptick rule.

3 See proposed Rule 201(c) of the proposed circuit breaker modified
uptick rule.

Except for only applying to a covered security that
experiences a 10% price decline, the hid test in the
proposed circuit breaker modified uptick rule would operate
in the same manner as, and contain the same exceptions
as, the bid test in the proposed modified uptick rule. In this
regard, unlike the bid test in the proposed modified uptick
rule, which would apply all covered securities on a market-
wide and continuing basis, the bid test in the proposed
circuit breaker modified uptick rule would only apply to an
individual covered security that experiences a 10% price
decline from the prior day’s closing price, and would be
time-limited in that it would only apply to short sales in that
security for the remainder of the trading day.

3. Proposed Circuit Breaker Uptick Rule

The last of the SEC's circuit breaker proposals would
establish a short sale price test based on the last sale price
for a particular security for the remainder of the trading day
if that security experiences a severe price decline (the
“proposed circuit breaker uptick rule”). Under the proposed
circuit breaker uptick rule, short sales of a particular
covered security would be subject to the same tick test as
the new tick test in proposed uptick rule for the remainder
of the trading day if the price of that security declined by at
least 10% from the prior day's closing price.3® The
proposed circuit breaker uptick rule, however, would not
apply if the decline occurs within 30 minutes from the close
of trading. 40

Except for only applying to a covered security that
experiences a 10% price decline, the tick test in the
proposed circuit breaker uptick rule would operate in the
same manner as, and contain the same exceptions as, the
new tick test in the proposed uptick rule. In this regard,
unlike the new tick test in the proposed uptick rule, which
would apply all covered securities on a market-wide and
continuing basis, the tick test in the proposed circuit
breaker uptick rule would only apply to an individual
covered security that experiences a 10% price decline from
the prior day’s closing price, and would be time-limited in
that it would only apply to short sales in that security for the
remainder of the trading day.

39 See proposed Rule 202(b) of the proposed circuit breaker uptick rule.

40 See proposed Rule 201(c) of the proposed circuit breaker uptick rule.
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II. Solicitation of Comments

In the proposing release, the SEC devotes a significant
number of pages to questions on the five proposals.“t In
general, these questions are focused on whether the SEC
should restrict short selling through short sale price test
restrictions, as well as on technical aspects of each of the
five proposals. One area that is emphasized in these
questions, and in statements by certain SEC
Commissioners during the open meeting at which the SEC
voted on issuing the proposing release, is a request for
commenters to provide empirical data supporting their
positions.42 Similar to prior SEC proposals on short sales,
this proposal is sure to generate a lot of comments. In fact,
as of April 30, 2009, the SEC has already received
hundreds of comments on the proposals. Comments on
the five proposals are due by June 19, 2009.

41 See, e.g., 74 FR at 18070 - 18082.

42 See, e.g., opening statement of Commissioner Kathleen L. Casey
(http:/mww.sec.govinews/speech/2009/spch040809kic.htm)



|
[
@) ScHiFFHARDIN.,

For Further Information

If you have any questions concerning this update, or if you would like to discuss preparing a comment letter on the SEC's
proposed rules, contact any of the following members of our Securities and Futures Regulation Group:

Washington
Mark M. Attar mattar@schiffhardin.com 202.778.6427
Joseph P. Corcoran jcorcoran@schiffhardin.com 202.778.6432
Terrence O. Davis tdavis@schiffhardin.com 202.778.6434
Jack P. Drogin jdrogin@schifthardin.com 202.778.6422
Andrew M. Klein aklein@schiffhardin.com 202.778.6415
Howard L. Kramer hkramer@schiffhardin.com 202.778.6414
Laura S. Pruitt Ipruitt@schiffhardin.com 202.778.6470
Atlanta
Ethan H. Cohen ecohen@schiffhardin.com 404.437.7033
Wendy B. Hart whart@schiffhardin.com 404.437.7019
Michael K. Wolensky mwolensky@schiffhardin.com 404.437.7030
Chicago
Paul E. Dengel pdengel@schiffhardin.com 312.258.5614
Stacie R. Hartman shartman@schifthardin.com 312.258.5607
Allan Horwich ahorwich@schiffhardin.com 312.258.5618
Michael L. Meyer mmeyer@schiffhardin.com 312.258.5713
Carl A. Royal croyal@schiffhardin.com 312.258.5707
About Schiff Hardin LLP

Schiff Hardin LLP is a general practice law firm representing clients across the United States and around the world. We have
nearly 400 attorneys in offices located in Atlanta, Boston, Chicago, Lake Forest, New York, San Francisco and Washington. Our
attorneys are strong advocates and trusted advisers — roles that contribute to many lasting client relationships.

This publication has been prepared for the general information of clients and friends of the firm. It is not intended to provide legal
advice with respect to any specific matter. Under rules applicable to the professional conduct of attorneys in various jurisdictions,
it may be considered advertising material.

For more information visit our Web site at www.schiffhardin.com.

© 2009 Schiff Hardin LLP



