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These comments deal with questions 1-8 as they are intertwined in such a way that the comments cannot be separated. Most specifically they deal with the difficulty of strengthening a locate requirement and the prohibition on direct lending. The United States has a long and difficult history with the locate requirement. The SEC attempted to strengthen it in Reg. SHO but it continues to elude strict enforcement. The debate in the U.S continues as to whether a pre-borrow or hard borrow is the better alternative. The paper makes an admirable attempt to strengthen the responsibility of the 3rd party lender to insure it has the stock available to support a  locate. But it stops short of requiring a contractual responsibility. However U.S. experience has shown that without a contractual commitment between borrower and lender a locate requirement is an incentive to naked short. A history of the locate exemption in the U.S. is attached as exhibit A.

The locate requirement encourages and rewards multiple locates regardless of whether sellers seriously intend to use them and a failed locate is better then a completed one because you don’t pay for the failed borrow. Thus they take stock out of the stock loan system instead of improving liquidity. It creates a market for false locates that undermine the true workings of the market. This paper makes an admirable attempt to find a middle ground of certainty that the third party lender has the stock/bonds to lend when he gives a locate, but these concepts fail to acknowledge the enforcement challenge when a fail to deliver occurs. Furthermore prohibiting direct lending does not seem to help the situation and certainly adds to expense. A contractual agreement between lender and borrower should be self- enforcing absent bad faith as opposed to the suggestions in this paper requiring governmental enforcement. But that is not to say that these efforts are not worth a try.  

A regulatory regime that subjects the lender to discipline for giving a false locate is the next best thing to a pre-borrow and may be called a hard borrow meaning that the lender has to be certain the stock is available. Backing up this requirement is the need for the lender to continually decrement his inventory or source for locates and a one bite of the apple rule meaning a lender or borrower cannot rely on a source if it has failed once. Finally third party lenders can be required to report on a monthly basis those loans that failed and the reason for the fails. Making these reports public would assist the industry in determining who is a reliable lender. While some would argue these requirements would add cost I suggest they would add reliability and efficiency that outweigh the costs.

The short selling business is caught between the demands of liquidity and fair markets but in the end fair markets should prevail. Liquidity should never justify fraud. You do not enter a football game unless you have tickets and you should not sell stock or bonds unless you have them to sell. Costs alone should not determine good regulation as all regulation involves costs. The appropriate analysis is whether the benefits justify the costs. In the end if an enforceable contract is not possible the best alternative is an enforceable regulatory responsibility.

Beyond the necessity for fair markets there is even a more important reason to limit naked short selling and that is financial terrorism as note recently in the Economist http://www.economist.com/node/21542186 .

Cyber attacks of naked short selling that may coincide with physical attacks can be devastating to any country’s financial system. Without a pre-borrow or strong locate requirement countries open themselves to unlimited financial damage.
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Exhibit A- Locate requirements in the United States

 Pre Reg. SHO Requirements-

The commission noted in fn 35 to proposed Reg SHO, Sec. Ex. Act Rel. No. 48709(2003) that the locate/delivery requirement goes back to the mid 70”s as follows:

“In 1976 the Commission proposed the adoption of Rule 10b-11. Rule 10b-11 would have prohibited any person from effecting a Short sale in any equity security (i.e., not just exchange-traded securities) for his own account or the account of any other person unless he, or the person for whose account the short sale is effected (i) borrowed the security, or entered into an arrangement for the borrowing of the security, or (ii) had reasonable grounds to believe that he could borrow the security so that, in either event, he would be capable of delivering the securities on the date delivery is due. Securities Exchange Act Release No. 13091 (December 21, 1976), 41 FR 56530 (December 28, 1976). In 1988, the Commission withdrew proposed Rule 10b-11, noting that since the time the rule was proposed, the NYSE and the NASD had adopted interpretations specifying that members Should not accept or enter a short sale order unless prior arrangements to borrow the stock have been made, or other acceptable assurances that delivery can be made on settlement date have been obtained. The Commission also stated that it believed the general antifraud provisions of the federal securities laws were applicable to activity addressed by proposed Rule 10b-11. Securities Exchange Act Release No. 26182 (October 14, 1988), 53 FR 41206.”

The commission’s proposal to adopt Reg SHO summarized those SRO requirements as follows. The NASD and NYSE regulatory units were combined into FINRA. Footnotes are omitted.

“The SRO’s have adopted rules generally requiring that, prior to effecting short sales, members must "locate" stock available for borrowing.35 For example, NYSE Rule 440C.10 states that no NYSE member or member organization should "fail to deliver" against a short sale of a security on a national securities exchange until a diligent effort has been made by such member or member organization to borrow the necessary securities to make delivery.36 An NYSE interpretation to the rule further states that member organizations effecting short sales for their own account or the accounts of customers must be in a position to complete the transaction. The interpretation states that no orders to sell short should be accepted or entered unless prior arrangements to borrow the stock have been made or other acceptable assurances that delivery can be made on settlement date.37 These provisions apply to all NYSE member organizations, whether effecting transactions in exchange-listed securities on the NYSE, another national securities exchange, or in the over-the-counter market. Exceptions from the rule are provided for short sales by specialists, market makers, and odd lot dealers in fulfilling their market responsibilities.38

The comparable NASD Rule 3370 generally provides that no member, or person associated with a member, shall effect a short sale for a customer or for its own account unless the member makes an "affirmative determination" that the member can borrow the securities or otherwise provide for delivery of the securities by settlement date.39 The affirmative determination must be annotated in writing, evidencing that the member firm will receive delivery of the security from the customer or, if the member firm locates the stock, the identity of the individual and firm contacted who offered assurance that the shares would be delivered or were available for borrowing.40 This requirement applies regardless of how a short sale order is received, e.g., by the telephone, an electronic transmission, the Internet, or otherwise.41 This requirement does not apply to transactions in corporate debt securities, to bona fide market making transactions by Nasdaq market makers,42 or to transactions that result in fully hedged or arbitraged positions.43

The NASD has also adopted several rules addressing failures to deliver. NASD Rule 3210 prevents a member, or person associated with a member, from selling a security for his own account, or buying a security as a broker for a customer if, with respect to domestic securities,44 he has a fail to deliver in that security that is 60 days or older. NASD Rule 11830 imposes a mandatory close-out requirement for Nasdaq securities that have a clearing short position of 10,000 shares or more per security and that are equal to at least one-half of one percent of the issue's total shares outstanding. NASD Rule 11830 generally requires that a contract involving a short sale in these securities, for the account of a customer or for an NASD member's own account, which has not resulted in delivery by the broker-dealer representing the seller within 10 business days after the normal settlement date (currently transaction date + 3 business days), must be closed by the broker-dealer representing the seller by purchasing for cash or guaranteed delivery of securities of like kind and quality. This mandatory close-out requirement does not apply to bona-fide market making transactions and transactions that result in fully hedged or arbitraged positions.” 

Proposed Amendments

The commission explained that these SRO requirements were inadequate and that it wanted a uniform standard across the industry in the form of a uniform locate rule as follows:

“Proposed Rule 203 would prohibit a broker-dealer from executing a short sale order for its own account or the account of another person, unless the broker-dealer, or the person for whose account the Short sale is executed (1) borrowed the security, or entered into an arrangement for the borrowing of the security, or (2) had reasonable grounds to believe that it could borrow the security so that it would be capable of delivering the securities on the date delivery is due.47 Consistent with the current SRO requirements, the proposed rule would require that the locate be made and annotated in writing prior to effecting any short sale, regardless of the fact that the seller's short position may be closed out by purchasing securities the same day.48

 The Commission is proposing an exception from these requirements for short sales executed by specialists or market makers but only in connection with bona-fide market making activities.49 We believe a narrow exception for market makers and specialists engaged in bona fide market making activities is necessary because they may need to facilitate customer orders in a fast moving market without possible delays associated with complying with the proposed "locate" rule. Moreover, we believe that most specialists and market makers seek a net "flat" position in a security at the end of each day and often "offset" short sales with purchases such that they are not required to make delivery under the security settlement system. 

As an additional safeguard against some of the problems associated with naked Short selling, we are proposing a delivery requirement targeted at securities where there is evidence of significant settlement failures. We are incorporating the same threshold currently used in NASD Rule 11830,50 i.e., any security where there are fails to deliver at a clearing agency registered with the Commission of 10,000 shares or more per security, and that is equal to at least one-half of one percent of the issue's total shares outstanding.51 We are incorporating this standard into proposed Rule 203 because we believe that the levels set in NASD Rule 11830 characterize situations where the ratio of unfulfilled delivery obligations at the clearing agency where trades are settled represents a significant number of shares relative to the company's total shares outstanding, thus requiring remedial action designed to address potential negative effects. The proposed rule would specify that for short sales of any security meeting this threshold, the selling broker-dealer must deliver the security no later than two days after the settlement date.52 We believe a two-day grace period is appropriate to allow for transfer delays or delays due to a variety of circumstances that prevent timely delivery.53 If for any reason such security was not delivered within two days after the settlement date, the rule would restrict the broker-dealer, including market makers, from executing future short sales in such security for the person for whose account the failure to deliver occurred unless the broker-dealer or the person for whose account the short sale is executed borrowed the security, or entered into a bona fide arrangement to borrow the security, prior to executing the short sale and delivered on settlement date. This restriction would be in effect for a period of 90 calendar days.54 In addition, the rule would require the rules of the registered clearing agency that processed the transaction to include the following provisions: (A) A broker or dealer failing to deliver such securities shall be referred to the NASD and the designated examining authority for such broker-dealer for appropriate action;55 and (B) The registered clearing agency shall withhold a benefit of any mark-to-market amounts or payments that otherwise would be made to the party failing to deliver,56 and take other appropriate action, including assessing appropriate charges against the party failing to deliver. Both of these requirements should assist the Commission in preventing abuses and promote the prompt and accurate clearance and settlement of securities transactions.

These proposed requirements in Rule 203 would differ from the current SRO rules in several respects. First, the proposals require action two days after settlement, as opposed to the current ten days after settlement provided in Rule 11830.57 Further, the mandatory close-out provision in NASD Rule 11830 currently only applies to Nasdaq securities. We believe that securities with lower market capitalization may be more susceptible to abuse, and therefore believe that these additional delivery requirements should be extended to all equity securities registered under Section 12 of the Exchange Act. Finally, although market makers engaged in bona fide market making are currently exempted from NASD Rule 11830, we believe that extended failures to deliver appear characteristic of an investment or trading strategy, rather than being related to market making. We believe it is questionable whether a market maker carrying a short position in a heavily shorted security for an extended period of time is in fact engaged in providing liquidity for customers, or rather is engaged in a speculative trading strategy. Therefore, we are not proposing an exception from these additional delivery requirements for short sales in connection with market making. 

REG SHO

The commission adopted the locate language in its final rule in 2004 effective 2005 but found it necessary to amend the rule numerous times and finally in 2009 to adopt a mandatory close out requirement to further enforce the rule.

SEC Final Rulemakings

· Final Rule: Amendments to Regulation SHO (February 26, 2010) 

· Final Rule: Amendments to Regulation SHO (July 27, 2009) 

· Final Rule: Amendments to Regulation SHO (October 14, 2008) 

· Final Rule: Amendments to Regulation SHO (October 14, 2008) 

· Final Rule: Amendments to Regulation SHO (August 7, 2007) 

· Final Rule: Amendments to Regulation M (August 6, 2007) 

· Final Rule: Amendments to Regulation SHO and Rule 10a-1 (June 28, 2007) 

· Final Rule: Short Sales (July 28, 2004) 
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