Union Calendar No. 245

W2d Congpesa, 1t Session - - - - - - - - - - House Beport 102-414

SHORT-SELLING ACTIVITY IN THE STOCK MARKET:
MARKET EFFECTS AND THE NEED FOR
REGULATION (PART D

ELEVENTH REPORT

EY THE

COMMITTEE ON GOVERNMENT
OPERATIONS

DecEMeer 6, 1931 —-Committed to the Committee of the Whote House on
the State of the Union wnd ordered bt Be prinled

r———

U5 COVERNMENT FRINTING OFFICE
45530 WaSHINGTOMN - 1391







COMMITTEE ON GOVERNMENT OPERATIONS
JOHN CORYERS, Jr. Michigan, Chairman

CARDLSS COLLINSG, Wingis FRANK HORTON, Mew York .
GLENN ENGLISH, Oklahsna WILLIAM F. CLINGER, Ja., Fennsylvanin
HENRY A. WAXMAR, California AL McCANDLESS, Californiu

TED WEISS, MNew York J. DENNIZ HASTERT, 1llingis

MIKE 3¥ AR, Oklphoma JONK L. KYL., Arizena

STEFHEM L. MEAL, North Carclina CHRISTOPHER SHAYS, Connecticut
POUG BARMARD, Jk.. {rcrgia STEVEM SCHIFF, Newm Mexico

TOM LANTOS, Califernin C. CHRISTOPHER 00X, California
ROBERT F. WISE. Ju., Wet Virginia CRAIC THOMAS, Wyaming

RAREARA BOXER, California ILEANA ROSLEHTIKEXN, Florida
MAJOR R OWENS, Mew Yotk RONALD K. MACIITLEY, Rhode Tslend
EDDLFHUS TOWNSE, WNew York DICK ZIMMER, New Jorser

BEN ERTIREICH, Alabatma . WILLIAM H. ZELIFF, Jk, New Hampehirc
GERALD D KLECZE A, Wisconsin . DAYILD L. HOBSOK, Ohig

ALBERT . BUSTAMANTE. Texax ECOTT L. KLUG, Wisconain

MATTHEW . MARTINEEZ, Calilernia —_—

DONALD M. PAYHE, Mew Jereey BERNARD SANDERE, Veomant

GARY & CONDIT, Califernia {Independeni!

"PATSY T. MIMK, Havwmii |

RAY THORKTOMN, Arkanums

COLLIN C. PETERSOM, Minnesots

ROSA L. DeELAURD, Connecticut

CHARLFS J. LUKEN, Dhic

JOFN W, 00X, Je, Tllingis

Jreian Frstean, Steff furecor
DonaLn W, Urgod, AMiapreity Staff Direcior

ConmeRce, Uomrsumes, anp Moverany Arraiks SosBooMMITEE
1 UG RARNARD, Jr. Geongia, Chairmak

MATTHEW G. MARTINEZ, Colitornin J. DENMIS HASTERT. Hlinoia
CaRDISS COLLING, Tlinods ROMALD K. MACHTLEY, Rhode Islnnd
HEMNRY A WAXMAN, California DICK ZIMMEH, New Jersey
BEN ERDREICH, Alabama WILLTAM H, ZELIFF. Jr., New Hampehire
ALBERT 4. BUSTAMANTE. Texns

Ex O¥ricto
JOHN CONYERS, Jr.. Michygan FRANK HORTON, New Yok

Hicuaed W Prreeson, Staff Dhreclor
THEopoRE J. Jacoes, D Couesal
Dowarn P. Tucker, Chief Economial
Srerhin R MeSeaboen, Sencar Counsel
Jerrrey A Tasgry, Coonsel
Fave Baasm Clerk
Sanper L Keox, Asecpland Cleck
THoMAd THorMTON, Mimarity Profescional Seaff

tml



LETTER OF TRANSMITTAL

House oF REPRESENTATIVES,
Washington, DC, December 6, 1559,

Hon. TaomMas S, FoLey,
Speaker of the House of Represcrtatives,

ashington, D

Dear MEg. Seearer: By direction of the Committee on Govern-
ment Operations, I submit herewith the committee’s eleventh
veport to the 102d Congress. The committee™s report is based on a
study made by its Commerce, Conaumer, and Monetary Affairs

Subcommiitee.
JOHN CoNYERS, dr., Chairman,

TEITH
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SHORT-SELLING ACTIVITY 1IN THE STOCK MARKET:
MARKET EFFECTS AND THE NEED FOR REGULATION
(PART 1

DecemiBER €, 1301, —Committed to the Commitiee of the Whole House on the State
of the Unton and grdered to be printed

Mr. ConvERs, from the Commitiee on Government Operations,
submitted the following

ELEVENTH REPORT

BASED ON A STUDY BY THE COMMERCE, CONSUMER, AND MONETARY
AFFAIRS SUBCOMMITTEE

On Movernber 13, 1991, the Cemmittee on Government Cper-
ations approved and adopted a report entitled "Short-Selling Activ-
ity in the Stock Market: Market Effects and the Need for Repula-
tion (Part 1).”" The chairman was directed to transmit a copy to the
Speaker of the House.

I [vTRODUCTION AND BACKGROUND

Short selling has bean practiced in the Nation's securities mar-
kets for many years. It is hot a recent innovation in finance. How-
ever, the effects of short selling on the securities markets are not
widely understood. Moregver, strang eriticism has been directed in
recent years at the regulatory system by investors znd by compa-
nies who believe that inadequate regulation has permitted substan-
tial abuses to develop,

Although the basic practice of short selling i= not new, it has
taken on a new significance juat recently, Modern.inngvations in
the ¢clearing and settlement of securities transactions and the wide-
spread adeption of book entry recordkeeping systems have dramati-
cally reduced the costs and increased the market oppertunities for
shert-selling transactions. A new evaluation of how short selling
fits into modern securities markets and whether the complaints
being heard are valid is therefore needed.

AR '
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For these reasons, the Commerce, Consumer, and Monetary Af.
fairs Subcommittee of the House Committee on Government Oper-
ations has conducted an extensive investigation of short selling in
the equity market. Three days of hearings were held in Novamber
and December 1989, a survey of affected companies was conducted
in 1989, comprehensive tabulations of short interest statistics were
compiled for the years 1956-90.% the securities clearing and settla-
ment system has been closely studied, and numerous other aspects
of short seiling have bean evaluated. - .

Certain elements of this investigation are still in progress. Conse-

-quently, the committee has not reached final conclusions and rec-
ommendations with respect to many of the questions that have
been ralsed. The questions.that are still under study are identified
briefly in Section LC helow.

Thiz report represents, therefore, an interim statement of [ind-
ings and conclusions, . The recommendations presented in this
report are firm and final, but they do not address several impor-
tant issues that are still under investigation.

A. THE MECHANICS OF SHORT SELLING

L. The individual shorl-salé transaction

In a short-sale transaction, an investor places an order with a se-
carities broker to sell shares of stock he or she does not own.® If
this order is executed by the broker, the investor will then be
“short” this stock, meaning he or she will owe s0 many shares,
This short position will appear as a liability item on the investor's
acegunt statement with the broker. -

The purpose of such a trade is to make a profit if the stock price
goes down. At some future time the investor buys back the same
number of shares of stock, and if this purchase is at a lower price
than the price of the short sale, the investor has made a proht:

The cash received from the short sale is credited to the investor’s
account but cannot initially be withdrawn in cash. In fact, the
margin regulations of the Federal Rezerve require that additional
cash be deposited by the investor, or borrowed from the broker, to
agsure that the investor will be able to buy back the shares sold
short to complete the trapnsaction.® ; .

" Moreover, the investor may be required under the margin regu-
lations to deposit additional -cash {or berrow more frem the broker)

! *Eherl-Selling Activity in the Stock Market: The Effects on Small Companies and the Meed
for Regulation,” hearings {\el‘nre the Commerce, Conumer, and Monetary Affaira Subcomesiites
of the Catarnittes o Covernment Operations, House of Ropresentativea, Mevem¥er 28 ond 29,
and [ecember =, 1950, . .

2 Spa appendiz, “Stocks with High Shorl interst, 1936~ compiled by the saboommitiee
from short interest wintistios and company dats sopplusd hy the New York Swck Exchpnge,
American Stock Exchange, and Malional Asseciation of Securities Dealers,

*Honds can alse be sold shon, bul this report deals only with short selling in the stock
market. Tt 18 also ble Lo se]] shiort securitics thal the imvestor doas wwen, whae tay b done
for tax purpyess. Thin iz called "shorting against the box,” and reprosents o trenapclinn dooe 88
if the investor did not ewn the secotios.

* The Federal Reserwes Regulation T specifies Ukt amount of money thot brokers can lend o
their custamecs for the purchase of securitise “on magin,” and it \lse specifies the additionm]
eash "margin” that an investar muat depoeit or boreow i order to make o short sole, The
Tresenl METEIn Fequirerent on most short weles v 1530 percent, ceeaning the braker must hokd
the pm-:\eedk af the wale 41061 percentt. and tho invealor must depesit o barryw un additionpl 5
percent. Shert sales by exchange specialista and market makers, and proprietary shor sales by
neliciearing brokers. are exempt from this meguirement.
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at a later time if the price of the shares sold short increnses after
the shorl sale. If the rnvestor is .unable to provide the additicnat
margin, the short position will be closed out by the broker, and the
investor is charged for the cost of buying back the shares.

~ 3n the other hand, if the price of the stock in which the investor
iz short should decline, the investor’s broker is permitted to release
a corresponding portion of the cash margin and pay it out to the
mvestor. If the price should decline to zero beécause the stock has
become warthless, then the investor may get all his or her money
put in cash withouot ever purchasing back the stock to close out the
short position.

As long as his or her account has sufficient margin, the short in.
vestor may remain shert indefinitely. There is no time limit on
short mvestmen\;s The anly complication, olher than insufficient
margin, that could force an investor to close out g short position
prematurs|y by buying back the shares would be when his or her
brokar is required to return shares that were borrowed at the time
of the short sale, as deseribed in the next section.

2 Securities barrowing and lending

Short selling normally reguives that the short seller's broker
must borrow securities. The purchaser of the shares in a shorl-aale
transaction expects to receive delivery of the purchased shares, or
at least the purchaser's broker must receive them in order to hold
them for the purchaser, but the selier does not have them to start
with, The selier's broker must therefore borrow shares to complete
the transaction, .

Securities lending for this purpose is highly organized, and usual-
ly the seller's broker has ne problem borrowing the necessary
shares, either from other customers' margin accounts or from an-
other broker. (hcasignally, however, the shares cannot be bor-
rowed, in which case the broker is supposed to refuse to executs
the castomer's grder to sell short.

The seller's broker does not actually borrew the necessary shares
when the short-sale trade is executed, however. The shares are not
borrowed until seitlemeant of the trangaction occurs, which is nor-
mally five business deys later, and this time lag can allow a prob-
lem to develop. On the settiement date, the seller’s broker may dis-
cover that shares are no longer availabie to be borrowed from the
gorarce that seemed to have shares available five days earlier,

If the seller's broker eannot borrew the shares on settlament day,
then no shares are delivered to the buyer’s broker, If the trade is
processed through one of the major stock clearing organizations ®
as most now are, then no shares are delivered to the clearing orpa-
nization. The short-sale trade is still a valid trade, but the seller's
broker is merely late in delivering shares to complete the trade.
This appears as a “fail-to-deliver” on the books of the selling
broker.

* The moat important stoek clearing nrgnmtatmn in the Metwoal Securities Clearing Corp, nr
NSO, headiuariared in Mow Yock.
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2 Expansgion of total beneficial cuwnership

Short sales of equity shares generally have the effect of increas-
ing the total number of shares of that company’s stock owned bene-
fictally by investors.® In a shortsale transaction, the buyer adds to_
his ar her holdings of this stock, while no other investor has sold
shares he or she owned. -

‘Of course, there is ne increase in the shares uutst.andlng shown
on the records of the issuing corporation. As a consequence, the
short sale creates z situation in which the total number of shares
owned beneficially by investors exceeds the number of shares
izamed by the issuing eorporation. )

Securities lending by brokerage firrns makes this possible. Bro-
kers m:alr:nrmll:,;r hold shares in custody for theic custorsers, and the
custamers' investment holdings are reported fo them on paper ac-
count statements from their brokers.” When investore borrow
money from their brokers on margin, as many ihvestors do, they
must sign an authorization permitting the broker to lend their
shares or otherwise to pledge them as collateral for bank leans to
finance the broker's lending. When a broker uses this lending au-
thority to lend spme customers' margin shares to a short seller, the
broker ends up holding fewer shares of that stock in custody than
the number of shares the customers own, as shown on the1r paper
account statements,

The result of such short selling and securities lendmg, in the ag-
gregate, is that brokers as & group do net hold record ownership of
as ‘many shares of such & stock as they and their customers own,
beneficially. This may be deacribed as a situation of fractional re-
serve brokerage, where the "reserves” of record shares, of issued
shares shown on the records of the issuing corporation, are oaly a
fraction of the beneficially owned shares shown on the acdount
gteternents of custormers and it the brakers own pruprletary ac-
counts.?

This process of nominal share expansion through securities lend-

mg and short sales 1y very similar in its mechanies to the process
of money expansion through bank lending, which is familiar to stu-
dents of economics. In beth cases the public holds a major part of
its holdings, its money balances and itz securities, in book entry
form only, in accounts with intermediary institutions.
-In the case of banks, these book entry holdings, the bank check-
mg and savings accounts, show more money in fotal belonging to
the depositors than the banks hold in their vaulis or on depoalt
with the Federal Reserve Banks. The bank reserves are only a
small freaction of depository’ total bank balances on papet.

The same thing is now happening in securities brokerage firms.
The total shams belonging to investors on paper, in their brokerage

_* [[ the purchasmr of the shates sald shorl uses Lhe purchused dharey 1o clog: gut » ‘whart p'w
tion, then there is no increas in investors' total holdings of this sack, -

2 This IIIIJE:I.! anall mses 2ither (ab that sharea are deliversd by the short-salling broker ii} (rom
among the ahaved alrepdy hold for coatomen ar the foi's propdetacy accountt ar 100 foom
sharza bortowed from gnother broker's pogl of lendable shacow; or (b that sheres wre not deliv
eved by Lhe short-eelling broker. An axception to this analysis ocours if all short sales in an
ismar have been settled by delivery of sharey barnowed under apecial ta from bank
trust accounts ot othesr inatilutional ae individua] portfolion of dimctly 'I'Julg sherm=
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accounts, exceed the total reserves of registered or issued shares in
the custody of the brokers when short sales have occurred.

It is not possible, however, for all investors Lo convert the1r
shareholdings, as shown in thetr brokerage accounts, into stock cer-
tificates when such a share expansion has cccurred. If all investors
holding shares of-a particular stock in their brokerage accounts
tried to convert their holdings inte stock certificates, brokers who
had loaned out shares to short sellers would be forced to recall the
leans to get the shares hack. This, in turn, would force the short
sellers who had borrowed the shares to buy back the shares in
order to return the borrowed shares.

If the short sellers are able to buy back enough shares—that is,
if enough investors who first wanied stock certificates are willing
to sell their shares instead—then the remaining investors who do
not seil can get stock certificates, [n this case, the total shares held
by invésters will have contracted encugh so that it matches the
brokers' regerves of issued shares in their custody.

However, sometimes shorl zellers are not able to buy back the
necessary shareé at a reasonable price, and a short squeeze results.
All investors holding this stock are refusing to sell except possibly
at a very high price, and when this happens regulatory interven-
tion or court action may be needed to resolve the situation. As long
as this short squeeze remains in effect, however, it is not possible
for all the investors holding this stock in their accounts te obtain
stock certificates for their heldings.

4: Expansion of tradecble shares

The expansion of book entry holdings of shares by investors
when short selling has occurred also represents an expansion of
tradeable shares in the market, Every investor whose brokerage ac-
count shows that he holds a certain stock may sell that stock im-
mediately, regardless of whether his or her broker is hoiding
encuph shares in custedy on that day to make delivery of all the
shares sold by customers from their accounts. The rules of the
stock exchanges and of the National Assuciation of Securities Deal-
ers (NASD), which regulates over-thecounter trading, de not place
any limits on the eniry of sell vrders just because a broker's re-
serves of shares in custody are less than. what that broker's cus-
tomers want to sel],

3. Stotistics on short interests in stocks

The New York and American Stock Exchanges and the NASD
compile monthly statistics on the aggregate short security positions
reported by brokers and dealers. These statistics, which are re-
leased to the press and the public, list hundreds of companies
whose stock has been sold short in significant welume by nvestors.
Short selling, and the resulting share expansion, are thus very
widespread phenomena.

To provide further information on the scale of short selling and
share expansion, the subcommittee has compared the short interest
statistics reported monthly by the exchanges and NASD with the
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individual companies’ total shares cutstanding.® The purpose of
this analysis was to identify cases in which the share expansion
through short selling was at least 5 percent of a company's shares.
The appendix contains a listing compiled by the subcommiiice
showing 695 companies for which the short interest in their stock
was at least 5 percent of the company’s total shares outstanding at
some time during the years 1986-40. o

_ For 2B0 of these companies the short interest sxceeded 10 per-
cent of shares cutstanding at its meximum, and for a smaller but
atill significant number the share expansion through short selling
was over 20 percent. .

B. REGULATION OF SHORT SELLING

Short selling is regulated under both Federal agency regulatione
and under certain rules of the stock exchanges and the NASD.

As described above, the Federal Reserve’s margin regulations re-
quire a short seller to post a certain amount of additional cash-
margin, and to maintain afterward an appropriate amount ﬂf cash
margin. This limits the ameunt of shert selling an individua! inves-
tor cin do, based on his or her fingncial resources,

Certain Securities and Exchange Commission rules set important
limits cn short selling. SEC Rule 10a-1 (the “uptick rule™) prohibits
ghort sales of exchange-listed stocks except on or after a price
“uptick.” That is, the short seller must find a buyer who will pa
at least one-ighth point mere than the last sale price, or who will
pay the same as the last sale price if the last change in the pale
price of this stock was an increase. In_thecry, this rule is intended
fo prevent short selling from continually driving down the price of
a stock, but evasion of this rule is possible, especially through over-
saas trading in stocks that can be traded in London, Tokye, or
other overseas markets. Moreover, this rule does not apply to
stocks that are traded over-thecounter or in the NASDAQ system
of the National Assoviation of Securities Dealers. The NASD has
proposed a similar uptick rule for NASDAQ trading, hut has not
taken final action to implement such a rule. I

SEC Rule 15c3-2 sets important limits on the extent of securties
lending. Except under special written agreements applicable to a
particular stock, a broker may lend out enly those customer shares
that serve as collateral for the money the customers have borrowed
from the broker on margin. The rule limits this to stocks having a
value of no more than 140 percent of the amount borrowed. There-
fore, if few brokerage customers are holding s particular stock in
margin accounts—that is, if mest investors have paid in full for
their holdings of this stock and are holding it in ¢ash accounts or
in certificate form—then it may be difficult or impessible for bre-
kers to borrow this steck. In this case normal short sales of this
gtock, in-which borrowed shares are delivered to the buyer, may
not be possible, . : ; -

* A company's “bdal sheres sutatanding” (TS00 in the quantity of shares jt has waued pad

wald to investors, This number of shares is available in cerlificabe form. The tatm ju MULEALLINR,

or, becguse this number doee not rellect any sdditional book entey sharcs C['Eﬂ'fﬂd_ when

ghort selling ooelm. A campaty's TSO is therefore leas than the total of imveatses’ holdings of
thig gtock when shart el ling hee ooourred.
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SEC Rule 10b-21 prohibits short sellers from closing out a shert
position with shares received in & secondary offering of shares by
the company. This dves not direetly regulate short selling itself,
but it seeks to control a shortselling szbuse in which investors
would use short sales to drive down the price of a stech just prior
to a new offering of shares, and would then cloze out their short
position with shares obtained in the offering at the Jower price
they had forced the company to accept.

The New York and American Stock Exchanges and the NASD
have rules that require s broker to determine, at the timea a cus
tomer enters a shortsale order, that the appropriate number of
ghares are available to be borrowed to cover the short ‘sale. The
broker must locate the required shares before executing the short
zale for the customer,

The WASD alse has recently received final SEC approval of a
“buy-in" rule. which provides that a broker whose custorner re
guests a certificates for NASDAQ securities that he or she has pur-
chased must force a buy-in of the necessary shares for cash or
guaranteed delivery, at the expensc of the seller’s broker, if the
customer's shares are not otherwise received through normal trade
gettlement procedures. Such 8 buy-in would typically only hecome
necessary in cases where the broker handling a short sale is unable
to borrow the necessary shares for delivery to the purchaser,

The NASD has also propesed, but has not received final SEC ap-
proval to implement, a “closeout™ rule for short sales. This rule, if
implemented, will require broliers, under certain circtmstances, to
close out customer short positions if delivery of the shares sold
short has not been made by a certain number of days after the
normal settlement date. There is no similar rule governing the de-
livery of shares sold short on the Mew York or American Stock Ex-
changes.

These rules typically provide blanket exceptions for short selling
by exchange specialisis and ovar-thecounter market makers. Spe-
cialists and market makers are generglly permitted to engage in
short selling on substantially more liberal terms than other inves
tors.

C, SUBCOMMITTEE 1M VESTIGATION AND HEARINGS

1. Campany gnd investor complaints

For years, investors and company executives (who are often
major shareholders also) have complained about short-selling
abuses. Many recent press reports of abuses, as weil as other press
features that dispute the reports of abuge, are reprinted in Appen-
dix % of the printed subcommittee hearing record.

Many of the complaints have alleged that short seilers, after es-
tablishing & major short position in a particular stock, have aggres
gively circulated false rumors about the compeny's financial condi-
tion, problems with ita products, or the health or integrity of its
officers in an effert to drive down the stock price, It has also been
frequently alleged that some elements of the presa assist and coop-
erate with short sellers by printing very negative stories about the
companies the short sellers have targeted.
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In many cases short sellers are alleged to have contacted directly
a company's major suppliers, custorers, lenders, and institutional
shareholders, often anonymously or undur false ‘pretenses, to ag-
gressively sugpest false or misleading “facts” about the company.

ther complaints have alleged that “naked” shori selling has
keén employed to manipulate and drive down the price of a stock
improperly. Short selling in which shares are not borrowed and are
not delivered to the buyer is called naked short selling. This prac-
tice was described in a Forbes article in February 19887

Some complaints have been directed at the SEC. The S8EC, it iy
plleged; is “soft” on shortseller abose and fails to pursue cases of
false rumors, even when the purpose of the false rumors is price
manipulation. Some complaints have even alleged that the SEC ac.
tively assists short sellers by conducting investigations of compa-
mies in the stock of which short sellers have accurnulated large
short investments. These investigations assist short sellers because
public announcement of such an investigation often causes other
investors ta sell such a stock, thereby driving down the price.

2 Survey of componies

In May and June 1989 the subcommittee mailed a questionnaire
letter to approximately 200 companies that had had the shert in-
terest in their stock reach a ratio of at least 10 percent of their
public float of shares at some time in the perigd from December
1986 through April 1839, (In the case of New York Stock Exchange
listed companies, the subcommittee could not obtain float data and
therefore compared the short interest of each company to ita total
shares outstanding.) The letter contained a series of questions
asking what practical effect the short selling and the related activi-
ties of short sellers had had on the company, whether the company
had experienced any disruptions or distortions of the proxy voting
procees, and how the company felt about three suggested changes
in the regulation of short selling. The three regulatory idess pro-
posed in thiz letter were (i) mandatory public reporting ef their
short positions by short sellers if their positions exceed some per-
centape of a company’s outstanding shares; {ii) an uptick rule for
short sales of NASDAQ stocks; and (iil) a mandatory buy-in rule to
reduce naked short selling.

The subcommittee received a total of 68 respunsm for a response
rate of about 34 percent. Thirty companies reported no problems or
complaints arising from short-selling activity, while 38 reported
problems of vericus sorts. Several of those reporting no prohlems
had very subutantial short positions arising from hedging or arbi-
tirage transactions involving convertible securities, bhut did not feel
there was any need to complain.

Widespread circulation of false rumors around the time of heavy
short-zale activity was cited by 21 companies as a serigus problermn,
They generally reported that these rumeot problems, at the very
least, made it necessary for company officials to devote inordinate
ameunts of time to reassuring stockholders, regulators, customers,
19;;;”“?& carme the shoct-sellers,” by Phyllis Berman and Roait Addis, -J-"arbes. February 8.
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and sources of debt financing, who were often seriously unsettled
by the reports being circulated.

Thirtesn ecompanies characterized the short-sellers’ activities as
invalving improper interference with their relationships with cus-
tomers, major shareholders, suppliers, banks, etc. Generally they
complained of numerous phene calls, often anonymous, to these
parties from “analysts” attempting to suggest very negative, fre.
guently false, conelusions.

Only a small number of companies asserted that naked short
gelling was a significant problem. Most companies responded that
they had no factual basis for determining whether naked short sell-
ing was a problem because they could not obtain the necessery
data from their exchange or the NASD.

No companies reported any complaints related fo shareholder
proxies.

Many companies that repertad specific complaints also expressed
the view that shoct selling is a legitimate market practice and that
the cnly need is to curb specific abuses.

Out of the 68 substantive replies received, 37 commented in some
mannier on one or more of the three p-nhc_sf ideas suggested in the
letter. Public reporting of large individual short positions was sup-
ported in 32 of the responses and opposed in 2. Imposing an uptick
rule for short sales of NASDAQ stocks was supported in 22 re-
sponses {14 from OTC companies), and opposed in 3. A mandatory
buy-in rule or some other step to prohibit naked short selling was
supperted in 4 responses and cpposed in 2.

In addition, various rule changes to assure informed consent hy
investors whose shares are lent to shert sellers were suggested by
SEVEI COmPanies.

J Subcomiittee hearings

_In order to hear testimony on the sallegations of short-seller
abuse and on the programs of the SEC and the self-regulatory orga-
nizations (SR0s)7 for controlling abusive practices, the Commerce,
Consumer, and Monetary Affairs Subcommittee held thres days of
hearings in November and Decembar 198911 (n November 25, the
subcommittes heard testimony from three company executives
whose companies had been the targets of short selling and who re-
ported abusive practices by short sellers. The subcommittee also
heard testimeny from twe industry experts who gave s broader
overview of short selling and s abuses, and it received for the
record a statement from Joseph Feshbach of Feshbach Brothers, a
major shortselling investment partnership, commenting on the
issnes the subcemmittes had raisad.

On December 29, the subcommittee heard testimony from John
{3uion, of the National Asseciation of OTC Companies,*? and from
the New York and American Steck Exchanges and the National
Association of Securities Dealers {(NASD). Mr. Guion reported on a
survey his organization had conducted among 1,000 public compa-

10 The stock exchanges amd the MASD are self regulatory arganizations with substnntial dele
gar.ed Tl,‘.'ﬁ]}ﬂ}.l’l.ﬁlh:l]l‘.'l' for rég‘u]n'l.mg' cq'l.ill.u,,u lrudmg‘ and ol her pmpaChE of the éq'llltt!a!- market.

' Bubeommittee hearings, ap ©

' Currently the Association of Publ:l:]:.r Traded Companies, 4T
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nies concerning their experience with shortselling, abuses and
their views regarding possible regulatory. improvements, from
which he concluded that thers is very widespread support.among
public companies for fuller disclosura of short-selling activity. He
reported the intention of his srganization to recormmend to the SEC
a8 new Eublic reporting rule applicable to any individual short
seller who accumulates a short position equal to 5 percent or more
of a company’s total shares outstanding. :

Edward Kwalwasser, representing the New York Stock Ex-
change, and Stephen Lister, representing the American Stock Ex-.
thange, described the role of the SEC's uptick tule in suppressing
“bear raids" by short sellers and the manner in which the Ex.
changes, through various rules, contrel the spreading of misleading
rumors and prohibit naled short selling. They both expressed skep-
ticism regarding the subcommittes's concern that shareholders
might lese proxy veting rights when hroker-dealer firms lend cus
tomers’ shares to short sellers. Mr. Lister also expressed concern
that there might be unintended adverse effects from . requiring
public reporting of large individual short positions.

John Pinto and Gene Finn, testifying for the NﬁSD deseribed
the NASD's recent and prupused rule changes for strcngthemng'
their controls over naked short selling and other shoctselling
abuses. They opposed the extension of the SEC's uptick rule to.
NABDAG trading, basing their analysis in part of a major study of
short-zelling regulation that had reécently been completed by Irving
Pollack, a foriner SBEC Commissioner and senior regulatory offi-
cial.!® They also commented briefly on several other regulatery
issues related to short selling.

Richard Ketchum, Director of the SEC's Division of Market Reg-
ulation, and John Sture, Assoriate Directer of the SEC’s Division of
Enlorcement, presented the testimeony of the Securities and - Ex-
change Commission on December 6, They described at length the
regulatory and enforcement prugrams of the SEC as they apply to
short selling, and their prepared testimony alse included detailed
refponses to a number of questions the subcommittee had submit-
ted in advance. On the gquestion of extending the optick rule to
NAEDAQ securities, the SEC position was that they did not believe
a need for this roie change had been demonstrated, but the SEC
wouald continue to study the merits of this proposal. Regarding the
proposal for public re ing of large individual short pesitions,
they stated that the S& does not faver public reporting that re-
veals P%tentlally sensitive trading strategies, and furthermore that
the S lacks authority to impose such a requirement without leg-
islaticn.

4. Analvsis of American Stock Exchonge surveillance repart

In 1987 the American Stock Exchange (ASE) investigated compa-
ny allegations of possible manipulative activity in connection with
short selling in the securities of three ASE-listed companies. The

Exchange prepared and submitted to the SEC a lengthy surveil-
lance report dated November &, 1987, in which the Exchange re-

" “Skart-Z3ale Heguiation of ]HAED.&Q Securities.” by ]n'mg M Foltack, Mational Association
of Securities Cealers, 1956,
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ported linding no evidence of mampulatmn but remmmended fue-
ther inquiry by the SEC. The SEC provided a ctpy of this report to
the subcommittee immediately prior to the 1989 hearings, with a
request that it be treated as a confidential document because of its
detailed data on individual security trades by certain individuals.

Following the hearings the subcommittee analyzed the suiveil
lance report in substantial detail in order to evaluate the thorough-
ness of the American Exchange investigation.

o Study . of 8EC irvestigetions of short-sole largel companites

Following the hearings the subcommitiee inguired of the SEC by
letter what percentsges of formal investigations and informal in-
quiries opened by the SEC to investigate companies for accounting
fraud or other fraudulent public disclosures involved companies
where a short interest existed, at the time the Commission bepan

. ia Inguiry, of at least 5 percent of the company's totzl shares put-
standing. The purpose of the subcominittes inguiry was to attempt
to wverify company complaints that the SEC often assisted short
sellers by investigating companies that the short sellers had identr-
fied as targets. .

The SEC responded that they did not have the necessary infor
mation in their possessicn to respond to this inguiry. The ]gEE did
offer, however, to permit subeommittee stall to view listings of SEC
fermal 'and informal investigations opened regarding suspected
cases of the sort specified by the subcommittee.

A subcommittee staff person therefore compiled from these SEC
listings and from the published monthly short interest reports re
leased by the NASD the necessary data to prepare a partial answer
.to the question. The compilation prepared by the subcommittee
covers SEC investigations of NASDAQ companies crpenecl h-etween
March 1988 and March 1989,

6. Anelysis of NSCC fails data, December 1990

In order to investigate company allegations of naked short sell-
ing, the subcommittee reguested from the National Securities
Clearing Corporation daily tabulations of clearing shocts (failures
to deliver sccurities by settlement date) and clearing longs {failures
to receive securities by settlement date) for every trading day in
December 1990, The subcommittee received daily data from NSCC
Ehuwmg clearing shorts that aggregated at least 10,040 shares in 2
given eqmt}r issue and that were due from selling brokers who had
been shorl in that issuve for at least 5 trading days. The subcommit-
Le; sluo received data showing daily clearing longs on a comparable

15.

' The subcommittes then prepared summary tabulations from the
data provided by NSCC. These tabulations show individual stocks
in which the clearing short position at NSCC that was due from
brokers who had been continuously short for at least 10 davs aver-
aged at least 20000 shares throughout the entire month of Decem-
‘ber, The subcommittee compared ihese cases of substantial and
perzistent elearing shorts with the publicly repor‘ted investor short
interest statistics for December 1830

In these tabulations the subcommittee identified 31 New York
Stock Exchange issues, 28 American Stock Exchange issues, 124

A8-830 0 - 91 - 2
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MASDAQ issues, and 54 issues the subcommittes could not identify
.as to market but which’ appeared to be non-NASDAQ over-the-
countér issues. Many of the issues shown,in these tabulations also
were reported_ as having substantial investor shert positions in the
monthly statistical reports as of December 15, and several were
“igaues that had been reported in the press as the targets of profes.
sional short sellers. Several others were the stocks of companies
that have expressed complaints about short-selling abuse. ;

The subctommittee then, in March 1991, requested, evaluations
from the SEC, the New York and American Stock Exchanges, and
the NASD as to whether the persistent clearing fails shown in the
tabulations reflected naked short selling, and if not what other fac-
tors accounted for such persistent and substantial clearing fails. -

The SEC has not responded to this mguiry. The New York Ex-
change has tentativelv..teported apparent rule violations in three
cases but has not completed its review of the matter. The Ameri-
can Exchange reporied Mnding instances of fallure to deliver
shares after both long sales and short sales but deiermined that
most of the cases examined did not reprezent rule violations or
naked short selling. The NASD did not find slgnlrcant rulE viola-
tions or naked short selling.

The ‘subcommittee has not completed ltE mw.resmgatmn of these
findings of substantial and persistent clearing faild in issues subject
to active short selling hut expects to be ahle to report on this i inves-
tigation mn 1992 i

7. Investigation of Neiwv York Sux-k;Enich&nge pmx}' :jarmg rules

The subcommittes has been concerned from the beginning of -its
short-selling investigation that legitimate short selling might’ have
unintended and -potentially adverse effects on investors' proxy
voting rights. The SEC and the SROs expressed the judgment in
their hearing testimony that the subcommittee’s concerns were un-
founded. The subcommittee determined, nevertheless, to investi-
gate this question more deeply in late 1990, and 'in conducting this
aspect of itz investigation the subcommittée has corresponded at
length with the New York Stock Exchange during 1980 and -19%1.

In this correspondence the NYSE has confirmed the subcommit-
tee's basic supposition that short selling may occasionally lead to
an. inability on the part of brokerage ‘firms to honor the proxy
voting instructions of their customers, The subcommittee's analysm
of this issue appears in Section VI

II. Tue FUN{:rmNnL RoLe or SHDRT BELLING

The committee finds that short selling has an impertant and con-
structive functional rule in the equity market. :

As an investment opportunity, siurt selling enables investors
with negative evaluations of particular individual stocks to invest
their funds 30 as to prefit if their evaluations prove to be correct.
In doing this, short sellers bring into the pricing structure of the
market a balancing influence, Their negative evaluations:of stocks
then play a rele, along with the positive evaluations of other inves-
tors wha hold the same stock long in their portfolios, in determin-
ing the market price of this stock. This participation by short sell-
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ers thereby tends to enhance the efficiency of the market pricing
mechanism.

The committee finds it highly significant that, among the many
market participants and issuers who hawve complained of short-
seller abuse, virtually none have held the position that short sell.
ing as an investment practice is bad or should be stopped. On the
contrary, many emphasizred to the subcemnmittee their conviction
that short selling, per se, is entively legitimate and constructive, if
done according to the rules. The committee shares this conviction.

Their complaints, and consequently the subcommittese's investi-
gative efforts, have focused on questions of improving the short-
selling mechanism and corlailing related abuses, so that short sell-
ing can most elfectively serve its legitimate function in the market.

III. Asuse anp MaMirviation By Snonr Seriexs
A. CREDIBILITY OF ABUSE ALLEGATIONS

The subcommitter’s investigation of short selling has included
extensive review.ol the allegations of short-seller abuse offered by
affected issucrs and investors or reported in the press. In additien
to the widespread press reports, allegations of abuse were reported
by witnesses in the subcommittee’s hearings, by issuers who re
sponded to the subcommmittes’s gquestionnaire, and by other issuers
and investors in numergus unsalicited off-the-record contacts with
the subcommittea, The subcommittee did not, however, atternpl in-
dependent verification of their accurzey through field investiga-
tion.

Because of the lack of independent investigation and verificatinn,
the committes has not made any findings that eartain of these alle-
gations were conclusively demaonstrated to be tree. The committee
cannot, thecelore, report documentation of &.pemﬁc 1nmdent.3 of
abuse b:,r short sellers.

The committee has found, however, that many of the reports of
rumoe-spreading abuse are entlrely credible and are strongly sug-
gostive of abuse, Moreover, the widespread nature of these reports
and the high deyree of zsimilarity among them constitoté g highly
consistent pattern. The committee finds, therefore, -that a pattern
of abusive and destructive rumermongering, targeted specifically at
companies in the eguity securitiez of which some short-selling in-
vestors have established mﬂ_jur short positinns appears to be occur-
ring.

(Mther reporis have alleged direct price mampulatmn or nthcr
trading abuses by short sellers in the tr.a.dlef of target companies'
shares. Many .ol these reperts have alleged that certain parties
ware engagmg in naked short selling, presumably with the coopera-
tion of & major broker or dealer,

None of the reports of naked short selling were 5uppor1ed with
direct evidence, and in its evaluation of these reports the sabcom-
mittee found the circumstantial evidence offered to be Inconclusive,
The charges of naked short selling do rzise important questions of
the proper functioning of the markets, however, and the subeom-
mittee has therefore initiated a study of clearing and settlement
delays and their relationship to short selling, as reported previous-

ly.
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This study has not been completed, but the evidence examined so
far sugpests that naked short selling or its functionz]l equivalent
does occur in large volume in some equity issues, The committee
does tentatively conclude, therefore, that the reports of naked short
selling offered by issuers. and other investors, while lacking direct
supporting evidence, may nevertheless be true in some instances.

Other allegations of direct price manipulation by short seliers
hove appesred to the subcommittee to lack substance. For this
reason the committee has concluded that, aside from the reports of
spreading false rumors and engaging in naked short selling, many
of the complaints about short-seller abuse are not soundly based
and may reflect a misunderstanding of the short-selling process.

B. THE PSYCHOLDGICAL ENVIRONMENT

The committee's principal concern in its evaluation of short-sell-
ing issties has been broader than just whether specific abuses and
viplations have occurred and are being regulated. The committee i3
particularly concerned with whether

a. The eguity market funetions fairly for investors who
invest in the shares of companies that are actively sold short
by other investors; snd

bh. Whether the equity market prices such stocks efficiently
and appropriately zo that these companies will continue {o
have access to the market for new capital on a sound and fair
competitive basis. '

The committese has found, in this connection, that the fairness
and efficiency of the equity market for stocks that are actively tar-
geted by short sellers suffer from serious disturhances that cannot
be attributed solely to specific instances of short-seller abuse.

The pricing and trading of individual equity issues are highly de-
pendent on subjective elements of psychology and perception

among investors generally, and the committee finda that many in-
vestors and issuers have a perception that short sellers have great
manipulative power over stocks, Moreover, the committee finds a
widespread p-erceptir:rn, expressed in many ways to the subcommit-
tee, that the SEC is indifferent to the manipulative agtivities of the
:fa:h{:-rt sellers and assists them indirectly by theu" attitude ol indif
Brence.

The psychological environment is further affected by the fact

that major short-selling investors function entirely anonymously.
Under present reporting rules it eannot be known, except through
a special investigation by the SEC, the exchanges, or the NASD,
who it holding the major phort pesitions in a particular stock.
- The committee finds a- strong undercurrent of disillusienment
with the public equity markets and with the SEC in the viewpoints
expressed by many investorsz and issuers whose shares are targeted
by short sellers. Among these investors and issuers there appears
to be a sense of being victimized by powerful but unknown abusers
who do their will without restraint from any repulators. Il these
were isclated views, they roight not be significant, but the commit-
tee finds them sut'f“mentl}' preva]ent to cunstltute a truuhlmg pat-
tern.”
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In some instances, as reported previously, the targets of short
-selling appesr to have drawn conclusions about the manipulative
power af short seilers without a solid factual basis, but this tenden-
c¥ of many investors te draw such unfounded conclusions is the
fundamental reason for concern about the. psychological climate.

The fact is that some short-selling partnerships possess very sub-
stantial financial resources and a capacity, financially speaking, to
inflzence heavily or eyen dominate the-trading activity .in a -small
“eapitalization izsue of stock over an extended perisd. of time. "When
this peneral fact i combined in:the minds of company executives
and shareholders with the information that some unknown but
presumably powerful party or parties ia or are actively short sell-
ing a. particular stock—and when these executives and sharehold-
ers also share a conviction that the SEC ignores abusive practices
by the short sellers and does not ensure a faiv macket—it is ceadily
understandable that these executives and sharchoiders of the aft
fected issuer may- reach exaggerated and ill-founded conelusions
ahout the short-selling “thireat.”” When such exaggerated reactions
to active short selling become frequent and persistent, as the com-
mittes believes they have in many stock ISSUES then prmmg affi-
ciency and market fairness suffer.

Moreover, the impairment of pricing efficiency affects not just
the immediate targets of short sellers but the entire class of firms,
many of them snall but some large as well, that are viewed in the
investing community as potentizlly vulnerable to shortseller
abuse. Given the perceived power of anonymous short sellers to
manipulate the market, it is only ordinary prudence to many inves-
tors to avoid such isswes altogether, which in turn unjustifizbly de
presses the pricing of such issues rclative to others perceived as
leas vulnerable,

This analysis of pricing inefficiency weuld nut be valid if short
sellers do in fact possess the great capacity to manipulate prices
and hurt companies that is widely attributed to them. That is, if
these imvestor evaluations of the short-selling threat are soundly
based and relatively accurate on average (i.e., statistically unbi-
ased), then the resulting effects on pricing could he compatible
with efficient market functioning. The feundation of this analysis
of. probable pricing inefficiency is that, on the contrary, the psycho-
logical envirgnment surrcunding short selling has led investors to
systematically overestimate the manipulative power of short sell-
ets. Although there asppear to have been some ecases of serious
abuse with & potential fer significant price distortions on individual
izsmes, the committee does not believe, as a general matter, that
short sellers possess the estraordinary mampulatwe power that is
widely attributed to them.

This is precisely the environment in which improved public in-
formation is clearly needed. While not necessarily previding a com-
plete sclution, better public information is the natural first remedy
for such difficulties. By injecting factual elarity, it reduces the
scope for fear based on imaginative speculations and unfounded as-
sumptions. The issue of improved puklic infermation is d1scussed in
Bections [V and V below.
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. THE AMERIEJLN STOCH EXL-HANL-E SURVEILLANCE REPORT

In IBST the American Stock Exchange received comiplaints from
-three companies-that holders of short- pesitiong were énpaged in
downside manipulation of the company's stock. Each company re
ported that it wds the target of malicious tiegative rumorstwhich, it
felt, were being spread by the short sellers as part of a'scheime to
-depress the price of its stock. In addition, many negative press sto-
ries had appesred aboot these companies, notakly-in Barron's.

The American Exchange's Surveillance Department conducted
investigationa into the *short selling .of each company’s stock. It
compiled detailed trading data on these companies’ stocks for cer
_tain study.pericds that ranged from-3 to 12 weeks and attempted 1o
determine whether any of the short sellers had enpgaged in price
mampulatmn in their tradmg durmg the study periods.- .-

...The trading data compiled in the investigation and the Ex-
-change'gs findings were repocted to the SEC. In each case, the Ex.
change concluded that none of the information it guthered revealed
evidence of manlpulatmn by short séllers. However, it stated that it
could not determine whether certain principal short sellers had
acted in concert. Mereover, since most of the prineipal short sellers
were not members of the Exchange and therefore not subject to the
Exchange’s jurisdiction, it stated that the Exchange could not do a
thorouzh investigation of the short-sellers’ Activities. It submitted
the report to the SEC with a recommendaticn that the SEC should
further investigate the activities of the short sellers to determine
whether the shm‘t sellers had acted in cancert to depress the stock
prices.

The Exchange aleo made a limited attempt to evaluate the cofm-
‘panies’ claims of false rumors, but this work did not represent n
therough 1nvest1¥atmn In its report the Exchange concluded that
the charges of fzlse rumors were a subject for the SEC to deal with.
I particular, it recommended that the SEC should determine
whether there had been any improper contact between the short
sellers and the preas.

The SEC did some additional investigation after it receiued the
sorvelllance report. This included contacting the companies and
the stock analystz that followed the companies, as well a5 search-
ing warious datahasea for negative articles or other information
about the companies, Although it found negative articles from its
database searches, the SEC said it did nat find any articles which
contained materially falae information about the companies. In de-
scribing its response to the American Exchange's recommendation
for Nirther investigation, the SEC stated to the subcormmittes that
it found ng indication of illegal activity by the short sellers in these
cases and, moreover, that the SBEC had brought action againat one
of the companies involved for improper accounting methods

The subcommittee found, on close study of the Exchange's sur-
veillance report, that the report contained both statiatical discrep-
ancies and unexplained information gaps. When  questioned, the
Euxchange attributed the statistical discrepancies o human error
but was unable to explain why certain information requested from
cne bhroker was never received. More importantly, the study peri-
ods selected by the Exchange for the three stocks did not corre-
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spond to the months when the reported short interest for these
stocks was highest, or to the build-up of the short interest Npures
to their highest levels. Moreover, in the case of two stocks, high
volume trading days occurred in the weesk immediately prior or
submguent to the stndy permds but were excluded from the study
periods

Finally, the Exchange's evaluation of the extenaive trading data
that was assembled lacked focus. It was never clearly stated what
pattern they were looking for or what pattern would have raised
concerns about manipulalion. For this reason and because of the
inadequacies cited above, the committee, while acknowledging the
extensive effort of the Exchange, questions the effectiveness of its
surveillance examination.

Moreover, the inadequacies lound by the subcoramittee should
have been evident to the SEC but apparently were never detected.
The committee finds, therefore, that the SEC's response and follow-
up to the American Exchange surveillance report were superlicial
and did not reprosent a sericus effort to investigate the company
charges of manipulalion by short sellers.

0. TEE ROLE QF THE SEC

The Securities and Exchange Commission is responsible for en-
foreing the antifraud and antimanipulation provizions of the secu-
rities laws, and agency witnesses testifled in the subcommittee's
hearings that the agency performs this responsibility vigorously
when evidence of illegal behavier by short sellers is brought to
their attention. In support of this the agency testimony cited cer-
tain enflorcement cases brought by the Commission where the be-
havior of short sellers was challenged.

Oither witnesses questioned the adequacy of the SEC's efforts to
control short-seller abuses, however, Moreover, several company of-
ficials have told privately of bringing complaints of short-seller
abuse to the SEC without any apparent SEC action resulting. Some
company officials even reported to the. subcommittee that, after
they brought their complaints to the SEC, the SEC turned around
and investigated their own companies groundlessly lor suspected
accounting fraud, public disclosure- viclations, or ﬂther matters,
without ever brlngmg formal charges.

The S8EC has never, as far as the committee is aware, brought an
enfarcement case or even sought seriously to investigate a casg in
which the central allegation of abuse was the malicisus dissemina-
tion of false or unverifiable negative reports about a public compa-
ny. its officers, its predocts, or ether matters that, if teoe or be-
lieved by investors, would be likely to influence negatively the
trading price of the company's stock.

For thizs reason, the committes finds substantial basis fﬁr CONCErn
that the SEC's Pﬂ|1C]l‘Ig of the fairness of the -markets in thiz re.
spect may not be adequate,

The committee's congern regarding this aspect of the SEC's en-
forcement program is further heightened by the prepared testimo-
ny of Mr. Sturc for the SEC's Division of Enforcement. In explain-
ing why the SBC has net found it practical {o bring enforcement
cases against short sellers in most instances, he stated:
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Finally, many of the complaints we receive about alleged
. illegal short selling come from companies and corporate of-
ficers who are themselves under investigation by the Com-
mission or others-for- possible violations of the securities
‘and other laws, When there is an obvicus economic justifi-
cation for short sales, it s extremely difficult to prove: . . .
- (i1} the material false statement/omission and fraudulent
intent requirements of Rule 10b=5, Thig is particularly
terue in those situations where, [or example, our investiga-
tien tends to show that at the time when short seljers -
were allegedly dikseminating falze rumors, in fact. the
issuer was disseminating materially false financial state-
ments. 14

This statement by Mr. Sturc has the app&arance of & de facto
. nﬂ-w:tmn assurance to short sellers cancernmg any actions they
may take to disseminate false ramors about companies that.are the
ohject of SEC fraud investigations. Morcover, since the SFC does
not bring formal charges against the company in many of the cases
where it initiates an investigation, this siatement represents a
policy of gnoring possible cases of abuse by short sellers on the
basis of uttproven and petentially untrue auppositions about compa-
ny behdvier, The committee finds this policy very disturbing,

Finaliy, the committes finda that there has been an uncomfort-
ably close direct working relationship between certain unknown
short sellers and the SEC enforcement staff. Mr. Sturc. acknowl-
edged in the subcommitiee hearing that the SEC stall “listen”
.when short sellers make allegations that a company is doing some-
thing wrong, because the short-sellers’ information iz oflen accu-
rate 15 Short sellers, in other words, frequently pruwde useful en-
forcement tips to the SEC staff, .

That the SSEC staff does frequently act on the tips pr:w:ded by
short sellers may alse be inferred from a statistical survey the sub-
committee staff conducted, with SEC cooperation, of SEC investiga-
tions of NASDAQ companies for accounting fraud or other fraudu-
lent public disclosures during the period March 1959 throwgh
March 1980, During this period 24 percent of the formal investipa-
tions opened involving MASDAQ companies, and 17 percent of the
informal investigations opened involving NASDAQ companies,
were investigations targeted at companies in which the reported
short interest in the company stoek immediately prior to the open-
ing of the investigation was at least 5 percent of the public float in
that company’s stock. That is, substantial percentages of all SEC
investigations of NASDACG companies during this period ware in-
vestigations of short-seller targets,

The subcominiitee does not find anything inherently impreper in
this pattern of enforcement investigations by the SEC. This pattern
does, nevertheless, raise a troubling question. The questmn i8
whether the SEC's selection of investigation targets is biased in a
manner that provides unwarranted assistance to the short sellers.

C LR Sy e kb tee h:ﬁr.inn, op. Gl p 5. -
& Bubcommitiee hearings, op. cit. p. 515 .
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The knowledge in the market that a compuny is the object of an
SEC inveatigation for possible fraud is generally expected to disap-
point or alarm investors and to directly cause a decline in the com:
pany's gitock price. The gpening of sech SEC investigations after
short sellers have established substantial short positions in the
target compamnies’ securities is therefore very beneficial to the shert
sellers. For this reason the SEC needs to exercize extreme caution
in opening investigations of short-seller target companies, aspecial-
ly on the hasis of tips from the short sellers, in erder to guard
against any appearance of bias favoring the short sellecs.

Regardlesa of the appropriateness, from-an enforcement perspec-
tive, of the investigations opened regarding possible fraud by shart-
seller target companies, the de [acto working relationship between
short sellers a2nd the SEC enforcement staff has the effect of pro-
viding bounties to the shert sellers for their enforcement tips when
the enforcement investigations becorme known in the market In
this context, the commnittee finds it highly improper that the SEC
staff should alse exempt from any enlorcement scrutiny the behav-
ior of the short sellers whose t1|:n-. they determine to act on, as Mr.
Sturc testified. :

v, THE INTEGRITY OF INFORMATION ABOUT COMFPANY AFFAIRS

Accurate and timely information for investors is-essential for a
fair and efficient securities market. The unchallenged and unpun-
ished circulation of false or misleading reports about company aft
fairs iz very destruclive of fair markets. [t discourages long-term
investors from committing their funds to companies that have been
made the targets of information distortions, and inn this way it im-
pairs and may even destroy these companies’ aceess-to the equity
market for new capital,

The SEC does not take an Evenhanded and balanced approach
toward information integrity in the equity market. The SEC vigor-
‘ously investigates suspected cases of misleading or false- informa-
ticn released by company officials about their own COINPAILIES,
which is entirely proper regulatory serutiny, but the SEC does not
employ equal vigor on the other side. The SEC has not committed
itgelll to a palicy of suppressing false or manipulative ramor civou-
lation by parties seeking to discredit a company or its officers or
‘products, and it has not displayed any such commitment in prac-
tice through its enforcement program.

Small compaties are especially vulnerable to campaigns of inten-
ticnal digtortion about their company affaics, for two reasons, First,
they lack the resources usually available to a larger company to
conduct an expensive information campaign to combat false rumors
directly. Second, knowledge of their affairs among the financial
press and among securities professionals, who may be able to
evalnate false charges critically and render a constructive inde-
pendent judgment, is generally much less widespread than in the
case of large companies.

The -SEC sheuld adept a formal pelicy” and administrative pro-
gram for improving the integrity of information flows about public
companies, especially amaller compames. This program should in-
tlude a commitment of resources fo vigorous investigation of sus-
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pected cases of dissemination of false information or of unverifiable
information under false pretenses (such as impersonation of cotnpa-
ny officers or regulatory authorities). The SEC should alse evaluate
the adequacy of the enforcement authority at is disposal for con-
trelling information distortions sbeut pubhic companies, and should
agg'iis& Congress of its recommendations for additional authority, if
[kl - - '

This commitment by the SEC is needed in part to provide greater
confidence to investors that they can commit their funds to invest-
ments in small company stocks without excessive vulnerability to
abusive information distortion by short sellers. A commitment of
this nature by the SEC is needed to dissipate the unhealthy psycho-
logical atmosphere, referred to above, that adversely affects the
markets for many stock issues in which there is substantial short-
selling activity,

V. MaRKET EFFICIENGY AND MARKET INFORMATION
A. INFORMATION ABQUT SHORT-SALE TRADING AND SHAHE EXPANSION

In any asset market, expansion in the supply of a particular
asset that investors must hold will normally drive down the price,
at least temporarily. Only when there is a perfectly elastic demznd
for that asset, which is extremely rare in the stock market, will
price ‘be unaffected when the supply expands. An sbrupt suﬁpl}f
change, in particular, can be disruptive if it takes place without
prior announcement and without advance preparation of the
market, Co : C o

The distribuiion of new shares of stock into the equity market
through & company offering of new shares repregents the kind of
supply expansion that can be disruptive if done abruptly without
prior warning. For this reason, among gthery, elaborate disclosure
rules have been put in place so that investors are able to be fully
informed about what is going on when a company sells new shares
in this manner. Investors are thereby able to have a fuller under-
standing of the factors underlying any price decline or incre
trading volume they may eee in a stock in which a distribution of
new shares 15 taking place or is planned, )

Bhort selling causes a similar share expansicn, as explained
above. New investore must be induced to purchase the shares being
cffered by short sellers, or existing shareholders must be induced to
incresse their holdings, so that the increased guantity of shares
can be absgrbed. An unannounced share expansion that arises from
short selling can therefore be just as disruptive to market pricing
as an unannounced distribution of new ‘company shares would be.

The recent price behavior and trading volume in a stock convey
information to gther investors in the market. The information that
is conveyed is different, however, if new shares are being distribut-
ed by short sellers than if existing stockholders are selling their po-
gitions. ST T

Shareholders who sell generally do not seek’ to profit-from a fur-
ther decline in the stock price, and they may not expect any de-
cling. They may merely need cash or may prefer other investments.
In fact, if they seli only part of their holdings, then they clearly
want the rest of their shares to appreciate -further. For these rea-
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zons their salea do not necessarily suggest a negative Eva]uatmn of
the stock.

Short sel]ers, on the other hand, clearly expect and seek to profit
Irom a decline in the stock price.. Their motivations and expecta-
tions are different. When short sellers are active, other investors
must expect that theze short sellers hold a-highly negative evalua-
tion of the atock and may drive the price down through further
short selling. Short selling, furthermore, has the added significance
of expanding the market's total holdings of -the stock, which may
require.a price decline merely to induce new investors to ahsorb
the new shares.

For this reason, investors should have accurah: and timely infor-
mation about all siganificant distributions of .new. shares that arise
because ot' heavy shori-zelling ‘volume, In the absence of, thiz infor-
mation, " investors . aré presently unable to distinguish between
heavy sales by current stockhélders and the introduction of new
book’ eniry shares into the market through short selling. As a
result, they may inappropriately -infer that existing stockholders
who are, reducing their holdings are responsible for an observation
of heavy trading volume and & price decline when in fact these are
due to a supply expansion caused by short selling.

The preseni reporting of short interest. statistics by the ex-
changes and the NASD does not supply the necessary informafien
to the market and is entirely inadeqguate for this purpose. Aggre-
gated short interest data are reported monthly te the exchanges
and the NASD by brokers and dealers and are disseminated
through the public média several days later, so the net short sales
from cne menthly reporting date to the next, net of purchases to
cover previous short sales, are eventually knnwn No other data on
short selling in individual stocks is available to.the market, howev-
er, Market participants cannot know, therefore, except on a de-
layed bﬂsls several weeks later, about changes in the supply of an
issuer's shares through short selling.

These organizations should develop a method for collecting daily
short-selling activity and weeakly short interest dats from brokers
and dealers. They should then make this information’ available
electronically to the market in aggregate form.

B. THE UP‘T[CI-L RULE A5 AN INSTRUMENT FOR IMPROVED INFOHMATION

An uptick rule for short sales represenis an indirect method for
addressing this inforimation gap. Moreover, as explained below, it
acts ps 2 stabilizing constraint on trading, alluwmg more time for
the dissemination of information, when heavy short-selling pres-
sure may otherwise be digruptive ta pricing,

The presant uptick rule (SEC Rule 10a-1), which iz applicable to
trading on the exchanges, should therefore be retained. Moregier,
the SEC should axpand the uptick rule so that, with appropriate
modifications, it also applies to trading of over-the-counter stocks
in the NASDAQ aystem of the NASD. NASDAQ trading should be
subject to the same protections as trading of exchange-listed issues,
for the protection of investors.

Under an uptick ruje, all sales that set a lower price must be
long sales, because short sales at such a lower price are prohibited.
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This immediataly. gives market participants information sbout who
is selling when the price is falling, since cml;-,r current stockhulders
are permitted to sell at a lower price. This is information that is
not available without an uptick rule.

- An uptick rule dlso prevents the price of an equlty from lalling
continually solely through-short sales. Long sales must take place
to establish each: new “lower pric¢e. This has a stab:llmng elfect
when there iz substantial short-selling: pressure.

. ‘This stabilizing effect provides additional time fof the dissemina-
tlnn of market informationin connection- with the offering of new
shares by short sellers. By slowing down the distribution-of new
sharés whan there is substant:nal short-zelling pressure, it pmvldes
more time for finanéial analysts, the press,and the company itself
to-circulateinformiation dbout the company and abeut the addltmn-
al shares béing placed'on the market by short’ sellera. '

Allowing- adequate fime for the dissemiration of mf'urmatlon
ma}r ke particolarly |mpﬂr1:ant for small Uver-the-ccunter compa:
nies because the stock prices of such companies tend to be more
vulnerable to distyrbances caused by rumors and misinformation
One reason is that’ press coverage ol these compamea is often spo-
radic, with news releases jssued h}r the compsnies themselyes often
being unreported in the media. In addition, fewer secifilies ana
lysts” or pmfessmnai funds manggers t;.rplcallj.r covéer such ‘toiipa’
nies; so there is a amaIIer established base of familiarity with, such
companies it the mvestment mmmumtjr '

Many people have questioried the. effectweness of the present
uptick rule on the Exchangas and, by 1mp11cat10n at least, quéstion
whether any purpese would be served hy implerienting a. s:milar
rule for NASDAG trading. This view appears to be based on
belief that short sales, whatever transitory. price effects they, ma}'
h]?w- do not matena]l}r alter the long-run pricing of the issuzes suld
short.

This, position ignores the suppl}r expam-.mn rea-.u]r,mg fram h]‘lﬂl’t
sales, or else it assumes that the supply expansion has no material
price effect becanse the demand elasticity lor all issues sold short is
practically infinite. This is not a reascnable position for most stock
issues, especially small issues.

Moreover, the supposedly transitory price effects of short sales
can.have important.and lasting consequences for both investors
and issuers and cannot be ignored. For example, short sales that
drive down a company's stock price can-disropt 2 planned public
offering of shares to raise new equity capital. Likewise, investors
wheo purchase shares on margin are vulnerable to having their
shares liguidated to meet margin ealls if short sales drive down the
price substantiaily. for even a. day. The uptick rule, by reducing is-
suers! and investors' vulnerability to such problems from transitory
price movements, clearly is effective in stabilizing the market for
exchange-listed stocks for the benefit of issuers and investors,

For this Yeason, the uptick rule should 1mmed1ate]y be Extended
te tradlng in NESDAQ issues also,
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C. DISCLOSURE OF MATERIAL INDIVIDUAL SHORT FOSITIONS

Investors who acquire 5 percent or more of the shares of a com-
pany must report this fact to the SEC within 10 days, and the SEC
filing is made public. Hewever, short sellers who acquiré a short
position of this magnitude in a eompany’s stock are not subject to
‘Bny 51n111ar reporting requlrement Repardless of how ]:arge an in-
westor's short position in the stock of an mdmdual‘mmp&ny, hE ot
she may remain entirely anonymous.

“ ‘The subcommittes has received very strong expressions of sup-
p-ort from company executives and interésted stockbiolders for the
coricept of a public Teporting requirement for large individual ‘short
positions, analogous to: the present re-pr:rrl;mg requlrement for inves-
tors who- acquirvé %. percent of a company’s ‘shares:- Moreover, no
subsiantial. opposition to this concept has beet expresséd to the
'subcommittee. 'In- the' subéommities s hearings. the witnesses fot
the American Stock Exchange and the BEC expressed reservations
about.whether disclosure of major individual short positions might
have unintended effects on the market and might represent an un-
-warranted disclosure -of proprietary trading strategies; but these
concerns .were not expressed in a manner to reﬂect a pnsltmn of
‘gpposition fo the concept, .

;i Moreover, as described above in Sectmn I[T, the r:ummlttee be-
lieves that.the psychological atmosphere among investors end issu-
ers regarding stocks targeted. by short sellers exhibits a disturbing
and unhealthy. pattern that may seriously interfere with lair mar-
keis and efficient pricing, and the committee believes that tha com-
pleté anonymity with which. major. short. sellers are now permitted
t?l operate contributes importantly to this unhealthy market psy-
chology,

" Thé committee therefure finds that such a publlc rep-urtmg re-
quirement, for large individual short positions .is needed, for two
closely related reaspns. First, the committes believes that stoek-
holders and issuers whose. portfolio investments and business ac-
tivitiew are under direct attack throtgh the largescale activities of
sophisticated multi-million dollar shortzellihg partnerships have a
right to knoew who the individual short sellers are in cases where
their respective short investinents are large encugh to be material
in relation to the totz]l ogutstanding shares of the company; and
second, the committee belibves that the equity market will finction
more [airly and more efficiently if this information is available
publicty.

The rommittee therefore recommends Ieg15[atwe enactment of
such a reporting requirement. Although this reporting requirement
might also be accomplished ikrough SEC rulemaking, the SEC has
recently ‘stated in its concept relesse seeking ‘public comment on
the suggestionn of such a reporting reguirement that the agency’s
authority to implement such a rule for purposes of market inifor-
mation is not clear:'® The committee therefore believes that legis-
lation is the appropriate method for jmplementlng thig dlsclusure
requirement.

14+ SR concept velegs: on “Public Deaclwsure of Maonrial -Ehlfll.'l. Securily Pomitiona” lFmier.aI
Hegister, June 15 199E, pp, 2T280-55).
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VI, Proxy Voring I8 SToCKS SoLd SgorT
A. THE RASIC YROBLEM '

" As explained above, short selling expands investors™ Lotal benefi-
cial holdings of a stock issue so that, in the apgregate, investors
opwn beneficially more shares of that stock,than the company has
issued. In particular, investors whose shares are held for them in
brokerage accounts by brokers and dealers own more shares of a
stock that has been zold shert than the brokers and dealers, as &
group, hold for them as the record owners.

As a consequence, it is not possible for all- beneficial owners of
such a stock to exercise a proxy vote in full proportion to their ben-
eficial ownership. Proxy votes can only be given for the shares a¢-
tually issued by the issuing company and held in record ownership
by the registered shareholders. When this number of issued shares
15 less than the number of shares owned beneficially by investors,
ug a result of short selling,, it s not possible for all shareholders. to
have a proxy vote for all their shares, :

Investors whoihold shares in companies where such an expansion
of beneflcial ownership has eccurred are net informed, however, of
this potential constraint on their proxy veting. All castorners of
brokers and dealers generally receive proxy materials for the full
amount of the sharces in their accounts regardless of wh_ether their
broker or dealer will be able to honor and act on'all peoxy lhstruac-
tions received. The natural assumplion of investors whose shares
are held for their account by a broker or dealer, thefefure, is that
their proxy voting instructions will always be acted upon Just as if
they had record ewnership of the same nomber of shares.

Morecver, there are ne rules governing how brokers and dealers
should handle a situation where their customers submit proxy
voting instrugtions for more shares than they can act on. This situ-
ation is essentially unregulated and is left, consequently, to the dis-
cretion of the affected brokers and dealers. This situztion is there-
fore very wulnerable to a lorm of proay failure, to deception of cus-
tomers, and to-other abuses and distortions of the proxy voting
process, as explained below.

" The distribution of proxy materials to their customers by krokers
and dealers and the giving of proxies by brokers and dealers on
behall of their customers are currently regulated by the New York
Stock Exchange. The proxy rules of the New York Stock Exchange
do not adegquately address the circumstances that are created by
shart selling, however,

The proper remedy for these problems lies in rulemaking by the
Securities and Exchange Commission. The SEC possesses broad au-
thority. under Section. 14(bkl) of the Becurities Exchange Act of
1934 to regulate the giving of proxies by brokers, dealers, and other
pariies .on behall of their customers for shares owned beneficially
by these customers. The SEC has not, however, issued any regula-
tions under this authority concerning the giving of proxies,

The committee’s specific recommendations for the regulation of
proxy voting in issues sold short are stated in Subsection E. below.
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B. PROXY FAILURE UNDER THE KNYSE FROXY RULES

The New York Stock Exchange's proxy rules are of primary sig-
nificance for governing how most brokerage firms handie proxies
for their customers at present. The NYSE proxy rules apply to all
aspects of proxy handling by all New York Stock Exchange
member firms, a class that includes most of the brokerage indus-
try. The NYSE rulas apply te proxy sclicitations for ail companies,
regardless of whether the company stock is listed for trading on
the Exchange. In particular, this means that the NYSE proxy rules
govern member firms' handling of proxies for companies Tisted on
NASDAQ or the American Stock Exchange, as well as New York
Stock Exchange listed companies. )

I Rule 451 " Transmission of Proxy Malerial"}

The NYSE's Rule 451 requires every member firm, upon receipt
of the appropriate proxy matecials and an assurance of reimburse-
ment for expenses, to "tranamit to each beneficial ownar of stock
which is in its possession or control the material furnished.” The
rule 15 silent regarding the beneficial owners of stock that the
member firm iz carrying for the aeccount of customers but which
the member [irm does not have in its possession or cantrol. '

If a member Mrm has lent cut all customer margin shares of a
particular stock, then the firm will not have possession or control
of the shares of any customer whose sole holdings of this stock are
tnargin shares. All shares in the firm's poasession or control will be
.cash or excess margin sharea belonging to other customers. Rule
4531 thus leaves open the possibility that, vnder certain plauszible
circumstances where stock has been lent out to short sellers, some
mar%m customera of a broker or dealer may not receive proxy ma-
terigls. The rule clearly does not require the distributiun of proxy
materials to such customers.

The KYSE has rep-nrted to the subcnmmlttee, in resp-onse to a
question about & situation in which a firm does not have in its pos-
seasion or control shares purchased by eash customers, that
“member organizations are required to provide every beneficial
owner long on the stock record of the orpanization an annual
report and proxy materials pursuant to Exchange rules.”17 Thus,
in spite .of the ahsence of any specific language to this eflect in
Rule 431, the NYSE iz apparently intecpreting its rule to reguire
the furnishing of proxy materials to all beneficial owners, regard
less of whether the member firm has the custormners’ shares in its
possession or control.

2 Rule 452 f"Giving Proxies by Member Drgam'_za-liun'?

The Exchange’s Rule 452, which deala with the giving of proxiss
by member firms for shares in customer accounts, ia also silent ce-
garding proxies for shares not registered in the name of the firm or
1ts nominee, which would normally include shares that have been
lent to short sellers for delivery to other invesiors or their brokers.
The firm is only required under Rule 452 to give proxies “for stock

1* NTSE tetter of Fobruary 19, 193], p. 2.




24

registered in its name, or in the name of its nomines, at Lthe direc-
rion of the beneficial owner,”"'#

In cases where the firm owns as record ewner fewer shares on »
proxy record date than the number of shares its customers own
beneficially, and where the customers collectively return proxy in-
structions for more shares than the firvm owns of record, the cus-
tomers’ proxy instroctions cannot all be fallowed in full proportion
to their beneficial pwnership. Rule 452 is silent on how to interpret
the meaning of the phraze “'at the direction of the beneficial
cwner’” in such circumstances, and the Exchange has not issued
any instractions or guidelines to menyber firms on how to handle
sucth a situation.'®

The Exchange has, however, described with apparent approval
what it calls "a practice’ for handling such situations:

Were an alloration to be undertaken, we understand it
18 & practice to give each fully paid and excess margin cus
tomer his or her vote as it is recelved. Remaining votes are
then allpcgted * * * pmong the margin customers whose
shares are not within the firm’s possession or control, 1e.,
loaned out 20

Thiz practice, while having an appearance of being equitable, ap-
pears to be in confllict with RHule 4532 In the circumstance describad
previously, for example, where a member lirm has lent out all cus-
tomer murgin shares of a particular stock and ‘does not have record
ownership of the shares of any customer whose sole holdings of this
stock are margin shares, then all shares owned of record hy the
firm will be cash or cxcess margin shares belonging to other cus-
tomers. If the firm distributes proxy materials to and recelves
voting instructions frem such margin customers whoze shares it
does not presently hold, and if it gives proxies configuréd according
to these instroctions in accord with the practice described above, it
will be acting in apparent violation of Hule 452 The violation
ariges hecause, by assuraption in this example, these customers
whose instructions are being acted vpon are not the beneficial
CWNENS nf the shares for which the firm, as record owner, is able to
give proxies.

The occurrence of a violation in such a case does not necessariky
imply that the practice described above is irproper. It may imply
only that Rule 432 is not formulated adeguately 1o deal with such
situations.

The inadequacy of Rule 452 is further lilustrated by the lact that
it iz fully consistent with the Exchange's proxy rules and other ap-
plicable rules for a member firm to lend out all the customer
shares of a particular stock issue (azsuming all the customer shares
weare margin shares availlable for lending under the SEC's Rule
1533}, to solicit the prowy voting instructions of these customers,
and then to disregard entirely the proxy voting inslruclions re-

'* Under cerlan circumslonees detsled in the role, huving distribobeg proxy mueeaals o the
beneficinl vwner in compliance with Hule 451 and having received no instructions hy o cortain
dutl: i moy give proxics (o such shares without insteectiong,

T Gre Lhe Tesponse to gquedtion 4 n the Exchange's lotter of February 15, 1950, p. 1 -

2 NYEE lectar of April 24, 1M1, p 4.
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ceived from the beneficial owners. The New York Stock Exchinge
confirms this intérpretation’in its letter of April 24,2! _

4. Foilure lo-receive shams from clearing

Present practice in clearing and settlemem leads to substantial
and persistent delivery delays in certain eqmt}r iszues, so that
member firms do not necessarily have possession or control or
record ownership of their customers’ sccurities eveft when they do
not engage in securities lending or hypothecation. This phenome-
rnon is amply demonstrated by tabulations, prepared by this sub.
committes from datz supplied by the National Securities Clearing
Corp. (INSCC), showing substantial and persizstent receive fails (ie.,
clearing longs) in many NASDAQ issues in December. 1990, When

_such receive fails are outstanding on a proxy record date, 1hen
. even rash customers may be deprived of their praxy voting rights if
enough of the cash customers submit proxy instructions to 2 firm
that. has not reduced its shares receivable to possession or control.

This buildup of substantial fails-to-receive in customer sharas is
apparently: encouraged by the SEC. The NASD has reported that
the SEC interprets Rule 15cd-3 in such a way-that it is permissible
for a member firm never to reduce to pessessien or control shares
purchased for cash by cash customers, if the customer shares are

" receivable frem (and gnaranteed byl the Matipaal Securities Clear-
ing Corporation #* Paragraph (d} of Rule 15c3-3 requires ‘thal &
broler must take steps ‘to oblain ¢ash and excess margin sharés
that are more than 30 days overdue, but apparently the SEC has
detarmined not to enforee th1s requ:rement wlth regard to shares
receivable from NSCC.

.j Lack of eguivalence between cash share& w:th brokerde-'ﬂer arm'
shares pwned of record

As a result of this SEC policy, holding fully paid equity shares in
a ¢ash account with a broker or dealer is not equivalent, for pur-
poses of proxy voting and corporate gevernance rights, to hoiding
shares registered in cne’s own name as the owner of record. A ben-
eficial shareholder who is also the ewner of record of his or her
shares has corporate governance rights, including rights to vote by
proxy, that are specified under State law and egach issuer's bylaws.
A beneficial shareholder whose fully paid shares are cacried for his
or her account by a broker or dealer does not enjoy the same righis
unconditionally, sinee the {irm with which the account iz held may
net have record ownership of the shares even 30 or 60 or, 90 days
after their purchase.

Moreover, the broad discretinn that brokers and deslers have to
allocate votes as they wish when customers return proxy voting in-
structions for. more shares than the firms hold of recard*? permits

I Sew parl tad of the "Followup oo Guestion 1" in the subcommittes’s Iotter of Murch 7. 199,
and the response in the Exchange's letter of April B4, LY, pp. 1-2.

12 The MASD's 146 report on 'Short-Sale ]atmn of MASDAG Securitien” ithe Pollack
Report) atuten in footnote 105 dpage 51) thaet, under Bule 15e3-%, the SEC trewts securition due
frofn the ClzﬁnngoCo‘rpum!m for oustemeroelnted dranancticons &s the %mlml of o foilto
drlwl:r legs thon 20 days, regerdlees of age. See subcommittes heannga p. 320

27 Bew Lhe descripticn below in aubsection B {"“Brokec discredion . .
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‘them to curtail the votes of cash customers, if they wish to do so,
even whan their record ownership axceeds their customers' hald-
ings of cash account shares.

The conditional or uncertain nature of the proxy voting process
for such cash investors, as a result of the 8EC’s policy on shares
receivable from NSOC and as a result of the broad discretion en-
joyed by brokers and dealers to allocate votes arbitrarily, thus in-
troduces a distinction between direct record pwrnership and benefi-
cial cash gwnership in 2 brokerage account that may be important
to some shareholders,

&, Foir disclosure and customer decepiion

An important gquestion of lair disclosure and possible deception
by member firms arises from these circumstances, When a member
firm distributes proxy materials to all customers shown in ils stock
record as beneficial owners of a pacticular stock, as the Exchange
apparently cxpects the firm to do under Rule 451, then the [rm is
implicitly notifying them that their proxy instructiens will be sub-
mitted to the issuer just as if the beneficial owners were record
owners. The firm knows at the time the proxy materials are dis-
tributed what ils own record ownership of shares was on the proxy
record date, and thus it knows whether a sufficiently large retarn
of proxy instructions would exceed its record ownership of shares.
By failing to notify its ¢ustomers of the possibility in such a case
that their proxy instructions cannot zll be acted upen, the firm is
misleading its customers. [t is implying to its customers that they
have a right to have valid proxies, configured according to their in-
atructmns given to the issuer when there is no such right, only a
“best efforts’” probability. This failure to notify customers of the
conditional or uncertain natore of the proxy Progess can be con-

“strued as customer deception.

6. Broker discrelion tn the giving of proxies on mn!ee!ed ol
maolerial motters

. The NYSE's Rule 452 provides that a, member firm ‘must follow
the voting instructions of the beneficial owners of stock, and may
n vete shares in the absence of such specific instructions, when
there is a contest as to the astion to be taken at the company meet-
ing or when the action to be taken includes aunthorization for a
merger, consglidation, or other matter that may substantially
affect the rlghts or privilepes of the stock. However, as indieated
above, there Is no guidance in the rule itself or from the Exchange
in any other ferm as to how a member lirm is to handle a situation
where it receives proxy voting instructions for more shares than it
holds in record ownership. Moreover, the Exchange appears tu ap-
prove of an allotation practice that, under certain eéircumstances,
may result in the giving of proxies in wolatmn of the rule.

Thus a member firm apparently enjoys substantiul I'lemhﬂlty
when it cannot act on all tﬁe instructiona received, and in particu-
lar it presumably may select at its own discretion which veting in-
structions it will disregard, even if there is a contest or a proposal
for a merger, conaolidation, or change in the cights or privileges of
the stock, If we suppose, for example, that a firm has recerved cus-
tomer instructions fer 1000 more shares than it holds as record
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owner, then the firm presumabiy.may select for .discard all voting
instructions, up to & maximum of 10,000, that it finds. a]:uectmnahle
Tt might specifically select for discard thuse customer instructions
(up to 10,000).that oppose the,managemr:nt - prup-usala or-it might

pecif] cally select. for discard those customEr instructions {up to
lll 000) that are Aot ::umpat:hle wjth the preﬁarences nf a partieular
favored customer This upportumty for dlscretmnary s:electmn of
which’ customer \instructions 1o implement- in such cases is clearly
_mcampat:ble w1t]'| .the: principle underlying Rule 452, but the Ex-
change has not. Been fit to .apply this underlylng prmclple to the
partlcular circumstance of “overvoting:” _, ..

oAt s . -

C !‘MP]RIC‘AL STGN]F'ICANEE ALND MDN]TDRI'NIG

I Emmram! s.:gm,f" fcance—the MSE ] mfarm!mn

*This foregomg analysis of the pmmble ahndgernent of prox¥
voting rights is not a mere hypothetical exercige, Although it char-
acterized auch situatidns-as rare, the New York Steck Exchahge ac-
knuwledged in ite letter of April 34, 1991, that instances where cus-
tomears' properly submitted proxy voting inatruc-tiuns could not be
acted upen because of insufficient shares in the firm’s record own-
ership have actually occurred.?4 .

In its subsequent ietter of June 4, 1991, the subicommittee then
requested further information frum the. Exchange abiout specific
cases where this has ocourred, in order to illusteats the situations
acknowledged generally in the Exchange's previgus leiter. The Ex-
¢hange has net provided this information but has not rejected the
factual premise underlying the subcommitted’s request, The Ex-
change merely responded by letter on June 14 that.this informa-
tion 15 not in their possession and is not information that the Ex-
change would obtain in the normal course of business.

This response casts doubt on the I‘E].IE.blilt}' of the Exchan e's
characterization of these occurrences as rare, because the Ex-
change is essentially stating that they do net -have Frsthand knowl-
edge regarding the frequency of these occurrences.

2. A plausible scenarin

In fact, it is quit.e plausible that contrary to the Exchunges
charactenzatmn such proxy voting failzres may veeur with some
regularity. The most plausible scenario would involve the equities
of smaller companies that are not widely held but in which there is
a substantial shert interest on the record date for proxy voting.

I & particular stock iz not widely held in the investment commu-
nity generally, then a small brokerage firm could easily have just
one or & vecy few customers whe hold this stock in their accounts.
IF just orre customer with 2 large and active account owns & major
position in this particular stock on margin, if the firm has lent eout
maost or gll of the cugtomer margin stock of this issue prier to the
proxy record date, and if the firm's other customers hold very little
ar none of this stock, then these circumstances make the situation

24 The Exchange’s lerler of Apol 24, 1991, statea ~. . . the situation wheee a customer loacs
hay ar her proky ol seldom ocoure. . . . Tn the 1'4||Ih’= innlatoe 1hat auch & siluation ococura, die-

CUBEiNME with member organizations indicate . . . ' p. 81
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very vulnerable to a proxy voting failare. If this one active custom-
er should decide to return i)lrox;.r voting instructions, the firm will
clearly be unable to-hono? these instructions.

The Exchange and the SEC staff have both asserted that, on av-
erage, brokerage cudtomers- return omly a amall portion of the
proxy voting instructions provided té them tor -company annual
meetings, and thé committee has no basis for guestioning this gen-
eral characterization. The séenario of prexy failure suggested above
is eritirely compatible with thls general staternent, however, for it
only requires ane active mﬂrgln custorner w1th one-small ﬁrm who
decides to return proxy voting instructions,

The Exchange has also asserted that a firm that has lent out
margin shares of an issue can vecell the securities loans if needed
to pecure voting rights to honor customers’ instractions. 2% Addj-
tional votes can only be secured in this manner if the loans are re
called before the proxy record date, which is before the firm knows
how many customera will return voting instroctions. Mareover,
there is absolutely no incentive for firms to recall loans tor this
reason. there 15 no penalty whatever for not having sofficient
shares to "honor customer voting mstructions, and recalling the
shares is costly. The loans are a source of income that would be cut
off if they are recalled. and recalling stock loans inay alse generate
ill will with the borrowing brokers, thereby impairing the firm's
opportunity to derive stock loan income in the futuré. Thus,
mermber firms have no incentive to recall loans purely to provide
proxy votes for margin custemers,

For these reasons, the scenario of zcattered but ruguIar]:.f oecur-
ring incidents of proxy voting failure ia entirely plausible, notwith.
standing the low average general frequency of customer voting and
notwithstanding the theoretical opportunity for firms to recalf se
rurities loans before the proxy record date.

J. The ehsenrr of complaints

In its February 19 letter the Exchange cited the absence ol cus-
tomer, issner, or member organization complaints as a reason for
concluding that there have not actually been any instances where
beneficial owners could not exercise their voting rights.*® The Ex-
change's later acknowledgment of occasional instances of voting
denial, notwithstanding the absence of complaints, demonstrates
that the absence of complaints per se does not prove that there are
no problems, but it may still be construed by the Exchange as an
indication that whatever denials of veting rights have occurred are
not of importance to investors or issuers.

Any such conclusion (rom the absence of complaints weuld not
be justified. On the contrary, the absence of shareholder or issuer
complaints that was cited by the Exchange might well nat have
any significance whatever. Brokerage customers do not have any
way to learn that their voting instructions have not been executed
according to their wishes, and so they have ne basis upon which to
make a complaint. Similarly, issuers also have no way of knowing

33 WYSE lettor of Apnil 34, 1991 p 2
= in reality this has gt oeturred, qudging from on aheenon of custormey. Lsler or
member organazation camplama” (N YSE lefter of Frbrupry 19, 1231, p 30t
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of any such curtailment of proxy weoting righta. If vating instrue-
tions are disregarded, only the brokerage firm or the proxy solicita-
tion agent retained by the brokerage firm will know in the birst in-
stance what has happened,

As for member organization complaints, there is no motivation
for a member grganization to make a complaint about such a situa-
tion. Hence the absence of member complaints alzso has no sgnifi-
cance.

4. Adequacy of the Exchange's compliance moniiforing

The Exchange's admitted lzck of firsthand knowledge about the
frequency of actual eases where customers’ properly submitted
proxy voting instructions could not be acted upon because of insuf
ficient sharesd in the firm's record ownership also raises a question
about whether the Excharge 18 adequately monitoring member
firma' compliance with Rule 452 This rule requires that member
firms must have, and must maintain for 3 years, records showing
all voting instructions received from customers and “‘a summary of
all proxies voted by the member organization ¢learly setting forth
totzl shares voted for or against or not voted for each proposal.”
Member firme thus must keep for 3 years records showing any dis-
crepancies between the voting instructions received from customers
and the proxies actually voted, and Exchange review of these
records would have ta occur if the Exchange i3 to monitor the firms
for compliznee with Rule 452, If the Exchange does not learn in
the normal course of business about the instances where customer
instructions could not be acted on, then this strongly soggests that
the Exchange's examiners are not effectively monitoring the firms
for compliance with Rule 452

D. FROXY YOTING BY SH0ORT SELLERS

L H'axy uutmg in excess of investors' net bengficial ownership

Under the present New York Stock Exchange proxy rules and
distribution practices, proxy instructions will be solicited from in-
vestors who have no net beneficial ownership in the company in-
volved if the investors have long equity peaitions offset by equal or
greater short positions. Moreover, proxy instructions received from
such investors will be acted vpon by the broker as the holder of
record to the extent of the broker's record ownership on the proxy
record date. The NYSE rules take no note of offsetting short posi-
tions in customers’ accounts in determining the eligibility of cus-
tomers to receive proxy materials and te have their instructions
acted upon.

It is commeon practice under appropriate circumsgtances for inves-
tors to held offsetting long and short investment positions in a par-
ticular equity security. Long investors with an unrealized gain in a
position may short “against the box” to lack in their profit while
postponing realization of the profit for tax purposes. Short inves-
tors with an unrealized gain {due to a price decline)} may “box’ the
short position by purchasing an equivalent I+::nn,§I position, thereby
locking in their profit and securmg release of their margin, while
postponing realization of the gemn for tax purpeses.. lnvestors
having auch offsetting positions, and thus having no net invest-
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ment position in the company's securities, are still treated under
the NYSE's proxy rules as beneficial owners, as if there were no
offsetting short positions in their accounts,

This opportunity under the NYSE proxy rules 1o control proxy
votes without a2 net investment position may contribute to a reduc-
ticn or deniel of proxy voting to other beneficial owners. If the cus-
tomers of a lirm eollectively return proxy instructiovns for more
shares than the firm owns of record, such that the firm cannot act
on all the proxy instructions received, then any partial fulfillment
of the proxy instructions of investors having no net investment po-
sitioh will reduce, share for share, the abilily of the firm to act on
the instructions ot" other benef] r.‘ml DWILELS,

2 Proxy manfpufa!fnn through short sales

This opportunity under the NYSE rules for an investor to contral
proxy votes without a net investment position also creates an op-
portunity {or serious manipulation of the proxy process through
proxy capture short selling. An investor wishing to gain control of
a certain block of proxy votes would simultaneously purchase and
sell short a suitable number of shares just before the proxy record
datle. The purchase would entitle this investor to recelve proxy ma-
terial and give voting instructions, while the offsetting short posi-
tign would eliminate all lnaneial risk irom the transaction,

If the offsetting positions are purchased simultanecusly, then
there would be no net buying or selling pressure registered in the
market, and the market price of the security would not be affected.
If, in addition, the offsetting positions are purchased through the
same broker or dealer, then presumakly a small commission could
be negotiated for the combined transactions. Moreover, unwinding
the positions after the proxy record date had passed would only Te-
quire Lhe broker or dealer to offset the two positions on his books
and records without further trading. Finally, the margin require-
ments for the trades would b minimized by having both positions
in the same account,

If the firm through which the purr:hase trade i made already
has record ownership of at least as many shares of the same stoch
for other customers, then the voting apathy of these other custom:-
ers may enable the firm to give full effect to the voting instructions
of the manipulator without obtaining record ownership of any
more shares. Similarly, the firm handling the shert sale (which
may be the same firm} will generally not need to borrow shares for
delivery, even assuming the firm has complied on the trade date
with the requirement to ascertain the availability of shares for bor-
rowing.

As a resuli of these [actors, the transaction costs associated with
a proxy manipulation of this nature may be quite low.

E. RECOMMENDATIONS

Section 14bX 1) of the Securities Exchange Act of 1934 sets out
-the SEC's relevant authority as follows:

- '

1t shall be unlawful for any member of a national securi-
ties ewchange, or any broker or dealer registered under
this title, or any bank, association, or other entity that ex-
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--ercises fiduciary | powers, in contravention of such rules
and regulations as the Commission may prescribe as neces-. .
sary or appropriate in the public intevest or lor the protec-
tion of investors, to give, or to refrain from giving a proxy, *

. -consent, authorization, or information statement i respect

~of any security repistered pursuant to section 12 of this
-title, or any security issued by an investment company
registered ender the [nvestment Company Act of 1940, ..i.I'ld
carried for the account of a customer,

The SEC has not issued any regulations concerning the giving of
proxies under this section of the 1934 Act. Moregver, according to
the New York Stock Exchange, the SEC does not have a specific
_policy regarding shareholders’ voling rights.2?

The SEC should therefore promptly ‘establish a policy concsrning
the proxy voting rights of the customers of securities brokers and
dealers when short selling has expanded the beneficial ownership
'of individual sticks, and should then utilize its broad authority
“undér Section 14[!33(1} of the S-ecurltles Exchange Act of 1934 to im-
~plement this policy. '

The committee recommends further that the olowing spetlﬁc
E-lEmEl‘ltS should be included in any such SEC rule:

: I Reqmre qu disclovure to beneficial owners

 Full and acenrate dlsclosure_should be provided by brokers and

-dealers to their customers both about any potential limits to their
proxy voting rlghta and about actual curtailments of their proxy
yoting rights .

E Brokers and dealers should be required to provide to all
custamers Wwhose eqoity sccurities are carried i accounts with
the firms full advance disclosure of all potential Jimitations on
the customers’ ability to exercise a proxy vote elfectively, as a

- Yesult” of leaving their shares on deposit with the hroker or
dealer. This notice should be given at such time as each cue-
tomer opens a margin account OF any account other than a
‘cash account for the carrying of equities long.

ii. Customers should also be specifically informed, after the
fact, whenever any portion of their properly submitted proxy
veting instructions caninot be acted upon and passed through
to the. compapny because the broker or dealer does not have
record owbership of sufficient shares to act on all customer
proxy instructions. . .

2. Limit proxy righle to NET benefirial Gu-'ﬂemh;p

Each broker or dealer should be pruhlblted from solicitin {g pProxy
voting instructions from or giving proxies at the direction of benefi-
cial awners for more shares than the net amount owned beneficial-
ly by each beneficial owner, as shown on the books and records of
the broker or deaier, after subtracting the shert security positions
of each beneficial awner. Custemers having no net beneficial own-
ership in an mt:,r security on the books and records of the broker
or dealer, in that their short positions in. that sef:uﬂll.‘.r' HIUH] or

3 NYSE letter of April 21, 1391, p. 3.
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exceed their long positions, should not be entitled 10 receive proxy
materials or give proxy instructions.

. Assure full proxy righls for cash aeeount securilies

The Pruxi: voting rights associated with equity securities in cus-
tomers cash accounts should be Mully protected, when not offset by
short pasitions in the same securities with the same broker or
dealer, 0 that these rights are identical regardless of whether the
beneficial owners take direct record ownhership of their shares or
leave their shares on deposit with g broker or dealer. Tn order to
implement this principle: ) :

I, Record ownership: Brokers and dealers should be required
at all times to promptly secure and to maintain record owner-
ship of the nomber of shares of each eqlity security that their
customers own beneficially in cash acceunts. The only excep-
tivn to this requirement should be for shares conceraing which
the benelicial owner has executed a written agreement permii-
ting the lending of the shares and conforming to the require-
ments of Section MX3) of Rule 15¢3-3. No exception should be
provided for shares receivable (rom a clearing organization.

i1, Priority in proxy veting: The proxy instructions of the hen-
efigial owners of securities held in cash’ accounts should
always, without exception, receive first priority in the giving of
proxies by a broker or dealer and should be acted upon in full,
to the extent of each customer’s net benesficial ownership,
before the broker or dealer acts on the instructions associated
with any other shares. In sddition, a broker or dealer should
always act in [ull on the instroctions of 2 eagh sccount beneli-
cial owner even if those instructions are received late, such
that the broker or dealer is required o execute new proxies in
plage of previously executed proxies. o

iil. Protection for cosh account status: Brokers and dealers
should ke prohibited from transferring customer security posi-
tions from customer cash accounis into any other status in
order 1o evade the requirements set- up for protecting the
grux_»,r voting vights associated with cash account shares. In ad-

ition, brokers and dealers should be required to execute
within a specilied brief time, such as 10 business days, all le-
gihymate customer requests lor the transfer of excess margin
shares (o a cash account. In =additien, brokers and dealers
should be required to place in a ¢ash account all shares depos-
ited by a customer or received for the account of a customer,
unless these shares have already been sold or have been specif-
ially designated by the customer [or deposit to another type of
account.

4. Bet Uniform Procedure for Allocating Remaining Voles

Brokers and dealers shoald be required to allotate according to a
uniform precedure, ‘established by SEC regulation, all proxy voles
that remain after giving full effect to the proxy voting instructions
of the beneficial owners of cash zoccount shares not offser by shard
positions. This principle must be observed so that the broker or
dealer does not exercise discretion over which instruciions to
submit and which te disregard. Under thiz uniform procedure, all
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ghares carried for the account of customers by a broker or dealer
that are not held in a cash account should receive proxy voting
rights in the same proportion to each customer's net beneficial
ownership of shares with this broker or dealer, up to the limit of
the votes available. This procedure would not distinguish between
excess margin shares and margin shares for purposes of determin-
ing proxy voting rights
3. Require reporting of proxy faifures

Brokers and dealers should be required to report to the SEC, us
they pceur, all instances where they are unable to act fully on one
or more customers' properly returned proxy veting instructions,
This reporting should inclode separate information on the instrue-
tions received and the actions taken regarding (a) securities benefi-
cially owned by cusiomers in eash accounts and {h) all other securi-
ties beneficially ewned by customers.

£ Provide for recordkecping end other procedures lo verify compii-
ancg
Brokers and dealers should be required to keep records of the
proxy voting instructions received from customers and of the prox-
ies voted by the firm in order to permit verification of their compli-
ance with the proxy requirements.
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