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and number of securities to be sold. In 
addition, the proposal would require 
that persons who claim to be long 
actually receive a specified number of 
securities at a specified price and at a 
specified time. The benefit of this 
proposal is that it would prevent abuse 
by individuals seeking to claim a long 
position merely to avoid application of 
the price test provisions in proposed 
Rule 201. Specifically, if the price must 
be in the contract, there would be no 
incentive to attempt to depress the 
market price of security, such as 
depressing the price prior to closing 
where a contract mandates that the 
security be purchased at the closing 
price. 

b. Costs 

The Commission does not anticipate 
any costs for this proposal. However, 
the Commission notes that some broker-
dealers may claim that such a proposal 
would inhibit their trading strategy and 
increase the cost of doing business. The 
Commission seeks comment on how 
such a proposal would affect the trading 
of retail and institutional investors and 
the potential costs, if any, of limitations 
to the trading strategies of investors. 

2. Securities Futures 

a. Benefits 

Proposed Rule 200 would codify 
existing guidance issued by the 
Commission as to when a person is 
deemed to own a security underlying a 
security futures contract.235 Codifying 
this guidance would provide ease of 
reference for compliance with the short 
sale rule for those trading in security 
futures.

b. Costs 

The Commission acknowledges, 
however, that the existing interpretation 
may present costs associated with lost 
business opportunities for individuals 
who intended to use securities futures 
for trading strategies. In light of this, 
and in recognition that some 
participants may not have commented 
on the guidance when it was issued, the 
Commission requests data to quantify 
the costs and the value of the benefits 
identified. 

3. Aggregation Units 

a. Benefits 

We have also proposed to incorporate 
aggregation unit netting into Rule 200. 

This proposal would allow multi-
service broker-dealers to calculate net 
positions in a particular security within 
defined trading units independently 
from the positions held by the other 
aggregation units within the firm, 
subject to certain conditions. This 
proposal is intended to allow multi-
service firms to pursue different trading 
strategies under certain circumstances 
without being inhibited by the 
requirements of a price test when 
effecting short sales, which should 
increase efficiency and flexibility at 
large firms. 

b. Costs 

The Commission does not believe 
there are any costs associated with this 
proposal because firms are not required 
to use aggregation units. 

E. Proposed Amendments to Regulation 
M, Rule 105 

1. Benefits 

The proposed amendment to Rule 105 
of Regulation M would eliminate the 
exception for offerings filed under 
§ 230.415, commonly referred to as the 
shelf offering exception. We believe the 
elimination of the shelf offering 
exception would update Rule 105 of 
Regulation M and provide a uniform 
treatment of shelf offerings and non-
shelf offerings in light of our belief that 
both shelf offerings and non-shelf 
offerings are susceptible to the 
manipulative abuse that Rule 105 of 
Regulation M is intended to prevent.

We believe that the proposed 
amendment to Rule 105 of Regulation M 
would benefit issuers and investors by 
promoting shelf-offering prices that are 
based upon market prices that are not 
artificially influenced. We believe this 
should safeguard the integrity of the 
capital raising process with respect to 
shelf offerings and enhance investor 
confidence in our market. The proposal 
would also protect issuers conducting 
shelf offerings from receiving reduced 
offering proceeds as a result of 
manipulative conduct. These benefits 
are difficult to quantify. The 
Commission encourages commenters to 
provide data or other facts to support 
their views concerning these and any 
other benefits not mentioned here. 

2. Costs 

We request comment as to whether 
the proposed elimination of the shelf 
offering exception would impose greater 
costs on market participants than the 
current rule. We recognize that the 
proposed elimination of the shelf 
offering exception would diminish a 
short seller’s ability to effect a covering 

transaction by restricting the source of 
securities from which he may cover. 
Such costs are difficult to quantify and 
we solicit detailed description of the 
type and amount of any such costs from 
commenters. We believe, however, that 
any costs associated with restricting a 
short sellers’ ability to cover with 
offering shares is balanced by the 
benefits derived from preventing the 
manipulative activity of effecting pre-
pricing short sales and covering with 
offering shares. Additionally, we solicit 
comment concerning the costs to 
issuers, shareholders, and others of pre-
pricing short sales prior to a shelf 
offering takedown and covering with 
shelf offering shares. Such costs may 
include costs associated with 
postponement or abandonment of an 
offering or a lower than anticipated 
offering price. 

XX. Consideration on Burden and 
Promotion of Efficiency, Competition, 
and Capital Formation 

Section 3(f) of the Exchange Act 
requires the Commission, whenever it 
engages in rulemaking and must 
consider or determine if an action is 
necessary or appropriate in the public 
interest, to consider whether the action 
would promote efficiency, competition, 
and capital formation.236 In addition, 
Section 23(a)(2) of the Exchange Act 
requires the Commission, when making 
rules under the Exchange Act, to 
consider the impact such rules would 
have on competition.237 Exchange Act 
Section 23(a)(2) prohibits the 
Commission from adopting any rule that 
would impose a burden on competition 
not necessary or appropriate in 
furtherance of the purposes of the 
Exchange Act.

Proposed Regulation SHO is intended 
to promote regulatory simplification by 
applying a uniform bid test to short 
sales in exchange-listed and Nasdaq 
NMS securities that occur in various 
markets and enhanced locate and 
delivery requirements to all equity 
securities. The Commission 
preliminarily believes that proposed 
Regulation SHO would promote 
efficiency because market participants 
would have to apply only one price test 
to exchange-listed and Nasdaq NMS 
securities, and the pilot program would 
give the Commission the opportunity to 
study how the new price test affects a 
broad range of securities in different 
markets. We also preliminarily believe 
that the locate and delivery 
requirements would promote efficiency 
by addressing large failures to deliver 
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securities that have the potential to 
disrupt market operations and pricing 
systems. 

The Commission preliminarily 
believes that Regulation SHO’s uniform 
price test and enhanced locate and 
delivery requirements would promote 
capital formation because the proposed 
rules would reduce market volatility 
and the opportunities for market 
manipulation, thereby strengthening 
issuer and investor confidence in the 
markets. Applying the locate and 
delivery requirements to all equity 
securities would promote capital 
formation and especially help smaller 
issuers, whose securities may be more 
susceptible to the effects of naked short 
selling, enter into and remain in the 
marketplace and would promote capital 
efficiency in smaller, thinly capitalized 
securities that are more susceptible to 
manipulation. 

As discussed above, proposed 
Regulation SHO would apply a uniform 
bid test to covered securities and the 
locate and delivery requirements to all 
equity securities. The Commission 
preliminarily believes that Regulation 
SHO would promote competition among 
exchanges or other market centers in 
attracting issuers to list on a particular 
market, in that market participants 
would no longer be able to select a 
market on which to execute a short sale 
based on disparate regulation. In 
addition, the Commission preliminarily 
believes proposed Regulation SHO 
would level the playing field by 
applying uniform regulation. 

The Commission requests comment 
on whether the proposed amendments 
are expected to promote efficiency, 
competition, and capital formation. 

XXI. Consideration of Impact on the 
Economy 

For purposes of the Small Business 
Regulatory Enforcement Fairness Act of 
1996, or ‘‘SBREFA,’’ 238 we must advise 
the Office of Management and Budget as 
to whether the proposed regulation 
constitutes a ‘‘major’’ rule. Under 
SBREFA, a rule is considered ‘‘major’’ 
where, if adopted, it results or is likely 
to result in:

• An annual effect on the economy of 
$100 million or more (either in the form 
of an increase or a decrease); 

• A major increase in costs or prices 
for consumers or individual industries; 
or 

• Significant adverse effect on 
competition, investment or innovation. 

If a rule is ‘‘major,’’ its effectiveness 
will generally be delayed for 60 days 

pending Congressional review. We 
request comment on the potential 
impact of the proposed regulation on 
the economy on an annual basis. 
Commenters are requested to provide 
empirical data and other factual support 
for their view to the extent possible. 

XXII. Initial Regulatory Flexibility 
Analysis 

The Commission has prepared an 
Initial Regulatory Flexibility Analysis 
(IRFA), in accordance with the 
provisions of the Regulatory Flexibility 
Act (RFA),239 regarding the proposed 
Regulation SHO, Rules 200, 201, 202(T), 
and 203, replacing Rule 10a–1, Rule 
10a–2, and Rule 3b–3, and proposed 
amendments to Rule 105 under the 
Exchange Act.

A. Reasons for the Proposed Action
Based on recent developments, 

including but not limited to, increased 
instances of ‘‘naked’’ short selling, i.e., 
selling short without borrowing the 
necessary securities to make delivery; 
decimalization; the advent of security 
futures trading; and an increasing 
amount of Nasdaq securities being 
traded away from the Nasdaq market, 
and thus not subject to any short sale 
price test, the Commission is proposing 
Regulation SHO, Rules 200, 201, 202(T), 
and 203, replacing Rules 10a–1, 10a–2, 
and 3b–3, along with amendments to 
Rule 105. The proposed rules, including 
a proposed uniform bid test Rule 201 
that would apply to all exchange-listed 
and Nasdaq NMS securities wherever 
they are traded, enhanced locate and 
delivery requirements under proposed 
Rule 203, clarification of ownership 
under proposed Rule 200, as well as a 
temporary Rule 202(T) suspending the 
proposed bid test for certain securities 
during a two-year pilot, are designed to 
modernize short sale regulation in light 
of recent developments while providing 
simplification and uniformity to 
participants. 

B. Objectives 
The proposed amendments are 

designed to fulfill several objectives. 
First, one of the prime objectives of the 
proposed amendments is to provide 
uniform short sale regulation applicable 
to trades in exchange-listed and Nasdaq 
NMS securities occurring in multiple, 
dispersed, and diverse markets. Second, 
the proposed amendments provide 
greater flexibility in effecting short sales 
in a decimal environment as well as 
accommodating trading systems that 
utilize price improvement models that 
often conflict with existing short sale 

regulation. Third, the proposed 
amendments extend locate and delivery 
requirements to all equity securities, 
including the SmallCap, OTCBB, and 
Pink Sheet securities that have low 
market capitalization and may be more 
susceptible to manipulation. These 
locate and delivery requirements are 
designed to help prevent large fail 
positions, which may help facilitate 
some manipulative strategies. 

C. Legal Basis 

Pursuant to the Exchange Act and, 
particularly, Sections 2, 3(b), 9(h), 10, 
11A, 15, 17(a), 19, 23(a) thereof, 15 
U.S.C. 78b, 78c, 78i, 78j, 78k–1, 78o, 
78q, 78s, 78w(a), the Commission 
proposed to adopt Regulation SHO, 
Rules § 240.200, 240.201, 240.202(T), 
and 240.203, replacing § 240.3b–3, 
240.10a–1, and 240.10a–2. 

D. Small Entities Subject to the Rule 

Paragraph (c)(1) of Rule 0–10 240 states 
that the term ‘‘small business’’ or ‘‘small 
organization,’’ when referring to a 
broker-dealer, means a broker or dealer 
that had total capital (net worth plus 
subordinated liabilities) of less than 
$500,000 on the date in the prior fiscal 
year as of which its audited financial 
statements were prepared pursuant to 
§ 240.17a–5(d); and is not affiliated with 
any person (other than a natural person) 
that is not a small business or small 
organization. As of 2002, the 
Commission estimates that there were 
approximately 880 broker dealers that 
qualified as small entities as defined 
above.The Commission’s proposed 
amendments would require all small 
entities to modify, and in some cases 
install, systems and surveillance 
mechanisms to ensure compliance with 
the uniform bid test, marking, and 
locate and delivery requirements.

E. Reporting, Recordkeeping, and Other 
Compliance Requirements 

The proposed amendments may 
impose some new compliance and 
marking requirements on broker-dealers 
that are small entities. Small broker 
dealers that only trade SmallCap, 
OTCBB, or Pink Sheet securities were 
not previously subject to marking and 
borrow and delivery requirements. 
Under the proposed amendments these 
broker-dealers would have an obligation 
to comply with the marking 
requirements and the borrow and 
delivery requirements imposed upon 
them by the proposals. Moreover, some 
small entities that trade securities that 
are subject to the pilot program may 
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have to make changes to exclude these 
securities from the uniform bid test. 

F. Duplicative, Overlapping or 
Conflicting Federal Rules 

The Commission believes that there 
are no federal rules that duplicate, 
overlap or conflict with the proposed 
rules and the proposed temporary rule. 

G. Significant Alternatives 

Pursuant to Section 3(a) of the 
RFA,241 the Commission must consider 
the following types of alternatives: (a) 
The establishment of differing 
compliance or reporting requirements or 
timetables that take into account the 
resources available to small entities; (b) 
the clarification, consolidation, or 
simplification of compliance and 
reporting requirements under the Rule 
for small entities; (c) the use of 
performance rather than design 
standards; and (d) an exemption from 
coverage of the Rule, or any part thereof, 
for small entities.

The primary goal of the proposed 
amendments and the temporary rule is 
to promote uniformity in short sale 
regulation wherever trades in certain 
securities occur. As such, we believe 
that imposing different compliance or 
reporting requirements, and possibly a 
different timetable for implementing 
compliance or reporting requirements, 
for small entities would undermine the 
goal of uniformity. In addition, we have 
concluded similarly that it would not be 
consistent with the primary goal of the 
proposals to further clarify, consolidate 
or simplify the proposed amendments 
for small entities. The Commission also 
preliminarily believes that it would be 
inconsistent with the purposes of the 
Exchange Act to use performance 
standards to specify different 
requirements for small entities or to 
exempt broker-dealer entities from 
having to comply with the proposed 
rules and temporary rule. 

H. Request for Comments 

The Commission encourages the 
submission of written comments with 
respect to any aspect of the IRFA. Those 
comments should specify costs of 
compliance with the proposed 
temporary rule, and suggest alternatives 
that would accomplish the objective of 
proposed amendments and temporary 
rule. 

XXIII. Statutory Authority 
Pursuant to the Exchange Act and, 

particularly, Sections 2, 3(b), 9(h), 10, 
11A, 15, 17(a), 17A, 23(a) thereof, 15 
U.S.C. 78b, 78c, 78i, 78j, 78k–1, 78o, 

78q, 78q–1, 78w(a), the Commission 
proposed to adopt § 240.200, 240.201, 
240.202(T), 203, along with 
amendments to Regulation M, Rule 105. 

Text of Proposed Regulation SHO, 
Amendments and Temporary Rule

List of Subjects in 17 CFR Parts 240 and 
242 

Brokers, Fraud, Reporting and 
recordkeeping requirements, Securities.

For the reasons set out in the 
preamble, Title 17, Chapter II, of the 
Code of Federal Regulations is proposed 
to be amended as follows.

PART 240—GENERAL RULES AND 
REGULATIONS, SECURITIES 
EXCHANGE ACT OF 1934 

1. The authority citation for part 240 
continues to read in part as follows:

Authority: 15 U.S.C. 77c, 77d, 77g, 77j, 
77s, 77z–2, 77z–3, 77eee, 77ggg, 77nnn, 
77sss, 77ttt, 78c, 78d, 78e, 78f, 78g, 78i, 78j, 
78j–1, 78k, 78k–1, 78l, 78m, 78n, 78o, 78p, 
78q, 78s, 78u–5, 78w, 78x, 78ll, 78mm, 79q, 
79t, 80a–20, 80a–23, 80a–29, 80a–37, 80b–3, 
80b–4, 80b–11, 7202, 7241, 7262, and 7263; 
and 18 U.S.C. 1350, unless otherwise noted.

* * * * *
2. Sections 240.3b–3, 240.10a–1, and 

240.10a–3 are removed and reserved.

PART 242—REGULATIONS M, SHO, 
ATS, AND AC AND CUSTOMER 
MARGIN REQUIREMENTS FOR 
SECURITY FUTURES 

3. The authority citation for part 242 
continues to be read as follows:

Authority: 15 U.S.C. 77g, 77q(a), 77s(a), 
78b, 78c, 78g(c)(2), 78i(a), 78j, 78k–1(c), 78l, 
78m, 78mm, 78n, 78o(b), 78o(c), 78o(g), 
78q(a), 78q(b), 78g(h), 78w(a), 78dd–1, 80a–
23, 80a–29, and 80a–37.

4. The part heading for part 242 is 
revised as set forth above. 

5. Part 242 is amended by adding 
§§ 242.200 through 242.203 to read as 
follows: 

Regulation SHO—Regulation of Short 
Sales

Sec. 
242.200 Definition of ‘‘short sale.’’ 
242.201 Price test and marking 

requirements. 
242.202(T) Temporary short sale rule 

suspension. 
242.203 Borrowing and delivery 

requirements.

Regulation SHO—Regulation of Short 
Sales

§ 242.200 Definition of ‘‘short sale.’’ 
(a) The term short sale shall mean any 

sale of a security which the seller does 
not own or any sale which is 
consummated by the delivery of a 

security borrowed by, or for the account 
of, the seller. 

(b) A person shall be deemed to own 
a security if: 

(1) He or his agent has title to it; or 
(2) He has purchased, or has entered 

into an unconditional contract, binding 
on both parties thereto, to purchase it, 
but has not yet received it, and the 
contract specifies the price and amount 
of the securities to be purchased; or 

(3) He owns a security convertible 
into or exchangeable for it and has 
tendered such security for conversion or 
exchange; or 

(4) He has an option to purchase or 
acquire it and has exercised such 
option; or 

(5) He has rights or warrants to 
subscribe to it and has exercised such 
rights or warrants; or 

(6) He holds a security futures 
contract to purchase it and has received 
notice that his position will be 
physically settled and is irrevocably 
bound to receive the underlying 
security. 

(c) A person shall be deemed to own 
securities only to the extent that he has 
a net long position in such securities. 

(d) A broker or dealer shall be deemed 
to own a security, even if it is not net 
long, if: 

(1) It acquired that security while 
acting in the capacity of a block 
positioner; and 

(2) To the extent that the broker or 
dealer’s short position in the security is 
the subject of offsetting positions 
created in the course of bona fide 
arbitrage, risk arbitrage, or bona fide 
hedge activities. 

(e) In order to determine its net 
position, a broker or dealer shall 
aggregate all of its positions in a security 
unless it qualifies for independent 
trading unit aggregation, in which case 
each independent trading unit shall 
aggregate all of its positions in a security 
to determine its net position. 
Independent trading unit aggregation is 
available only if: 

(1) The broker or dealer has a written 
plan of organization that identifies each 
aggregation unit, specifies its trading 
objective, and supports its independent 
identity; 

(2) Each aggregation unit within the 
firm must continuously determine its 
net position for every security that it 
trades that is subject to § 242.201; 

(3) Each trader pursuing a particular 
trading objective or strategy must be 
included in one aggregation unit; and 

(4) Individual traders must be 
assigned to only one aggregation unit at 
a time. 

(f) When unwinding index arbitrage 
positions involving long baskets of stock 
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and one or more short index futures 
traded on a board of trade or one or 
more standardized options contracts as 
defined in § 240.9b–1(a)(4) of this 
chapter, persons need not aggregate the 
long stock position with short stock 
positions in other proprietary accounts 
provided that:

(1) The short stock positions have 
been created and maintained in the 
course of bona fide arbitrage, risk 
arbitrage, or bona fide hedge activities; 
and 

(2) The sale does not occur during a 
period commencing at the time that the 
Dow Jones Industrial Average has 
declined by two percent or more from 
its closing value on the previous day 
and terminating upon the establishment 
of the closing value of the Dow Jones 
Industrial Average on the next 
succeeding trading day.

§ 242.201 Price test and marking 
requirements 

(a) Definitions. For the purposes of 
this section: 

(1) The term actively traded security 
shall have the same meaning as in § 242. 
101(c)(1). 

(2) The term average daily trading 
volume shall have the same meaning as 
in § 242.100(b). 

(3) The term consolidated best bid 
and offer shall have the same meaning 
as in § 240.11Ac1–5(a)(7) of this 
chapter. 

(4) The term covered security shall 
mean all national market system 
securities as defined in § 240.11Aa2–1 
of this chapter, but shall exclude 
Nasdaq Small Cap securities, as 
determined by NASD rules. 

(5) The term odd lot shall mean an 
order for the purchase or sale of a 
covered security in an amount less than 
a round lot. 

(6) The term responsible broker or 
dealer shall have the same meaning as 
in § 240.11Ac1–1(a)(21) of this chapter. 

(7) The term riskless principal shall 
mean a transaction in which a broker or 
dealer after having received an order to 
sell a security, sells the security as 
principal at the same price to satisfy the 
order to sell. The sell order must be 
given the same per-share price at which 
the broker or dealer sold shares to 
satisfy the facilitated order, exclusive of 
any explicitly disclosed markup or 
markdown, commission equivalent or 
other fee. In addition, for purposes of 
this section, a broker or dealer must 
have written policies and procedures in 
place to assure that, at a minimum: the 
customer order was received prior to the 
offsetting transaction; the offsetting 
transaction is allocated to a riskless 
principal or customer account within 60 

seconds of execution; the broker or 
dealer has supervisory systems in place 
to produce records that enable the 
broker or dealer to accurately and 
readily reconstruct, in a time-sequenced 
manner, all orders which a broker or 
dealer relies pursuant to this exception. 

(b) All short sales of any covered 
security must be effected at a price at 
least one cent above the current best bid 
displayed as part of the consolidated 
best bid and offer at the time of 
execution. 

(c) A broker or dealer must mark all 
sell orders of any security as either 
‘‘long,’’ ‘‘short,’’ or ‘‘short exempt.’’ A 
broker or dealer shall mark an order to 
sell a security ‘‘long’’ only if the seller 
owns the security being sold and either: 

(1) The security to be delivered is in 
the physical possession or control of the 
broker or dealer; or 

(2) The security will be in the 
physical possession or control of the 
broker or dealer no later than the 
settlement of the transaction. An order 
shall be marked ‘‘short exempt’’ if the 
sale is effected pursuant to one of the 
exceptions in paragraph (d) of this 
section. 

(d) The provisions of paragraph (b) of 
this section shall not apply to: 

(1) Any sale by any person of a 
covered security, for an account in 
which he has an interest, if such person 
owns the security and intends to deliver 
such security as soon as is possible 
without undue inconvenience or 
expense; 

(2) Any sale by a broker or dealer of 
a covered security for an account in 
which it has no interest, pursuant to an 
order marked long; 

(3) Any sale of a covered security by 
a market maker to off-set customer odd-
lot orders or to liquidate an odd-lot 
position by a single round lot sell order 
which changes such broker or dealer’s 
position by no more than a unit of 
trading; 

(4) Any sale of a covered security by 
a responsible broker or dealer effected at 
a price equal to the consolidated best 
offer when the market for the covered 
security is locked or crossed, provided 
however, that the exception shall not 
apply to any broker or dealer who 
initiated the locked or crossed market; 

(5) Any sale of a covered security for 
a special arbitrage account by a person 
who is presently entitled to acquire 
another security, provided that the 
security sold short is in the same class 
as the security he is entitled to acquire, 
the short sale is in an amount equivalent 
to the number of the securities that he 
is entitled to acquire, the sale is effected 
to profit from a current price difference 
between the security sold short and the 

security he is entitled to acquire, and 
the person subsequently acquires or 
purchases the security upon which the 
short sale was based. A person shall be 
deemed entitled to acquire a security if: 

(i) He has an unconditional right or 
option to acquire or purchase the 
security at a specific price and in a 
specific amount when the short sale is 
effected; and

(ii) The right of acquisition was 
originally attached to or represented by 
another security, or was issued to all 
holders of the securities; 

(6) Any sale of a covered security for 
a special international arbitrage account 
effected to profit from a current price 
difference between a security on a 
foreign securities market and a security 
on a securities market subject to the 
jurisdiction of the United States, 
provided that the short seller has an 
offer to buy on a foreign market that 
allows him to immediately cover the 
short sale at the time it was made. For 
the purposes of this section, a 
depositary receipt of a security shall be 
deemed to be the same security as the 
security represented by such receipt; 

(7)(i) Any sale of a covered security by 
an underwriter or member of a 
syndicate or group participating in the 
distribution of a security in connection 
with an over-allotment of securities; or 

(ii) Any lay-off sale by an underwriter 
or member of a syndicate or group in 
connection with a distribution of 
securities through rights or a standby 
underwriting commitment; 

(8) Any sale of a covered security at 
the volume weighted average price 
(VWAP) that meets the following 
criteria: 

(i) The sale is entered into and 
matched before the regular trading 
session opens and the execution price of 
the VWAP matched trade will be 
determined after the close of the regular 
trading session; and 

(ii) The VWAP for the covered 
security is calculated by: 

(A) Calculating the values for every 
regular way trade reported in the 
consolidated system, or on a primary 
market that accounts for seventy-five 
percent or more of the covered 
security’s average daily trading volume 
for the security during the regular 
trading session, by multiplying each 
such price by the total number of shares 
traded at that price; 

(B) Compiling an aggregate sum of all 
values; and 

(C) Dividing the aggregate sum by the 
total number of reported shares for that 
day in the security; and 

(iii) The transactions are reported 
using a special VWAP trade modifier; 
and 
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(iv) Short sales used to calculate the 
VWAP will themselves be subject to the 
provisions of paragraph (b) this section, 
unless excepted or exempted, and 
§ 240.203 of this chapter; and 

(v) The VWAP matched security: 
(A) Qualifies as an ‘‘actively-traded 

security’’; or 
(B) The proposed short sale 

transaction is being conducted as part of 
a basket transaction of twenty or more 
securities in which the subject security 
does not comprise more than five 
percent of the value of the basket traded; 

(vi) The transaction is not effected for 
the purpose of creating actual, or 
apparent, active trading in or otherwise 
affecting the price of any security; 

(vii) A broker or dealer shall be 
permitted to act as principal on the 
contra-side to fill customer short sale 
orders only if the broker or dealer’s 
position in the covered security, as 
committed by the broker-dealer during 
the pre-opening period of a trading day 
and aggregated across all of its 
customers who propose to sell short the 
same security on a VWAP basis, does 
not exceed 10% of the covered 
security’s relevant average daily trading 
volume;

(9) A sale of any covered security 
when the broker or dealer is effecting 
the execution of a customer ‘‘long’’ sale 
on a riskless principal basis, regardless 
of the broker or dealer’s proprietary net 
position; and 

(10) A sale of any covered security at 
a price equal to the consolidated best 
bid by a broker or dealer to satisfy any 
obligations of the broker or dealer to a 
customer limit order, as determined by 
federal securities laws or the rules of a 
self-regulatory organization. 

(e) Upon written application or upon 
its own motion, the Commission may 
grant an exemption from the provisions 
of this section, either unconditionally or 
on specified terms and conditions, to 
any transaction or class of transactions, 
or to any security or class of securities, 
or to any person or class of persons.

§ 242.202(T) Temporary short sale rule 
suspension. 

General rule. Short sales in specified 
securities constituting a subset of the 
Russell 1000 index, or such other 
securities as the Commission designates 
as permissible by order as necessary or 
appropriate in the public interest and 
consistent with the protection of 
investors after giving due consideration 
to the security’s liquidity, volatility, 
market depth and trading market, may 
be effected without regard to the 

provisions of paragraph (b) of § 242.201. 
All other provisions of § 242.201 shall 
remain in effect.

§ 242.203 Borrowing and delivery 
requirements. 

(a) Long sales. (1) If a broker or dealer 
knows or has reasonable grounds to 
believe that the sale of a security was or 
will be effected pursuant to an order 
marked ‘‘long,’’ such broker or dealer 
shall not lend or arrange for the loan of 
any security for delivery to the broker 
for the purchaser after sale, or fail to 
deliver a security on the date delivery 
is due, unless the broker or dealer 
knows or has been informed by the 
seller that the seller owns the security 
and will deliver it to the clearing broker 
or dealer prior to the scheduled 
settlement of the transaction. 

(2) The provisions of paragraph (a)(1) 
of this section shall not apply to: 

(i) The loan of any security by a 
broker or dealer through the medium of 
a loan to another broker or dealer; or 

(ii) Any loan of, arrangement for the 
loan of, or failure to deliver any 
security, if, prior to such loan, 
arrangement or failure to deliver, a 
national securities exchange, in the case 
of a sale effected thereon, or a national 
securities association, in the case of a 
sale not effected on an exchange, finds: 

(A) That such sale resulted from a 
mistake made in good faith; 

(B) That due diligence was used to 
ascertain that the circumstances 
specified in § 242.201(c) existed; and 

(C) Either that the condition of the 
market at the time the mistake was 
discovered was such that undue 
hardship would result from covering the 
transaction by a ‘‘purchase for cash’’ or 
that the mistake was made by the 
seller’s broker and the sale was at a 
price permissible for a short sale under 
§ 242.201(b). 

(b) Short sales. 
(1) A broker or dealer may not execute 

a short sale order for its own account or 
the account of another person unless the 
broker or dealer, or the person for whose 
account the short sale is executed: 

(i) Borrowed the security, or entered 
into a bona-fide arrangement to borrow 
the security; or 

(ii) Had reasonable grounds to believe 
that it could borrow the security so that 
it would be capable of delivering the 
securities on the date delivery is due. 

(2) The provisions of paragraph (b)(1) 
of this section shall not apply to short 
sales executed by specialists or market 
makers in connection with bona-fide 
market making activities. Bona-fide 

market making activities shall not 
include activity that is related to 
speculative selling strategies or 
investment purposes of the broker or 
dealer or is disproportionate to the 
usual market making patterns or 
practices of the broker or dealer in that 
security. 

(3) For any security where there are 
fails to deliver at a clearing agency 
registered with the Commission of 
10,000 shares or more, and that is equal 
to at least one-half of one percent of the 
issue’s total shares outstanding, if a 
broker or dealer executes a short sale for 
its own account or the account of 
another person, and if for any reason 
whatever securities have not been 
delivered within two days after the 
settlement date: 

(i) For a period of ninety calendar 
days the broker or dealer shall not 
execute a short sale in such security for 
his own account or the account of the 
person for whose account the failure to 
deliver occurred unless the broker or 
dealer or the person for whose account 
the short sale is executed has borrowed 
the security, or entered into a bona fide 
arrangement to borrow the security, and 
will deliver the security on the date 
delivery is due; and 

(ii) The rules of a clearing agency 
registered pursuant to Section 17A (15 
U.S.C. 78q–1) of the Act shall include 
the following provisions: 

(A) A broker or dealer failing to 
deliver securities as specified in 
subparagraph (3) above shall be referred 
to the NASD and the Examining 
Authority (as defined in 15c3–1(c)(12)) 
for such broker or dealer for appropriate 
action; and 

(B) The registered clearing agency 
shall withhold a benefit equal to any 
mark to market amounts or payments 
that otherwise would be made to the 
participant failing to deliver, and assess 
appropriate charges. 

(c) Upon written application or upon 
its own motion, the Commission may 
grant an exemption from the provisions 
of this section, either unconditionally or 
on specified terms and conditions, to 
any transaction or class of transactions, 
or to any security or class of securities, 
or to any person or class of persons.

Dated: October 28, 2003. 
By the Commission. 

Margaret H. McFarland, 
Deputy Secretary.
[FR Doc. 03–27660 Filed 11–5–03; 8:45 am] 
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