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September 2008

IT WAS A LONG WEEK FOR
SHORT SELLERS...

In the past 10 days, Australian market participants and fund managers have
been subjected to an extraordinary series of announcements which, for the
present, have significantly changed the regulation of short selling in Australia.
At the same time, the Federal Government has also released the long-awaited
exposure draft of its proposed legislative reforms in this area. Partner Warwick
Painter and Senior Associate Justine Woodford outline the recent developments
and provide a sense of the confusion that existed for market participants and
fund managers during that time.

Late September saw

a series of regulatory s N t
sales using securities lending arrangements,

announcements HOW DOES TH | S as well as exemptions and ‘no action relief’
Wh|Ch ConSideI’ably AFFECT YOU? by the Australian Securities & Investments

Commission in certain cases.
I’eS’[rICted Short e Fund managers and brokers have been in a

On 22 September 2008, we reported on the
. . . state of some uncertainty while the Australian
selling in Australia

series of announcements by the Australian
Securities Exchange (ASX) and the Australian
Securities and Investments Commission (ASIC)

Securities & Investments Commission and
the Australian Securities Exchange have, over
the course of a week, worked through a series

that effectively resulted in a ban on both ‘naked’

of clarifications and refinements to their and ‘covered’ short selling of securities on the

initial announcements effectively banning Australian market from the commencement of
trading on 22 September 2008. In the days that
followed, both ASIC and the ASX issued further

clarifications and announcements that redefined

both naked and covered short selling in the
Australian market.
e Changes to the position on short selling in

the Australian market have largely been in the prohibitions and provided further limited

response to overseas developments. e . -
relief in some cases, while market participants

* While the fundamental prohibition on short and industry bodies continued to have urgent

selling has not been changed and the existing discussions with ASIC about the extent of the
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are new reporting requirements for permitted is a summary of what unfolded

short sales and a prohibition on covered short
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THE WEEK THAT
WAS

FRIDAY, 19 SEPTEMBER

This was the starting point when, by a
combination of announcements from the ASX
and ASIC:

e all ‘naked’ short selling of ‘approved’ ASX
securities under section 1020B(4)(e) of the
Corporations Act 2001 (Cth) was prevented
by removing all securities from the ASX list of
approved short sale securities;

e ASIC confirmed that, from the opening of
the market on 22 September, a permitted
‘covered short sale’ would require the person
to have a binding commitment to obtain
securities from another person before the
short sale is entered into; and

e ASIC introduced a new legislative
requirement! (applying to all ‘covered’ short
sales where the stock is sourced under a
securities lending agreement), that:

e the client must report the sale to its broker
and the broker must ask its client whether
the sale is a short sale to which the new
provisions apply; and

e the broker must report its net covered short
positions to the market by no later than
9am on the next trading day.

SUNDAY, 21 SEPTEMBER

Within a short time after the Friday
announcements, ASIC further revised its
position and announced a ban on ‘covered’
short selling of all ASX-listed securities where
the cover was provided by a securities lending
arrangement. ASIC issued class order (CO
08/752)?, which added a further notional
s1020BD to the Corporations Act, to give
effect to this announcement. This new section
provided a limited carve-out for hedging by ASX-
registered market makers and warrant market
makers.3

1. ASIC issued Class Order (CO 08/751), which added
a notional s1020BC to the Corporations Act.

2. This new class order amended CO 08/751.

3. It is worth noting that both s1020BC and s1020BD
only apply to selling on an Australian licensed market
and s1020BD only applies to ‘securities’, thereby
excluding government debt instruments and, before it
was modified, managed investment products. Neither
section applies to sales of derivatives, (eg CFDs), but
could apply to a sale of securities upon exercise of a
derivative.

MONDAY, 22 SEPTEMBER
TO WEDNESDAY, 24 SEP-
TEMBER

As market participants and fund managers
attempted to come to terms with the new
arrangements, ASIC announced further
modifications and exemptions over the course of
several days as follows:

e ASIC announced (Advisory Release AD 08-
20) that it would provide a no-action letter
in relation to covered short sales by market
makers for the purpose of hedging positions
taken prior to 22 September 2008.

e ASIC issued a further Class Order (CO
08/753),* which had the effect of varying
notional s1020BD so that it also prohibited
covered short selling of managed investment
products and stapled securities.

e ASIC issued a further announcement
(Advisory Release AD08-22), indicating its
decision to exempt some further market
operations from the short selling prohibition
‘in line with overseas developments’ and
indicating:

e its view on the requirement for market
participants to report net short sales
involving securities lending transactions;

e that existing limited exemptions under
s1020B for certain naked short sales
and certain covered short selling were
unaffected by the ASIC Class Orders;

e that ASIC would consider individual
applications for ‘no-action’ relief for Direct
Market Access (DMA) service providers that
use automated trading facilities, relieving
the provider from a positive obligation of
enquiry in relation to sell orders;

e that the prohibition on covered short selling
applies to trading in corporate debt
securities, but does not apply to trading in
government debt securities;

e that ASIC would monitor the use of
existing exemptions for market makers
and also monitor the use of exemptions
in the derivatives and options markets
to ensure there is no misuse of the
exemptions ‘to reinstate objectionable short
selling behaviour’; and

e that the exemptions may change further as
ASIC continues to coordinate its response
‘in line with international developments’.

4. This new class order again amended CO 08/751.



e |n accordance with ASIC’s update
announcement (AD08-22), ASIC issued Class
Order 08/763%:

e substantially reworking the exemption for

hedging by market makers (and introducing

a new requirement that the market maker
does not know that the issue or sale

of a financial product by it in the course
of making a market ‘will result in the
client establishing or increasing an
economic net short position in relation to
the shorted product’);

¢ modifying the previously announced no
action relief for hedging exposures arising
prior to 22 September 2008 and replacing
the previously announced ‘no action letter’
with a more formal exemption under the
notional s1020BD;

e adding an exemption for sales of securities
or financial products ‘as part of’ a
dual-listed arbitrage or an index arbitrage
transaction; and

e adding an exemption for sales of securities
or financial products for the purpose of
hedging in relation to: (a) the underwriting

of dividend reinvestment plans and security

purchase plans; and (b) the conversion

of convertible securities (although this
exemption did not cover all underwriting or
conversion situations).

e The Treasurer announced the release of
the long-awaited exposure draft of the
Corporations Amendment (Short Selling) Bill
2008, inviting submissions from interested
parties by 21 October 2008.°

e ASIC issued a further Class Order (CO
08/764), providing an exemption from
s1020B(2) (the primary short selling
prohibition) in relation to the ‘naked’ short
sale of a security or managed investment
product as a result of the exercise of an
option (ETO) registered with Australian
Clearing House Pty Limited, subject to the
conditions set out in the class order.

e Finally, ASIC announced (Advisory Release
AD 08-23) that it will not take any action
for a breach of short selling requirements in
relation to the bona fide sale of securities
from a portfolio by a fund manager where
the seller has made securities of the same
type available (whether or not through a
custodian) to a securities lender for use in
a securities lending program, subject to

5. This was a further modification to CO 08/751.
6. It is the commencement of this legislation which
signals the potential removal of the temporary
prohibitions on covered short selling announced by
ASIC on Sunday, 21 September 2008.

certain conditions. ASIC further indicated
that it will monitor the market to ensure there
is no misuse of this no action position ‘to
ensure that shares are not loaned out so as to
facilitate objectionable short selling’.

THE SCORECARD

Stepping back from the many changes outlined
above, it is important to consider where this
actually leaves market participants and fund
managers who are involved in both securities
lending and hedging activities that require
them to maintain or enter into short positions
in relation to Australian securities and financial
products. In our view, the current position is as
follows:

e The primary criteria for assessing whether a
sale is a short sale in the first place has not
changed. That is, a sale will not be a short
sale if a person has a presently exercisable
and unconditional right to vest the sold
financial products in the buyer at the time the
sale is made in accordance with s1020B(2)
of the Corporations Act.

e The existing exemptions in s1020B(4)
have not been materially changed by the
ASIC Class Orders, although they no longer
apply where a covered short sale involves
a securities lending arrangement, because
notional s1020BD overrides s1020B. As a
result there are still exemptions for:

e short sales ‘as part of’ an arbitrage
transaction (eg naked short sales or covered
short sales not involving securities lending);

e short sales where a contract to buy the
securities has been concluded but not yet
settled; and

e covered short sales by way of agreements
to acquire securities that can be settled
within three business days after the date
of the short sale (provided it is not a
securities lending arrangement).

e |n addition, the existing Corporations
Regulations exemptions for sales of certain
debt securities and the writing or exercise of
ETOs in certain circumstances have not been
affected.”

e Transactions in derivatives that do not
involve the selling of underlying securities
or managed investment products (other than
exchange traded warrants &- see regulation
7.9.80B) are permitted, as they were never
covered by s1020B and are not covered by
the ASIC class orders.

7. See Corporations Regulations 7.9.79 and 7.9.80A.
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However, what the ASIC class orders, Regulatory
Guide 1968 and ASIC Advisory Releases give
effect to is:

e a new reporting requirement where a covered
short sale by a market maker or other
permitted person involves a securities lending
arrangement (notional s1020BC); and
e a prohibition in relation to covered short
sales using securities lending arrangements
(notional s1020BD), with various exemptions
for hedging by ASX-registered market makers
and warrant market makers; and
e clarification of ASIC’s policy that a securities
lending arrangement will not be sufficient
for a permitted covered short sale unless
the securities have actually been committed
under a binding arrangement to deliver the
securities to the seller; and
e certain exemptions and ‘no action relief’ for:
e covered short sales for hedging purposes by
market makers;

e covered short sales by underwriters
and persons receiving securities on
conversion of convertible instruments in
certain circumstances;

8. ASIC released RG 196 Short Selling: An Overview of
section 1020B on 19 September 2008.
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e covered short sales as part of certain
arbitrage transactions;

e certain short sales by market makers that
relate to hedging of pre-22 September 2008
transactions or client orders;

e short sales for the purpose of settling ETOs;

e monitoring client transactions by providers
of DMA services; and

e short sales by fund managers and
institutional investors selling portfolio
securities that have previously been
provided to a securities lender.

We will keep you updated on further
developments in this area, particularly in
relation to the progress of the Corporations
Amendment (Short Selling) Bill 2008.

THE LAST WORD

Today’s financial press has speculated that ASIC
may consider lifting its ban on short selling as
early as this week. At present there is no formal
announcement by ASIC of any such proposal.
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