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Short sdling around the world with applications to the SSE

Executive Summary

This document describes short sdlling practices around the world and makes suggestions
for the best way to implement short sdling at the Shanghal Stock Exchange. Currently,
about 93% of the world' s market capitdization is available for short sdlling. The ability
to | short is extremely important for making security prices more efficient and for
preventing overvauation of shares. Furthermore, short selling is essentid for ensuring
the fair pricing of derivatives such as ETFs, futures and options, aswell as for making it
possible for entities acting as market makersto provide liquidity.

However, short sdling is highly regulated around the world because of thefear of abuse.
Short sHlers have often been blamed for fdling stock prices. However, academic
research demondgtrates that markets that dlow short salling have lower volatility, both for
individua stocks and for overdl market indices. Short sdling may dso cause problems
with the settlement system if short sdllersfail to deliver promised shares a settlement

time

RngIatlonswnh respect to short seling generdly fdl into the following categories
Identity rules Who may or may not short sdl?
Stock specific rules: Which stocks may or may not be shorted?
Trading rules Under what conditions may a stock be shorted?
Disclosure rules: Who finds out about short sdes and when?
Location rules Mugt shares be borrowed before the trade is executed?
Lending rules Can securities firms lend out shares?
Collaterd (“margin”) rules. What collaterd must short sdlers post?

Tax rules. What isthe tax trestment of short transactions compared with long
transactions?

This document describesin detall the regulatory climate in the United States, which
represents gpproximately one haf of the world equity market capitdization. In addition,
the paper describes the regulatory climate in capitd markets in other jurisdictions.

This document then makes detailed suggestions for the desgn and implementation of a
successful stock lending market at the Shangha Stock Exchange. The SSE hasthe
advantage of being able to learn from the experiences of other markets and adapt the best
practices from around the world to local conditions.



An efficient and trangparent Securities Lending Market (SLM) can be established in
cooperation with the China Securities Depository & Clearing Corporaion (CSDCC),
usng a limit order book plaform at the SSE. Holders of stock can enter their offering
rates for gock lending through the SLM.  In order to prevent settlement failures as well
asto prevent the crestion of “phantom” gtock, the securities lending market should be
automatically connected to the spot market to make sure that a stock loan is made before
ashort sde. The proposed market is set up for seamless sraight through processing.

Such amarket would add over RMB 44 million to the revenues of the exchange through

increased transaction fees, in addition to the fees charged for the operation of the Stock
Lending Market.

The following regulatory suggestions are made:
Avallable gocks:

After the testing period, al stocks should be shortable, dthough the SSE and the
regulators should have the ability to sugpend short sdlling in particular gocks if
deemed necessary for afair and orderly market. Short sdling is even more
necessary for smadler stocks than for larger socks. The authorities may wish to
monitor or restrict short sdlling in the period surrounding a secondary offering.

Pogtionlimits:

In order to prevent abuses, exchange authorities should have the ahility to redrict
stock lending on a case-by-case bassif theleve of lending exceeds a particular
level such as 10% of the public float.

Disclosure:

Investors should be required to disclose when placing orders whether they are
long or short. Brokers and the SSE should retain this information as part of the
normd audit trall.

The Stock Lending Market should disclose on ared-time bass the best bid and
offer prices for stock loans, and at least dally the total quantity of outstanding
loaned shares.

The SSE should disclose &t least daily, if not in red-time, the total number of
shares s0ld short for each stock. The exchange could charge an additiond price
for this additiond deta to investors who want to buy it.

Authorized short sHlers

Thereis no compelling reason to redrict the ability to sell short to certain dasses
of investors. Any investor with sufficient funds should be dlowed to sdl short.



Trading rules

No “uptick” rule is recommended because such rules do little to restrain short
sling or dampen volatility and are easily evaded. Other protections such as daily
price limits are sufficient to protect market qudity.

If regulators desire such arule, an “upday” ruleisfar better. Such arule restricts
short sling only on days when the stock is trading below the previous dosing
price.

Collaterd requirements.

Proceeds of the short sde are held by the SLM as collatera for the loaned stock.
In addition, the SLM will require the borrower to put up additiond collaterd to
protect the lender from possible default. In the initid stages of the market, the
initid tota collaterd requirement should be 125% with a maintenance leve of
115%.

The SLM will revalue the loaned stock daily and recal culate the required
collaterd. If the collatera isless than the maintenance leve, the borrower must
pay additiond cash. The barower will receive interest on the collaterd, less
expenses.

As derivative markets are developed, an integrated collatera  system should be
developed basad on the net long or short position of aparticular investor. For
example, an investor who is completely hedged, such as someone who islong an
ETF and short dl of the condtituent stocks, would have alower collatera
requirement than a pure speculator.

Taxaion issues
Because agtock loan isaloan and not asde, samp duty should not gpply to the

loan. However, samp duty naturdly appliesto the sde of the borrowed stock, as
well asto the covering transaction.



[. Introduction: The uses of short sdling

Short sHling is an often misundersood part of financial markets Short sdling issSmply
the sde of afinancid ingrument that the sdler does not own & thetime of sde. Thiscan

occur in severd circumstances:

The sler has borrowed or intends to borrow the stock from someone dse
prior to the settlement of the sdle transaction.® 1n much the same way as one

can borrow money and spend it, one can in many countries borrow shares and

sl them. The borrower can then buy the shares on the open market later to
repay the sock loan.

The sdller expects to buy the shares prior to settlement.?

The sdler expectsto receive the shares prior to settlement. This can occur if
the sdller has recently purchased but not yet received the shares, or expectsto
receive the shares as part of a corporate action such as amerger or Spinoff.
The sdler plansto make use of flexibility in the settlement system to delay

delivery until alater date. Thisispossblein some countries.

Hereis an example of how a short sdle can work. Suppose that an investor wants to sdl
short 1,000 shares of China Unicom ADRs on the New Y ork Stock Exchange® The
investor’s broker would arrange to borrow the shares and then sdl them on the NY SE a

the current market price of USD $7. If the stock price drops to $5, the investor can then



buy 1,000 shares & $5 to repay the stock loan, leading to a$2 per share profit before
transactions cogts. On the other hand, if the stock had gone up to $10, the investor would

have logt $3 per share

Short sdling has some very important usesin financid markets.  The most important use
isthat it decreases valdility and dlows more information to be incorporated into ock
prices. Long investors can eesily incorporate good news into stock prices by buying
gocks. However, if only optimidtic information isincorporated in stock prices and the
bad news is kept out, then stock prices will temporarily be higher than their true vaues
and invegtors will ultimately be disgppointed. Severa sudiesin the U.S. market have
found that, when short sdlling is condtrained through inefficencies in the sock lending
market, subsequent stock returns are far less than the market.®  In other words, when
short Sling islimited, investors pay prices that are too high for socks. Although & first
it might seem good to have stock prices that are too high, it isnot good. Asthe stock
price eventudly fdls, many investors are unhgppy and they lose thelr trust in the market
mechanism. They become reluctant to buy any stocks, which increases the cost of capita

for dl firms.

The second mgor use of short sdling isto support liquidity provison such as market
making. Market makers are investment professonas who add liquidity by making a
“two-gded’” market in agtock at dl times. Throughout the tradng day, they post abid
price a which they are willing to buy and an offer price a which they are willing to sl.

Thisensures that investors will be able to buy or sdl the stock quickly when they want to.



However, a market maker may not dways hae inventory available when a customer
wantsto buy the stock. If the market maker can short the stock, then the market maker
can sarvice the customer at the current market price. If the market maker cannot short the
gock, then the stock price may jump yp temporarily to an unsustaingble leve, making the

gock more voldile,

Many of the largest securities marketsin the world have such professondsto add

liquidity to their markets, dthough the details vary from market to market. The NY SE

has a single specidist who acts as a market maker for each stock. Nasdag has an average
of over 10 competing market makers for each listed company. Euronext and Deutsche
Boerse ds0 have optiond provisons for “liquidity providers’ to act as market makers
based on agreements with the issuers.  In markets without forma market makers, private
investors often act as market makers by entering buy and sell ordersinto the limit order
book. For example, We and Shi (2002) document that in Chinainvestors have been

acting as de facto market makersin the shares of closed-end funds.

Market makers make money by buying & the bid price and sdlling at the higher offer
price. In some countries, market makers may aso receive benefits of various typesfrom
the issuers who may provide cash compensation, or other business such as invesment
banking business.  Furthermore, market makers may receive specia advantages, such as
areduction in trading fees, in exchange for their willingness to provide market making

Sservices.



The third mgor use of short sdlling isto make sure thet the prices of derivative securities
are properly based on the underlying cash prices.  The prices of derivetive securities are
related to the underlying stock prices through well-known arbitrage rdationships. If the
price of the derivative deviates from the correct price, then arbitrageurs seek to buy the
underpriced security and sall the overpriced security. This helps to push the prices back

to the correct leve .®

For exanrple, one basic form of a derivative security is an Exchange Traded Fund (ETF)
that reflects an interest in a basket of stocks that trade on an exchange. For example, one
popular ETF in the United States is the so-cdled “spider”, the Standard and Poors
Depositary Receipt that tracks the S& P 500 index. ETFs are very useful for investors
who want to own dl of the socks in the index without making numerous individua
transactions.  In order to make sure that the price of the ETF closaly tracks the vaue of
the index, arbitrageurs monitor the prices of the ETFs and the socks that go into the ETF.
When the price of the ETF is beow the true vaue of the stocks it contains, the
arbitrageur can buy the ETF and short the socks This action will push the price of the
ETF and the stocks closer together. Conversdly, if the price of the ETF is higher than the
price of the stocks in the basket, then the arbitrageurs will buy the stocks and short the
ETF, causng the prices to move to where they should be.  In asmilar way, arbitrage
involving short selling ensures that the prices of stock index futuresis aso properly tied

to the price of the underlying stocks.



Ancther ussful derivative isthe put option. A put option isSmilar to atype of insurance
that makes a payment if atock goes down. Some investors who own a stock but are
afraid that it might go down could be very eager to purchase such insurance. Market

makers who sell such options, however, need to hedge their risk by short selling the stock.

Indeed, without short sdlling, derivatives markets cannot function properly. Chen and
Zhou (2004) examine the problems rdated to the fallure of the first Chinese government
bond futures market in 1995 and concluded that, among other things, short sde

restrictions on the government bonds made the problem worse.

The controversy over short sdlling

Short sdling has been controversa from the very beginning of financid markets.
Virtudly every developing sock market has banned short sdlling at one stage of its
development, only to reindate it later. Holland banned the practice in 1610. The United
Kingdom banned short sdlling in 1733, Napoleon banned short sdlling in France in 1802.

New Y ork State banned short sdlling in 1812.”

Theoppagtion to short selling usually reaches a pesk after amgor market decline as
investors look for someone to blame for their losses. The arguments againgt short sdlling

typicaly indude



SHling something you don’'t have is theft.

Short sellers make money when other people lose money. It iswrong to profit
from other people’ s misery.

Short sellers make prices go down.

Short sellers spread lies about good companies.

Short sellers manipulate prices.

Short sellersincrease stock volatility.

The ability to sell short encourages excessive speculation.

Short sellers endanger the settlement system when they do not deliver shares.

Officers of listed companies often have an intense persond hatred of short sdlers. For
onething, the short sdllers have an economic interest diametricaly opposad to thet of the
issuer. Furthermore, short sdllers usudly do not hestate to spread negetive information

about the management of a company that they are shorting.

Mogt of these criticiams of short sdling are misinformed, are just plain wrong, or dso
apply to long buyers  Clearly, borrowing gock and sling it with the lavful permisson

of the owner isnot theft. Short sdllers can help prevent stock prices from becoming too
overvaued, thus preverting long buyers from losing even more money. If the short
sdlers have good information, stock prices should go down o that the stock prices reflect
the true vaue of the companies. If the short sdllers are wrong, they lose money asthe

sock returnsto its true vaue.



In the past, short sdllers have been accused of “bear raids’ in which groups of sdlers
continuoudy sdll and exhaust dl of the buying liquidity in the market, pushing the stock
price down far below the true value of the slock. However, numerous investigations over
the yearsinduding Meeker (1932) and Lamont (2003) in the US have shown thet
companies complaining about the tactics of short sdllers have often been subgtantialy

overvaued and sometimes outright fraudulent.

Sporeading mideading information is prohibited under Article 72 of the Securities Law.
Indeed, short sdlers have no more incentive than long buyers to spread fase information.
Furthermore, firms can sue the short sellersfor libd if the short sellers spread fse

information about the firm.

Asfar as excessve speculaion goes, even in markets where short sdlling isfairly
unretricted, the amount of short activity is usudly quite smdl. Inatypicd month, the
ghort interest in NY SE listed stocks is around 2% of the total shares outstanding.
However, the amount of short sdling on the NY SE is actudly much higher. 1n 2003,

short sales represented 13.5% of the total volume on the NY SE. 8

The threet to the settlement system is another matter. Clearly, if short sellers can sl
stock without ever borrowing or ddivering stock, then problems can occur as buyers do
not receive the shares that they have contracted for. Furthermore, such naked short sdlling

creates “phantom” stock and improperly increases the number of sharesin circulation.



Because short selling requires securities lending, there are dso the usud banking issues
that arisein any lending Stuation, such as credit risk. Lenders need to be sure thet they
will get their stock back when they want it. The financid system needs to be robust
enough so that amgor market movement does not cause a cascading failure of financid
firms. One possible systemic risk would be if amgor short sdler loses o much money
30 quickly thet the loaned stock is not repaid, and the brokerage firm responsble then
defalts, leading to a series of problemsin the financid markets. Whilethisisavery

remote posshility, regulators need so be aware of it and take Sepsto prevent it.

Because of the potentid for problems, it isimportant to regulate short sdlling for the

following reasons.

Prevent problems with the settlement system.

Prevent problems with brokerage firm falures if borrowed stock is not repaid.
Prevent systemic risk from cascading failures of finandia inditutions.
Maintain confidence in the integrity of the market mechanism.

Makeit look like the government is doing something when it redly is't.

Types of regulations

Regulations with respect to short sdlling generdly fdl into the following categories:



Identity rules. Who may or may not short sl ?

Stock specific rules: Which stocks may or may not be shorted?

Trading rules. Under what conditions can ashort sale be executed?
Disclosure rules: Who finds out about short sales and when?

Location rules: Must shares be borrowed before the trade is executed?
Lending rules. Can securities firms lend out shares?

Collaterd requirements What collaterd must be posted by the short sdler?
Tax rules What isthe tax treatment of short transactions compared with long

transactions?



[1. Short sdlling regulation in the United States

Short SHling in the United States has undergone avariety of different regulatory
treatments. In 1812, New Y ork State prohibited the practice of short sdling, athough the

ban was not well enforced and the ban was later repeded.

Even before regulation by the federd government, the New Y ork Stock Exchange
regulated trading practices on its exchange. To thisday, the NY SE requires itsmembers
and ligted firms to adhere to sandards much dricter than the minimum standards imposed
by law. In particular, in response to concerns about short sdlling, the exchange began
gathering gtatistics on short sdling by requiring that dl orders be marked as long or short.
The exchange dso indituted its own form of the uptick rule in 1931, seven years before

the SEC impaosad its own regulations.

The stock market crash of 1929 and the ensuing depression led to a number of reformsin

U.S. financid markets. The Securities Exchange Act of 1934 creeted the Securities and

Exchange Commisson that impasad the origind uptick rulein 1938.

Short salesin the United States are now regulated as follows:

[dentity rules. In generd, most investors can sdll short. However, U.S. law prohibits

short sHling from tax-deferred retirement accounts such as Individua Retirement

14



Accounts (IRAS). At onetime, mutua funds were not permitted to sl short, dthough
that restriction has been lifted. Nevertheless, the charters of many mutud funds and other
inditutiona investment products often contain redtrictions on short sdling. Smilarly,
corporate executives were once banned from shorting the stock of their own companies.
This ban has been replaced with a regtriction on short-term trading of company stock that
does not contain an explicit ban on shorting.  The employment contracts of many

executives, however, often contain redtrictions on shorting company stock.

Location rules. Investors must meke an “affirmetive determination” that shares can be
borrowed before making ashort sde. In practice, when an investor places an order to sl
short, the brokerage firm checks to make sure that the shares are available. Thisis
usudly done by consulting a“hard to borrow”  ligt thet is put together daily by the
brokerage firm or its dearing firm. If the stock is not on the li, then the brokerage firm
assumes that shares can be easily obtained and proceeds with processing the short sde
order. Note that the firm does not actudly borrow the shares until needed, as the order
may not be executed. Other firmsrely on an “easy-to-borrow” list that specifies the
docks that are avallable for borrowing. If the stock is not on the “easy-to-borrow” lid,
then the brokerage firm has to search far the shares before executing the trade. Thetrend

isfor firmsto rely on an “easy-to-borrow” list rather than a“hard-to-borrow”  lis.

In order to facilitate retail short saes, brokerage firms usudly borrow the stock from the
accounts of their own customers.  When customers open margin accountsin the United

Sates, the standard account agreement gives brokers the right to “hypothecate’ or lend



the shares. The brokerage firms do not notify customers that their shares are being
loaned out. The lending customers receive no fees for lending their shares. Brokerage
firms may not lend out shares from cash accounts, and they can only lend out shares

againg which customers have actudly borrowed money.

If the customer who owns the shares wants to sell or take delivery of the shares, the
brokerage firm will typicaly borrow the shares from another account. In rare cases, the
short seller will be bought in if the broker cannot reborrow the shares from another
account. This adds arisk to short sdllingin that a short sdller might be forced to buy

sharesto cover the short position at exactly the wrong time,

Thereisdso aninditutiond market for stock lending, as described in D’ Avalio (2002).
Cusgtodiansfor large inditutiond investors have securities lending programsin place so
that the inditutiond investors can earn money from lending out their securities. Such
inditutions only lend to borrowers whaose credit they trust. Typicaly, the borrower pogts
collaterd worth dightly more than the vaue of the shares— typicaly the proceeds of the
sdeplus2% of thevdue Thiscollaerd isthen marked to market daly, and the
borrower must post additiond collaterd if the price of the sharesincreases. Typicdly,
the borrower receives a “short rebate’ equd to the interest on the collaterd less afee that

isretained by the lender.



Of course, the stock borrower has to make the stock lender whole for any digtributions
such as dividends that are paid on the shares.  However, the lender of the shares loses

voting rights.

Market makers and specidists have an exemption from the location rulesin connection
with bona fide market making activities.  This permits market makersto provide
liquidity quickly by sdling the sock when a buyer gppears, without have to search for a
lender firgt. Often, the market makerswill close out the postion the same day by
purchasing shares, removing the need to ddiver shares & settlement. However, the
market makers ill have to borrow or buy the sharesin order to meet their settlement

obligation on date T+3.

Disclosure rules. When an investor places a sde ader, the order must be marked aslong
or short.  Thisinformation is used to aert the brokerage firm of the need to locate shares.
Theinformation is passed on to the exchange or market maker for compliance with the

tick rule or bid te<t.

Collateral (“margin”) requirements. Federa Reserve Regulation T generdly requires
short sdlersto post 50% collateral  before entering into ashort position when the broker
arranges the loan of the stock. The collaterd requirements can be met by any long
securities in the customer’ s account. The maintenance leve isusudly set by exchange
rules to aminimum of 25% and the actud levd is ultimatdly left to the brokerage firm.

Indeed, brokerage firms can and do sometimes set higher collatera requirements.
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However, this only gppliesto short sdllers who borrow the shares through their broker. I
an investor borrows shares directly from a stock lender, then the 50% collatera does not
apply, ard the only margin required is that negotiated between the borrower and the

lender.

U.S. regulations and brokerage practices often set higher collatera requirements for low
priced socks. This means that low priced stocks are not often held in margin accounts
and thus are unavailable to borrow. Inditutiond investors aso tend to avoid very low
priced stocks, which reduces the supplies of such stocks to the stock lending market.

This makes it difficult to borrow such stocks at any price.

Tik rules: The US has acomplicated set of rules that govern when short sdles may be
executed. Theserulesvary dramaticaly from market to market and are in the process of

revison by the SEC.

Stocks thet are listed on the New Y ork Stock Exchange and the American Stock
Exchange fal under the so-cdled uptick rule. Frgt adopted in 1938 and modified over
the years, SEC rule 10a-1 permits short sdes only & a price above the previous price, or

a the same price aslong as it was above the last differert prior price.

These rules dso gpply to the trading of NY SE- and AMEX-listed stocks on other trading

platforms such as the regiona stock exchanges, Nasdag, and Electronic Communication



Networks (ECNs). However, the other trading locations gpply to the tick to the last trade
anywhere, whereas the NY SE gpplies the rule usng only the last trade on the NY SE.
Thus, ashort sale could be permitted in an NYY SE-listed stock in one location but not &
another location & the sametime. For example, suppose that the last trade on the NY SE
was a $10.04 and the last trade on aregiond exchange was $10.02 and the current best
bidis$10.03. The NY SE would not permit ashort sdle a the bid price of $10.03 but it

would be legd on the regiond exchange.

There are some exceptions to the uptick rule. Market makers, including options market
makers, and certain arbitrage transactions are exempt from the rule. Furthermore,

transactions in ETFs are dso exempt from the uptick rule.

The rules are different for Nasdagrlisted socks. The Nasdag Stock Market, Inc., operates
a decentraized market in which hundreds of different entities are connected via computer
linkages to trade stocks.  Each entity has up to 90 seconds to report atrade that it makes.
Mot report ingantaneoudy, but there are variable delays in trades coming from different
trading platforms. Because of this, it is difficult to determine exactly which trade wasthe
last trade. Accordingly, Nasdaq never had atick-test likethe NY SE. In 1994, Nasdaq
implemented a bid test for Nasdaq Nationd Market gocks. This rule prohibits short sdes
a the bid price if the bid was less then the previous bid price®  However, thisrule only
appliesto trades by Nasdag market makers or through Nasdag's SuperMontage trading
platform. The bid test does not gpply to trades made on other Electronic Communication

Networks (ECNs) such as Inet or Archipdago.



Nasdag aso operates a separate market segment for smaller slocks knownas the Nasdag
SmdlCap Market. The Nasdag SmdlCgp market has lower listing requirements than
regular Nationd Market stocks, dthough it uses exactly the same trading platforms as the

Nationd Market stocks.

Thereareno bid or tick redtrictions on short salling socks listed in the Nasdaq Smdl Cap
market. On the other hand, it is difficult to borrow many, but not dl, of the SmallCap
socks because inditutions rardly hold smdl capitdization stocks, reducing the supply of
shares to the stock lending market. Furthermore, the low prices of many of these socks
leads to redtrictions on their marginability, further depleting the supply of lendable shares

from customer margin accounts.

Ferri, Christophe, and Angd (2004) examine the rate of short sdling across the Nasdag
Nationa Market, which has a bid test, and the Nasdag Small Cap market, which has no
bid tegt, and find no significant differencesin the rate of customer short selling and no
differences inthe rate of extreme price drops associated with short sdling. They

conclude that the bid test does not do any good for market quality.

Stocksthat are not listed on the NY SE, Amex, or Nasdag markets are traded through the
OTCBB and Pink Sheets markets. The OTC Bulletin Board market is a Nasobeg-operated
dedler market for gpproximately 3,100 stocks™® The only requirements for trading on the

OTCBB isthat the firm hasto file financid satements with the SEC, and a market maker



has to quote the stock. The mgority of these stocks are penny stocks that do not meet the
ligting requirements of larger markets, and include many firms that were ddlisted from the

magor markets.

Thereisno uptick rule or bid test for stocks traded on the OTCBB. However, it is often
extremdy difficult to borrow OTCBB-traded stocks, S0 it is very difficult to short such

stocks.

Stocks that are not registered with the SEC can be traded in the Pink Sheets market.™
Example of stocks that trade on the Pink Sheets market include foreign stocks that have
chosen not to register with the SEC, and thus cannot be ligted on U.S. exchanges, aong
with stocks that are so smdl that they are not required to register with the SEC. In
addition, firmswhose financid records are in such disarray that they cannot file audited
financid gtatements with the SEC can dso be found on the Pink Sheets. For example, the

common shares of the bankrupt Enron trade on the Pink Sheets.

Smilar to the OTCBB, thereis no bid test or uptick rule. However, it is very difficult to
find the ock to borrow, making it very difficult to short such stocks. There have been
numerous complaints about naked shorting and ddivery falluresin the OTCBB and Pink

Sheats markets.

The SEC (2003) proposed to replace the different rules with a consolidated bid-test, but

then decided not to adopt the proposed bid test. Ingtead, the SEC will implement a one-



year pilot program in 2005, diminating dl bid and tick restrictions on the trading of 1/3

of the largest 3,000 stocks to see whether diminating the tick test has any impact.

Post Trade Transparency: Once amonth in the United States, the exchanges report short
positions on a stock-by-stock basis. No more frequent numbers are available. No

information is available on short postions for OTCBB or Pink Sheets stocks.

Short sdling in other countries

Short sdlling practice and regulaion varies congderably around the world. In generd,
short sling isdlowed in most developed stock markets. Bris, Goetizmann, and Zhu
(2003) surveyed stocks markets around the world and report that 93% of the world's
sock market capitdization is avalable for short sdling. Figure One from their sudy
documents the increase in the number of sock markets dlowing short sdling over the
past 100 years. Bris Goetzmam, and Zhu. Also reported on the country-by-country

datus of short sdlling redtrictions, which is reproduced as table 1 of this report.

Other globd surveys of short sdlling include Morgan Stanley (2003), which isinduded as
Appendix B to thisreport.  The Internationa Organization of Securities Regulators
(10SCO, 2002) dso reported on the regulation and implementation of short sdlingina

vaidy of jurisdictions. Ther findings areindluded in table 2 of this report.



Europe

In generd, the mgor European countries impose very few redtrictions on short salling.
Unlike the United States, there are generdly no requirements that orders be marked as
short, nor are there redtrictions on when short sales can be made.  Indeed, the Financid

Savices Autharity (2003) of the United Kingdom recently conduded:

“Our assessment of short seling remainsthet it is alegitimate investment

activity which plays an important role in supporting efficient markets. It

accelerates price corrections in overvaued securities, it supports

derivatives trading and hedging activities and facilitates liquidity and

trading opportunities. We therefore see no case for any prohibition on

short sdling, either generdly or for particular socks in times of market

dress.”
However, the FSA did concdlude that increased transparency would help the market, and
prodded CrestCo, the settlement firm, to release information regarding securities lending
activities. CrestCo now releases monthly data on the level of securities lending for the
top 350 securities, and sdlls daily data upon subscription. CrestCo aso releases

information on the 50 firms with the worgt settlement problems.

Deutsche Boerse, AG operates the Frankfurt Stock Exchange, along with the Eurex
derivatives markets. In generd, short sdling is unredtricted in Germany with no
disclosure or location rules. The stock lending market operates over the counter between
banks and investors, dthough Deutsche Boerse dso operates a securities lending service

as wdll.



Euronext operates the stock exchanges in Paris, Brussdls, Amsterdam, and Lisbon with a
harmonized rule book. There are no redrictions comparable to the U.S. marking,

location, or tick rules.

In Scandinavia, the exchanges in the Nordic and Bdltic regions have digned into the
Norex dliance and share a common rule book and a common trading platform, SAXESS.
However, the exchanges maintain their own lega and regulatory identities. Member
exchanges incdude Stockholm, Odo, Copenhagen, Icdand, Latvia, Estonia, and Finland.

The harmonized Norex rule book contains no redtrictions on short sdling at dl.

Both the Helsinki (Omhex) and Athens (Athens Exchange, SA) exchanges have forma
securities lending markets as part of their derivative markets. These exchanges provide
good modds for a securities lending market in China, as both exchanges have modern

computerized limit order book trading platforms.

In the Athens market, securities borrowing is referred to as “reverse stock repo.”

The exchange adminigters the stock lending pool and serves as the only securities lender.
Thus, investors make their shares available to the pool, and if their shares are loaned out
through the exchange, the investors get the proceeds less the exchange sfee. However,
potential stock lenders do not put offers into the exchange system. Only one contract is
available, and it expires at the end of the year. A new contract becomes available on the

first day of the new year, S0 investors cannot borrow stock with this facility over the end-
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of-year period. Even though the contract lasts until the end of the year, borrowers can

repay the sock loan earlier, and lenders can demand ddlivery earlier aswell.

Thereisadso acompeting over the counter market in stock lending in Greece,

The Helsnki market operates a transparent stock lending market as part of its derivatives
market. The market dlows potentid stock lenders and borrowers to post bids and offers
for the lending of sock. There is one contract expiring each month, with maturities
avallable out to one year. Mogt of the active socks are available for lending, dthough

someilliquid shares are nat.

Thereis dso congderable flexibility in theterms. The borrower and the lender may
agree on flexible dates of delivery and payment and whether theloan can be cdled in
early. The exchange has the cgpability to match borrowers and lenders anonymoudy in

thelr system.

In addition, the Hlsnki Exchanges d<o offer ddivery failure loansthat settleon T+0. A
participant with clearing party status can automaticaly borrow sharesto meet addivery

failure, dthough the expenses are higher and the ddlivery falure loans are limited to 10

days.

A table contrasting the Helsinki and Athens productsis found in table 3, and

representative stock lending rates for Hlsinki are displayed in table 4.



Canada has an uptick rule amilar to the United States, dong with a pre-trade marking
requirement. However, program trading, market making, and arbitrage transactions are
aso exempt. Furthermore, there is no requirement to locate shares before trading,

leading to problems with naked shorting.

Short sdllingin Asia

In generd, Asian countries tend to be much more restrictive than European or American
markets.  Japan has recently increased redrictions on short sdlling as a means of
gppearing to fight deflation.*? These measures induded incressed enforcement of its
requirements that short sales be marked as short and increased survelllance. Furthermore,
the Japanese verson of the uptick rule was made more stringent to prohibit short sdes at
the same price as the previous trade if that price was below the last different price. Inthis
author’ s opinion, these changes are mostly cosmetic attempts to make it ook like the
government is doing something rather than policies with red economic merit. Currently,
investors who borrow stocks from securities firms must post collatera of 30% prior to the
transaction (plus the proceeds of the transaction), for atota collaterd of 130% and a

maintenance levd of 120%.



India hasjug introduced this year a centrdized stock lending market. Before 2004, stock
lending was done through a number of gpproved intermediaries. Foreign investors and

mutud funds were not dlowed to sdl short.

Short selling practice and regulation in China

Mainland China

Offiadly, short sdlling does nat currently exist in the mainland, and there are no officid
fecilitiesfor securitieslending. Indeed, Article 141 of the Securities Law prohibits
securities firms from lending out customer’ s securities. The law aso requires that
securities actudly be in the investor’s account before sdle orders can be executed. This
prevents settlement failures. It is likdy that there may be unofficid stock lending

between private investors, but the scae of such activity, if any, is unknown.

Short sdling itsdf, however, does not gppear to be explicitly illegd. It therefore appears
to be possible, with the gpprovd of the State Council and the CSRC, to design and
implement astock lending market without requiring legidative changes. Appendix A

discusses some of the relevant sections of the Securities Law.

However, short sdling does exigt in the so-cdled “N-shares’, Chinese companies that
haveissued ADRsthat trade in the United States. The ADRS can be and are shorted in

the US. Table 5 presents some data on a sample of Chinese ADRs that tradein the U.S.



Hong Kong

Short sdling in Hong Kong has gone through a variety of regulatory trestments over the
last decade. Short sdlling was generdly prohibited prior to January 3, 1994, when the
Stock Exchange of Hong Kong introduced short sdlling for 17 of the 33 condtituent
gocksin the Hang Seng Index. There was dso an uptick rule, and stamp tax would be
imposed if the short sdle was not covered in two weeks. These restrictions were dropped
on March 25, 1996. Fung and Draper (1999) document that mispricing of the Hang Seng
index futures contract dropped significantly after the reduction in short selling restrictions.
Hong Kong reingated the uptick rule in response to the Asan finandid crisis of 1998.
Draper and Fung (2002) find that the intervention increased mispricing of the Hang Seng
futures contract.

Hong Kong aso requires that short sdes be marked as such, and discloseson a
daly basis the stock-by-stock amount of short sdling. Collaterd for stock borrowing is
at leest 105% of the value of the stock. The Hong Kong Exchanges are a the early Sages
of planning whether to introduce an exchange-based stock lending program due to broker

complaints about the exigting stock lending market.

Taiwan



Tawan has regtrictions on the types of shares that can be shorted. For example, a stock
must be listed for sx months and cannot be sdlling for lessthan par vdue. Also, if there
are problemsin the trading such as settlement failures or excessve volaility, then short
sdes can be curtalled. Taiwan does have an uptick rule except for except for trades
related to ETF and derivative hedging. Tawan dso imposes additiond redtrictions on

the activities of foreign firms.



I11. The Securities Lending Market

The Research Center of the SSE has dready conducted research into establishing a
Securities Lending Market (SLM) a the Shangha Stock Exchange. This proposa draws

heavily upon the excdlent work that has dreedy been performed.

There are five badc dternatives for a Stock Lending Market in China. The first
dternative is to have long-term lending contracts Smilar to those traded on the Helsinki
Stock Exchange. The second modd isthe Athens modd with the Exchange serving as
the sole adminigtrator of the lending pool. The third modd is an over-the-counter system
amilar to the United States and many European countries. The fourth modd isto have a
amplified lending arangement. Thefifth modd isfor ahybrid system that combinesthe

best of the HAlsnki and Athens modds.

Alternative 1:Helsinki Mode: L ong-term lending contr acts

Thefirg dternative isto offer sock lending contracts Smilar to the Helsinki Exchange.

The Helsnki modd gppears towork fairly well.



There are, however, some problems with the Hsinki modd. Firg, thereis il buy-in
risk if the stock lender wants the stock back early. An early buy-inwould lead to the

nuisance of having to borrow the stock again and incur arother set of transactions fees.

Second, the lending process is not automaticaly linked to the stock purchase process.

This adds an unnecessary leve of complexity to short sdling.

Ancther problem in implementing this system is that procedureswould have to be

worked out for posting and handling callaerd, induding daily adjustments to current

market prices.

Alternative 2 Athensmodd

The next dterndive isthe Athens modd, in which the exchange itsdlf adminigersthe
lending pool. The owners of sock make it available to the pool, but dl pricing and
lending decisons are made by the exchange.  The advantage of this modd is that the
amplicity of the process theoreticdly will atract more lenders. All potentid lenders
need do is make thelr shares available to the pool. Lenders need not worry about
monitoring pricesin the lending market. If the exchange lends out their shares, they get
money. Thus, from the lenders perspective, participating in the poal is free money

without risk.



One should kegp in mind that with widespread participation in the lending pool, lending
rateswill be very low most of thetime. Only in rare Stuaions will there be Sgnificant
demand for borrowing the sock. Thus, for mogt ocks on most days the price of
borrowing stock will 9nk to the minimum level and there will be excess supply of
lendable stock available. For many investors, it will not be worth the trouble to actively

monitor the stock lending market in which most of the rates are negligible and stay thet

way.

However, the Athens mode shares some of the same problems as the Helsinki modd.
The borrowing is not automaticaly linked to short sdlling, and the risk of buy-inisdill

there.

Furthermore, a centralized model aong the Athens lines may run afoul of Article 150 of
the Securities Law, which prohibits securities regigtration and clearing corporations from
lending out customer securities.  Thus, the CSDCC cannot play too active arolein the
lending of securities athough there does not gppear to be any barrier to itstransferring

shares between an investor wishing to lend stock and another investor wishing to borrow.

Alternative 3: U.S. M oddl

In the United States and many parts of Europe, the securities lending market is an over-

the-counter market with a high degree of fragmentation, no transparency, and serious



shortages of some securities. Although the system works well for the mogt liquid stocks,
it does not work well for lessliquid securities: As Lamont (2003) observed about the
U.S. market: “A somewhat paradoxica description of the stock lending market isthat it

usudly works very well, except when you want to useit, in which case it works terribly.”

Furthermore, the U.S. market depends on brokerage firms lending out shares from
customer accounts. This practiceis drictly forbidden in China, and it would require a
changein the securitieslaw to permit this practice.  Indeed, permitting securities firmsto
lend out customer securities would require a much more deeper, sophisticated, and

expensve monitoring of securities firms activities than is now practiced in China.

For these reasons, implementing a U.S.-style modd is not recommended.

Alternative4: Limited loss contracts

One problem in implementing a ock lending market in Chinalis that stock lending as
practiced in other countries requires the management of collaterd. Given the current state
of development of the brokerage industry, there may be concerns about how brokerage
firmswould handle the collaterd. Even if the collaterd is managed by the SML, the

systems upgrades for daily adjustment of the collaterd may be difficult.

A smpler dternative isto sructure the stock lending market as alimited recourse reverse

repurchase agreement as follows. The lender sdlls the stock to the borrower and



smultaneoudy agreesto buy the stock back on a specific date at a specific lower price.
The proceeds of the sde are hed inthe SLM. The decreasein priceis effectively the rent

that the lender earns.

The borrower posts a collatera with the SML, which dso holds the proceeds of the sde.
If, on the maturity date, the borrower does not return the shares, the borrower forfets the
collaterd, which goesto the lender. However, the lender does not receive the shares back
and there is no further recourse. In other words, if there is a defaullt, the lender receives

only the collaterd, which is now worth less than the vaue of the stock.

For example, suppose an investor wanted to short 1000 shares of China Unicom, which is
«ling a RMB 3.. Theinvestor borrows the shares for one month through the SLM a
the current best price of 2% for borrowing. The investor would post a collatera of 25%

of the price plus the 2% borrowing price. The SLM would hold this collatera aong with
the proceeds of the sde (RMB 3000), for atotd of 1.27*3000= RMB 3810. If the
borrower has not returned the stock by the end of the 30™" day, the lender gets to keep the

collaterd.

In effect, the lender is giving up a cdl option with an exercise price equd to the stock
price plus the collateral. One would expect that the repurchase price would incorporate
the vaue of the option plus the vaue of the securities lending. The payoff to the lender is

smilar to acovered cal Srategy.



Thevdue of thiscal option isusudly very smdl. For example, with a 30 day contract
with acollaterd of 50% on a non-dividerd paying sock with an annudized voldility of
50%, the theoretica Black-Scholes vaueisjugt 0.01% of the origind vaue of the stock.
Table 6 shows the vdue of the option for variouslevels of collaterd. Asthetable
demondtrates, with asufficiently large collaterd the vaue of the option thet the lender is

giving away becomes exceedingly smdll.

One mgor advantage of this setup isthat the default option reduces the risk of squeezes.

However, even the very smal risk that the borrower will default meansthat thisisnot a
risklesstransaction. Thiswill likely drive up costs and reduce the supply of stock

avalable for lending.

Thetax trestment is another potentid problem. If the transaction is deemed as two
separate sde transactions, then it could generate two sets of stamp taxes on the
transaction, in addition to the Samp tax on the sde of the borrowed shares. This could
make such atransaction rather expensve.  However, authoritiesin other countries such
as Ireland have recognized that the economic substance of the transaction isthat of aloan

rather than a sdle and trest it accordingly.™



The Recommended Stock Lending Market: A hybrid system

The recommended dternative is a hybrid system that contains the best features of the
other modds. The Shangha Stock Lending Market (SLM) would be afacility of the SSE

that matches borrowers and lenders with a system linked to the SSE trading platform and

the depogitory.

Hereis an example of how the market would work to facilitate a short sale:

Making the short e

Step 1. Cugtomer enters order to sdll short just like any other order.

Step 2. Broker tranamits order to Shangha Stock Exchange (SSE).

Step 3. SSE trading platform routes order to Securities Lending Market (SLM).

The SSE trading platform notices that the order is for ashort sde and transfers (routes)

the order to the SLM <0 that the borrowing can take place. The SSE then waits for

confirmation from the SLM that a successful oan has occurred.

Sep 4. The SLM meatches the short order with an offer to lend a the best avallable price.




Sep 5. The S_M natifies the depository, the China Securities Depository & Clearing
Corporation (CSDCC) to trandfer the shares from the account of the lender to the

borrower. 14

Step 6. The depository transfers the shares from the account of the lender to the borrower

and natifiesthe SLM that the transfer has been completed

Step 7. The SLM natifies the SSE that a successful borrowing has occurred.

Step 8. The SSE executes the short sde.

Step 9. Appropriate messages are sent to the affected parties.

These transactions would al happen in afraction of second. Note thet it would also be
possible to have the broker contact the Stock Lending Market first before routing the
order to the Shangha Stock Exchange, but thiswould add unnecessary complexity to the

market.

Settlement of the short transaction

On settlement date, the following transactions occur:




Settlement;

Sep 1. Collatera of 25% of the purchase vaueis trandferred from the short sdllers cash
acoount (via the brokerage firm through the normd clearing and settlement process) to

the SLM.

Step 2. Sde proceeds are tranderred from the buyer’ s cash account (viathe buyer’s
brokerage firm through the norma clearance and settlement process) to the SLM. Thus,

the SLM would hold collatera equa to 125% of the price of the stock.

Step 3. The shares are trandferred from the short seller’ account at the depository to the

buyer’ s account.

Covering of the short position

When the short sdller wants buy shares to pay off the stock loan and thus“cover” the

short position by buying the stock, the following steps occur:

Covering the short pogtion:

Sep 1. Short sdler submits buy order in the usud manner through a brokerage firm that

routes the order to the SSE.




Step 2. SSE executes buy order.

Step 3. At settlement, the cash to pay for the purchase is transferred from the collatera
account at the SLM to the cash account of the new sdller through the norma dlearance

and settlement process.

Step 4. The baance remaining in the collaterd account is returned to the short sdler,
after lending and exchange fees are deducted. Thelending feeis paid to the account of

the lender, and the exchange fee is paid to the exchange.

L ending poal

It iscriticd to the success of this market that there be alarge supply of securitiesfor
lending. If enough shares are not available, squeezes and other market manipulations can

occur as short sdlers are forced to buy in a artificidly high prices.

In order to ensure the widest possible lending pooal, dl investors would be required to
indicate whether or not their securities were available for lending through the SLM.

They could natify their broker thet dl of the stocks are available, none, or on a stock-hy-




gock basis and specify their minimum lending rate. They could specify a default lending
rate for al stocks, as well as separate rates for each stock. Of course, investors could
change thelr sdlections at any time. These offerswould be transmitted by the brokersto

the LM retained in the - M sysem on a goodHill-cancelled basis.

When cugtomers open their accounts, they could indicate with a smple check mark on
the gpplication form whether they want to rent out their securitiesin exchange for
additiond income or not. A smple checkoff system like this should ensure the widest

possible pool of avallable securities.

With such awide podl of available securities, the usud condition will be that the price of
borrowing shares will be the minimum fee. Asthere will be excess supply & this feg, the
SLM will dlocate loansto participating cusomers usng atie-bresking dgorithm.
Customers would receive an eectronic confirmation thet their stock had been loaned out.
The confirmation would indicate the security name, identifying number, number of

shares loaned, and the loan rate, dong with a sandard message describing the rights of

the lender to recall the shares.

Borrowing demand

A cugtomer entering ashort sde order would autometically generate aborrowing inquiry

tothe SLM. The SLM would then check to seeif enough shares are available for



lending. If 0, the SLM would immediatdy lend the shares to the borrower and send a
message to the depogitory to move the shares from the lender’ s to the borrower’ s account.
Thiswould happen automaticaly and ingantaneoudy by computer. The short sdle would
then proceed like any other normd sale transaction. The verification screen in which the
customer verifies the order entry information such as the stock ID, and price would dso

contain information about the projected borrowing cogt for the stock.

In the rare event that shares are not available to borrow, the system would reject the order.
(The system would aso check to make sure thet the investor had enough cash to put up
the required collaterdl.) Thisisimportant to protect the integrity of the settlement system

and prevent settlement fallures.

If the sde order is cancdled or expires unexecuted, then the SLM would reverse the loan

transaction.

The confirmation for the short sale order would contain the rate for borrowing shares.

Price Setting

The price for the stock loan is st a the time of theloan. Following the practicein
Helsinki, the lending rate would remain fixed over thellife of the sock loan. Therate

would be applied to the actud price of the shorted shares.
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M aturity of loan

The stock loan would have no specific maturity dete, but the lender could recdl theloan
a any time. Thisissamilar to bank accounts in which a customer lends money to a bank
with no fixed expiration date, but with the understanding theat the customer can withdraw

the funds a any time.

Thereisno reason to put any arbitrary limit on the length of time that a short sdler can
borrow shares Longer loan periods do not entail any additiond risk, becausethe LM is
holding sufficient collaterd to protect the system.  Stock lenders can get their sock back

a any time, so thereisno reason to put an end date on the loan in advance.

Putting in an arbitrary ending date for sock lending just adds complexity and expenseas

it forces usars of the market to roll over dd loans into new loans.

Quoting

For amplicity, the price would be quoted as an annuaized percentage rate (APR) with a
minimum tick sze of 0.10% or 10 basspoints.  Thiswould be gpplied to the gock on a
daily bass without compounding, with the payment made a the end when the sock loan

is terminated.



On each day, the borrowing fee would be:

Fee/day = (APR/365)* P*Q

Where

APR isthe Annua Percentage Rate of the stock loan as a decima

P = Price of the sock in RMB

Q = Number of shares

Thetota fee paid would be caculated by taking the daily fee times the number of

caendar days loaned.

Fee = Fee/day * Number of days

For example, suppose an investor borrows 10,000 shares of sock for 20 days. The stock

issold for RMB 10 per share, and that the stock loan rate was 1.00% APR.

Fee/day = .01/365*10* 10,000 = RMB 2.74/day.

Totd fee=202.74 =548



Ticket charge

In addition to the lending fee, the borrower would aso pay an exchange fee to the SLM
in addition to the fee that would go to the stock lender. Thisticket charge would be a
fixed amount plus a fee based on the value of the loaned stock. Thisticket charge would

be applied monthly.

Tie-breaking algorithm

Asitislikdy that there will often be more shares offered for lending than demanded at
the market-clearing price, atie-bresking agorithm isneaded. While Article 33 of the
securities law requires price and time precedence for securities trading, it is not clear thet
thisisrequired for securities lending. Keeping track of time precedence over alarge
number of accounts could be cumbersome. Other tie-bresking dgorithmsindude:

Size. Giving the loan to an account offering at least as many shares asthe loan

amount would reduce the number of accounts affected by a particular transaction

and thus reduce the number of confirmations needed.

Random. A random dlocation would be quick and fair.

Combination methods. These methods can be mixed. For example, one could

dart with Sze by picking accounts with the same number of shares as the desired



amount to be borrowed. |If there is more than one account with the same Sze,

then pick randomly among them.

It probably does not matter much, o | recommend whatever is Smplest to implement.

Recalling shares

A cugtomer can demand the return of borrowed shares & any time. However, to prevent
games, the lender would forfet the securities lending fee. Sdlling the shares would

amilarly generate a demand for the return of the shares and the loss of the lending fee.

A sde of the shares would involve the following seps

Sep 1. The stock lender places a sde order through a brokerage firm to the SSE.

Step 2. The SSE natifiesthe SLM that the shares are needed for asale.

Step 3. The SLM checksto see if shares can be borrowed from another lender. Mot of

the time, thiswill bethe case. If there are no shares available for lending, the SLM wiill

send an immediate buy order to the SSE.

Sep 4. The SLM natifies the depository to transfer shares from the account of the new

gock lender to the account of the old stock lender.




Step 5. The depository transfers the shares from the account of the new stock lender to

the account of the old and notifies the SLM.

Sep 6. The SLM noatifies the SSE, which executes the sale transaction.

Step 7. Appropriate notification messages are sent to dl parties.

When the borrowed shares are recdled or the lender triesto sdll the shares, the SLM
would check to seeif the shares could be borrowed from another lender. If S0, theloan
would be replaced with anew loan immediately. The borrower would not haveto pay an

additiond ticket charge for the replacement loan.

If no shares are available, the SLM would automaticaly buy in the shares before
executing the sde of the recalled shares or returning the shares to the origina lender. In
the event of abuy-in, the sdle or return of the shares would be delayed until &fter the

execution of the buy-in.

If for some reason the SLM cannat buy in the shares, such as when the priceis at alimit
movement, then it will not dlow the sdle of the recalled sharesto proceed. Thisis

important to protect the integrity of the falure-free settlement process.




Rights of securitieslenders

Borrowers of stock would have to make the lenders whole for dl of the cash flow rights
that they would normdly receive. Thus, if the stock pays a dividend, the borrower must
pay the same amount to the lender of the shares. The tax trestment of this payment may
be problematic, depending on the tax laws of the country of the recipient of this dividend.
For this reason, some investors may not wish to lend their gock around the ex-date for

dividend payments.

Smilarly, if thereisa spinoff or Smilar corporate action, then the borrower must make
the lender whole.  The typicd practice in other marketsis for the borrower to
compensate the lender for the ca culated cash vadue of theright. Also, the borrowing

position would be adjusted in the event of stock splits.

Voting rights

The lender of the stock isaso lending the voting rightsaswell. If ashort seller borrows
the stock and then sdlls it, the purchaser of the stock is expecting a complete share with

al the rights and benefits thereunto gopertaining, induding voting rights.  Thus, lenders



of shares need to be aware that they are effectively giving up their voting rights when

they lend their shares around the time of a corporate vote.

Cadllateral

A lender of sharesis rightly concerned that the borrower will return the shares when
needed. Itis traditiond that investors put up collaterd in excess of the vdue of the
borrowed stock, and to adjugt the vdue dally. If the vaue of the collaterd fdls beow
some minimum level, then the borrower must increase the collaterd. If there is excess

collaterd, the borrower may receive it back.

To come up with an gppropriate collaterd levd, it is useful to look a what other markets
aredoing. However, care must be taken in comparing collaterd levelsin markets around
the world because sometimes the levels are quoted including the initid sale proceeds and
sometimes not. In this document, the practice is to include the sale proceedsiin the
description of the collateral. Furthermore, practices differ asto what can be posted as
collaterd. A market that permits risky equity securities to count as collaterd will likely

require more collatera than amarket that only permits low-risk securities.

Some practitionersrefer to the collaterd as* nargin.” However, the word “margin” in
financid English is often used to refer to many different types of transactions with very

different economic and risk-management effects. Comparing the“ nargin” requirement



for such different transactions can lead to mideading comparisons. For the purpose of
establishing a collaterd requirement for the Stock Lending Marke, it isimportant to look
only at the collaterd requirements for other stock lending markets and not to confuse

them with other financid insruments.

In the Helsinki market, the collaterd is usudly between 110 and 1129% of the vadue of the
borrowed stock. Inthe U.S. inditutiona stock lending market, the collaterd is usudly
102% of thevdue. Retal investorsin the U.S. are required to put up 150% of the value
(the proceeds of the sde plus 50%), with amaintenance level of 125%. In other words, if
the levdl drops below 125% of the vaue of the stock, then the borrower must replenish
the collatera up to 125%. The daily process of adjusting the collaterd is referred to as

“marking to market.”

The daily mark to market process would work as follows:

Sep 1. At the dlose of trading, the SLM updates the vaue of the collateral account. The
collateral account baanceis just the previous day’ s balance plus accrued interest less

accrued fees.

Sep 2. The SLM compares the collateral account balance with the value of the borrowed
securities. If the collateral account were below the maintenance leve of 115%, then the

S_M would transfer enough funds from the borrowers account (via the brokers) to the




collaterd account administered by the SLM to bring the collatera account back to 125%.

Thiswould happen through the norma clearance and settlement systems.

Given the current Sate of the development of securities firms, the collaterd should be
held in agpecid account administered by the .M. Upon settlement of the short sdle, the
proceeds of the transaction plus the required collateral would be trandferred to the specid
account. Each day, the value of the collaterd would be compared againgt the vaue of
the loaned stock, and a demand for fundsissued if the value of the collaterd falls below
the maintenancelevel.  The collateral would, of course, earn interest, and the interest

(net of fees and expenses) passed on to the borrower upon the return of the stock.

Collaterd would be netted & the account level. In other words, if one account had
borrowed two different stocks, then the vaue of the totd collatera would be compared
with the value of the total securities borrowed to determine whether or not to meke a
demand for funds. (In the future, as other derivetive products are launched, a more
sophigticated collateral system such asthe SPAN system should be implemented to take

into position the total risk of the position.*®)

In the event of a demand for more collaterd, the sysem would automaticaly transfer
funds from the cash account of the customer viathe broker in the same way that the
customer’ s cash account pays for normal stock purchases I sufficient funds were not in

the account, a“demand for more collatera” would be issued that demands that the




investor elther submit funds to make up the shortfal or ese liquidate the postion by
buying in the sock. The SLM should reserve the right to make intraday margin calls

under extreme market conditions.

The amount of time that the customer has to meet the call should be afunction of the Sze
of the shortfal and the volility of the sock. For example, if the investor has good

credit and were only one'Y uanshort, then the customer should have severd days. On the
other hand, if the shortfal were extremey severe, then the customer should have only
enough time to wire the fundsinto the account.  If the cdll is not met within the
aopropriate time, then the position will be liquidated. If there were not enough money to
purchase the stock, the SLM would purchase the stock anyway, athough the stock
borrower and the borrower’ s brokerage firm would ill be legdly respongble for the
defiat. Other securities owned by the investor could aso be liquidated to make up for

the deficit from the buy-in.



IV: Suggested regulations

An gppropriate regulatory environment is extremely important for a successful stock

lending market. This section suggests appropriate regulaions for the market.

Disclosure

Cugtomers mugt disclose short sdes a the time of placing the order. This can eesly be
done with dight modifications to the Sandard order entry form by adding ancther order

type, ashort sale.

In order to monitor for abuses, it is necessary for the survelllance authority to be able to

identify short transactions. For this reason, it makes senseto require adisclosure rule

that requires customers to mark short sdes when they place their order.

Collateral Requirements

Collaterd requirements serve three mgjor purposes. Firgt, they protect lenders and
brokers from losses if the borrower loses money on the short postion. Second, they

increase the cost of using borrowed securities or money for trading, and thus serve as a



means of discouraging speculative trading. Third, they deter unsophidticated investors

from speculating.

One quedtion is “How large should the collatera requirements beto protect the stock
lenders and their brokers from lossesif the stock priceincreases?”  In order for the
broker to lose money, the following events dl have to occur:
The stock price goes up o that the vaue of the collaterd is reduced.
The short sdler is unable or unwilling to meet the demand for additiond

collaterd.

The stock price rises 0 high before the buy in that the system was unableto
purchase the stock before the collaterd is depleted. The god of the collatera
requirement is to make sure that the combined probability of these three eventsis
acceptably low.
Note thet in the inditutiona stock lending market in the United States, the
stock lender usually requirestotal collateral of 102% of the value of the stock.
However, lenders are dso very careful in choosing the counterparties with

whom they will trade.

One approach would be to examine the probability that a stock increases by more than a
certain anount. Currently, thereisa 10% limit on daily price movements. If a stock
would naturdly trade above that limit, trading effectively stops. For example, suppose

that there isamerger announcement that afirm will be bought a a price 50% above the



current stock price. The stock may not trade for severa days because of the 10% limit

each day.

If the collateral level is set too low, then there is a greater possibility of loss to the system.

Furthermore, there is the danger that unsophigticated investors will act foolishly.

On the other hand, if the level is et too high, then the artificidly high barrier to short

sdling will leed to less accurate prices and thus higher valatility in the market.

Upon the introduction of the market, there is an understandable desire to set high

collaerd levels while investors and regulators gain experience with the market. Thus, an
initid cash collaterd requirement of 125%, with amaintenance leve of 115% seems
ressoneble. Thisis much higher than the levels required in the U.S. and Helsinki

markets, but not so high as to choke off the market entirdy.  These levels can be reduced

with experience.

Itis possble to have different collaterd requirements for different dasses of investors.
In the US, there is a de facto two-tiered market in which professonds have very low
collaterd requirements, and retail investors have high collaterd requirements.  However,
implementing and enforcing such a system adds unnecessary complexity to the market

with litdle benefit for market quality.



It isaso possble to have different collaterd requirements for different socks. For

example, higher collaterd levels could be required for riskier socks. However, the

recommended 125% levd is sufficiently high to protect the system for the overwheming

mgjority of stocks.

Uptick rules

| do not recommend an uptick rule that redtricts short selling only to upticks for severd

reasons:

Countries that have uptick rules generdly have numerous exceptions to the
rule. The rule becomes quite cumbersome and difficult to monitor and
enforce.

An uptick rule regtricts “good” short sdling aswell asbad. Good short
sdling is short sdling such asindex arbitrage that keeps derivative prices
aopropriate, aswell as gabilizing short sdlling that prevents pricesfrom
spiking to unsudtainable levels

The United States, which pioneered the uptick rule, is now experimenting
with diminating the rule.

Uptick rules do little to reduce the totd amount of short sdlling. Evenon
days when stock prices are dropping, there are usudly alarge enough number
of upticks during the day that a short sale can be accomplished. All therule

does is add complexity to the market without red benefits.



However, if regulators do want such arule, an “upday” rule would be much smpler and
more effective.  An upday rule would permit unlimited short selling a prices higher than
the previous day’ sdosing price. Thus, stabilizing short sdling would be encouraged.
However, short sdlling a prices lower than the previous clogng price would be highly
restricted, permitted only to legitimate arbitrage activity with derivatives, convertible
bonds, and foreign-listed shares, aswell as entities acting as market makers with passve

market making quotes.

Authorized Short Sdlers

Oneissueiswha classes of investors should be dlowed to sdll short? In kegping with
the incrementa nature of the reform process, it may be tempting to reserve the ability to
<l short to certain classes of investors. For example, one could argue thet retall
investors are unsophigticated in the use of such financid ingruments and thet only
inditutiond invegtors, or only investors with a certain wedth leve, should be dlowed to
<l short. Smilarly, one could argue thet foreign investors should not be dlowed to sl

short so that those foreign devils do not disrupt our markets.

However, any such classdidinctionswill create severd problems. Thefirg istha any
such partid redtriction leads to a tremendous compliance and enforcement headache.
Scarce enforcement resources are better spent fighting red fraud, not enforcing a usdess

regriction.



The second problem is that dass digtinctions will lead to the perception that the market is
not fair, and that certain favored investors can do things that others cannot. The other
groups will blame the groups that have the gbility to sdl short whenever stock prices go
down. If the “playing fidd isnot levd”, then the other investors will stay away and

invest their capital esewhere.

Disclosure is one way to ded with the problem of unsophigticated investors. For

example, in the U.S,, brokerage firms are required to give customers a standardized

disclosure on therisks of trading options before customers are permitted to trade options.

Authorized Stocks

Oneissue that comes up iswhether dl stocks should be shortable or only a specified list
of the mogt liquid stocks.  The proper way to gpproach this question isto remember the
main reasonsfor short saling:  reduced volatility, better price discovery, enhancement of

market making, and better pricing of derivative products

Clearly, short sdlling needs to be available for dl securities upon which derivatives trade.
Thisincludes not only securitiesin ETFs and mgor indices, but dso socks where

convertible debt has been issued.



However, better price discovery is needed for dl stocks, not just the large stocks typicaly
involved with derivatives. Thisis especidly the case for the smaler and lessliquid

stocks.

Furthermore, the ability to go short enhances the ability of investorsto act as market
mekers who provide liquidity. Although large liquid stocks may not need the help of
market makers, smdler and lessliquid stocks can especidly benefit from the liquidity
and gabilization provided by market mekers. Thus, it is especidly important thet short

sling be dlowed for amdler and lessliquid stocks.

Some markets redtrict short sdlling for illiquid securities because of fears of market
manipulations such as squeezes or problems with the settlement system.  However, it is
the inefficiencies in the stock lending market that leed to such problems, not the small
gze of the companiesthemsdves. These inefficiencies incdlude a fragmented over-the-
counter stock lending market in which securities are unavailable for lending, and opague

markets where investors cannot find out about lending rates or opportunities

A well-designed stock lending system such as the one proposed here would prevent such
problems.  One key features of the proposed system that would prevent such problemsis
the wide avallability of sharesfor the lending pool. By making it easy for dl investorsto

lend their securities, there will be little opportunity for squeezes.



Furthermore, the high transparency of the system that woud make any abuses plainly
vigble. An attempt to corner the supply of shares would be very obviousin the public

trading figures of the SLM.

Of coursg, it is advisable in the implementation stage to sart with asmal number of

shares, such asthe SSE 50 stocks, to gain experience with the market. However, thereis

no need for mgor long-term redrictions on the shares available for short sdlling.

Corporate Gover nance Concerns

The exigtence of astock lending market could meke it possiblefor stock borrowersto
purchase vating rights in acompany. This has the potentid for abusve tekeovers as one

could purchase voting rights at very low cod.

However, the proposed design diminates the possibility of buying votes because the
proposed lending market is linked automaticaly to short sdles and the shares are only
borrowed when the short sdleis executed. The proposed market is not set up for

borrowing shares for other purposes.

Even if the sock lending were separated from short sdlling, there are severd possble
waysto limit the potentid abuse from purchasing votes. Thefird istransparency. Ina

fully trangparent market, it would be extremely obvious that someone was attempting to



purchase control of a company. One would expect thisto push the price of the purchased
votes up to the market value that control. The true owners of the shareswould then make
their own rationa economic deciSon as to whether to vote the shares themsdlves or lend

them out for afee,

Second, the usud tender offer rules could be gpplied to the acquisition of votes through
borrowed shares. A holder wishing to take control of a company with borrowed shares
would be required to launch atender offer to actudly purchese the shares. Limitationson

the number of

Third, permit only purchased sharesto vote. Thus, someone who purchases a borrowed
share could vote, but someone who merdly borrows a share would not be able to vote.

This gppears to be the smplest and best gpproach to the corporate governance issue.

Fourth, one could impose position limits on the number of shares that can beloaned in
the market. Thislimit could be on an individud badgs or on amarket-wide basis. Seethe

section on pogtion limits, below.

Pogtion limits

With the existence of securities lending, it is theoreticaly possible to have short positions

larger than the number of shares outstanding. For example, suppose that there are 100

shares outstanding of ABCD, Inc. The owners of the 100 shares lend them dl out to a



short sler, who sdlsthem. The new owners aso lend out the shares to another short
sdler, who dso sdlisthem. Thus, the current short position is 200 shares™®  Thisis
theoreticaly possible, and does not necessarily indicate a breskdown of the settlement

system.

It is common in some derivative markets to impose position limits on individual positions.
Such limits may prevent trading problems when the supply of the underlying commodity

islimited. Inamarket “corner”, amanipulaor gains control over alarge portion of the

deliverable commodity, and then goes long the futures contract in alarge quantity. At

fird, market participants do not worry about going short, asit isnormaly essy to trade

out of ashort postion. They see the price risng above what they perceive asthetrue

vaue, and sl (short) the contract to attempt to restore the price to the appropriate level.

As contracts are normally liquid, it is usudly easy to trade out of a short position without

meking physica delivery.!”  However, the manipulator buys alarge number of futures

contracts and then demands ddlivery. The shorts are unable to locate deliverable

supplies of the underlying commodity, and the price soars

By imposing pogtion limits, the derivetives market reduces the risk thet prices will be
manipulated as the longs squeeze the shorts. In the US, pogition limits are sometimes set
by the exchange and sometimes by the Commodity Futures Trading Commission based
on examination of the ddiverable supplies of the commodities. However, financid
futures often have no pogtion limits because it is much harder to corner the market in

financid instruments such as currencies.  1n some markets, the limits are not absolute



limits, but in large Stuations the exchange of the CFTC can step in and require large

players to reduce their postions.

L egitimate hedgers and those engaged in arbitrage activities are generdly exempt from

the position limits

Pogtion limits can dso reduce risk to the clearing sysem if one participant with avery
large pogtion defaults.  However, collaterd (margin) requirements dso reduce thisrisk.
However, there have been stuations in the US in which brokerage firms have failed to

collect sufficent margin and have falled under extreme market conditions.

Enforcing pogtion limits on individud accounts can be difficult for two reesons. Firg, it
isimportant for the survelllance authority to combine positions across different accounts.
A group of manipulators (a“pod” ) mght act together to manipulate prices, so ther
positions would have to be combined for enforcement purposes. Second, as derivatives
are introduced, the regulator must decide whether to indude derivetive podtionsin the
pogtion limits. For example, short cal postions and long put positions are economicaly
sSmilar to short positions Should these be indluded as well in the position limits?

Thus, enforcement of pogition limits on individua accounts will be hard.

Pogition limits can aso be gpplied to the totd levd of activity in the market. For
example, sock lending could be limited to no more than, say 10% of the float, the

number of shares actudly avallable for trading.



Large short positions can occur when there are extreme differences of opinion between
the optimidtic (“bull”) and pessmidtic (“bear”) investors.  Academic evidence from the
United States generdly indicates thet large short positions are normally “bad news’ in
that future stock returns on firms with large sock positions are usudly quite low.
However, whether thisis from the information content of the short pogtion, or an artifact

of ineffidenciesin the U.S. stock lending market is not clear.

One reason for pogtion limitsis political. Stock prices are naturdly volaile, and
occasiond large price declines are anormd part of the investment landscape. Short
slers are often blamed when stock prices go down.  Since firms with large short
postions are often going to go down in price, limiting short sdeswhen the total
outdanding short interest islarge may be paliticaly atractive. When the stock bubble

finaly does pop, the shorts will not be the ones doing the popping.

Hard position limits on total short selling can actually lead to squeezes and manipulations.
A manipulator, seaing that a sock is daose to the podition limit for totd sock lending,
could then gart caling in loans, forcing the borrowers to purchase the shares, temporarily

pushing prices up to unredidic levels

For thisreason, | recommend “soft” position limitsin which the regulators have the
authority to step in and use judgment to limit additiond transactions when the leve of

short sdlling exceeds 10% of the totd float.



Tax Issues

The existence of a stock lending market aso brings up unanswered tax questions that
could have alarge impact on the success of the market. These will need to be resolved

before participants will fed comfortable with the market.

Thefirgt question has to do with gamp duty. Would the stamp duty thet is normdly
goplied to sock sales aso gpply to the lending of sock? The answer should be no, since
the stamp duty will gpply when the borrowed stock isthen sold.  To gpply the samp

duty to the lending transaction would be double taxation.

The second tax question has to do with whether the lending of shares condtitutes ataxable
transaction that could generate capitd gainstaxes. Clearly, the answer should be no, as
the shares are merely loaned and not sold & this point. However, the revenue from the

lending of securitieswould dearly appear to be taxable income.



V Other | ssues

Revenue | mplications

It is extremely important for the SSE to examine the business case for offering a sock
lending market. While the benefits of more efficient sock pricing, enhanced liquidity,
and better derivative pricing are extremely important, they are dso hard to quantify. On
the other hand, it will take a subgtantial investment of resourcesin order to launch the
new stock lending market.  WII the new market generate enough revenue to cover its

codts a areasonable pricing leve?

The Sock Lending Market will generate revenue in three ways.
1. Ticket charges from the Stock Lending Market itsdlf.
2. Norma transaction charges for short sdes.

3. Normal transaction charges for the purchases to cover short sde.

It is possible to do some crude caculations to estimate the revenue impact of adding a
Securities Lending Market. On the NY SE, short sdlling currently represents about 13.5%
of itstotd trading volume. Suppose that short sdling adds enough trades to become 5%
of the SSE trading volume. These short sdes will dso require covering purchases,
meaning that short sdlling would add about 10% to the tota transaction volume of the
exchange. In 2003, totd turnover a the SSE had avaue of RMB 2,082,400 million.

With the exigting exchange fee of 2.2 badis points (1.1 basis point to each Sde of the



transaction), an increase of 10% in trading volume would bring in an additional RMB 44
million per year in transaction feesaone. And this does not include the fees charged for
the operation of the stock lending market. Clearly, these additiond revenues will more

than codt judtify the expenditures needed to build the SLM.

Revenue Sharing

The successful operation of the SLM will require participation on the part of investors,
securities firms, the SSE, the depository, and the regulators.  Investors need to have a
financid incentive to lend their shares. Furthermore, securities firmswill have to modify
thelir systems o that investors can specify their stock lending preferences, aswell as ded
with the collateral issues for ock borrowers. The SSE faces substantial hardware and
software costs for desgning, building, and operating this market. The depository will

bear costs for making red-time transfers of stock between lender and borrower, and for
the dlearing and settlement of marking-to-market transactions. The regulators will dso
have additiond responshilities for regulating the market. Accordingly, theminimum
ticket charge from operating the SLM should be divided up among these partiesin afair

and equitable manner.



VI. Simmary

A gock lending market will improve the qudity of the Chinese equity marketsin three
mgor ways.

1. Short sdling hdps to gabilize prices and thus make stock prices more efficient.
Markets that permit short selling generdly have lower volatility than markets that
don't.

2. Short sling is necessary for asuccessful and efficient derivatives market.

3. Short sHling hdpsinvestorsto provide liquidity by acting as market makers.

It ispossible to desgn and build a trangparent stock lending market for China that fits the
unique characterigtics of the Chinese market. The Stock Lending Market wauld
automatically match borrowers and lendersin a seamless, straight-throughHprocessing

environment.



Appendix A. Legd Congderdtions

Legidative Obstacles?

Clearly, the State Council and the CSRC will have to gpprove the formation of the
Securities Lending Market. However, it does gppear that might be possible to implement
such amarket without making changesin the Securities Law. This section discusses

various sections of the Securities Law that affect stock lending.

Article 141 of the Securities Law of the Peoples Republic of China dearly saes

“Securities sold by a securities company upon acceptance of an indruction shal be
securities actudly held in the client's securities account. A securities company may not

financeits dlients transactions by providing securities”

This article made good sense when the Law was passed in 1998 due to the difficultiesin
monitoring brokerage firm securities lending policies® However, in its good wisdom the
Law did not prohibit securitieslending in generd, but only prohibited securities firms

from lending shares to their own cusomers.  Permitting securities firmsto lend sharesto
thelr own customers requires sophisticated and expensve auditing of the securities firms
activities to make sure that customer securities are properly segregated from the assets of
the firm. Without careful monitoring of customer protection rules, there is the possibility

that customers shares may be misappropriated, either intentionaly or by accident.

&2



A plain reading of the English trandation of the text implies that the law does not prohibit
investors from lending their own shares, nor does it prohibit sock exchanges or
depositories from fadilitating stock lending by others® Thus, it appears that the SSE can
develop a Securities Lending Market without first amending Article 141.  However, the
SSE should work dosdly with the CSRC in developing this market to make sure that the

concerns of the regulators are satisfied.

There are other sections of the law that might present problems.

Article 150 states “Before trading listed securities, a holder shdl place dl such securities
in the custody of a securities regidtration and dearing ingtitution. A securities regidration
and dearing inditution may not useits clients securities as collaterd or lend them to

others.”

This gates that the dearing organization may not lend out the securities, whichisa
fundamenta customer protection thet crestes trust in the regigtration and clearing

inditution. Hawever, it does nat prohibit investors from lending out their own securities.

Ancther issue is whether this article prohibits the registration and dearing inditution
from investing funds held as collaterd. Since cash is not usudly consdered a“security”

this article may not gpply.



Article 35 dates “Securities trading shdl take the form of spot transaction.”

This article could have implications for the form of the securities lending market. A
regulator could incorrectly argue that alending market with terms lasting for severd days
or months would violate thisarticle.  However, astock loan is not atrade, so this section
should not gpply to the mere loaning of securities. The other gpproach would be to adopt

the ralling spot market model in which dl loans are made overnight.

Artice 106 Securities purchased by securities companies upon ingtruction or on

their own account may not be sold on the same day.

It isnot clear whether this article would prevent a borrower of securities from
immediatdy sdling them or not. Thisarticdle merdy discusses a purchased security and
not a borrowed one. Since a borrower has not purchased the security, this article would

not appear to prevent the immediate salling of borrowed shares.
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Table 1
L egality and existence of short sdlling around theworld

Thistable is taken from Bris, Goetzman, and Zhu (2003):

We surveyed all 111 countries that have a stock exchange (the list is given in column 1). In our survey letter to these
exchanges, we asked if the stock market allowed short-selling and ,if yes, since when. We also asked if short selling
actually existsin reality, and, if yes, when was the first date of existence. Wherever possible, the answers were cross-
checked against the 2000 edition of the International Encyclopedia of the Stock Market, the 2000 edition of the
Handbook of World Stock, Derivative and Commaodity Exchanges, and various foreign nationals linked to the finance
industry. All theinformation reported here reflects regulation and practice during the period immediately after WW 11
through 2002. The figuresin Column 2 represent the year when short selling became legal. A “Yes” means that short
salling has awaysbeen lega. A “No” means that short selling has always been prohibited. The figuresin Column 3
represent the year when short selling became practically feasible. The text in Column 4 gives details about short selling
rules and implementation in the country of interest.

Country
Legality Exist Details
ence

Developed Markets

Australia Yes Yes

Austria Yes Yes

Belgium 1935 1935 Regulations are not very explicit. Short selling is alowed
and widespread.

Canada Yes Yes A temporary ban on short—selling was lifted in Oct 1940.

Denmark Yes Yes The Copenhagen’ s Rule Book does not carry any
restrictions against short selling, and neither does any rules
issued by the regulatory authority. We have never had
such restrictions in Denmark .The brokers, however may
have rules preventing

Finland 1998 No Tax laws (transfer) inhibit would be short sellers.

France Yes Yes

Germany Yes Yes

Hong Kong 1994 1994 Short selling prohibited until 1/3/94,3/96 many restrictions
lifted, 998 more restrictions placed.

Ireland Yes Yes No regulations

Italy Yes Yes

Japan Yes Yes Short selling is regulated by Article 162 of the Securities
and Exchange Law

Luxembourg 1991 1991 Circular CSSF 91/75 has allowed, among other things,
short selling.

Netherlands Yes Yes

New Zedand 1992 No Short selling allowed in 4/92 for approved securities with

respect to liquidity, 7/00 all FASTER securities can be
traded short. Short selling is hindered by tax legidation.
Norway 1992 1999 8/99-9/99 short sdlling rules and guidelines instituted
making itfeasible (it was allowed in 1992).
Portugal Yes Yes

A



Country

Legality Exig Details
ence

Developed Markets

Singapore No Yes Securities lending takes place outside of the island. Short
sdling is discouraged by regulators, however, it is
widespread.

Spain 1992 No Allowed in 1992, but not common

Sweden 1993 1993 5/7/1993

Switzerland Yes Yes The Swiss exchange has never issued any rules on short
selling .Nor did its predecessors, variouslocal exchanges
in Zurich, Geneva, Basel etc. which were floor based and
in operation until 1995/96.short selling has always been
considered as a matter bet

United Kingdom Yes Yes

United States Yes Yes The U. S. stared prohibiting short sales on adown tick in
1931.in 1932.brokers were required to obtain written
authorization from their clients before lending shares.
Currently, short sales are allowed when the current priceis
higher than the price of

Emerging

Markets

Albania No No

Argentina 1999 No The transaction is not common for stocks, but common for
government bonds. Short selling may be held for up to 365
running days. Mercado de Valores de Aires may suspend
new sales at any moment. Law enacted on 9/6/1999

Armenia 1999 No Allowed but not experienced yet

Azerbaijan No No

Bahrain No No

Bangladesh No No

Barbados No No

Bermuda No No

Balivia No No

Botswana No No

Brazil 1986 No Lega since 6/9/1986.CBL C (the exchange' s clearing and
settlement corporation) has a securities custody service
called securities lending program -BTC, which was
implemented in April 1996. However short selling is very
limited.

Bulgaria No No

Chile 1999 2001 11/98 short selling alowed, ' 99Bolsa de Santiago

approved short selling, 11/6/01 short selling exempt from
capital gains taxation (short selling encouraged).




Country

Legality Exig Details
ence

Emerging

Markets

China No No

Colombia No No

CodgtaRica No No

Croatia No No

Cyprus No No Considered asacrimind offence

Czech Republic Yes Yes No regulation. Short selling exists

Ecuador No No

Egypt No No

El Salvador No No

Estonia Yes No No regulation, nor restrictions

Fiji 1996 1996 Part  item 46(4)of 1996 act .

Georgia No No

Ghana No No

Greece 2001 No Short selling allowed in 5/31/01, but not widespread.

Guatemala No No

Honduras No No

Hungary Yes No Rules not clarified, so short selling not common practice,
but no rules against it.

Iceland 1986 No Short selling not common. It isrestricted for mutual funds.

India Yes No Prohibited for foreign investors .No real existence.

Indonesia No No Expected to be launched in July 2003

Iran No No

Isreel No No

Ivory coast No No

Jamaica No No

Jordan No No

Kazakhstan No No In the pure state short selling at KASE is absent. They do
not have a netting. Within trade day the seller of the shares
or bondsis obliged to confirm presence of securities on his
account.

Kenya No No

Kuwait No No

Kyrgystan No No

Latvia No No

Lebanon No No Prohibited by article 182 of decree76670f 1995(Beirut
Bourse)

Lithuania No No

Mal awi Yes No Securities lending is allowed in the market but not yet

experienced




Country

Legality Exig Details
ence
Emerging
Markets
Malaysia Allowedin  Started Short selling started on September 30, 1996.the prohibition
1995,prohi  exigtingin on August 28, 1997 was a reaction to the currency crisis.
bited in 1996,stopp
1997 edin 1997
Malta No No Legidation is currency being drafted to cater for securities
lending.
Mauritius No No
Mexico Yes Yes
Moldova No No
Mongolia No No
Morocco No No
Namibia 1992 No
Nicaragua No No
Nigeria No No
Oman No No
Pakistan No No
Palestine No No
Panama No No
Paraguay No No
Peru 2002 No
Philippines Prohibited  No Dec 89 short selling prohibited indefinitely. 96 revision of
in rules lifting ban from 89. The securities and Exchange
1989,allow Commission has approved the proposal PSE rules on Short
edin 1996 Selling In 1999. However, itsimplementation is still
pending as we are awaiting the WSE has no rules; short
selling regulated by decree of ministers; 1/1/00 short
Poland 2000 No Sdlling first alowed.
Romania No No The trading system accepts an order only if the securities
exist inthe seller’ s account.
Russia Yes Yes Always existed; explicitly regulated since March 23,2002.
Saudi Arabia No No
Slovakia No No
Sovenia Yes No Short selling is not expressly allowed or prohibited at the
moment, but changes in regulation regarding this matter
are expected.
South Africa Yes Yes
South Korea 1996 No Short selling has been allowed since Sep, 1996.But short
salling is prohibited to insiders and available only for
designated administrative issues.
Sri Lanka No No
Sudan No No




Country

Legality Exig Details
ence

Emerging

Markets

Swarziland No No Prohibited since March 1999 when the Swaziland Stock
Exchange was constituted.

Tawan 1998 1998 Regulations placed on 9/4/1998, price of short sale not
lower than previous day’s close. Also, other restrictions.

Tanzania No No

Thailand 1998 2001 October 98 Rules and Regulations placed. Short selling is
feasible since January 1, 2001.

Trinidad and Tobago No No

Tunisia No No

Turkey 1995 1995 4/3/95 Short selling allowed for stocks on | SE National
100.

Ukraine No No

Uzbekistan Yes No The legislation does not provide regulatory framework to
perform short selling. Still in theinitia stage of
development, with people lending/borrowing securities
directly via depositary houses.

Venezuela Yes No

Yugodavia No No

Zambia No No

Zimbabwe No No




Table2

IOSCO Information on short selling practicesin various countries around the world.

Source: I0SCO.
Short sdling disclosureregimes
Jurigdiction Information published Freguency Collector/ publisher
Audrdia Aggregate net short pogition per Daly Exchange
Security.
Brazil Aggregate securities lending. Daly Exchange
Canada 20 largest short positions. Twice Exchange
monthly
Hong Kong | Short sdles per security Twice daly Exchange
Japan Bdance of margin transaction Daly Exchange
per ‘daly Stock’ .
Lending baances for Daly Margin lenders
‘dandardised margin
transactions’ . Weekly Exchange +JSDA
Bdance of margin transactions
per issue. Wekly Exchange +JSDA
Totd balance of margin Monthly Exchange +JSDA
transactions.
Trading vaues of short sdling.
Mexico Short sdes per security. Daly
Netherlands | Aggregate short pogitions per Fortnightly Exchange
listed security by members of
Euronext Amsterdam Stock
Markets and clearing members
of Euronext Amgterdam
Derivaive Markets
Soan Bilaterd lending per security. Daly Exchange
Thisinformation includes part of
the outstanding baance of stock
lending which has been usad to
justify sdes carried out on the
trading day.
Sweden Aggregeate stock lending by Weskly Exchange
domestic exchange members per
(liquid) security.
us Aggregate short postion per Monthly SROs (e.g.
security NY SEAMEX,NASD)




Regulatory approachesto short sdling

Jurigdiction General approach :.nsFrument Trading Disclosure

imitations controls

Audrdia [llegd to sl a security Liquid securities Tick Yes.
which sdller does not only; no morethan rule.
haveright to vest unless 10% per issue; not
under exemption during tekeovers.
gpproved by regulator.

Brezil No redrictions. None. None. Stock

lending

Canada Permitted, subject to None. Tick Yes.
reporting and margin rule.
requirements, and trading
controls,

France No redrictions. None. None. No.

Germany No redrictions. None. None. No.

Hong Kong | lllegd to sdl asecurity Liquid securitiesand Tick Yes.
which sdller does not underlying securities rule.
have right to vest unless of aderivaive and
exempted under the law aoproved ETF.
by regulator.

Ity No redrictions. None. None. No.

Japan Permitted subject to None. Tick Yes.
trading rules and margin rule.
requirement.

Mdaysa Permitted on-exchange Liquid securities Tick Yes.
with prearranged stock only. rule.
borrowing.

Mexico Permitted on-exchange, Higher liquidity Tick Yes.
subject to certain equities only. rule.
resrictions.

Netherlands | No restrictions. None. None. Yes.

Singgpore Unrestricted, but None, unless security None. No.
exchange may suspend istemporarily
individual securitiesif designated as
peculdive activity is indigible.
excessve or abuseis
suspected.

Soan No redtrictions but sock None. None. Stock
must be borrowed by the lending
day of adivery.

Sweden No redrictions. None. None. Yes

Switzerland | No redtrictions. None. None. No.

UK No regrictions. None. None. Panned

(see




footnote

40).
us Permitted, subject to None. Tickand | Yes
trading rules, borrowing best bid
requirements and margin rules.

requirements.




Comparison of contract specifications for the Omhex (Helsinki) stock lending

Table3

contract and the ADEX(Athens) Rever se Stock Repo Contract

Omhex (Helgnki) Athex
Contract Name LEX Stock Lending Stock Reverse Repo (Stock
Contract Borrowing)
Counterparty Although the exchange ADEX istheonly
guaranteesthe counterparty.
payments, the buyer is
the borrower and a
lender for each
transaction.
Quotation units Annud Yidd, two Annudized interest rate
decimd places
eg. 1.23%
Tick Sze 0.10% (10 badis points) 0.01% (one badis point)
Pricing Priceisbased on the
quoted yidd timesthe
previous dosng price,
and isfixed for thelife
of the contract.
Payment isusudly
made & expiration or
exercise.
Price limits None None
Trading Hours 830—17:00 10:45-16:15
Avallable contracts Contracts are avallable Only the current year
for each month for up contract.
to oneyear.
Expiration detes Monthly, on the third Annudly, on the last
Wednesday trading day of the year.
Premium payments Morthly
Settlement date Lender delivers shares ADEX ddiversshareson
to borrowerson T+3 T+3
unless borrowers
request T+1. THOis
avalabdlefor ddivery
falureloans
Ealy Borrower may close Borrower may ddiver the
Exercise/Closeout contract early be sharesearly. ADEX may
delivering stock. demand early repayment
Lender may demand onT+4,




gock on five days
notice.

Parties may agree not to
dlow early exercise.

Dividends

The borrower must pay
the full cash vaue of
the dividend, without
taking into account
taxes, on the date that
the dividend is
normdly pad.

Subsription rights

The borrower must pay
the cdculated value of
the subscription rights
to the lender.

Vating rights

Lender loses vating
rights.

Lender loses voting rights.

Magn

Between 110 and 112%
of the vaue of the
gock. Thisismarked
to market daily usng
the SECUR dearing
system.

Vaidde

Pogtion limits

15% of outstanding
shares (5% per clearing
account)

30% tota/10% per
account for sockswith
options/futures
contracts.

Contract fees

No charge to lender or
borrower for the trade.
Borrower pays 0.20%
annudized fee on vaue
of borrowed shares,
0.15% if borrower finds
the lender and reports a
matched trade. Thereis
aEURS0 minimum
charge, plusaEUR 50
charge to party that
exercises before
expiraion, or EUR 50
a expirdion, leeding to
aminimum cog of
EUR100.

0.015% of the traded value.







Table4

Representative Stock Lending Rates from the Helsinki OM Hex mar ket
July 23, 2004

Thistable digplays the stock lending offering rates, expressad as an annudized
percentage rate, for stock lending contracts on the Helsinki OMHex market.  The
best volume represents the number of shares offered at the best offer price, while
totd volume represents the total number of shares offered & dl prices. TheID isthe
gtock identifier symboal.

Stock |BEST PRICHBEST VOLUME|TOTAL VOLUME
Identifier
Offer

ALM1V 1.50 140,000 140,000
ALM2V 7.00 116,000 116,000
IAMEAS 1.30 60,000 83,000
CHIBV 2.00 75,000 399,000
CPMBV 1.50 75,000 75,000
EBG1V 3.00 600,000 600,000
ELI1V 1.00 123,000 706,400
ELQAV 1.50 12,000 12,000
FIA1S 1.50 250,000 250,000
FISAS 2.00 115,000 115,000
FLG1S 1.50 60,000 210,000
FUM1V 0.70 818,800 1,737,400
HUH1V 1.00 175,000 190,000
KCI1V 1.10 9,000 49,000
KESBV 7.00 422,300 422,300
KONBS 1.00 115,700 128,300
KRA1V 1.30 198,000 448,000
KRO1V 1.50 50,000 50,000
LAT1V 1.50 42,000 42,000
MEO1V 0.70 89,000 569,000
MRLAV 1.50 60,000 60,000
MRLBV 0.90 95,000 530,000
NDA1V 0.40 339,000 1,334,000
NOK1V 0.40 1,174,900 1,979,700
NRE1V 1.40 15,000 65,000
OKOAS 1.50 80,000 80,000
OLVAS 2.00 20,000 20,000
OMH1V 1.50 50,000 50,000
ORNAS 1.50 30,000 30,000
ORNBS 0.70 3,000 6,000
OUT1V 1.00 98,000 495,500




POH1V 0.90 255,000 392,800
POS1V 1.50 40,000 340,000
RAIVV 1.50 215,000 215,000
RAP1V 1.50 80,000 80,000
RTRKS 1.10 33,000 131,600
SAMAS 0.60 286,500 1,213,500
SDA1V 1.50 85,400 85,400
STCBV 1.50 55,000 519,300
STERV 0.90 20,800 2,415,600
SUY1V 2.00 400,000 573,500
SWSBV 2.00 470,000 470,000
TAFPS 1.50 200,000 215,000
TIELV 1.00 145,000 533,000
TLALV 1.50 200,000 200,000
TLS1V 0.60 801,000 3,666,200
UNR1V 1.00 15,500 160,500
UPM1V 0.50 116,700 2,379,300
VACL1V 2.00 50,000 50,000
VAIAS 1.50 20,000 20,000
VIK1V 2.00 10,000 10,000
WRTBV 0.60 36,000 310,800
YTY1V 1.00 3,000 193,000
Mean 152 170,728 474,851
Max 7.00 1,174,900 3,666,200
Min 0.40 3,000 6,000
median 1.50 85,400 200,000
N 53 53 53




Table 5
Short Raio for UStraded ADRs of Chinese Companies

Thistable contains information as of July 19, 2004 regarding the American
Depositary Receipts of selected Chinese companies traded in the United States. The
Average Volume refers to the average daily traded share volume for the ADRs over
the previous three months. Short rétio refers to the short interest reported in June
2004 divided by the average daily volume.  Thus, ashort ratio of 1.0 indicates thet
the short interest was the equivaent of one day’s average trading volume,

Sourceryahoo.com.
China ADRs
Symbol Name Price (USD) Avg Vol Short Ratio
ACH ALUMINUM CHINA 53.58 243,507 N/A
BYH SINOPEC BENJING 17.61 61,636 0.82
CBA BRILLIANCE 27.77 36,181 6.09
CEA CHINA EAST AIR 19.33 6,590 4.83
CHA CHINA TELECOM CP 34.13 255,954 0.6
CHL CHINA MOBILE 14.35 427,681 4.47
CHU CHINA UNICOM 7.48 572,181 1.29
CTRP. CTRIP.COM INTL 32.81 89,772 2.72
GSH GUANGSHEN RLWY 14.24 34,136 4.85
HNP HUANENG POW INTL 32.21 136,714 N/A
JCC JILIN CHEMICAL 17.52 23,545 1.13
LEC CHINA LIFE IN CO 22.11 319,500 11.02
LTON LINKTONE 9.2 541,318 2.03
NTES NETEASE.COM INC 32.03 1,807,409 2.06
PTR PETROCHINA ADR 49.56 493,136 1.95
SHI SINOPEC SHA PET 35.93 87,318 1.72
SMI SEMIC MANFC INTL 9.87 439,202 N/A
SNDA SHANDA INTRATIV 15.8 N/A 0.75
SNP CHINA PETROLEUM 39.42 254,227 3.02
IOMO TOM ONLINE INC 13.24 214,409 2.28
YzC YANZHOU ADR 61.77 28,636 1
ZNH CHINA SOUTH AIR 19.08 14,590 5.93



Table6

Value of default option for limited loss contracts

This table provides the theoretical Black-Scholes option vaue for acdl option on a
non-dividend paying stock with a 50% annudized volatility and a 5% interest rate.
The option values are expressed as a percentage of par vaue, for different collatera
levels. Thus, if there were no collaterd, the exercise price of the walk -away option
would be the same as the current price of the stock, leading to an option vaue of
5.91% of the price of the stock for a 30 day contract and 2.81% for a7 day contract.

Collateral % |BS Value [BS Value
30 days |7 days

0 5.91 2.81

5 3.83 1.03
10 2.37 0.29
15 1.41 0.06
20 0.80 0.01
25 0.43 0.00
30 0.23 0.00
35 0.12 0.00
40 0.06 0.00
45 0.03 0.00
50 0.01 0.00




Figure 1. Short Selling Regulations & Put Options In the Twentleth Century
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Endnotes

! Settlement isthe process by which the seller and buyer exchange the security for payment. This occurs
on T+1, thefirst day after the trade, for A sharesand T+3 for B shares at the Shanghai Stock Exchange.

2 In some countries there is flexibil ity in the settlement process so that investors can agree to settlement
timesoutsidethe“ regular way” settlement process. See Angel (1998) for astudy of nonstandard
settlement transactionsin the U.S.

® AnADRisan American Depositary Receipt, a security backed by the ownership of the ordinary shares
on the home market. ADRsmakeit easy for U.S. investorsto own foreign shares, because the ADRs are
traded in U.S. dollarson U.S. exchanges during U.S. market hours.

4 A more detailed version of short selling in the U.S. will be described below.

5 Seefor example D’ Avolio (2002), Jones and Lamont (2002), Lamont and Thaler (2003), Ofek and
Richardson (2002), and Reed (2001).

® For example, Ofek, Richardson, and Whitelaw (2002) document that inefficiencies that short sale
constraintsin the U.S. for certain stocks lead to deviations from put-call parity for options. Fung and
Draper (1999) and Draper and Fung (2002) find that Hong K ong's relaxation of short sale constraints
increased the pricing efficiency of the Hang Seng stock index futures contract and that the re-imposition of
constraintsin 1998 decreased pricing efficiency.

" There are many colorful stories about attempts to ban short selling and methods used to circumvent the
bans. For more details, consult Chancellor (2001) and Meeker (1932).

® See McCormick and Reilly (1997) and McCormick and Ziegler (1998) for more about the Nasdag bid
test.

10 For more information, see www.otchb.com

" For more information, seewww.pinksheets.com

12 For example, seehttp://www fsago.jp/news/newse/e20011221-1html and
http://www.fsa.go.jp/news/newse/e20030313-1.pdf.

13 Seehttp://www.revenue.ie/pdf/tb17.pdf.

14 1tis necessary to transfer the sharesin real time to the account of the borrower to meet the legal
requirement that the shares are actually in the account of the seller before the sale transaction can take place.
If the relevant section of the Securities Law were changed, then the transfer could be done as part of abatch
process at settlement.

15 The Standardized Portfolio Analysis of Risk (SPAN) system looks at the risk of the trader' s entire
portfolio to determine the correct amount of collateral, or performance bond, to put up. See
http://www.cme.com/clr/rmspan/rmspan/intro1155.html for more details.

'8 Those familiar with the economics of money and banking will recognize that thisis similar to the way

that the money supply increases by amultiplier effect when the central bank injects new fundsinto the
banking system as banks |oan out the same funds over and over.



17 \With most futures contracts, physical delivery isactually quiterare. Even legitimate hedgers usually do

not want to buy or sell the specific quality and location of the commaodity as specified in the contract, but
use the contract to offset their price risk.

18 The U.S. SEC has elaborate customer account segregationrules that are designed to ensure that
customer securities are not mistreated by brokerage firms.

19 A disclaimer isin order: | am not now nor have | ever been an attorney and claim no expertisein the
laws of the People's Republic of China. Good legal counsel should be obtained on these issues.



Morgan Stanley

Global Network Management
Short Selling Details - Equities

Country Is Short Selling  Short Selling Details
Permitted?
Argentina Yes There are no rules or restrictions for short-selling by foreign institutions. However,

local brokers executing short sale transactions must cover the position by borrowing
the shares from the Merval on trade date.

Australia Yes Short selling is permissible in Australia. An order is short if the seller does not have a
presently exercisable and unconditional right to vest the security in the buyer. A sale
is not considered short if the seller has borrowed securities prior to the sale.

Short selling is permissible in designated securities only. The short selling rules
provide for comprehensive reporting of short sales - investors are required to disclose
short sales to their broker and brokers are require to comply with daily reporting to the
ASX. The short selling rules also provide for compliance with uptick rules but contain
certain exceptions to facilitate arbitrage trading for dual listed securities. Short sales
of each approved security must not exceed 10% of the capital issued. Investors must
provide margin cover of minimum of 20% of the contract price.

Austria Yes Short selling is freely permitted in Austria. There are no regulations in Austria
preventing short selling. However, on settlement day (of the sell) there has to be
sufficient holdings in the account to cover the settlement of the sale. This means that
the settlement date of the of the buy can not be later than Setllement Date of the Sell.
Buy-ins for non-settlement can take place as soon as SD+1. No uptick rules apply in

this market.
Belgium Yes Short selling is allowed but rarely occurs. Up tick rules do not apply.
Brazil No Short selling is not permitted.
Bulgaria No Short selling is prohibited.
Canada Yes Short selling is permitted in the market only on the uptick.
Chile No Short selling in Chile was approved in 1999, however it is not market practice for tax

reasons. Collateral must be approved and usually needs to be 125% of the value of
the lending amount. There are uptick rules that stipulate that the price of a short sell
on the exchange must be greater than the price of the last transacted sale.

China No Short selling is currently not allowed.
Colombia No Short selling is not permitted in Colombia.
Czech Republic Yes Short selling is possible but the stock must be borrowed in the market as securities

must be on the seller’ sSCP account for delivery on settlement date. Back to back
trades are possible but these instructions must be prioritized accordingly. There are
no uptick rules applicable in the market.

Denmark Yes Short selling is legally permitted in Denmark, but it is not practiced and there are no
established rules for the implementation of such transactions or for the collateral
required. No uptick rules apply in this market.

Ecuador No Short selling is not permitted in Ecuador.

Egypt No Short selling is prohibited.

Estonia No Short selling is not permitted in Estonia.

Finland No Short-selling is not allowed in Finland, therefore no uptick rules apply.

France Yes Short selling is permitted in the French Market. No uptick rules apply.
Germany Yes Whilst short selling is allowed in Germany, an outright short sell is not possible.

Clients can go short only if they arrange a loan to cover their deliveries. Short
positions in trading must be closed within the normal settlement period. No uptick
rules apply.

Greece Yes Short selling has recently been introduced as part of the ADEX Securities Lending
programe. The uptick rule for short selling means the price of the short sale trade
must be higher than the previous trading price.

Hong Kong Yes Short selling is only allowed for designated securities. An order is short under the
HKSE Rules if the seller (or, where the seller is an agent, its client) does not own the
securities which are to be sold and if the sale is consummated by the delivery of

The information contained in this publication has been received by Morgan Sanley Global Network Management from its global network of subcustodian banks and other third
party sources. Morgan Sanley Global Network Management has not independently verified such information and disclaims liability for any inaccuracies, errors, or incomplete
information provided by third parties.
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Morgan Stanley

Global Network Management
Short Selling Details - Equities

Country Is Short Selling  Short Selling Details
Permitted?

borrowed securities. Naked short selling is not permitted, and is subject to heavy
penalties.

The SEHK re-instated the uptick rule for short selling in September 1998. The uptick
rule states that shorts sales of a designated securities must be made at a price not
below the best current ask price, except for i) hedging trades executed by market
makers of the HKSE traded options in compliance with the conditions prescribed by
the HKSE, and ii) index arbitrage transactions carried in the proprietary account of a
broker.

Short sales may only be executed automatically through the AMS system (i.e. short
sales may not be executed by way of direct business). Investors are required to
inform their brokers of the short sale at the time of placing the transaction, and
provide them with assurances that they have arranged for borrowed securities.
Brokers must indicate, when inputting a short selling order into the AMS, that the
order is a short sale.

Hungary No Short selling is not recognized market practice in Hungary.

India No Short selling is not allowed for FlIs. No sale will be allowed against open purchases or
securities out for registration or dematerialization. However, local investors (i.e. retail
investors and broker/dealers on proprietary books) are permitted to short sell in the

market.

Indonesia Yes There are no specific regulations prohibiting short selling in Indonesia as long as
there are sufficient shares available for delivery on settlement date.

Israel No Short selling in the market is permitted only under certain conditions and

circumstances. The Tel Aviv Stock Exchange (TASE) rules indicate that TASE
Members must not enter into a short position intentionally.

As regards Foreign Investors, in the following situations the market facilitates a
technical short:

a. The sale of domestic securities against a delivery of ADR’ s to be converted into
Israeli equities.

b. The sale of securities from the wash account of an International Broker on behalf of
his clients, who hold the securities with a different custodian.

If the short security is not covered by settlement date by the Foreign Institutional
Investor (FII), or in the event that the Fll does not immediately inform his custodian as
to where the coverage will arrive from, then the broker counterparty will effect a buy-in
in the market to cover for the short position, as dictated by the TASE rules.

In addition, a short position is allowed in the securities account of a member’ s client,
provided that the short security is supported by a Lending Agreement, agreed upon
between the seller-in-short and a borrower.

Italy Yes There are no restrictions on short selling and no uptick requirements when short
selling, however shorts must be covered by settlement date. For example, if a trade
is "off-exchange" and there are no shares available, the trade will not be successfully
prematched and therefore will not be sent to the clearinghouse. If the trade is "on-
exchange", it is automatically matched in the trading system and committed. If on
settlement date there are no shares available then the trade will be entered into the
Assegnazione procedure, where either a borrow or buyin will take place.

Japan Yes With effect from October 23, 2000, revised requirements were introduced for investors
and brokers in regards to short selling in Japan.
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Country Is Short Selling  Short Selling Details
Permitted?

A short sell is defined as sale without ownership of securities; sale with securities
borrowed or sale without assurance of timely delivery of securities at the time of
settlement. Investors must advise brokers when placing any sale order, whether it is
from their own assets or if it is a short sell. In the case of a "short-sale", investors
must submit a report through their broker to the stock exchange where the "short-
sale" is executed.

All market participants should follow the uptick rule, i.e. investors are prohibited from
executing a "short-sale" at a price lower than the last price reported by the exchange
immediately prior to the short-sale. With effect from March 6, 2002, the prohibition will
be extended to include short selling at the same price as the last reported price prior
to the short sale while the price of the relevant equity is going downward (i.e. the last
price is a down tick or a zero-minus tick).

If proper procedures are not followed, then the parties involved are subject to
penalties not exceeding a fine of JPY300,000 per incident.

Lithuania No Short selling is not permitted in Lithuania.
Malaysia No Short selling is currently not allowed for equities.
Mexico No There is a regulation that allows short selling transactions at the BMV, however a

securities lending trade must be in place in VALPRE before the short selling
transaction is done. This is only applicable to proprietary accounts of local brokers.
Short selling is prohibited for foreign investors.

Morocco No Short selling is strictly prohibited in the Moroccan market.
Netherlands Yes Although permitted, short selling is rarely practiced. Uptick rules do not apply.
New Zealand Yes Members of the NZSE may short sell approved securities only in accordance with

NZSE regulations. Short sales are not permitted if the transaction will amount to more
than 10% of the total number of shares issued. All short net positions of NZD50,000
or greater in each approved security shall be identified and reported to the NZSE by
the selling broker by 9.00 a.m. on the next business day.

Short sales cannot be made during a normal trading session or before 5.00pm at a
price lower than the last reported sale of the security except for short sales that are
international marriages or special marriages. Short sales made after 5.00pm may be
at a price mutually agreed by the buyer and the seller.

Norway Yes A member firm can only conduct a short-sell in its own books or on behalf of a client
to a market price that is higher than the official bid price in the security. This does not
apply for market makers, provided that the short sell follows from the obligations the
member has as a market maker. The short sell shall be supported by a securities
borrowing transaction. All short sells have to be reported to the OSE latest by 7:00
p.m. on trade date. The member firm shall in addition report the accumulated volume
of all stock borrowed the last trade date every week. 'Covered' short sales are
allowed in an uptick situation.

Pakistan No Foreign investors are prohibited from short-selling.

Peru Yes As of February 8th, 2002, short selling is allowed in Peru. Foreign and local investors
are allowed to execute transactions on equity transactions listed in the Tabla de
Valores Referenciales (TVR). Collateral must equal 50% of the total amount of the
transaction during the period from trade date until purchase transaction or securities
lending is made.

The LSE is informed of all short selling transactions and will penalize investors that do
not comply with the collateral requirement. They will be subject to a 5% penalty of the
total amount of the transaction, which will be part of the LSE guarantee fund.
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Philippines

No

Short selling is defined as any sale with borrowed securities. According to the uptick
rules, short selling is only allowed at a price higher than the last sale price except in
case of odd lot sales.

Although the Securities and Exchange Commission (SEC) has approved the rules on
SBL and short selling, the rules are not clearly defined.

Poland

Yes

Short selling, like securities lending, was made legal in January 2000 but is only
currently possible for local brokers. No set procedures have been established and it
is still only rarely practiced.

Portugal

No

Short selling in Portugal is prohibited therefore, no uptick rules apply.

Russia

Yes

Short selling of Russian equities is not a recognized market practice, though there is
nothing specific in the legislation to prohibit it.

Singapore

No

There are no by-laws under the SGX that forbid short-selling, however, the present
CDP system actively works against it. This is because short sellers must cover their
positions within the same day or face a buy-in by the SGX. There are no uptick rules
applicable in the market.

Slovak Republic

No

Short selling is not possible, as SCP accounts have to be designated to selling
brokers and must have shares present first.

South Africa

Yes

Short selling is legal in the market but should be covered by a stock-borrow, which is
done with full notification to all parties. There can be substantial fines for not covering
a short sell with either a borrow or back to back transaction.

South Korea

No

A sale transaction is "short" under Korean rules if the sale is consummated by the
delivery of shares obtained from a borrowing arrangement. The rules require all
brokers to verify with the investors whether the order is to sell short. Naked short
sales are not permitted, including situations where a sell order is placed before the
corresponding buy order on the same day. An offer on a short sale must be made at
or better than the last transacted price in the market unless it is part of an index
arbitrage trade or strategy.

Spain

No

Short Selling in the Spanish market is illegal and off shore lending has been
established in order to provide an opportunity to avoid short sale fines. Current
legislation does not permit securities lending at a local level. In the future, when
legislation permits, on shore lending will enable a much wider securities lending
market to non-resident investors.

Detail: Shares have a registration reference (RR) number which identifies the shares
and includes the date of the purchase of the shares. Shares used to cover a sale
must have the RR numbering dated with the same date or previous to that of the sale.
However, if the sale is justified with securities from a stock loan, there is a grace
period of two working days on the date of said shares. When selling stock in the
Spanish market, agent banks have until the evening of T+4 to justify outstanding
sales in the market by providing the SCLV with valid reference record number. Short
sale penalties are charged daily at 10 basis points. In addition to this, tiered charges
from 1 to 40 basis points are levied according to an investors fail rate. Profits are also
confiscated if deemed gained from short selling.

Sri Lanka

No

Short selling is prohibited.

Sweden

Yes

Short selling is practiced in Sweden, but it is unregulated; the only requirement is that
securities are in the sellers' account on settlement date. No uptick rules apply in this
market.

Switzerland

Yes

There are no restrictions on short selling for non-resident investors. Investors,
however, need to be aware of buy in regulations, which although rarely used, do exist.
No uptick rules apply.

Taiwan

No

Foreign investors are prohibited from short selling.
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Thailand

Yes

The official Thai definition of a short sale is "a sale completed by delivery of borrowed
securities". Short selling is only allowed for securities listed on the SET 50 Index.

Investors must disclose to the broker when short selling and whether securities have
been borrowed to cover the short sale.

Turkey

Yes

Short selling is legal in Turkey, although it is not widely practiced.

Short selling can be practiced on ISE-100 Index, which makes up the main index. The
securities on which short selling can be practiced is determined on a quarterly basis
by the ISE and announced in the daily ISE bulletin.

Resident and Non resident investors are both permitted to short sell.

United Kingdom /
Ireland

Yes

Short selling is legal in the UK and Ireland. There are no specific rules governing
short selling, however buy-in procedures will apply for failed settlement.

United States

Yes

Short selling is permitted. In the US, there are uptick rules applicable to short selling
called "Zero Plus Tick Rules". For a short sell order to be executed under these rules,
if trades are executed sequentially at $51, $52, and $52, a short sell sale may be
executed immediately following the first trade at $52 (the uptick) or immediately
following the second trade at $52(a zero-plus tick)

Venezuela

No

Short selling is prohibited.
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