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September 22, 2008

Inter-Governmental Review of CDS Market and Permanent Solutions Are Required

Emergency Orders

The SEC late last week and over the weekend issued Emergency Orders (1) pro-
hibiting short selling of any publicly traded securities of certain financial institutions selected by
the listing markets, except in certain limited circumstances, (2) requiring institutional investment
managers to disclose by filing Form SH with the SEC their short positions if certain thresholds
are met (which filing will initially be non-public but will be made public two weeks after its fil-
ing date), and (3) easing restrictions on the ability of securities issuers to repurchase their securi-
ties by altering certain conditions of the Rule 10b-18 safe harbor. All these Orders will terminate
on October 2, 2008 unless extended.

The Order prohibiting short selling in securities of specified financial institutions
has limited exceptions, including an exemption for market makers, which initially expired last
Friday, when selling short as part of their market making and hedging activities related directly
to market making in derivatives, exchange traded funds and exchange traded notes. As origi-
nally written, market makers could create a synthetic short position using the exemption by es-
tablishing derivatives with short exposure to the securities of the specified financial institutions
and hedging their exposure by shorting the underlying stock. Yesterday, the SEC amended the
Order to extend the exemption for the life of the Order but addressed the potential loophole by
providing that the exemption does not apply to market makers who know that a derivative trans-
action will result in the customer or counterparty of such transaction establishing or increasing an
economic net short position in the issued share capital of a specified financial institution.

The new disclosure requirements have a significant gap that the SEC should ad-
dress immediately. Under the Emergency Order, an institutional investment manager with sig-
nificant short positions can avoid the disclosure requirements by holding less than $100 million
of Section 13(f) securities. The SEC should require all institutional investment managers to pub-
licly report on their short positions unless a short position has fair market value of less than $1
million and constitutes less than one quarter of 1% of the outstanding shares of the issuer.

Next Steps

We believe that a critical next step is for the Federal Reserve Board, the Treasury
Department, the SEC and the CFTC to undertake on an urgent basis a 30-day comprehensive re-
view of the credit default swap market. It is indefensible that the CDS market, with trillions of
dollars of notional value, has virtually no regulatory oversight. The CDS market has experienced
exponential growth over the last several years without transparency and other structures normally
present in such a market. The CDS market is being used by speculative traders to purchase CDS
protection relating to the debt of an issuer even though they have no risk of loss in connection
with a credit default by such issuer. Why should we allow these CDS speculators to bet against
the future of American business? Due to the limited transparency and other factors in the CDS
market, speculators can affect the CDS market by quickly purchasing small amounts of CDS
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protection to drive up the spreads of such CDSs, thereby sending a misleading signal to the mar-
ketplace that the credit default risk of an issuer has increased. At the same time, the traders ei-
ther have or establish a short position on the common stock of the issuer. These trading activities
may drive down the prices of the securities of that issuer. We urge that a 30-day review be un-
dertaken immediately and the results of such review be publicly issued, along with recommenda-
tions for comprehensive changes to address the problems and issues identified in the review.

In addition, the SEC needs to find a more permanent, market-wide solution to
constrain the abusive short selling, market manipulation and rumor-mongering that have ad-
versely affected the markets. The SEC should consider the following:

• As we have previously suggested, the SEC should re-impose the “Uptick Rule” on a tem-
porary basis (see our memos of July 1, August 14 and September 17, 2008).

• The SEC should adopt a permanent disclosure rule which would require public disclo-
sures of any oral or written contract, arrangement, understanding or relationship (legal or
otherwise) with respect to short positions in securities in addition to the information re-
quired by Form SH. The SEC should consider expanding its disclosure requirements to
include disclosures of any CDS contracts and option transactions that are based on issuers
with securities in which the institutional investment manager also has short positions.

• It has been publicly reported that California Public Employees’ Retirement System
(CalPERS), the asset management division of Bank of America, and the New York and
New Jersey state pension funds have stopped lending shares of certain financial compa-
nies to short sellers. We urge the SEC to encourage a voluntary initiative among lenders
of securities pursuant to which the lenders would agree for 90 days not to lend securities
of any financial services firms or banks.

 The SEC’s Investment Management Division should also examine whether
there is a potential conflict of interest for a mutual fund or a pension fund to
lend securities to a short seller when the results of the short seller’s trading
may adversely affect the NAV of the mutual fund or the value of the pen-
sion fund’s portfolio.

As we have previously noted, the SEC must promptly complete its ongoing inves-
tigations into abusive and manipulative short selling and the spread of false rumors, bring en-
forcement actions against those who have engaged in such practices, and issue a public report of
its findings.
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