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D
EPOSITqRY .' 
Trust & Clearing Corp. 
is a little-known institu­

. tion in the nation's 
. . stockmarkets with . 

a seemingly straightforward 
job: It is the middleman that 
helps ensure delivery of 
shares to buyers and money 
to sellers. 

About 99% of the time, 
trades are completed with­
out incident. But about 1% of 
the shares-valued at about 
$2.5 billion 0I! a given a day­
aren't delivered to the buyer 
within the requisite three 
days, for one reason or an­
other. 

These "failures to de­
liver" have put DTCC in the mid­
dle of a long-running fight over 
whether ,unscrupulous investors are 
.driving down hundreds of small com­
panies' 'share prices. 

At issue is a nefarious twist on 
short-selling, a legitimate· practice 
that involves trying to profit on a 
stock's falling price by selling bor­

stances, naked shortingcandrive down 
a stock's price by effectively increasing 
the supply of shares for a period. . 

ipgstock prices say it is rampant and 
blame DTCC as the keepers ofthe sys­
tem where it happens. DTCC andoth­

rowed shares in hopes of later replac­
ing them withcheaper.ones. The twist 

There is no dispute that iHegaLnl;lc 
ked shorting happens~ The fight is 

}~rS'saY it isn't widespreadenpugh to 
bei'ilmajor concern. \ 

is known as "naked shorting"-selling over how prevalent the problem is­ , The Securities and Exchange Com-' 
shares without borrowing them. 

. Illegal except in limit~d circum­
and the extent to which DTCC is re­
sponsible. Some companies with fall- . 

miSsion has viewed naked shorting as
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a: serious enough matter to have 
made two separate efforts to re­
strict the practice. The latest 

.move came last month, when 
the SEC further tightened the 
rules regarding when stock has 
to be delivered after a sale. But 
some critics argue the SEC still 
hasn't done enough. \ . 

The controversy has put an 
unaccustomed spotlight on 
.DTCC. Several companies have 
filed suit against DTCC regard­
ing delivery failure. DTCC offi­
cials say the attacks are un­
founded and being orches­
trated by a small group ofplain­
tiffs' lawyers and corporate ex­
ecutives looking to ,make 
money from lawsuits and draw 
attention away from problems 
at their companies. 

Historic Roots 
The naked-shorting· deb~te 

is a product of the revolution 
that has occurred in stock trad­
ing over the past 40 years. Up to 

'the1960s, trading involved hun­
dreds ofmessengers crisscross­
ing lower Manhattan with bags 
of stock certificates and checks. 
As trading volume hit 15 million 
shares daily, the NewYork Stock 
Exchange had to close for part 
of each week to clearthe paper­
workbacklog. . 

'That led to the creation of 
DTCC, which is regulated by the 
SEC. Almost all stock is now 

'kept at the company's centrar 
depository and never leaves 
there. Instead, a stock buyer'S 
brokerage account is electroni­
cally credited with a "securities 
entitlement." This electronic 
credit can, in turn, be sold to 
someone else. 

Replacing paper with elec­
trons has allowed stock-trading 
volume to rise to billions of 
shares daily. The cost ofbuying , 
or selling stock has fallen to less 
than 3.5 cents a share, a tenth of 
paper-era costs. 

But to keep trading moving 
at this pace, the system can pro­

•	 vide cover for naked shorting, 
critics argue. If the stock in a 
given transaction isn't deliv­
ered in the three-day period, 
the buyer, who paid his money, 
is routinely given electronic 

The orcc by the Numbers 
The DTCC has expanded beyond' 
just stock and bond clearance and 
settlement into other product lines, 
including processing over-the-counter 
credit-default swaps. 

Value of securities 
on deposit 
Number of 

.' transactions processed. 
Equities, corporate 
bonds, municipal bonds 
and ETFs processed 
Volume of over-the­
counter derivative 
transactions processed 

Dollar value of mutual 
funds processed 

, Dollar value 
of government 
securities processed 
Dollar value of 

. mortgage-backed 
securities processed 

Note: As of 2006 
_______-' 

credit for the stock, While the 

$36.0 trillion 

8.5 billion 

$174.9 trillion 

, $2.6 million 

. '$2.1 trillion 
I 

$864.1 trillion 

$76.1 trillion 

Source: DTCC 

Critics contend 
DTCC has turned a blind 
eye to the naked-short'­
ing problem. 

Denver Lawsuit 
In a lawsuit filed in 

Nevada state court, Den­
ver-based Nanopierce
Technologies Inc. con­
tended that DTGC al­
lowed "sellers to main­
tain significant open fail 
to deliver" positions of 
millions of shares of the 
semiconductor compa­
ny's stock for extended 
periods, which helped 
push down Nanopierce's
shares	 by more than 
50%. The small company, 
which is now called Vyta 
Corp., trades on the elec­
tronic OTC Bulletin 
Board market. In recent 
trading, the stock has 
traded around 40 cents. 
A Nevada state court 
judge dismissed the suit, 

' which prompted an ap­
peal by the company. 

DTCC says the roughly 
SEC calls for delivery in three . dozen other cases against it 
days, the agency has no mecha- have almost all been dismissed 
nism to enforce that guideline. or not pursued by the plaintiffs. 

Nanopierce garnered sup­
'Phantom Stock' port from the North American 

Some deliveryfailures linger SecuritiesAdministrators Asso­
forweeks or months. Until that dation, which represents state 
failure is resolved, there are ef- stock regulators.· The group 
fectively additional shares of a . fIled a brief arguing that if the 
company's stock rattling' company's claims were correct, 
around the trading system in its shareholders "have beenthe 
the form of the shares credited victims of fraud and manipula­
to the buyer'S account, critics tionatthehandsoftheveryenti­
say. This "phantom stock" carr ties that shouldbe serving their 
put· downward pressure on a interest." 
company's share price by in" 
creasing the supply. , . DTCC's Defense 

DTCC officials counter that' 
for each undelivered share 
there is a corresponding obliga­
tion created to deliver stock, 
which keeps the system in bal­
ance. They also say that 80% of 
the delivery failures are re­
solved, within two business 
weeks. 

There are legitimate reasons 

DTCC General Counsel Larry 
Thompson calls the Nanopierce 
claims "pure invention." DTCC 
officials say the main responsi­
bility fpr resolving delivery fail­
ures lies with the brokerage 
firms. DTCC nets the brokerage 
firms' positions but it is the bro­
kerages that manage their indi­
vidual client accounts and know 

for delivery failures, including, which client failed to deliver 
, simple clerical errors. But one il- their stock. 
legitimatereasonis naked short- DTCC officials say that Nan­
ing by traders looking to drive opierce had internal business 
down a stock's price. problems-including heavy 

losses-to explain its stock­
price drop. DTCC received sup­
port in the suit from the SEC, 
which filed a brief defending 
the trade-processing system 
.and arguing that federal regula­
tion pre-empted state-court re­
view. . 

In January 2005, the SEC 
made an initial swipe at the na­
ked-shorting problem by re­
quiring that ifdelivery failures 
ina particular stock reached a 
high enough level, many of 
those failures would have to be 
resolved within 13 business 
days. But some failures 
weren't covered by the rule. 
The SEC action in June aimed 
to cover those remaining deliv­
ery failures. Naked shorting 
could "undermine the confi­
dence ofinvestors" in the stock 
market, SEC Chairman Christo­
pher Cox says.' . 

However, it doesn't seem 
likely that the SEC's latest move 
will end the debate that has 
been raging in the market for 
years. While lauding the SEC ac­
tion, critics are questioning 
whether it is SUfficient. The SEC 
still hasn't taken all the steps 
necessary to ensure "a free and 
transparent market" as re­
quired under federal securities 
laws, says JamesW. Christian, a 
Houston attorney who J::epre­
sents several companies that 
claim to have been damaged by 
naked shorting. . , 

.Among other things, authori­
ties need to make public much 
more trading data related to 
stock-delivery failures, he says. 

Critics contend that DTCC 
and the SEC havebeentoo secre­
tive with delivery-failure data, 
depriving the public of impor­
tant information about where 
naked shorting might be taking 
place. Currently, DTCC's deliv­
ery-failure data can only be ob­
tained through a Freedom onn-. 
formation Act request to the 
SEC, which has released some 
statistics that are generally two 
months old. 

In light of the controversy, 
DTCC has proposed making 
more information available and 
the SEC says it is looking at re­
leasing aggregate delivery-fail­
ure data on a quarterly basis. 


