


requirement would increase the transparency of grey market securities and
permit uniform regulatory oversight of the entire OTC equity market.

Ill. Exemption for Bona Fide Market Making Activity

We respectfully disagree with the Commission’s decision not to propose an
exemption for bona fide market making activity. One unintended
consequence of a short sale restriction without a bona fide market maker
exemption would be to eliminate a market in many smaller, illiquid issues.
Such a result would be contrary to the interests of the investing public and
frustrate the successful capitalization of smaller companies.

In the absence of a bona fide market maker exemption, a market maker
would only be allowed to maintain a two-side quote during those times that it
holds an inventory of quoted securities. The proposed amendments would
require market makers to withdraw from the market during times when their
inventory of quoted securities was exhausted.

Many OTC equity securities are quoted by one or two market makers on our
Pink Quote system. Many securities listed on the New York Stock Exchange
or Nasdaq are also quoted by relatively few market makers. The withdrawal
of these market makers during times of inventory depletion is likely to
eliminate a two-sided market in these securities. OTC equity markets would
suffer a severe reduction in the number of market makers and consist almost
entirely of one-sided quotes. The reduction in market makers could create
difficulty borrowing any OTC equity security, leading to a further loss of
liquidity for the securities of OTC issuers.

On the other hand, a bona fide market maker exemption would allow market
makers to continuously post two-sided, priced quotes, including times when
they did not have any inventory in the security, thereby providing continuous
market liquidity and preventing market disruption.

Moreover, market makers in the OTC markets generally cannot use market
indices to hedge their short-term exposure to long positions because there
are no market index securities products sufficiently narrow in scope to be
useful for hedging that cover OTC equity securities. Instead, OTC market
makers hedge by selling short OTC equity securities against their long
positions in comparable OTC equity securities. By creating a balanced short
and long portfolio of OTC equity securities, OTC market makers are able to
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offer tighter spreads and employ more capital on both the short and long side.
Without an exemption for bona fide market making activity, market makers
would be forced to liquidate their long positions. This would raise costs and
risks for OTC market makers, remove additional long liquidity from the
market, and increase bid ask spreads for investors in OTC equity securities,
all which would be contrary to the Commission’s goals.

To ensure that a bona fide market maker exemption does not lead to
manipulative short selling practices, we believe the Commission should define
“bona fide market making activity” as requiring the maintenance of continuous
two-sided, priced quotes in the security being sold short. Historical
experience demonstrates that the bona fide market maker exemption from the
Nasdaq’s bid test encouraged broker-dealers to maintain continuous, liquid
markets, while deterring speculative selling and other spurious practices from
the exemption.®> As a result, relatively liquid markets were maintained in the
securities of smaller, emerging issuers. We believe that a similar short sale
regulatory structure would permit the market for OTC equity securities to
thrive in much the same way.

Conclusion

We have substantial doubts as to whether a short sale price rule is in the
public interest under current market structures. Nonetheless, we believe that
any rule adopted by the Commission should uniformly cover all equity
securities traded in the U.S. markets. We do not believe the reinstatement of
the former uptick rule is feasible under current market conditions, which are
characterized by quotations and executions occurring simultaneously in
several venues. Accordingly, the proposed modified uptick rule is the only
feasible way to impose a price test on short sales at the present time. Finally,
an exemption is required for bona fide market making activity to facilitate
continuous two-sided securities markets, which are necessary to avoid
market disruption.

Please call me if you have any questions.
Very truly yours,

(b ——

R. Cromwell Coulson
Chief Executive Officer

3 NASD Notice to Members 06-53, September 2006.
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