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May 13, 2016

Mr. Brent J. Fields

Secretary

U.S, Securities and Exchange Commission
100 F Street, N.E.

Washington, D.C. 20549-1090

Re:  Rulemaking Petition File No. 4-691: Request to Require Disclosure of
Short Positions in Parity With Required Disclosure of Long Positions

Dear Mr, Fields:

International Bancshares Corporation (“IBC™), respectfully submits this letier in
suppart of the above-referenced rulemaking petition dated December 7, 2015, submitted
by Nasdaq, Inc. (“Nasdaq™), which requested that the Commission take swift action to
promulgate rules to require public disclosure by investors of short positions in parity with
the disclosure regime applicable to long positions, including the timing for such
disclosure and when updates are required. In this regard, the Commission not only has
the opportunity, but an obligation to implement public disclosure requirements for short
sellers.' There is no doubt that imposing such parity disclosure requirements would be in
the public interest and consistent with the protection of investors.

Currently, the identities of short interest holders are hidden from issuers and other
investors, allowing shortt sellers to remain completely anonymous from the investor
community and issuers. This information asymmelry creates an unfair advantage to short
position holders, deprives issuers of information on trading activity thereby preventing
them from being able to communicate with all investors, and is inherently unfair to the
vastly greatet number of shareholders holding long positions.

! Through the Dodd-Frank Act, Congress has charged the Commission to act on ifs authority to implement
disclosure requirements for short position holders. See Dodd-Frank Wall Street Reform and Consumer
Protection Act, Pub. L. No. 111-203, 124 Stat. 1376, 1870, 1933 (2010) {“Dodd-Frank Act™). Section
929X of the Dodd-Frank Act amends Section 13(f) of the Securities Exchange Act of 1934, as amended,
(“Exchange Act™), and directs the Commission to “prescribe rules providing for the public disclosure of the
name of the issuer and the title, class, CUSIP number, aggregate amount of the number of short sales of
each security, and any additional information determined by the Commission following the end of the
reporting period.” /4. at 1870. Morcover, Section 984 of the Dodd-Frank Act requires the Commission
“promulgate rules that are designed fo increase the transparency of infermation available to brokers,
dealers, and investors, with respect te the loan or borrowing of securities.” fd. ar 1933,
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There has never been a greater need for transparency of information than exists in
our financial markets today. Just as a trend of hostile takeovers in the 1960s prompted
the adoption of the Williams Act,? the information demands of today’s market call for
improved disclosure of short positions o level the playing field between long and short
position holders and balance the interests of investors and issuers. The policies
underlying the disclosure requirements for long positions implemented by the Williams
Act in Section 13 of the Exchange Act, promote transparency and faimess in the market.
For example, Section 13(f) requires disclosure of long positions held by institutional
investment managers, usually within 45 days of the end of each calendar quarter, * while
Section 13(d)’s reporting rules and schedules’ alert investors to potential changes in
corporate ¢ontrol, allowing investors the opportunity to evaluate the potential effects of
those changes.’

The current reporting and disclosure regime, however, leaves a hole where the
market is susceptible to abusive short selling tactics and misinformation. There are no
comparable disclosure requirements for short position holders, despite the serious effects
short seflers can have on the market, Misleading rumors and short-and-distort schemes
lead to market manipulation and panic-fueled stampedes. The rules called for by
Nasdaq's petition for rulemaking will carry the same transparency created by existing
disclosure requirements to an area of the market still shrouded in secrecy.

Although the Commission has recognized the benefits of short selling,® the
Commission has also found it necessary to regulate short selling to mitigate issues
associated with the practice, including the intentionally driving down of individual
issuers® share prices and exacerbating market declines. Congress also has indicated its
concern over practices related to short selling.’

* Se¢ Wilmer Cutler Pickering Hate and Doer LLP, The Williams Act: A Truly “Modern” Assessment,
Hanrv. L. ScH. F. CORP, GOVERNANCE AND FiN, REG., {Oct. 2011), hitp://blogs.law.harvard.edw/
corpgov/files/2011/10/The-Williams-Act-A-Truly-Modern- Assessment.pdf.
?* Form 13F, Securities and Exchange Commission, available at hetps:/wwi.sec.gov/about/forms/form13f,
df.
See Schedule 13D, 17 C.F.R. §240.13d-101 (2015); Schedule 13G, 17 C.F.R. §240.134-102 (20135).
* Welfman v. Dickinson, 682 F.2d 355, 365-66 (24 Cir. 1982}, citing GAF Corp. v. Milstein, 453 F.2d 709,
717 (2¢ Cir. 1971, cert. demied, 406 U.S. 910 (1972).
® See Exchange Act Release No. 48709 {Oct. 28, 2003), 68 FR 629752 (Nov. 6, 2003) (describing benefits
of short selling, including contributing to market liquidity and price efficiency).
T For instance, Section 929X (1) of the Nodd-Frank Act amended Section % of the Exchange Act to make
the manipulative shart sale of any security unlawful and gave the Commission the rulemaking authority to
effectuate enforcement and remedies of that provision. 15 U.S.C. §78i{d) (2012). Furthermore, Congress
also amended Section 13 of the Exchange Act through the Dodd-Frank Act to provide customers of
registered broker-dealers with the right to refuse the use of their fully paid securities to be used in short sale
activity and the right to be notified that they may be entitled to compensation with respect to such lending.
15 U.S.C. §780(d) (2¢:12).
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In response to a directive from Congress in the Dodd-Frank Act,3 the Commission’s
Division of Risk, Strategy, and Financial Innovation (now called the Division of
Economic and Risk Analysis), published a study in which it stated specific benefits of
increased transparency and disclosure of short selling activity, including “fmjore precise
and timely information about short selling could help the market adjust to new
information faster, promoting price efficiency and hence capital formation.” While IBC
maintains that real time reporting would most effectively diffuse concern over a
particular security before it turns into panic,'® reporting requirements in line with what
Congress has mandated in Section 929X(a) of the Dodd-Frank Act would allow investors
and companies to protect themselves from potential manipulative, abusive short sellers. B

The lack of transparency surrounding short sale activity benefits no one but the
investor who exploits this invisibility to influence share prices and target individual
issuers. With the veil of secrecy protecting the short sellers, the issuer and other
investors have no way of knowing when a short-position investor has intentions that
actually go against the best interests of the issuer and its sharcholders.’? The short sellers
can work in concert with each other or with research firms and use the internet to
circulate negative news and rumors, creating a strategy for driving stock prices down,
Investors and companies are left unable to identify the source of rumors or speculation,
and thus, corporate management is unable fo adequately respond or otherwise engage
with sharcholders. An issuer’s ability to communicate with its shareholders is vital, and
issuers need insight into their complete investor base to be able to effectively manage
investor relations.

¥ Section 417(a}(2) of the Dodd-Frank Act directed the Commission to conduct a study of the feasibility,
benefits and costs of requiring real-time short reporting of short sale position in publiely fisted securities.
124 Stat. 1376, 1579,

® Staff of the Division of Economic and Risk Analysis, U.S. Securities and Exchange Commission, Short
Sale Position and Transaction Reporting (June §, 2014), available at http://www.sec.gov/dera/reportspubs/
ssaecialsiudies/short—saie-position-and-transactionﬁreporting.pdf'.

1% See Letter from Dennis Nixon, Chief Executive Officer and Chairman, International Bancshares
Corporation, to Elizabeth Murphy, Secretary, Securities and Exchange Commission, dated July 18, 2011,
available at; https://www.sec.govicomments/4-627/4627-169 pdf (“July 201 | Letier from [BC to SEC™).
'* See supranots 1.

"2 See Theodore N, Mirvis, Adam O. Emmerich & Adam M. Gogolak, Beneficial Ownership of Bquity
Derivatives and Short Positions — A Modest Proposal to Bring the 13D Reporting System into the 21st
Century, available ar hitp://icbblogs.org/governance/files/2012/1 | /Wachtell_13D.pdf (“For example, a
sharcholder in a company who has spoken out against an acquisition requiring the vote of the acquiring
company’s shareholders could have a net short position in the target company. Or more directly, net short
shareholders may speak out against legislation or other regulatory actions that would be beneficial to the
company whose shares they have shorted.”).
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Moreover, it doesn't appear that the Commission needs to plow new ground here
as the reporting requirements of Section 13(f) and Form 13F would have the same
benefits if applied to short sale activity as for long-position reporting, including creating a
more complete repository of data on institutional investment activity, facilitating
investment decisions based on facts rather than conjecture, and enabling consideration of
the effects and public policy implications of institutional investment strategies like short
selling."® Data about short-sale activity may be even more material to informed decision-
making because of the insight it would provide on questions of daily price fluctuations
and trading activity. Further, aligning disclosure requirements of long and short positions
would remove the guise that short sales are entitled to special {reatment and reduce the
risk of abusive short selling practices.

Congress has called for, and today’s market requires, disclosure rules that address
the lack of transparency and susceptibility to abuse and manipulation related to short
selling. Our capital markets cannot function efficiently without a level playing field
between long and short position holders, as well as between issuers and investors, The
only way to level the playing field is to require the same transparency from short sellers
as is required from long investors. Given the extreme risks asscciated with short seliing,
it is illogical to allow short sellers to fly stealth-like under the radar when the long side of
the market is subject to such strict public reporting requirements.

In particular, IBC believes that short sellers acquiring and maintaining short
positions in financial institutions should be required to promptly disclose their identities
and intentions with respect to the financial institution’s stock.'* Their intentions may be
particularly important in view of the fact that short sellers’ benefits are increased in direct
proportion to the decrease in the market value of the financial institution whose stock is
being shorted. As discussed in IBC’s prior comment letter, as short seflers borrow stock,
it effectwely creales new shares in excess of the company's outstanding authorized
shares, Even with the circuit breaker protections provided by Section 201 of Regulation
SHO,' this phantom stock waters down the stock price, killing its value, and when the
shares are sold, the stock price collapses. This activity presents a systemic risk to the
financial institution industry and must be regulated so that the detrimental effects on the
market can be minimized.

B See, e.g., Exchange Act Release No. 15461, 44 FR 3033, 3033-34 (Jan. 5, 1979) (“The reporting system
required by Section 13{f) is intended to create in the Commission a central repository of historical and
cun-cnt data about investment activities of institutional investment managers.™).

See July 2011 Legter from TBC to SEC, supra note 10,

* See Letter from Dennis Nixon, Chief Executive Officer and Chairman, International Bancshares
Corporallon, to Mary L. Shapiro, Chairman, Securities and Exchange Commission, dated June 9, 2009,
available at: hitps:/fwww.sec.govicomments/s7-08-09/s70809-3390.pdf,

'® See 17 CFR 242.201.
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Another issue not addressed by Nasdaq’s proposed rulemaking is the advantage
short sellers have in end-of-day trading."” While Rule 10b-18 provides a “safe harbor”
for issuers from liability for market manipulation, it also leaves an open window at the
end of trading days for short sellers te abusively drive an issuer’s stock prices down.
Short sellers are the most active at the end of the day, which is precisely when issuers are
restricted from effecting repurchases of their shares if the issuer wants to fall within the
safe harbor of Rule 10b-18. Essentially, the tegulatory framework is skewed in favor of
protecting the short sellers, and issuers are left defenscless to prevent oy correct the
damage inflicted during end-of-day trading. IBC strongly recommends end-of-day
trading by short sellers be prohibited to eliminate this harmful advantage.

Thank vou for your consideration of this letter. Attached hereto are previous
fetters from IBC detailing the reasons for greater regulation of short sefling. 1f you would
like any further information or clarification regarding the issues raised in this letter,
please call the undersipgned at (956) 726-6614.

"7 See 17 CFR 240.10b-18. Rule §0b-18 purchases of securities with an average daily trading volume of $1
million or more and a public float of $150 millien or more may not be “effected during the ten minutes
before the scheduled clase of the primary trading session in the principal market for the security, and the
ten minutes before the scheduled close of the primary frading session in the market where the purchase is
effected.” For all other securities, Rule 10b-18 purchase may not be “effected during the 30 minutes before
the scheduled close of the primary trading session in the principal market for the security, and the 30
minutes before the scheduled close of the primary trading session in the market whese the purchase is
effected.”
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RECEWVED ]
JUL 20 2011
Elizabeth M. Murphy T
Secretary -—5&%

U.S. Securities and Exchange Commission
100 F. Street, NE
Washington, D.C. 20549-1090

Re: Securities and Exchange Commission Release No. 34-64383; File No. 4-627 (the
“Short Sale Reporting Study Required by Dodd-Frank Act Section 417(a)(2)”)

Dear Chairman and Commissioners:

International Bancshares Corporation (“/IBC’) respectfully submits this letter to answer the
Security and Exchange Commission’s request for (1) an explanation of the benefits of real time
reporting of short sale positions, and (2) examples of short selling associated with abusive
market practices.

Reporting of short positions will protect against market manipulation and panic-fueled
stampedes. Reporting requirements can defeat market manipulation by allowing investors to
trace the source of misleading rumors and by giving industries a chance to police themselves.
Reporting should be public because those with a financial interest and expertise in a particular
security may be able to detect abusive patterns before government agencies. Real time
reporting would most effectively defuse concemn before it turns into panic. For example,
investors would not rush to sell if they were quickly informed that a price decline had the
characteristics of a short and distort scheme rather than the characteristics of a real change in
the worth of the company. As Dr. Jim Angel explained in the Securities Lending and Short
Sale Roundtable on page 313 of the September 30, 2009 transcript, real time marking of
short sales on the consolidated Tape would be a low-cost and effective way to shed light on
conspiracies and restore confidence. While IBC continues to believe that the Securities and
Exchange Commission should simply prohibit dangerous short selling behavior, such as selling
a security without first borrowing it (i.e., “naked short-selling), reporting requirements would at
least allow investors and companies to protect themselves.

IBC also believes that the June 23, 2011 comment letter submitted by James Chanos as
chairman of the Coalition of Private Investment Companies contains numerous flawed and
internally inconsistent arguments. For example, Chanos’ comment, which at 40 pages is the
longest of the submitted comments, hypocritically claims that “too much information can result in
lower quality decisions.” This head-in-the-sand attitude is harmful because greater transparency
would allow security holders to more efficiently invest, analysts to better understand the
market, and agencies to craft rules that more accurately reflect the behavior of market
participants. Chanos claims that short sellers are valuable because they inform the public about
weaknesses, yet he also takes the inconsistent and patronizing position that information about
short sellers will “confuse investors.”

P.O. DRAWER 1359, LAREDO, TEXAS 78042-1359 (956) 722-7611
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Chanos also incorrectly asserts that disclosure will lead to panic “if investors see which
institutions have shorted a stock.” Not only is this contrary to common sense, since investors will
be more afraid of short sellers operating from the shadows, but it is also refuted by Chanos’
immediately preceding paragraph where he explains that certain institutions routinely take short
positions merely to hedge their other investments in the same company. Greater disclosure
would calm investors by allowing them to see that some short sales are not a reflection of lost
confidence.

Given the extreme risks associated with short selling, it is illogical to let short sellers fly under
the radar when the long side of the market is subject to strict reporting requirements. This
information asymmetry leads to deception and imbalance. Deception can occur when
information asymmetry leaves the long side of the market (i.e., Main Street America) at the
mercy of a small group of predatory short sellers who are free to anonymously generate
misleading reports and panic. For the same reasons that the SEC requires the buyer of a 5%
interest to file a Schedule 13D, a short seller should also be required to give investors some
warning that its financial interest has grown large enough to incentivize it to take aggressive
actions toward the company. In fact, Dr. Angel explained on page 317 of the Securities
Lending and Short Sale Roundtable that disclosure thresholds are even more important
against short sellers because they have an incentive to destroy wealth.

The information asymmetry also harms the market by unbalancing the relationship between
bears and bulls. Bullish investors must operate under scrutiny and expend resources
complying with disclosure rules, whereas the strength of bearish investors is magnified
because they can operate free from any of those burdens. Our capital markets cannot
function efficiently without a level playing field. The only way to fully level the playing field is
to require the same transparency from short sellers that we require from other investors.

The destructive effects of information asymmetry can be seen in the short seller raids on IBC. In
February 2009, Bank Director Magazine ranked IBC 18" on its Bank Performance Scorecard of
Top 150 Banks and Thrifts in the United States. Despite this recognition and other positive
reports, IBC stock fell by 54.31% from February 13, 2009 to March 31, 2009. The
anomalousness of the fall of IBC stock compared to that experienced by peer institutions can
only be understood by observing that in this same time period, short interest in IBC increased
188% and a misleading analyst report about IBC was issued. The identity and timing of these
short sellers was hidden, preventing IBC from quickly exposing collusion between the short
sellers and the analyst and between bear raiders. If disclosure requirements had revealed that a
massive short position was acquired right before the analyst report was released, then investors
could have deduced that the drop in stock price was the result of a short and distort plan rather
than a natural market reaction to negative news.
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Thank you for your consideration of this letter. Attached hereto are previous letters from IBC
detailing the reasons for greater regulation of short selling. If you would like any further
information or clarification regarding the issues raised in this letter, please call the
undersigned at (956) 726-6614.

Chief Executive Officer and Chairman

cc: Robert Khuzami, Director, Division of Enforcement
Meredith Cross, Director, Division of Corporation Finance
Robert Cook, Director, Division of Trading and Markets
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The Honorable Mary L. Schapiro, Chairman
The Honorable Kathleen L. Casey, Commissioner
The Honorable Elisse B. Walter, Commissioner
The Honorable Luis A. Aguilar, Commissioner

- The Honorable Troy A. Paredes, Commissioner
United States Securities and Exchange Commission
100 F. Street, NE
Washington, D.C. 20549-0609

Re:  Securities and Exchange Commission Release No. 34-59748; File No. S7-08-09 (the
“Proposed SHO Amendments™)

" Dear Chairman and Commissioners:

International Bancshares Corporahon (“IBC),! respectfully submits this letter (the “Letter”) in
response to the above release.? IBC fully supports the Commission’s proposed rule to amend
Regulation SHO under the Exchange Act of 1934 (the “Exchange Act’) to adopt a modified
uptick rule based on the National Best Bid, and adopt a circuit breaker rule that would halt any
increases in short positions in a particular security that suffers a ten percent (10%) intraday
decline. In addition to the Commission’s call for comments on reinstating an uptick rule and
creating circuit breakers, IBC also respectfully asks the Commission to: (1) vigorously enforce
the current short selling rules; (2) institute a “pre-borrow” requirement for short sale transactions,
or at the very least, make Rule 204T permanent; (3) promulgate disclosure rules for short sellers
which mirror those obligations for long positions, (4) investigate the impact of the market maker
exemption from the “locate” rule exemption under Regulation SHO in connection with the
potential abuse of the clearing/settlement process creating naked short positions, and (5)
promulgate rules which would require brokers to allocate lent stocks to specific margin account
holders and disclose to the margin account holder of a loss of voting for those shares.

INTRODUCTION
In Iuly 2007, the Commission eliminated Rule' 10a-1 under the Exchange Act (the “Uptick

Rule”)? The elimination of the Uptick Rule came after a pﬂot program, temporarily suspending
the Uptick Rule for certain securities (the “Pilot Program”) The Pilot Program allowed the

! (NASDAQ: IBOC) is 2 $12.4 billion multi-bank financial holding company headquartered in Laredo, Texas, with
over 265 facilities and over 420 ATMSs serving more than 101 communities in Texas and Oklahoma.

2 Exchange Act Release No. 34-59748 (April 8, 2009).

3 Bxchange Act Release No. 34-55970 (June 28, 2007) (“Uptick Elimination Release”)

* Exchange Act Release No. 50104 (July 28, 2004).
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Commission’s Office of Economic Ana1y51s (“0E4”) to gather and examine market and trading
data from May 2, 2005 to August 6, 2007.° Additionally, several acadenucs released studies
analyzing the data from the Pilot Program and its impact on the markets.® The authors of these
reports were invited by the Commssnon to participate in a public roundtable on the Pilot
Program (the “Pilot Roundtable”).! Based on the aforementloned reports, and the Pilot
Roundtable, the Commission ehmmated the Uptick Rule.®

Since the Uptick Rule’s elimination, the market has experienced extreme volatility and steep
price declines in certain financial stocks, including IBC, all significantly due in part to the
actions of short sellers. One trader noted that the removal of the Uptick Rule was “an
aphrodisiac for volatility.” The actions of these short sellers have eroded investor confidence,
put market fundamentals out of balance and have disrupted the integrity and stability of our
financial system. This has prompted investors to request that the Commission reinstate the
Uptick Rule, including issuers, academics and members of Congress, .culminating in over 4,000
requests received by the Commission’s Office of Investor Education and Advocacy.

On April 8, 2009, the Commission had an open meeting to discuss whether to propose reinstating
the Uptick Rule, or some version thereof. In a unanimous decision, the Commission voted to
release the Proposed SHO Amendments and seek public comment on whether short sale price -
restrictions, circuit breaker restrictions or some combination thereof should be imposed.

DISCUSSION

IBC believes that short sellers provide no benefit to the marketplace and in fact create a Las
Vegas style gambling environment. Therefore, short sales should be prohibited in their entirety,
except for certain “bona fide market making activities” by market makers pursuant to specific
guidance promulgated by the Commission. However, recognizing that the Commlssmn has long
held the view that short selling provides the market with important benefits,'® IBC strongly
supports the Commission’s proposal to institute a form of the Uptick Rule.

IBC is a well capitalized $12.4 billion multi-bank financial holdmg company headquartered in
Laredo, Texas, with over 265 facilities and over 420 ATMs serving more than 101 communities .
in Texas and Oklahoma: On December 23, 2008, IBC took TARP funds at the federal
government’s request. IBC chose to participate in the Troubled Asset Relief Program (“TARP”),
through the Capital Purchase Program (“CPP”), even though IBC was well capitalized. Since the

* Office of Economic Analysis, Securities and Exchange Commission, Economic Analysis of the Short Sale Price
Restrictions under Regulation SHO Pilot, (September 14, 2006). . '
% See, Karl Diether, Kuan Hui Les and Ingrid M. Werner, [is SHO Time! Short-Sale Price-Tests and Market Quality,
June 20, 2006; Gordon J. Alexander and Mark A. Peterson, (How) Do Price Tests Affect Short Selling?, May 23,

2006; J. Julie Wu, Uptick Rule, Short Selling and Price Efficiency, August 14, 2006.
7 For a transcript of the Pilot Roundtable, see Securities and Exchange Commission, Roundtable on the Regt_llatmn

SHOQ Pilot, September 15, 2006 (amended September 29, 2006).
® See Uptick Elimination Release.
® Aaron Lucchetti and Peter A. McKay, Rule Change Ticks Off Some Traders, THE WALL STREET JOURNAL (August
14, 2007).
1 See id. at 9 (noting that the Commission believes that short selling adds market liquidity and pricing efficiency).
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CPP was designed to only be offered to sound financial institutions with solid regulatory ratings
‘and was encouraged by the bank regulators and the U.S. Department of the Treasury (the
“Treasury”), IBC deemed it prudent to participate and issued $216 million of preferred stock to
the Treasury. Since that time, IBC has experienced an artificial disconnect between IBC’s stock
price and market fundamentals, due in significant part to speculative short sellers.

IBC has experienced “economically significant” harm since the elimination of the Uptick Rule.
IBC saw a 188% increase in short interest from February 13, 2009 to March 31, 2009, resulting
in a stock price decline of 54.31% during that time. Total short interest in IBC exceeded 20% of
IBC’s recognized float at the March 31, 2009 report date, and has remained above 20% since the
March 31 report.!! During this time, the overall stock market experienced a 10.8% increase in
short interest on the NYSE, a 4.4% increase over the same period on the NASDAQ," and the
financial sector, as represented by the S&P 500 Financial Sector Index, experienced a 4.65%
stock price decline.

On March 23, 2009, IBC was the victim of a misleading short seller’s analyst report,'> which
- was used to negatively impact IBC’s stock price and-encouraged other short sellers to short sell
IBC stock. On that same day, IBC saw more buyers for its common stock than sellers; however;
its stock price dropped 12.58% to $6.55, its 52-week low. If IBC’s shares were not being
manipulated via short sellers, normal supply and demand principles would have dictated a
higher, rather than lower, stock price. A second misleading report by the same analyst was
published on April 30, 2009.* Suspiciously, IBC experienced its second and third highest day of
trading volume of all-time on the days the two misleading reports were issued. The only higher
trading volume day was the date in which institutional buyers purchased shares ahead of IBC’s
listing in the S&P Midcap 400 Index. All of these actions, which have served to artificially drive
down the stock price of IBC, have led to long term investors and. depositors questioning the
financial stability of IBC. NASDAQ assisted. IBC in reporting the misleading short trader
reports to FINRA and an investigation is pending, IBC currently has very minimal legitimate
analyst coverage, and IBC believes this lack of coverage combined with its relatively smaller
market cap and smaller number of shares outstanding make it a prime target for manipulative
short selling strategies, such as the misleading March 23™ and April 30® short seller analyst

reports. ' ' *

IBC’s recent stock price volatility does not reflect the market fundamentals underlying IBC’s
business. In February 2009, the Banmk Director Magazine ranked IBC 18™ in its Bank
Performance Scorecard of Top 150 Banks and Thrifts in the United States. In 2008, the Hispanic -
Business Magazine recognized IBC as the number one Hispanic-owned financial institution in

the country. Standard & Poor’s rated IBC in the 94th percentile in its Investability Quotient -

'L As reported on www.nasdag.com (last visited May 27, 2009).

2 March 24, 2009 Reuter’s article, “Short Stocks: Bets Build Against Banks, Tech.” -

'* See Citron Research, Citron examines International Bancshares (NASDAQ:IBOC), March 23, 2009, available at
hitp://www.citronresearch.com/index.php/2009/03/23/ (last visited June 4, 2009). '

" See Citron Research, IBOC, Either The Best Operated Bank In America, or a Bank with Something To Hide..you

decide, April 30, 2009, available at http://www.citronresearch.com/index.php/2009/04/30/ (last visited June 4,
-2009). , ' .
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Percentile on March 28, 2009, which describes how good a company’s medium to long-term
return potential is relative to the entire S&P. However, this same report noted that IBC’s
technical evaluation was bearish, ranking 6 out of 100 (100 indicates a bullish indicator). This
report exemplifies that the stock trading price of the company was disconnected from IBC’s
fundamental value. IBC believes this disconnect was due in significant part to speculative short
sellers.

Historically, IBC has had an ongoing stock repurchase program. IBC was required to terminate
the stock repurchase program in connection with participating in TARP. IBC believes the
inability to repurchase its common stock made it more vulnerable to the short traders’ eﬁ‘oﬁ:s to
drive down the stock price.

On March 27, 2009, IBC sought consent from the Treasury to use some or all of its regular
dividend funds to repurchase common stock. In the consent request, IBC explained how its
stock: price had fallen precipitously in connection with the steep rise in short-interest trading
since IBC became a TARP participant. IBC further explained that the depressed stock price
greatly impaired IBC’s capital raising ability, created reputational damage and had other untold
collateral consequences. IBC is the largest Hispanic bank in the continental United States and
the damage to IBC’s stock price has harmed the minority employees, customers, shareholders
and communities that IBC serves. On April 7, 2009, the Treasury consented to IBC’s request.
Although the ability to repurchase some of its common stock should help IBC defend itself
against the short sellers, IBC is now fully aware of the devastating effect that unrestrained short -
sellers can have on a company. IBC firmly believes there should be more reporting and
restraints with respect to short sellers as it is impossible to even determine who is short selling.

As of May 15, 2009, IBC’s short volurne had increased over 860% to 11,311,974 total shares
shorted from the beginning of the year, at which time IBC had a total of 1,177,937 shares short.
This short interest now represents 21% of IBC’s recognized float and has driven IBC’s stock
price from a 52-week high of $35.80 prior to taking TARP funds, to a 52-week low of $6.55 in
March 2009. IBC believes its actual float amounts are much lower than those reflected in the
recognized float, such that the percent of short interest is even greater, based on the amount of
shares of IBC that are traded. IBC believes that its trie “float,” the amount of shares that are
able to be shorted, is less than 30 million ‘shares, making the true short interest closer to 37%.
IBC notes that it was included in the S&P Midcap 400 Index as of Febi'uary 2, 2009, and while
the listing may have played a role in the increase of short interest in IBC NASDAQ has
indicated that IBC’s sustained increase in volume since the listing is abnormal."®

All of this market data evidences that short sellers have negatively impacted IBC’s share price.
The damage that irrational, sudden and excessive fluctuations of securities prices can create is
more severe with respect to financial institutions. Unfounded rumors made for the purpose of
driving down financial institutions’ share prices can create an ill-founded concern regarding the
financial stability of the financial institution. It is important to note that damage to confidence in
the financial sector presents a systemic risk to the economy. The Commission noted in the

15 Per conversation with Frank Hatheway, Senior Vice President and Chief Economist on May 27, 2009.
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Proposed SHO Amendments, that “[s]uch rapid and steep price declines can give rise to
questions about the underlying financial condition of an institution, which in turn can erode
confidence even without an underlying financial basis.”’® IBC’s battle with short sellers
exemplifies the Commission’s concern. As more and more companies lose analyst coverage,
short sellers will have the ability to manipulate stock prices much easier, due to a lack of -
independent information to offset any manipulative reports used.!’ The ability for a short seller
to issue a negative report and spread it like wildfire over the internet is devastating. Under the
current rules, companies do not have the ability to protect themselves from this sort of attack.

In addition, the Commission’s own actions have indicated that it believes short selling poses a -
serious risk. In July 2008, the Commission issued an emergency order to impose borrowing and
delivery requirements on short sales of equity securities of financial institutions.® This initial
emergency order had little effect on the Commission’s concern that short sellers were having a
negative impact on financial institutions.'* Even with the July short sale restrictions, Lehman
Brothers saw its stock price plummet fifty-two percent (52%) on September.9, 2008, and another
forty-two percent (42%) on September 11, 2008. This decline was partly due to exposure to the
subprime crisis, but was exacerbated by false rumors and short sellers. Lehman Brothers
exemplifies how short sellers can cause counterparties and investors to lose confidence in a
financial institution, which in turn can lead to a systemic risk to the entire financial system. The
Commission recognized this risk and on September 18, 2008, the Commission issued another
emergency order prohibiting short selling in the publicly traded securities of certain financial
institutions and other securities (the “Short Sale Ban”), including IBC.2°

The combination of the Commission’s heightened concerns regarding financial institutions and
actions regarding short sellers and the negative impact short sellers have had on IBC, outweighs
all of the “economically insignificant” conclusions that the Commission relied on to eliminate
the Uptick Rule originally. Therefore, IBC strongly urges the Commission to adopt a modified
uptick rule based on the National Best Bid, which should apply at all times, and a circuit breaker
which would halt any increase of a short position upon a ten percent (10%) intraday decline of an
issuer’s stock price. In addition, IBC strongly urges the Commission to (1) vigorously enforce
the current short selling rules; (2) institute a “pre-borrow” requirement for short sale transactions,
or at the very least, make Rule 204T permanent; (3) promulgate disclosure rules for short sellers
which mirror those obligations for long positions, (4) investigate the impact of the market maker
exemption from the “locate” rule exemption under Regulation SHO in connection with the
potential abuse of the clearing/settlement process creating naked short positions, and (5)
promulgate rules which would require brokers to allocate lent stocks to specific margin account

holders and disclose to the margin account holder of a loss of voting for those shares. '

_" See Proposed SHO Amendments at 22 (citing Exchange Act Release No. 34-58166 (July 15, 2008) (“Short Sale
Emergency Ban Order”), and Exchange Act Release No. 34-58752 (Sept. 17, 2008)).
17 See Jeff D. Opdyke and Annelena Lobb, MIA Analysts Give Companies Worries, THE WALL STREET JOURNAL
(May 26, 2009) (noting that layoffs, aftrition, retirement or brokerage firms moving analysts around is leading to
- more companies losing analyst coverage). ,
1 See Short Sale Emergency Ban Order. .
* ¥ See Proposed SHO Amendments, at 21.
% See Exchange Act Release No. 58592 (September 18, 2008). .
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1. The Commission should engage in more aggressive enforcement of short selling
regulations to root out and prosecute manipulative short selling activities. )

The U.S. Office of Inspector General (“OIG™) released a report that showed the Commission’s
enforcement of short seller rules was inadequate, under the previous administration. 2l The OIG
noted that no procedures were in place at the Commission’s Dmsmn of Enforcement to identify,
address and effectively respond to manipulative short selling? 'Regulation SHO has recently
been amended to tighten delivery requirements for shares that are shorted; however, these
amendments are effective only to the extent they are enforced. The Comrmsswn, under the
current administration, did not concur with the OIG’s recommendations.”> IBC believes that the
OIG’s recommendations are critical to enforcing short seller rules. For example, IBC believes
that the Comrmssxon should develop procedures to triage naked and manipulative short selling
complamts Rumor mongering, short and distort schemes, and abusive naked short selling
present a systemic risk to the market when they are used against financial institutions. IBC urges
the Commission to adopt -written triage policies which put complaints against financial
institutions through a more stringent review process. ‘

The Commission has taken steps to curb short selling by tightening rules on short sellers.
However, for those rules to be effective, they must be immediately and aggressively enforced.
Therefore, IBC urges the Commission to adopt procedures to effectively enforce Regulation
SHO, and to also adopt IBC’s recommendations discussed below to create additional restrictions
on short sellers and potentially manipulative short seller strategies.

2. The Commission should modify Regulation SHO, Rule 203 and Rule 204T to '
require all shqrt sales be “pre-borrowed.”

Regulation SHO, Rule 203, requires that short sellers either (i) have borrowed (“pre-borrowed”)
or entered into a bona fide arrangement to borrow the security, or (ii) have reasonable grounds to
believe the security can be borrowed before the settlement date. As discussed below in greater
detail, the Commission has defined a “naked” short sale to méan when a secunty is not delivered

on settlement date.?’ However, IBC believes a true “naked” short position is created when a
short seller sells a stock without first borrowing the security. The current rules allow for a true

naked short if a seller can conjure up “reasonable grounds” for not pre-borrowing the stock. By
documenting a “reasonable ground,” the short seller is allowed to have a naked short for three
days. The Commission does not consider these short-term naked shorts a problem until the
fourth day, if the stock is not delivered. On the fourth day, the Commission equates a failure to
deliver to the creation of a “naked” short position.

2 See Office of Inspector General, Office of Audits, Practices Related to Naked Short Selling Complaints and’
Referrals, March 18, 2009 (noting that between January 1, 2007 through June 1, 208 only 123 out of over 5,000
short selling complaints were further investigated, but no enforcemient actions were ever brought).

2 See id. at iii.
B > See id. at 40.

As was noted in the OIG’s report but was not agreed with the by Commission, see id. at 38 and 40.

® See supra note 50 thorough 54, and accompanying text.
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IBC believes that the three day location window provides a loophole for manipulative short
selling activity. For three days, a naked short sale goes undetected and the short seller has a
window in which they can add extra downward momentum on a stock, because without being
forced to borrow the shares first, traders can short a limitless amount of stock. Additionally, pre-
borrowing eliminates the probability that a stock lender will lend out the same shares to several
different traders.>® While the current rules reduce the timeframe for short sellers to engage in
manipulative strategies before being identified, IBC still believes that manipulative strategies,
used prior to the more stringent rules, can still take place, albeit now in a shorter timeframe.

Furthermore, IBC believes that the current three day window allows for related third parties to
-“churn” their short interest positions within the window and prevent a failure to deliver on the
fourth day. This means that the reports on failure to delivers could be understated and large
naked short positions may still exist. IBC’s stock has seen a significant rise in the trading
volume of its common stock. Since January 29, 2009, IBC’s trading volume has been
abnormally high. IBC was listed in the S&P Midcap 400 on February 2, 2009, but this volume
‘has remained higher or an abnormally longer period of time than what firms typically experience
upon being listed.”” Since the beginning of the year, IBC's short interest has grown 860% to
over 21% of IBC’s recognized float. Exhibit A shows the dramatic shift in IBC’s volume and
short interest trend. While IBC does not have any proof, due to the lack of transparency into
short sellers and their interests, IBC believes that this increase in volume may represent evidence
of the “churning” of short positions. By moving a short position back and forth between two
parties, a true naked short position could be created, yet never become a failure to deliver.
Therefore, naked short sellers may exist within the current legal framework, but the current legal
framework doesn’t provide the protection it was intended to offer, due to this three day window.

Lastly, IBC sees no need for any window to locate shares given the significant impact of
technology on the market, such as the dematerialization of stock certificates. Since certificates
are moved electronically instead of physically, short sellers are able to locate shares immediately
prior to engaging in a short position. While there may be an opportunity cost associated with
searching for the security, that cost is likely small. Thus, a pre-borrowing requirement will not
reduce efficiencies in the market. IBC does, however, recognize that there should be an
exception for market makers, but only with clear guidance on legitimate market making activities
provided by the Commission. Therefore, IBC asks that the Commission re-examine the three
day window under Rule 203 and 204T, and promulgate a “pre-borrowing” requirement for all
short sales. : '

3. The Commission should adopt regulations to require disclosure of short positions
which mirror requirements for long positions.

IBC argues that the Commission should consider amending Regulation SHO to require
disclosure of short positions that mirror the disclosure for long positions. IBC asks the

;‘ See Liz Moyer, Curbing Short-Selling Abuse, FORBES (July 15, 2008). _
7 As mentioned in note 15, this observation was made by an official at NASDAQ.
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. Commission to promulgate disclosure rules which trigger reporting requirements mirroring

" Exchange Act Section 13(d) for those with short economic interests in an equity security, either
by (i) amending Exchange Act Rule 13d-3, or (ii) adding a similar provision.in Regulation SHO.
IBC notes derivative transactions should be disclosed as well, due to the high use of options and
futures contracts to effectuate short economic interests outside of direct short and long positions
in the underlying securities.

Currently, short interests and derivative transactions are hidden from issuers and investors.
Section l3(d) of the Exchange Act was promulgated to regulate the amount of information
asymmetry in the marketplace Sizeable economic interests in a company, be it a long economic
position or short economic position, can affect the price of a stock and corporate control.
Commentators have noted that short sellers are taking on activist roles in corporate governance
and pohcy If an activist held a significant long position, Section 13(d) would require certain
disclosures to inform the other security holders, and thus, reduce information asymmetry in the
marketplace. However, the current regulations allow a short seller activist with the same
* economic position to remain anonymous simply because they are short. The current regulatory
scheme for the disclosure of long economic positions versus short economic positions is one-
sided and has eroded the overall effectiveness of Section 13(d) by creating information
asymmetry based on the type of economic position held.

Under the current rules, the short positions in IBC stock are hidden behind a veil of secrecy,
unlike long economic positions. IBC’s current short interest is over 21% of IBC’s recognized
float, yet the current disclosure rules-do not require any transparency by those. short sellers. Per
information provided from NASDAQ, a sizeable short position was initiated in IBC the last two
weeks of February 2009. During this timeframe, IBC’s short interest doubled, but due to the
current disclosure requirements, the holder of this position was not required to disclose anything
to IBC and its investors. Furthermore, as noted earlier, IBC’s second and third highest days of
trading volume occurred on the same days as a misleading analyst report was released. The
current rules allow short sellers, whether acting in concert or not, to remain completely
anonymous. Due to the one sided disclosure requirements, IBC and its investors do not know
whether any short sellers hold sizeable short interests or their intentions; however, all holders
know information for significant long positions.

This information asymmetry leads to uncertainty for investors. Due to the fact that IBC is a
financial institution, this information asymmetry could pose a systemic risk to IBC and other
financial institutions experiencing similar short interest growth. Thus, IBC asks that the
Commission adopt a disclosure prov1s10n under Section 13(d) or under Regulation SHO, for
short economic positions, mirroring the disclosure requlrements for long economic positions
under Section 13(d). Disclosure rules for specific economic interests should be parallel for both
long and short positions and should not only be limited to significant long interests.

4. . The Conimission should adopt the Modified Uptick Rule base'dlon the National Best

. Theodore N. Mirvis, Adam O. Emmerich, and Adam M. Gogolak, Beneficial Ownership of Equity Derivatives
and Short Positions- A Modest Proposal to Bring the 13D Reporting System into the 21% Century, Wachtell, Lipton,
Rosen & Katz Memorandum (March 3, 2008).



http:policy.28
http:provision.in

June 9, 2009
Page 9

Bid.

IBC strongly supports the Commission’s proposal to institute Proposed Rule 201(b)(1)f° and
Proposed Rule 201(a)(2),%® establishing a modified uptick rule based on the national best bid
(“Best Bid Uptick Rule”). The Commission’s Proposed SHO Amendments called for empirical
data regarding the costs and benefits of reinstating short sales price tests. IBC-believes that the
empirical data used by the Commission to eliminate the Uptick Rule was economically
inconclusive, and that IBC’s market data, as detailed above, shows conclusive evidence that a
Best Bid Uptick Rule is needed to limit short term, speculative short sellers’ ability to negatwely
impact stocks. .

A The Uptick Rule was eliminated with no “economically significant” results to
indicate the Uptick Rule was beneficial or detrimental to the market.

The reports discussed at the Pilot Roundtable, including the report by the OEA and other
academic reports, concluded that the Uptick Rule was no longer necessary. However, this .
conclusion was based upon the absence of any economically significant positive or negative
findings regarding the effect of the Uptick Rule. For example, the OEA found little empirical
justification for maintaining the Uptick Rule for actively traded securities.®! Specifically, the
OEA found that the Uptick Rule had (1) no impact on daily volatility, (2) limited impact of pnce
distortion, and (3) no impact on market quality or liquidity of actively traded stocks. >
Therefore, the OEA report not only found little justification for maintaining the Uptick Rule, but
also found little justification for eliminating it. Also, outside researchers looked at the data from
the Pilot Program. These academics generally supported the removal of the Uptick Rule with
mixed results, but the underlying results behind their conclusions were ultimately “economically
inconclusive.”

Charles Jones, Professor of Finance at Columbia University, discussed his report at the Pilot
Roundtable. Professor Jones looked at 1932 and the effect of the institution of the Uptick Rule
- on short sellers. He concluded that during this timeframe, liquidity improved while short interest
declined. This appeared to support some sort of short seller restriction; however, Professor Jones
noted that he could not extrapolate events from that timeframe to the current environment due to
the drastically different market of the Great Depression. IBC argues that the current market
environment represents a similar serious structural market change as that of the Great
Depression; and therefore, is indicative of the positive impact of a short seller restriction can
have during these structural changes. Professor Jones also concluded there was no change in
volatility or volume, nor d1d it have a pnce impact upon the institution of the Uptick Rule
. originally.

b Proposed Rule 201(b)(1) provides that “[a] trading center shall estabhsh, mamtmn, and enforce written policies
and procedures reasonably designed to prevent the execution or display of a short sale order in a covered seclmty at
a down bid price.” See Proposed SHO Amendments at 248,

% Proposed Rule 201(a)(2) defines “down-bid price” as “a price that is less than the current national best bid or, if
the last differently priced national best bid was greater than the current national best bid, a price that is less than or
equal to the current national best bid.” Id.

3'gee id. at 13.

* See id. at. 14, nt. 38,
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Professor Ingrid Werner, Professor of Finance at The Ohio State University also presented her
report at the Pilot Roundtable. Professor Ingrid looked at the actual Pilot Program to determine
whether the Uptick Rule had a negative impact on the market. Professor Ingrid concluded that
the Uptick Rule caused a decline in short sales and noted that the elimination may have had a
small effect on liquidity. However, Professor Paul J. Irvine critiqued Professor Werner’s report
and noted that there was no- “economic significance” to any of Professor Werner’s findings.
Furthermore, Professor Irvine noted that Professor Werner’s report did not discuss what would
have happened during unusual volatility. Thus, Professor Werner’s report doesn’t explain what
benefit or detriment the Uptick Rule would have had in this current economic environment,
which is characterized by extreme volatility.

Lastly, Gordon J. Alexander, Professor of Finance at the University of Minnesota, presented his
report at the Pilot Roundtable which also discussed the impact of the Uptick Rule during the
Pilot Program. Professor Alexander concluded that the Uptick Rule created (1) no change in
short seller trading volume, (2) no change in implied volatility or in any other measure of
. volatility, and (3) no change in market efficiency. Therefore, Professor Alexander concluded -
that the data from the Pilot Program did not show whether the Uptick Rule was effective or not.

Thus, the Pilot Roundtable provided no economically significant data to find that the Uptick
Rule was a benefit or detriment to the market. Furthermore, the Pilot Roundtable failed to look -
at the economic significance of the Uptick Rule on small vs. large market cap participants and
also failed to look at so-called outliers. As noted in the Pilot Roundtable, the studies only looked
at the averages of the participants in the study. Lastly, the data set from the Pilot Program was
not representative of the Uptick Rule’s operation during a significant structural change in the
market. Thus, IBC argues that the Pilot Program produced no empirical evidence upon which the
Commission should have relied to eliminate the Uptick Rule in the first place.

The Commission and the Proposed SHO Amendments have asked for empirical data regarding
the cost and benefits of reinstating a short sale price test or imposing a circuit breaker rule and
the impact on the market of reinstating such restrictions—noting that comment lefters and
requests thus far had not included any empirical data yet rather provided speculative opinions.
IBC notes that no economically significant data was presented to the Commission when the
Uptick Rule was eliminated, but that the impact of short sales on IBC’s stock price is market data
which shows the Commission-should take action.

B. Due to a lack of academic empirical data, and with market data showing negative
short seller impact, the Commission should adopt the Best Bid Uptick Rule. |

- During the Commission’s proposal regarding eliminating the Uptick Rule and its Proposed SHO
Amendments, the Commission called for empirical data. When eliminating the Uptick Rule, the
Commission received no economically significant data, yet voted to eliminate the Uptick Rule.
IBC strongly urges the Commission to adopt the Best Bid Uptick Rule in light of the market data
showing the negative impact of unlimited short selling. IBC believes that this rule will help
prevent potentially. abusive or manipulative short selling from irrationally’ driving down an
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issuer’s stock price. In the absence of economically significant evidence to the contrary, the
Commission should adopt the Best Bid Uptick Rule in order to protect investors and bolster
investor confidence. The Commission should not only rely on current short sale regulations and
anti-fraud/anti-manipulation provisions of the securities laws to address potentially abusive short
selling. The Commission’s resources are limited, and during a structural market event such as
the current credit crisis, there are too many opportunities for abuse and not enough resources to
monitor all situations.

IBC supports the adoptlon.of the Best Bid Uptick Rule over a modified uptick rule based on the
last sale price. As the Commission has noted, a modified uptick rule based on the national best
bid is based on information that reflects current levels of buying and selling, as opposed to a last
sale price which reflects past information and is subject to a potential ninety (90) second delay

~window. IBC believes that a Best Bid Uptick Rule, creating a short selling restriction, would
drive relatively uninformed traders out of the pool of shorts, as some academics have found.*
Had the Best Bid Uptick Rule been in effect this year, IBC believes that uninformed, momentum
short sellers would have been driven from the pool of short sellers of IBC’s stock. The Best Bid
Uptick Rule would create an incremental cost which would deter relatively uninformed short
trading, and by removing those uninformed short sellers, IBC believes that informed short sellers
would have still acquired their positions and would have profited based on fundamentals, rather
than from the added return speculative, uninformed short sellers caused in the stock.

While the Proposeci SHO Amendments call for comments on numerous topics, IBC only .
addresses the following issues, regarding the Best Bid Uptick Rule:

(i) IBC strongly urges the Best Bid Uptick Rule be adopted with no éxemption
Jor a broker-dealer engagmg ina bona fide market making activity. . ’

IBC strongly urges the Commission to further investigate the implications of market markers
being exempt from short selling rules. For example, the Commission should provide strict
guidance on what constitutes “bona fide market making activity.” As noted below, the
Commission’s attempt to clarify bona fide activities only clarified that “bona fide activities”
were essentially determined by the market makers. A market maker’s job is to provide liquidity
to the market. In a declining market, the market itself is providing liquidity on the sell side;
therefore, the market maker should provide liquidity on the buy side. IBC believes that no
market maker exemption is necessary to provide greater liquidity in a declining market and the

- Commission has reported no economically significant data to show otherwise. Therefore, IBC
urges the Commission adopt final rules with no exemption for market makers, or at a minimum
provide strict guidance for the definition of “bona fide market making activities.”

* See Douglas W. Diamond and Robert E. Vemecchla, Constraints on Short Selling and Asset Price Adjiistment to
Private Information, 18 JOURNAL OF FINANCIAL ECONOMICS 277, 279 (1987). .
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(ii)  IBC strongly urges the Best Bid Uptick Rule be adopted with no exemption
Jor trades occurring after regular trading hours in the United States.

Under the Uptick Rule, the Commission interpreted the rule to apply to .all trades in covered
securities, regardless of what time the trade occurred.’® - Therefore, any short sale ‘was
constrained to the last sale price reported at closmg of the market. If the Commission were to -
adopt the Best Bid Uptick Rule without such a provision, then large market participants would be
able to effectuate their trading strategies during after-hours trading. Thus, the Commission
would create two different trading hours, one set for long positions during the regular hours and
another set for short positions in the after-hours. This bifurcation would eliminate any possible
benefits of the Best Bid Uptick Rule, and would simply shift the time frames of those
transactions. Thus, IBC urges the Commission to have the Best Bid Uptlck Rule apply during all
trading time periods.

(iii) IBC slrongly urges ‘the Commission adopt the Best Bid Uptzck Rule
wzthour a pilot study on the impact of such a rule.

The Commission’s Pilot Program was an experiment using the market to determine the
effectiveness of the Uptick- Rule. As noted earlier, the results of this experiment were
inconclusive. In the Proposed SHO Amendments, the Commission seeks comment on whether it
should engage in another pilot study to look at reinstituting some form of the Uptick rule. IBC
strongly urges the Commission to forego a pilot program and promptly begin the three month
implementation period.

As various panelists at the Pilot Roundtable discussed, the Pilot Program was unable to show
what would happen during a structural changing event, such as the credit crisis. An additional
- pilot study at this point in time will not provide any more guidance on how the removed Uptick
Rule would have performed in the past twelve (12) months. A pilot study is forward looking and
cannot show how the Uptick Rule would have performed, unless those conditions occur again
during the study. Due to the government’s response to the credit crisis, the probability of our
markets experiencing another structural change in the next six (6) to twelve (12) months is low. -
Such a study would likely produce little or no benefit, while the cost of allowing short sellers to
continue unrestricted is large. Therefore, IBC strongly urges the Commission to adopt the Best
Bid Uptick Rule without a pilot study.

S. The Commission should immediately adopt a Circuit Breaker with a prohibition on
short sales once triggered.

In addition to the Best Bid Uptick Rule, IBC strongly urges the Commission to adopt the
proposed circuit breaker halt rule (“Circuit Breaker Halt Rule™). IBC urges the Commission to
adopt the Circuit Breaker Halt Rule, such that upon a decline of ten percent (10%) in the price of
a particular security, increases in short economic positions in that security, wherever it is traded,
will be temporarily prohibited. IBC is against a circuit breaker uptick rule, which would apply a

_""‘ See Exchange Act Release No. 48709 (Oct. 28, 2003).
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modified upﬁék rule after the decline of some designated percentage, as IBC ﬁrges the
Commission to adopt a Best Bid Uptick Rule which would apply at all times, as discussed above.

IBC believes that a Circuit Breaker Halt Rule would provide the ability to prevent severe “bear
raids.” While most Self Regulated Organizations (“SRO”) have the ability to halt trading in a
security, IBC believes that a uniform circuit breaker is necessary for investor confidence, and to
act as a deterrent to bear raids. In addition to the Lehman Brothers example discussed earlier, on
September 8, 2008, United Airlines (“UAL”) shares plummeted 76% due to unfounded rumors
of a bankruptcy. Presumably, members of the bear raid on UAL shorted the stock down and then
covered at or around the bottom. Had a Circuit Breaker Halt Rule been involved, IBC believes
the extreme intraday volatility would have been limited and a complete trading halt of UAL
stock would have been averted. _

Furthermore, as the Comrmsswn has noted,”® a halting in increases of short economic positions

allows the opporfunity for investors to become aware, and respond to significant market

movements. If a circuit breaker under the Circuit Breaker Halt Rule is triggered, investors would
. receive a market signal that would allow them to rationally evaluate if the downturn is due to
fundamentals or short seller speculation. Thus, the Circuit Breaker Halt Rule would provide.
greater investor protection:: and instill confidence. %

Regarding specific operatlon of the Circuit Breaker .Halt Rule, IBC strongly urges the
Commission to impose the Circuit Breaker Halt Rule where a ten percent (10%) decline in the
price of a security would halt all increases in short economic positions for the remainder of the
trading day. IBC agrees with the Commission that a ten percent (10%) decline trigger point,
based on the security’s prior day closing price, is an appropriate level as it is consistent with
current SRO Circuit Breakers.”” Furthermore, the Circuit Breaker Halt Rule provides a balance
between the need to halt manipulative short selling and a market participant’s expectation that
legitimate short selling strategies will be available.

The Commission asked for comments regarding a circuit breaker’s impact on “bear raids.”**
IBC believes that by instituting a Cirouit Breaker Halt Rule, investors would be able to evaluate
whether the breaker was triggered based on the incorporation of unfavorable information into the
stock price, or if it was triggered due to non-fundamental actions, such as a “bear raid.” If
investors determine that a “bear raid” is occurring, they will be able to adjust their holdings by
taking advantage of this information to purchase more shares at this lower price. This will in
turn push the price back to its fundamental value and counteract the bear raid. This brief halt
will minimize the profitability of all “bear raid” strategies; and thus, deter “bear ra1ds in the
market.

While the Proposed SHO Amendments call for comments on numerous topics, IBC only
addresses the following issues, regarding the Circuit Breaker Halt Rule:

%5 See Proposed SHO Amendments at 87 (cmng Exchange Act Release No. 26198 (Oct. 19, 1988))
% See Exchange Act Release No. 39846 (April 9, 1998).

%7 See Proposed SHO Amendments at 93,

% See id. at 107.
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A IBC strongly urges the Commission to adopt the Circuit Breaker Halt Rule with a
uniform trigger point and then commission a pilot study to look at different trigger levels for
different stocks, but not commission a general pilot study. .

IBC strongly urges the Commission to adopt the Circuit Breaker Halt Rule with a ten percent
(10%) trigger point without a pilot study. IBC believes that immediate action is needed in order
to provide stability in the market and restore investor confidence. IBC believes that the
_Commission should look at conducting a pilot study which varies the triggering levels for
-different types of stocks. IBC suggests the Commission conduct a pilot study to look at the
impact of varying the trigger by market capitalization and by sector. Specifically, the
Commission should look atdecreasing the trigger point for financial institutions which pose a
special systemic risk to the economy, and look at decreasing the trigger point for small cap
companies who are likely most at risk for manipulative short selling strategies, due to a lack of
analyst coverage.

B.  IBC strongly urges the Commission to adopt the Circuit Breaker Halt Rule and
have it be effective throughout the entire trading day.

The Commission noted that a proposed circuit breaker would not be triggered if there was a-
.severe decline in the pnce of any security within thirty (30) minutes of the end of regular trading
hours on any trading day.* However, IBC strongly urges the Commission to apply the Circuit
Breaker Halt Rule uniformly throughout the day. Just as IBC believes that the Best Bid Uptick
Rule should apply at all times, IBC also believes that by allowing the Circuit Breaker Halt Rule
to be relaxed during the last thirty (30) minutes, short sellers would be encouraged to engage in
speculative strategies during that time frame. As mentioned above, UAL’s stock price was
pushed down in a matter of minutes; therefore, a thirty (30) minute window would allow an
opportunity for speculative short sellers to still effectuate severely manipulative schemes during
that time frame.

C. IBC strongly urges the Commission adopt the Circuit Breaker Halt Rule without
an exemption for options market markers selling short as part of bona fide market making in
derivatives and hedging activities related to a security subject to a hait. '

IBC believes short selling should be stopped in all forms once the Circuit Breaker Halt Rule is

triggered and not allow any exceptions during this time. The reason for implementing a circuit

breaker of any type-is to give investors-the ability to evaluate the market signal of a severe price

decline. Investors during the decline must be assured that further selling pressure is not being
put on the stock price by indirect means. Short sellers should not be able to exploit any

loopholes by using derivatives and exemptions to increase their short position. .

The Regulation SHO Amendments noted that during the Short Sale Ban, a market maker could
not effect a short s_ale if the market maker knew that the customer’s or counterparty’s transaction

3 See id. at 140.
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would result in the customer or counterparty establishing or increasing a net shoit position.*
IBC believes that this provision must be included in the Circuit Breaker Halt Rule, as the rule’s
purpose is to prevent an increase of a short position durm% the halt. The Commission argues that
the time period of one day renders this provision moot.” However, if the intention is to allow
investors to process the downturn signal, no investors should be able to continue increasing a
short interest in any form. Therefore, IBC asks the Commission remove the exemption for
options market makers and reinstitute a provision for options market makers similar to those
during the Short Sale Ban.

Similarly, on October 17, 2008, the Commission eliminated the options market maker exemption
to the mandaiory buy-in requirement of Regulation SHO, Rule 204T.” However, Rule 204T,
which requires clearing firms by 9:30 a.m. on the day after settlement date to close out short
sales that did not settle, is set to expire on July 31, 2009. As discussed in detail throughout this
letter, IBC urges the SEC to amend Rule 203 and Rule 204T to require all short sellers pre-
borrow their shares prior to initiating a short sale, but at a minimum the Commission should
make Rule 204T permanent with no options market maker exemption. #  The Commission
believed that the elimination of the options market maker exemption would further reduce
failures to deliver and addressed potentially abusive naked short selling when it took action in
October 2008.** Therefore, at a minimum, the Commission should make Rule 204T permanent
with no exemption for options market makers as its reasoning still applies today.

6. - If the Commission adopts a Circuit Breaker which triggers the modiﬁed‘rule based
on the national best bid, then the Commission should tallor the amendments to specifically

address the risk to financial institutions.

On March 24, the NYSE, NASDAQ and others exchanges (the “Exchanges™) sent a letter to the
Commission with their recommendation for the amendments to Regulation SHO. The letter was
sent prior to the Commission’s open meeting adopting the Proposed SHO Amendments and
calling for comments on the proposed rules. The letter asked that the Commission institute a
‘Best Bid Uptick Rule to apply when a circuit breaker is triggered (the “Exchange Proposal™),
rather than havmg it apply constantly as IBC argues. :

If the Commission agrees with the Exchanges and adopts final rules which mirror the Exchange
Proposal, IBC asks that the Commission adjust the Exchange Proposal to provide greater
protection to financial institutions, due to the special risks associated with reputational damage to
that industry sector.

Both the Federal Reserve and the Comm1ssxon acknowledged the systemic risk that market
manipulators pose to financial institutions.® These risks included a significant decline in stock

 See id. at 96.
“1d. at 97. :
2 Exchange Act Release No, 34-58775 (October 17, 2008).
 For a further discussion, see Section 6 below.
“ See id. at 11.
g * See Short Sale Emergency Ban Order at 2



http:institutions.45
http:exemption.43

June 9, 2009
Page 16

prices, the reduction of a financial institution’s ability to fairly deal with counterparties, risk of
significant depositor withdrawals and an overall threat to fair and orderly markets.* IBC argues
that these special risks will continue to exist if the Commission adopts the Exchange Proposal.
Therefore, IBC asks that the Commission create special rules for all “financial institutions™’
IBC argues that if the Exchange Proposal is adopted, then IBC’s proposal, the Best Bid Uptick
Rule and Circuit Breaker Halt Rule, as previously discussed, should be adopted for financial
institutions. ' :

Currently, there is a bill in the Senate which would require the Commission to adopt a modified
Uptick rule for “financial institutions.”*® Therefore, the Commission should adopt the Best Bid
Uptick Rule for “financial institutions.” At a minimum, the Commission should alter the
Exchanges’ Proposal to have a Circuit Breaker Halt Rule for financial institutions. As noted
earlier, financial institutions pose a special risk to the market. Without meaningful restrictions
on short sellers, the past may repeat itself, causing a crisis of confidence with broad market
consequences.*’ The Commission found a need to adopt emergency orders prohibiting all short
sales for weeks, to allow investors to evaluate whether the price declines of financial institutes.
were signaling a change in fundamentals or a speculative short sale strategy. At a minimum,
financial institutions, their investors and depositors, should be afforded at least an afternoon to
evaluate a significant intraday decline without the fear of increasing short interests. Therefore,
IBC asks that if the Commission adopts the Exchange Proposal, the Commission modify their
proposal to allow for a Circuit Breaker Halt for financial institutions. '

7. The Commission should examine the Market Maker exemption from the “Locate”
Requirement under Rule 203(b)}(2(iii) and its effect on the market’s clearing system. ,

In addition to the Commission’s proposed amendments to Regulation SHO of an uptick test and

circuit breaker, IBC also urges the Commission to investigate and provide transparency into the

market maker exemption and clearing process related to naked short selling by market makers.

Currently, there is little transparency into market making activities and the clearing process for

issuers and investors. IBC believes that some market makers may be using the clearing process

and Regulation SHO Rule 203(b)(2)(iii) to mask naked short sales. These short sales represent

the same threat that the Commission faced when it implemented rules preventing naked short -
sales for individual investors. Therefore, IBC asks that the Commission investigate and provide
data to stakeholders regarding the costs and benefits of Rule 203(b)(2)(iii).

An individial investor who wishes to enter a short position in a security is subject to the
requirements of Regulation SHO.*® Rule 203(b)(1) requires the short seller to borrow or arrange
to borrow the securities in time to make delivery to the buyer within a standard three-day

 See id. - ‘

47 IBC recommends the Commission adopt the definition of “financial institutions” from the Short Sale Emergency
Ban Order, Appendix A. 4 :
“® See S. 605, 11" Congress §1(4) (2009).

* ** As noted by the Commission in the Short Sale Emergency Ban Order at 2

%17 CFR 242.203 et. seq.
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settlement period from the trade date (“T+3” or “locate requzremenz”’) If a short seller cannot
“locate” the securities, a broker-dealer is not able to-engage in the short sale transaction.”> When
locating the shares, a short seller must borrow the security and deposit collateral with the lender
(typically the proceeds from the sale of the security). This subjects the short seller to borrowing.
costs, including the loss of use of their deposit, the loss of interest from the deposit (which the
lender receives), and the risk of additional margin calls.”® If the short seller fails to purchase or
borrow the stock in accordance with the locate requirement, the short seller has “failed to
deliver” (“FTD”) and has a naked short position. Regulation SHO Rule 204T requires a broker
to track all FTDs and then borrow or buy-in sufficient securities to close out those FIDs the
beginning of regular trading on T-+4.%

According to Regulation SHO Rule 203(b)(2)(iii), a “market maker” is exempt from the
“locate” requirement; and thus, may engage in naked short sale transactions if they are en, ﬁ

in “bona-fide market making activities in the security for which the exemption is claimed.”
Commission recently provided guidance on the definition of “bona-fide market makmg
activities.””’ However, this guidance simply conﬁrmed that “bona fide market making
activities” were in the discretion of the market maker.’® We are not aware of any publication
where a market maker was required to defend their use of this exemption.*

Therefore, market makers are able to engage in naked short sales without the borrowing costs
associated with short selling. They do not have to borrow the stock; they have no transaction
costs; they are not sub ect to margin requirements; and they have full use of the short sale
proceeds immediately.** Academics have proposed that market makers are strategically failing
to deliver when borrowing costs are high; thus, they may be abusing their market maker
exemption to produce the largest economic benefit for themselves, rather than using the
exemption to provided needed liquidity to the market."' There is currently no meaningful
transparency into the transactions of market makers. Similarly, the number of FTDs by market
makers is unknown.

5L 17 CFR 242.203(b)(1)

2 1d.

 See Robert Brooks and Clay M. Moffett, The Naked amining Pre ctices in Short Sales'and the
Resultant Voter Disenfranchisement, THE JOURNAL OF TRADING, 46, 47 (2008 (hereinafier referred to as “Brooks

and Moffetf’). -

* Rule 204T(a)(1).

% See Exchange Act Section 3(a)(38), 15 U.S.C. 78¢c(a)(38) (“The term ‘market maker’ means any specialist
permitted to act as a dealer, any dealer acting in the capacity of block positioner, and any dealer who, with respect to
a security, holds himself out (by entering quotations in an inter-dealer communications system or otherwise) as
being willing to buy and sell such security for his own account on a regular or continuous basis.”).
56 17 CFR 242.203(b)(2)(iii)
- 37 See Exchange Act Release No. 34-58775 (October 17, 2008). '

*® See id. at 29 (stating that whether or not a market maker is engaged in bona fide market making would depend on
the fact and circimstances of the particular actmty) .

% Brooks and Moffett at 47.
% Brooks and Moffett at 47.
6! See Brooks and Moffet at 48 (citing Boni, Leslie, §1xg_teglc Delwegx Failures in U.S. Equity Markets,” 9 JOURNAL

OF FINANCIAL MARKETS 1, 126 (2006)).
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Some academics believe that the market maker exemption allows for the creation of “phantom”
securities. Once a market maker fails to deliver a security, there is a possibility that the market
maker may sell the stock they were supposed to locate to another long investor. The
unsuspecting long investor may purchase this phantom security and the market maker may place
a marker in the investor’s account which would act as a pledge to deliver the shares once they
eventually locate those shares.®? The long investor believes that he has received “good delivery”
of the phantom stock and may begin to exercise the fruits of ownership of that security, including
voting power. However, if the market maker never “locates” the share, the long investor never
actually gets the security, but there is no way for an investor to know whether his share is real or
phantom.* According to the Deposnory Trust Company (“DTC”), due to the complexity of the
clearing and settlement system, it is not “feasible to trace any particular dehvery or fail to deliver
by a seller to any particular receive or fail to receive by a buyer.”

This situation should be remedied by the clearing system. The DTC and/or the National
Securities Clearing Corporation (“NSCC”) have the power to either borrow the shares from
another member account through the Stock Borrowmg Program (“SBP”), or force the market
maker to buy the security in the open market.% However, unless the market maker is forced to
“buy in,” the NSCC’s borrowing of the stock may allow the FTD to remain permanent. This has
the potential to leave phantom stock in the system.

Additionally, because our market system now aggregates certificates into fungible pools of .
shares that serve as sources for lending shares, broker’s cannot identify which shares.of stock:
have been lent.%5- Therefore, if Broker A has aggregated 100 shares from 100 investors, not held
in margin accounts (thus, not lendable), and if Broker B has engaged in a naked short and goes to
the NSCC to borrow the stock, who subsequently borrows that single share from Broker A, the
NSCC has created a “phantom” share from a single “real” share. Neither the purchaser of the
phantom stock, nor any of Broker A’s investors are aware of this. At a very minimum,
additional voting rights are created, due to Broker A’s customer believing he or she has voting
rights, and the new holder believing they have a right to vote as well. This is a problem for
shares held in margin accounts as well, see Section 9 of this Letter, below.

The combination of the market marker exemptlon and broker example above creatés a
complexity with which investors and issuers should be concerned. The creation of phantom
shares has serious consequences. Phantom shares create supply pressure on the market. Basic
"economics dictates that increased supply of shares results in depressed share prices.
Furthermore, corporate Ggovemance is threatened as more shareholders hold voting power than
the issuer has allowed.*® When actual certificates needed to be located prior to 1973, the holder

S See id. at 47.

® Brooks and Moffet note that the clearing process takes place in “back rooms” and is hidden from an individual
investor, which was precipitated by the move to a custody system in 1973. The professors note that physical transfer
of certificates created a bottleneck in the clearing process, but that the move to holding securities in street names and
6ﬁam use of the DTC and the NSCC has created a complex system that is-entirely anonymous. Id. at 47-50.

S 1d. At52. : ‘

“ Brooks and Moffett at 52.

% Brooks and Moffett at 52-57.
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of the certificate was able to evidence their voting rights. The. lender of the shares retained
economic benefits of the shares, but surrendered their voting rights to the short seller. This
- waiver of voting rights no longer exists with the elimination of certificates.’’ The broker

example exemplifies this effect. Using the example above, if there are no lendable certificates,
Broker A will potentially have 100 votes and Broker B will have 1 vote. The phantom share will
expand the pool of voters. Broker A believes it has a 100% voting interest, but in reality will
only have a 99% interest. If all interests are voted, the issuer will have overvoting in all proxy
contests. This has been documented by various sources.®® Brokers have policies in place to
“pro-rate” these overvotes." However, pro-rating explicitly acknowledges that phantom shares
exist in the system and dilutes the voting power of legitimate votes.

The above example oversimplifies this complex issue; however, the possible outcomes are a
serious concern for IBC, all issuers and investors. Therefore, IBC asks that the Commission
investigate the market marker exemption and evaluate the costs and benefits of creating
transparency in this part of the market. There is strong evidence that the Commission’s actions
on September 18, 2008 had a profound effect on naked short selling trading.” However, IBC
believes that the Commission should examine the entire market system, including the market
makers and clearing process, to ensure that investors are being protected and that the markets are
able to operate efficiently. ‘

A lack of transparency in this part of the market can lead to negative perceptions regarding the
accuracy of reported FTDs. As noted by the Commission, this can lead to investors taking
actions to prevent their stock from being transferred to securities intermediaries, such as the DTC
or other broker-dealers by marketing their securities “custody only.””!
undermine the goal of a national clearance and settlement system. Therefore, IBC urges the
Commission to provide transparency into this part of the market to promote investor confidence.

8. If the Commission doés not amend Regulation SHO to provide for a “‘gre-
borrowing” requirement, the Commission should at least make Regulation SHO, Rule

204T permanent.

As stated in Section 2, IBC urges the Commission to adopt a “pre-borrowing” requirement for all
short sales transactions. Without a pre-borrowing requirement, short sellers have the ability to
implement strategies around triggering a failure to deliver, such as- through “churning” as
mentioned above. However, if the Commission does not adOpt IBC’s recommendation, then the
Commission should at least make the automatic buy-in provisions of Rule 204T permanent.

& Brooks arid Moffet at 52.

“ Books and Moffett at 56 (noting that the Securities Transfer Assoc:anon found 341 cases of overvotmg out of 341
cases reviewed in 2005).

% See Bob Drummon, One Share, One Vote: Short Seilmg Short Circuits System, BLOOMBERG NEWS, March l
2006.

™ See Tom McGinty and Jenny Strasburg, Shorts Sellers Squeezed All Around, THE WALL STREET JOURNAL, ApnI
7, 2009,

7 See Exchange Act Release No. 34-58775, nt. 20 (Octobe.r 17, 2008)

These actions could - -
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On September 17, 2008, as part of the Short Sale Ban,” the Commission strengthened delivery
requirements by adding an immediately effective provision to Regulation SHO, Rulé 204T. Rule
204T imposes a penalty on any clearing agency participant which has an FTD. On October 14,
2008, the Commission adopted Rule 204T as it appeared in the Short Sale Ban. Rule 204T
requires clearing agency participants to close out all FTDs by 9:30 am. on the day after
settlement date (“T+4"), either by borrowing or purchasing securities of like kind and quantity.

Rule 204T also contains a sunset provision, and is set to expire on July 31, 2009. The
Commission explained that the sunset provision would “enable the Commission to assess the
operation of the temporary rule and intervening developments, including a restoration of stability
to the financial markets, as well as ;.)ubhc comments, and consider whether to continue the rule
with or without modification at all.” :

There have been benefits by having a required buy-in provision, even though there is the ability -
to operate manipulative schemes within Rule 204T’s three day window. For example, the -

- number of FTDs has plummeted to a daily average of 79 in the three months ending in March
from 529 in the first nine months of 2008, according to an analysis of trading data from major
stock exchanges done by the Wall Street Journal.™ IBC believes that naked short sellers are still
operating within the three day window, but at least the current provision limits the time for their
strategy and increases their costs by having to work around this provision. To allow Rule 204T
to expire would be a dramatic step backwards.

Fmthennore, on October 17, 2008, the Commission eliminated the options market maker
exemption to the mandatory buy-in requirement of Regulation SHO.” As discussed previously,
the Commission believed that the elimination of the options market maker exemption would
further reduce FTDs and addressed potentially abusive naked short selling.”® The reduction of
FTDs takes into account Rule 204T with no market maker exemption. Therefore, Rule 204T as
currently in effect should continue to address potentially abusive naked short selling. Thus, IBC
argues that the Commission should make Rule 204T permanent with no exemption for optmns
market makers.

9, . The Commission should promulgate i'ules which require the allocation of shdres
lent, and disclose to those margin account holders that they no longer have voting rights in
order to prevent the dilution of all shareholders.

~ Overvoting can have an invisible influence on a company. Commentators have noted that -
through the use of naked short sales, certain persons can potentially manipulate high stakes

7 See supra note 23 and accompanying text.
» Exchange Act Release No. 34-58774 (Oct. 14, 2008).
™ Tom McGinty and Jenny Strasburg, Short Sellers Squeezed All Around: SEC Closes Loopholes as Some Firms
‘ me Stock Lending to Traders, THE WALL STREET JOURNAL (April 7, 2009).
™ Exchange Act Release No. 34-58775 (October 17, 2008).
" Seeid. at 11.



http:selling.76
http:Journal.74

June 9, 2009
Page 21

elections.”’ If Broker X lends a customer’s shares from out of .a margin account, because they
-are all pooled together, the customer doesn’t know he or she doesn’t have the shares to vote.
This is regardless of whether the SBP has created additional “phantom shares,” as discussed in
Section 7. The margin account holders may vote in an election; and thus, in margin accounts,
“phantom votes™ are common place. The person who borrowed the shares is able to vote the
shares, if they still have them in possession, or the person who purchases the shares from the
short seller will vote them. Currently, the broker-dealers adjust the number of votes for each
proposal by the number of overvotes. If there are not more votes than actual shares held by the
brokerage, then no adjustment is made. In this scenario, “phantom votes” are still in the pool of -
eligible voters due to stock lending, just not obvious from vote tallies. Unless actual margm
account holders have voting rights taken away, then the possibility of dilution is present.

Several large companies, such as Intel, and other large market participants, sich as TIA-CREFF. F,
have indicated that margin account stock lending allows for corporate governance to be gamed.’
IBC believes that short sellers can utilize short sales through margin stock lending to manipulate
votes—even within the current regulations. Theoretically, a short seller can utilize the three day
window around a record date to gain voting rights. By borrowing the shares from a margin
account, there is the possibility that more votes are able to vote than duly and validly authorized
by the issuer. An activist shareholder can utilize transaction to dilute other shareholders. This
threat exists in today’s regulatory scheme and IBC reiterates that the Commission should adopt a
“pre-borrowing” requirement to prevent potential manipulation of voting rights.

If the Commission does not adopt a “pre-borrowing” requirement as discussed in Section 2, then
IBC urges the Commission to require transparency into the practice of lending shares. IBC
believes that shareholders should be able to have their shares held in a margin account and lent
out, but if a broker lends shares then it must attribute the borrowed stock to a specific margin
account holder. They should also notify the margin account holder that he or she no longer has
voting rights due to the shares being lent. Currently, brokerages are not required to incorporate
true transaction costs from the transaction. These costs are passed down to all shareholders of the
issuer through the negative impact of overvoting. Therefore, the Commission should require
those shares which are lent to be allocated and disclosed to the margin account holder.

CONCLUSION

The Commission eliminated the Uptick Rule in July 2007 after a pilot study, which provxded
economlcally insignificant results on the effectiveness of the Uptick Rule. Since that time,
markets have experienced a roller coaster ride through increased volatility and wild swings in
stock prices as the economy has experienced a structural market change. During this time, short
sellers have engaged in abusive short selling strategies and negatively impacted certain stocks,
causing some companies’ fundamental values to be significantly detached from their stock price.
Because the structural market change dealt with the credit crisis, financial institutions were, and
are currently being, targeted by short sellers who utilize rumors to engage in abusive short selling

7 Bob Drummund, Double Voting in Proxy Contests Threatens Shareholder Democfacy, www.bloomberg.com
Sf ebruary 27, 2006) (last visited on May 29, 2009).
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strategies. The Commission identified this threat in July and September 2008 and issued
emergency orders to protect financial institutions, identifying that abusive short seller sirategies
posed a systemic risk to all financial institutions. The Commission should continue protecting
financial institutions and other issuers from the continuing threat posed by abusive short sellers.

IBC is a well capitalized $12.4 billion multi-bank financial holding company headquartered in

Laredo, Texas. Because it took TARP funds at the Treasury’s request, it does not have any
analyst coverage, and due to its relatively smaller market capitalization in the financial sector,
IBC has been the victim of speculative short sellers who have driven a wedge between IBC’s
fundamental value and its stock price. Since taking TARP funds, IBC’s short interest has grown
860% and its stock price has been reduced from over $24 to a low of $6.55. This has created
unwarranted concern in IBC’s financial condition and posses a threat to IBC, its shareholders -
and depositors. Furthermore, the increase of IBC’s short interest to over 11 million shares
shorted creates enormous opportunities for overvoting and significantly dilutes the property
rights of IBC’s shareholders.

Because of the threat to IBC and other financial institutions posed by short sellers, IBC strongly
urges the Commission to adopt a modified uptick rule based on the National Best Bid, and adopt
a circuit breaker rule that would balt any increases in short positions in a particular security that
suffers a ten percent (10%) intraday decline. In addition to the Commission’s call for comments
on reinstating an uptick rule and creating circuit breakers, IBC also respectfully asks the
Commission to: (1) vigorously enforce the current short selling rules; (2) institute a “pre-borrow”
requirement for short sale transactions, or -at the very least, make Rule 204T permanent; (3)
promulgate disclosure rules for short sellers which mirror those obligations for long positions,
(4) investigate the impact of the market maker exemption from the “locate” rule exemption under
Regulation SHO in connection with the potential abuse of the cleanng/seltlement process
creating naked short posmons, and (5) promulgate rules which would reqmre brokers to allocate
lent stocks to specific margin account holders and disclose to the margin account holder of a loss
of voting for those shares.

. Thank you for your consideration of this letter. If you have any questions or would like any
further information regarding the issues raised in this letter, please call the undersigned at (956)
726-6614..

Sincerely,

Dennis Nixon
Chief Executive Officer and Chairman
International Bancshares Corporation

cc: Robert Khuzami, Director, Division of Enforcement
John W. While, Director, Division of Corporation Finance
James Brigagliano, Co-Acting Division of Trading and Markets
Daniel M. Gallagher. CO-Acting Division of Trading and Markets
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SHIBC

International Bancshares
Corporation

June 17, 2009

The Honorable Mary L. Schapiro, Chairman

The Honorable Kathleen L. Casey, Commissioner
The Honorable Elisse B. Walter, Commissioner
The Honorable Luis A. Aguilar, Commissioner
The Honorable Troy A. Paredes, Commissioner
United States Securities and Exchange Commission
100 F. Street, NE

Washington, D.C. 20549-0609

Re:  Securities and Exchange Commission Release No. 34-59748; File No. S7-08-09 (the
“Proposed SHO Amendments™)

Dear Chairman and Commissioners:

International Bancshares Corporation (“IBC”),! again respectfully submits this letter in response
to the above release as a means to supplement IBC’s original comment letter filed with the
Commission on June 9, 20609.> As discussed in more detail in IBC’s original comment letter,,
IBC fully supports the Commission’s proposed rule to amend Regulation SHO under the
Exchange Act of 1934 (the “Exchange Act’) to adopt a modified uptick rule based on the
National Best Bid, and adopt a circuit breaker rule that would halt any increases in short
positions in a particular security that suffers a ten percent (10%) intraday decline. In addition to
the Commission’s call for comments on reinstating an uptick rule and creating circuit breakers,
IBC also respectfully asks the Commission to: (1) vigorously enforce the current short selling
rules; (2) institute a “pre-borrow” requirement for short sale transactions, or at the very least,
make Rule 204T permanent; (3) promulgate disclosure rules for short sellers which mirror those
obligations for long positions, (4) investigate the impact of the market maker exemption from the
“locate” rule exemption under Regulation SHO in connection with the potential abuse of the
clearing/settlement process creating naked short positions, and (5) promulgate rules which would
require brokers to allocate lent stocks to specific margin account holders and disclose to the
margin account holder of a loss of voting for those shares.

The purpose of this second comment letter is to emphasize that IBC strongly believes the lack of
reporting and transparency regarding short selling activities facilitates the nefarious actions of a
handful of short selling predators to the detriment of thousands of legitimate shareholders
holding long positions. While the argument is often made that in a free market both the short and
long sides of the market must be allowed to freely function, there is no rational basis to allow the
short side of the market to function in the shadows without the same level of transparency and
disclosures that apply to the long side of the market. It is illogical that while the dispensing of

! (NASDAQ: IBOC) is a $12.4 billion multi-bank financial holding company headquartered in Laredo, Texas, with
over 265 facilities and over 420 ATMs serving more than 101 communities in Texas and Oklahoma.
2 Exchange Act Release No. 34-59748 (April 8, 2009).

P.O. DRAWER 1359, LAREDO, TEXAS 78042-1359 (956) 722-7611
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information by the registrant and investors on the long side of the market is highly restricted and
prohibits materially misleading or incomplete information, the short side of the market is allowed
to freely publish manipulative reports that distort and exaggerate negative information for the
purpose of creating doubt and confusion. This distortion is exacerbated by the inability of the
long side of the market to effectively counter the abusive misinformation proffered by the short
traders.

This information asymmetry grants an unfair advantage to short sellers and is inherently unfair to
shareholders holding long positions. It is critical that the Commission adopt symmetrical
disclosure rules in order to remedy the current regulatory structure that has the effect of
protecting the manipulative abuses of a small number of short traders at the expense of an
overwhelming majority of investors holding long positions. These changes would be consistent
with the Commission’s stated goal to enact reforms to improve investor protection and restore
confidence in our markets.

Thank you for your consideration of this letter. If you have any questions or would like any
further information regarding the issues raised in thigAstter, please call the undersigned at (956)
726-6614.

Chief Executive Officer and Chairman
International Bancshares Corporation

cc:  Robert Khuzami, Director, Division of Enforcement
John W. While, Director, Division of Corporation Finance
James Brigagliano, Co-Acting Division of Trading and Markets
Daniel M. Gallagher. CO-Acting Division of Trading and Markets

2587147.3
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JUNE 23, 2009 LETTER TO THE FEDERAL DEPOSIT INSURANCE CORPORATION, THE
FEDERAL RESERVE BOARD, THE TEXAS DEPARTMENT OF BANKING, AND THE
FEDERAL RESERVE BANK OF DALLAS



EHIBC

International Bancshares

Corporation
June 23, 2009
The Honorable Sheila C. Bair Mr. Richard W. Fisher
Chairman ~ President and Chief Executive Officer
Federal Deposit Insurance Corporation Federal Reserve Bank of Dallas
550 17" Street, N.W. 2200 N. Pearl Street
Washington, D.C. 20429 Dallas, TX 75201
Mr. Ben S. Bernanke ' Mr. Thomas J. Dujenski
Chairman Regional Director
Federal Reserve Board Federal Deposit Insurance Corporation
20th Street and Constitution Avenue, NW 1601 Bryan St.
Washington, DC 20551 Dallas, TX 75201

Mr. Charles G. Cooper
Commissioner

Texas Department of Banking
2601 N. Lamar

Austin, TX 78705-4294

RE: Potential Violations of Banking Laws By Short Traders Holding a Large
Short Interest in IBC Common Stock

Ladies and Gentlemen:

International Bancshares Corporation (“IBC”) respectfully submits this letter to
express its concerns about the recent increase of short interest in IBC common stock, and
to ask the Board of Govemnors of the Federal Reserve System (the “Board”) and the
Texas Department of Banking (the “TDB”) to investigate the potential violations of the
Bank Holding Company Act (the “Acf’), Regulation Y (*Reg ¥”’), the Change in Bank
Control Act of 1978 (the “Bank Control Act”), 12 CFR.Part 303 (the “FDIC Notice
Regulation”) and provisions of the Texas Finance Code (the “Code,” together with the
Act, Reg Y, the Bank Control Act and the FDIC Notice Regulation, the “Banking
Laws) by short traders holding a significant short interest in IBC common stock for a
number of months. ;

IBC is a publicly-traded, well-capitalized $12.4 billion multi-bank financial
holding company headquartered in Laredo, Texas and it is the largest Hispanic-owned
financial institution in the continental United States. IBC is the parent company of four
Texas State-Chartered Non-member banks whose primary regulators are the Texas
Department of Banking and the Federal Deposit Insurance Corporation. Since the
beginning of the year, IBC has been the victim of speculative short sellers who have
driven a large wedge between IBC’s fundamental value and its stock price.
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Since year-end, IBC’s short interest has grown 840% and its stock price has been
reduced over 70% from over $24 a share to a low of $6.55. These manipulative short
selling activities pose a threat to IBC, its shareholders, depositors and the communities
that IBC serves. IBC is a textbook example of the damage that unrestrained short traders
can inflict on a regional financial institution in a short period of time.

Please find attached hereto as Exhibit A, a copy of materials that NASDAQ
compiled (the “NASDAQ Materials”), and provided to IBC regarding the recent short
seller activities in IBC common stock. Please note that on page 13 of the NASDAQ
Materials, the information reflects that in March 2009 the short interest in IBC common
stock rose to and has remained at over 20% of IBC’s float, as defined in the NASDAQ
Materials (the “recognized floar). Because IBC is relatively closely-held, IBC believes
its actual float amounts are much lower than the recognized float, and that the percent of
short interest is closer to 37% of IBC’s actual float. NASDAQ has indicated that this
prolonged large short interest in IBC common stock is highly unusual and may indicate
short selling abuses. Please also note that the short interest amount equates to over 11
million shares compared to the approximately 68 million shares that IBC has issued and
outstanding. The 11 million shares equal approximately 16% of IBC’s issued and
outstanding common stock.

On June 9, 2009, IBC submitted a Comment Letter to the Securities and
Exchange Commission (“SEC”), attached hereto as Exhibit B, and on June 17, 2009, IBC
submitted a Second Comment Letter, attached hereto as Exhibit C, both supporting the
proposed amendments to Regulation SHO that would reinstate a modified uptick rule. In
both Comment Letters, IBC also urged the SEC to consider amending Regulation SHO to
require disclosure of short positions that mirror the disclosure of long positions.
Currently, the identity of short interest holders is hidden from issuers and investors. This
information asymmetry grants an unfair advantage to short sellers and is inherently unfair
to the vastly greater number of shareholders holding long positions. Even though IBC’s
current short interest is over 21% of IBC’s recognized float, the holders of this position
were not required to disclose anything to IBC and its investors. The current rules allow
short sellers, whether acting in concert or not, to remain completely anonymous. We
believe the securities laws and banking laws should require disclosures from short traders
who take a significant position in the stock of a financial institution.

While there is a distinction between the actual ownership of stock represented by
a long position, a short interest in stock also may have attributes of ownership. This is
especially true in the IBC situation where a large short position of over 20% of the
recognized float has been maintained for months. Unfortunately, the facts related to this
short position are not available to IBC; however, IBC has extensively researched how this
type of interest could be maintained. This research supports the premise that the short
interest may have attributes of the ownership of the stock, such as voting rights.
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The lack of traceability of shares borrowed by market makers through the clearing
process in connection with short trading may result in the creation of phantom stock and
the dual use of the lent shares for voting purposes. The potential overvoting of shares
creates serious corporate governance concerns which challenge the integrity of the entire
shareholder voting process.

For these reasons, we request that the Board and the TDB consider the potential
violations of the Banking Laws by short traders with respect to their actions involving
IBC common stock. The large short interest in IBC common stock that has been
maintained for months certainly raises the possibility of a violation of Section 3 of the
Act that requires a business entity owning more than five percent of the stock of a bank
holding company to receive prior approval and register as a bank holding company.
Additionally, the large short interest calls into question Section 225.41 of Reg Y that
requires prior notice under the Bank Control Act for an investor acquiring at least 10% of
a financial institution that has issued any class of securities subject to registration under
Section 12 of the Securities Exchange Act of 1934, as amended, and the related
provisions of the FDIC Notice Regulation. The related Section 202 of the Code that
requires applications to be filed with the Texas Banking Commissioner in connection
with the acquisition of such levels of stock in a Texas bank holding company may also be
applicable to the short traders. IBC believes there is a strong possibility that some of
these Banking Laws have been violated by the short traders, and at a minimum, IBC is

convinced that the spirit of the aforementioned Banking Laws has been violated by the
short sellers.

IBC strongly believes that the banking regulators should require short traders
acquiring and maintaining short interests in financial institutions to be required to
disclose their identity and their intentions with respect to the financial institution stock.
Their intentions may be particularly important in view of the fact that the short traders’
benefits are increased in direct proportion to the decrease in the market value of the
financial institution’s stock being shorted.

In view of President Obama’s recently announced plan for financial market
reform, we believe the Board’s interest in and authority over activities that present
systemic risk potential to the financial institution industry will be further heightened. We
firmly believe short traders present a potential systemic risk to our industry. The level of
risk tolerated from short traders should be carefully analyzed. The counterproductive
objectives of short traders can wreak unwarranted reputational damage to financial
institutions that threatens the integrity and stability of our financial markets. This risk
should at a minimum be regulated and contained, if not prohibited.
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Thank you for your consideration of this request. If you have any questions or
would like any further information regarding the issues raised in this letter, please call the

undersigned at (956) 726-6614.
1y/AN

Defgnis Nixon
President, Chief Executive Officer
and Chairman

International Bancshares Corporation
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° Price Performance

o IBOC vs peers

. Short Selling and Short Interest

¢ Regulation SHO
» Exchange short sale proposal
Short Selling and Short Interest in IBOC and Peers

® Copyright 2009, The NASDAQ OMX Groug, Inc. All ights reserved. 2

NASDAL OMX




Peer Overvie

PRI AT S S e IV S R e T

These Regional Bank peers were chosen based on a combination of similar market
values, total shares outstanding, float, and average daily volume.

CYN
BOH
TRMK
GBCI

1BOC

City National Corp.
Bank of Hawali Corp.
Trustmark Corp.

Glacier Bancorp Inc.

International Bancshares Corp.

Whitney Holding Corp.

1,776,197,500
1,679,867,600
1,246,245,500
942,164,700
926,826,560

805,888,700

48,530,000
47,805,000
57,325,000
61,499,000
68,603,000

67,382,000

40,487,156
47,302,572
50,858,170
59,308,020
52,166,616

63,929,404

1,444,404 Regional Banks
964,210 Regional Banks
1,071,652 Regional Banks
870,240 Regional Banks
1,481,843 Regional Banks

945,775 Reglonal Banks

NYSE
NYSE
NASDAQ
NASDAQ
NASDAQ

NASDAQ

Source: FactSct Research Systems

@ Copyright 2008, Tha NASDAQ OMX Group, Inc. All rights reserved.
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IBOC vs. Peers — Price Performance

Since Q4 2008 IBOC's peers, regardless of their exchange of listing, have
experienced a marked decline in price.
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~ Short Selling and Short Interest

Short Selling:
e Short selling is selling a stock one does not own
- A trader then borrows the shares to cover the position.

e Motivations include:

- Speculation: the hope that the stock drops, so she can buy it back later at a
lower price, locking in a profit;

- Hedging and arbitrage,
- Liquidity provision by market-makers and specialists.

e More controversial is naked short-selling, which is when a trader never intends to
borrow shares to cover her position.

- Naked short-selling is illegal in most instances, except when done by a
specialist or market-maker to maintain liquidity in a stock.

Short Interest:

* Short interest is the number of shares borrowed in a stock in order to settle short
sales.

© Copyrioht 2009, The NASDAQ OMX Group, Inc. All rights reserved. 7 NAsqu m




Before 2005 each market and exchange had separate but similar short selling rules.
These rules reflected the operating mechanisms and traditions of each market.

Pre -2005 Short Selling Summary:
e AMEX, NASDAQ and NYSE had short sale trading rules

- NASDAQ - short selling prohibited on a down bid, but allowed on a minus tick.

- AMEX & NYSE - short selling prohibited on a minus tick, but allowed on a down bid.
» AMEX, NASDAQ and NYSE had an Affirmative Determination rule:

- NASDAQ: Before a short sale can be executed, the member firm must make an
inquiry to determine if the stock may be borrowed - an Affirmative Determination. A
written record of this information must be maintained as evidence.

o AMEX, NASDAQ and NYSE issuers were protected by Fails to Deliver controls:

- NASDAQ: If Fails to Deliver equals or exceeds V2 of 1% of TSO, the stock becomes
UPC 11830 Restricted. Further fails to deliver are avoided because any fails to
deliver existing 10 days after settlement date must be closed by either buying back
the stock for cash or guaranteed delivery.

* AMEX, NASDAQ and NYSE regulatory divisions routinely monitored trading.

® Copyright 2009, The RASDAQ OMX Group, Inc. All rights reserved, 8 mmw
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~ Regulation SHO

The SEC adopted Regulation SHO in 2005 to provide for uniform regulation of short
selling across all markets listing and trading U.S. stocks.

Regulation SHO created a mechanism for examining the need for trading restrictions on
short selling, introduced a single set of rules governing short selling, and began a long
and deliberate process of addressing problems with “naked shorting” .

Requlation SHO Summary

» Price Test pilot program implemented in approximately 1,000 securities to be
exempt from price tests: no tick test or short sale price test.

» Effective July 9, 2007 the SEC abolished all Price Tests relating to short sales

- ABOLISHED: NASDAQ - short selling on a down bid no longer prohibited.

- ABOLISHED: AMEX and NYSE - short selling on a down tick no longer prohibited.
» Set uniform Locate and Close Out rules to ensure that short sellers deliver shares

e Created the designation “Threshold Security” to identify stocks with significant levels
of failures to deliver.

- Traders in a Threshold Security faced tougher Locate and Close Out rules

¢ The rules governing Threshold Securities have been progressively tightened since
2005 most recently in late 2008.

- Naked short sales have virtually ceased to occur.

& o 505, e SR O o e e NASDALQ aoMmX
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On April 8, 2009 the SEC approved a proposing release requesting public comment on
several proposals about restricting short selling. The SEC proposals fall into two
categories and would apply to all exchanges trading a given stock. The SEC is seeking
comments on these proposals and the proposing release contains 14 possible
combinations of Price Tests and Circuit Breakers and over 200 questions.

Price Test Proposals

» A Modified Uptick or Upbid Rule that would limit short selling to (A) a price at or above the
current bid when that bid is above the previous bid or (B) a price above the current bid when
that bid is below the previous bid.

* An Uptick Rule that would limit short-selling to a price (A) above the price at which the
immediately preceding sale took place or (B) the preceding sale price if it is higher than the
last different price.

Circuit Breaker Proposals

* A Circuit Breaker Halt which would halt short selling in a security experiencing a substantial
price decline.

* A Circuit Breaker Price Test which would institute either the Modified Uptick or Uptick Rule
in a security experiencing a substantial price decline.

. NASDAD OMX

Q Capyright 2009, The NASOAQ OMX Group, Inc. All rights reserved.
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Short Interest in IBOC and the Financial Sector |

Financial services experienced an unprecedented 48% jump in short interest during
the first two weeks of March and is up over 58% for the entire month. This activity
may be a clear indicator that the move in financials was not a short squeeze.

k.
e,

international Bancshares Corporation [[BOC]
Common Stock | RASDAQ-GS
Sector: Finandlals | SubIndustry: Reglonal Banks

 Setflement Date: Shortliterest; Avg Dy Share Volumé; . Days To Cover’

 ansi2009

11125938 1384085 808

" 10563205 ‘_:'“1.9»5513 . 5

- 3132009

7457723 1403430

7298523 1585750

3660607 851430

. 2302704 4 1615868

1408805 279838
1477937 243452

1438422 §50.093

AforTer dsezis

1856027 311362
1 2240405 328279

5% A
m.
3% -
2¥%
19%

0% 4
2% -
% -

Historical Short Interest Changes in the Financial Sector

43.2%
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Five-day moving averago of Short Selling Volume %

Short Selling in IBOC is in line with its peers.
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17312008 597% 10. 52% 8.00% 13.59% 5.08% 6.21%
21512008 6.78% 1043% 7.88% 13.75% 4.21% 6.86%
2/29/2008| 6.74% 11.38% 8.76% 15.34% 4.66% 7.64%
314/2008] 7.48% 11.89% 840% 17.18% 539% 10.26%
3/31/2008] 7.31% 11.69% 9.28% 16.44% 5.18% 9.18%
4/15/2008| 6.80% 10.52% 10.38% 16.25% 5.13% 9.93%
4/30/2008] 6.80% 10.54% 1067% 17.30% 5.64% 12.80%
5M5/2008] 6.90% 9.70% 11.19% 18.12% 6.01% 14.58%
5/30/2008] 7.26% 9.87% 12.16% 18.75% 559% 15.03%
6/13/2008] 7.93% 10.86% 13.08% 19.16% 6.56% 16.67%
6/30/2008] 8.02% 1547% 1521% 18.62% 7.44% 18.88%
71M5/2008] 9.08% 17.40% 17.32% 20.02% 8.01% 18.82%
7/312008] 8.70% 11.69% 18.55% 18.01% 11.13% 18.96%
8/15/2008] 7.85% 10.93% 16.16% 17.81% 11.68% 19.13%
8/29/2008| 7.33% 10.88% 14.99% 18.84% 12.35% 19.01%
9/152008] 6.93% 11.21% 16.68% 1841% 12.19% 18.78%
9/30/2008] 6.34% 8.17% 11.02% 14.93% 9.50% 1629%
10/15/2008] 4.76% 6.29% 10.92% 13.97% 7.76% 15.40%
10/31/2008] 4.46% 562% 11.31% 1521% 7.25% 1265%
111472008] 3.69% 5.84% 10.83% 12.00% 6.48% 1222%

127312008 228% 629% 11.93% 12.00% 677% 0.14%

3/13/2009] 13. 74% 18.42% 1357% 17.59% 700% 9.42%
3/31/2009] 20.28% 16.27% 18.38% 18.82% 8.85% 9.58%
4/1512008] 21.36% 15.24% 1957% 18.76% 8.24% 9.14%
4/30/2009] 22.42% 14:35% 19.34% 18.05% 7.60% 8.01%

13

NASDALG OMX




< ppg e saresn

P

IBOC has dropped to only 6.8 Days to Cover from 19

Days to Cover in the beginning of 2008.

ers - Days to Cover

Date

1BOC
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Sourca: FactSot Resaarch Systems
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711512008
1/3172008
21152008
2/20/2008
314/2008
3/31/2008
4N saoosi
4/30/2008
5152008
5/30/2008
6/13/2008
6/30/2008
711512008
7/31/2008
811512008
8/29/2008
911512008
9/30/2008

10/15/2008

10/31/2008

1111412008

117282008

1211512008
121312008
111512009
1/30/2009
211312009
2/2712009
311312009
3/31/2008
411512009
4/302009

19.186
11.036
16.613
16.121
16.159
11.917
13.468
11.942
12.958
18.17
16.645
13.28
14.039
8.896
12.383
15.882
9.046
7.891
8.651
6.825
5.961
3.428
2615
4.838
5.027
1.425
4.31
4.722
5.101
5.421
8.038
6.837

5618
4,698
4.669
7.824
12.165

8.673

4518

11.08

2741
4435
5.505
4.033
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IBOC Fails to Deliver
April 2004 - Dec 2008

| equantity (fails) |

*

*e
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Source: SEC
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Regional Vice President
Demetrios N. Skalkotos
312-601-2182
Demetrios.skalkotos .CO

Director
Cris Farrell
713-266-4904
Cris.farrel S com

MID Director
Michael Del Grosso
888-833-7793
Michael.delgrosso@nasdaqg.com

Listing Qualifications
Brie Charles

301-978-8039
Brie.charles@i aq.co

NASDAQ MarketWatch
800-537-3929
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September 22, 2009

The Honorable Mary L. Schapiro, Chairman

The Honorable Kathieen L. Casey, Commissioner
The Honorable Elisse B. Walter, Commissioner
The Honorable Luis A. Aguilar, Commissioner
The Honorable Troy A. Paredes, Commissioner
United States Securities and Exchange Commission
100 F. Street, NE

Washington, D.C. 20549-0609

Re:  Securities and Exchange Commission Securities Lending and Short Sale Roundtable, File
Number 4-590.

Dear Chairman and Commissioners:

International Bancshares Corporation (“IBC”) (Nasdag: IBOC) is a well capitalized
$11.4 billion multi-bank financial holding company headquartered in Laredo, Texas, with more
than 280 facilities and more than 440 ATMs serving 104 communities in Texas and-Oklahoma.
Dennis Nixon, President, Chief Executive Officer and Chairman of the Board of IBC' has been
selected to participate on the Securities and Exchange Commission’s (the “Commission™)
Securities Lending and Short Sale Roundtable (the “Roundtable) panel discussing the
implementation of a pre-borrowing or hard locate rule. This letter is a supplement to Mr.
Nixon's opening remarks and serves as IBC’s written statement. In short, IBC firmly believes
that short traders should be required to pre-borrow shares before engaging in a short trade and
should have parallel disclosure obligations to long traders. ‘

This year IBC has been (i) ranked the number one Hispanic-owned financial institution
by the Hispanic Business Magazine for the fourth consecutive year, (ii) ranked 11th by the ABA
Banking Journal’s 2009 rankings of Banking’s Top Performers, (iii) ranked 18th on Bank
Director Magazine’s Bank Performance Scorecard of Top 150 Banks and Thrifts in the United
States, and (iv) selected as a participant on the FDIC’s community bank advisory committee.
While IBC’s banking operations have not been immune from the effects of the economic
downturn, it has been one of the best performers among its peers, experiencing a record of over
136 consecutive quarters of continuous profitability. Having experienced economic downturns
in the past in Texas, such as the 1980 oil bust, IBC expected an impact to its stock price given
the financial crisis. However, no one expected that short sellers would be able to severely detach
IBC’s fundamental value from its trading price.

IBC has spent the last six months with a team of professionals in educating, investigating
and taking action to prevent what appears to be manipulative short selling in IBC stock. IBC has
met personally with the Commission, ABA, FINRA, the Nasdag and several members of
Congress to explain the negative effect short sellers can have on financial institutions.
Additionally, IBC submitted a twenty-two page comment letter dated June 9, 2009 (attached

! Mr. Nixon's biography is attached hereto as Exhibit A.




hereto as Exhibit B) on reinstating the uptick rule which called for the Commission to (1)

vigorously enforce current short selling rules; (2) institute a “pre-borrow” requirement for short

sale transactions; (3) promulgate disclosure rules for short sellers which mirror those obligations
for long positions; (4) investigate the impact of the market maker exemption from the “locate”
rule exemption under Regulation SHO in conmection with the potential abuse of the
clearing/settlement process creating naked short positions; and (5) promulgate rules which would
require brokers to allocate lent stocks to specific margin account holders and disclose to the
margin account holder of a loss of voting for those shares. In a supplemental comment letter
dated June 17, 2009 (attached hereto as Exhibit C), IBC urged the Commission to promulgate
rules to address the lack of reporting and transparency in which short sellers operate. IBC has
also submitted letters to bank regulators requesting their investigation into how short sellers may
be violating certain bank regulatory laws. All of these efforts have involved substantial expense
of both time and money to better protect IBC’s shareholders, depositors and the communities it
serves.

Since the beginning of the year, IBC’s short volume has increased to a high of over 11
million shares, an increase of 891%. At its peak, short sellers represented over 21% of IBC’s
generally accepted float, and drove IBC’s stock price from over $24, to a low of $6.55 in a
matter of months. Coincidentally, on the same day IBC’s stock price reached its all-time low, a
negative analyst report/blog posting was issued by a well-known short seller encouraging other
short sellers to short IBC. That trading day was IBC’s all-time second largest day of trading
volume. [ronically, that same day IBC saw more buyers for its common stock than sellers, but
its stock price still dropped to $6.55. Subsequently, another blog was posted, again,
coincidentally, on IBC’s third all-time largest trading volume day. As if two coincidences were

not enough, Nasdaq has since informed IBC that it appears that a group of short sellers curiously

took their positions in IBC shortly before the first blog entry and have remained there since,
which is an abnormally long time. Attached as Exhibit D and E are two charts which show the
dramatic impact the short sellers have had on IBC.

IBC believes short sellers provide little value to the market outside of legitimate market
making activities. The current rules allow for naked shorting of a stock within a three day
window, but only classify the trade as “naked” once there is a failure to deliver. IBC believes a
true “naked” short position is created when a short seller sells a stock without first borrowing the
security. IBC bas yet to be convinced why the current three-day delivery time should be
allowed. IBC believes the Commission should modify Regulation SHO, Rule 203 and Rule 204T to
require that all short sales be “pre-borrowed.”

Regulatlon SHO, Rule 203, requires that short sellers either (i) have borrowed (“pre-
borrowed”) or entered into a bona fide arrangement to borrow the security, or (ii) have reasonable
grounds to believe the security can be borrowed before the settlement date. The Commxssnon has
defined a “naked” short sale to mean when a security is not delivered on settlement date.> However
IBC believes a true “naked” short position is created when a short selle stock without first
borrowing the security. The current rules allow for a true naked short if a seller can conjure up
“reasonable grounds” for not pre-borrowing the stock. By documenting a “reasonable ground,” the

2 See also Robert Brooks and Clay M. Moffett, The Nak : Examining Prevaili ctices in Short Sales and
the Resultant Voter Disenfranchisement, THE JOURNAL OF TRADING, 46, 47 (2008).




short seller is allowed to'hav'e a naked short for three days. The Commission does not consider these
short-term naked shorts a problem until the fourth day, if the stock is not delivered. On the fourth
day, the Commission equates a failure to deliver to the creation of a “naked” short position.

IBC believes that the three day location window provides a loophole for manipulative short
selling activity. For three days, a true naked short sale goes undetected and the short seller has a
window in which they can add extra downward momentum on a stock, because without being forced
to borrow the shares first, traders can short a limitless amount of stock. Additionally, pre-borrowing
ehmmates the probability that a stock lender will lend out the same shares to several different
traders.> While the current rules reduce the timeframe for short sellers to engage in mampulatxve
strategies before being identified, IBC still believes that manipulative strategies, used prior to the
more stringent rules, can still take place, albeit now in a shorter timeframe.

Furthermore, IBC believes that the current three day window allows for related third parties
to “cycle” their short interest positions within the window and prevent a failure to deliver on the
fourth day. This means that the reports on failure to delivers could be understated and large naked
short positions may still exist. IBC’s stock has seen a significant rise in the trading volume of its
common stock. Since January 29, 2009, IBC’s trading volume has been abnormally high. IBC was
listed in the S&P Midcap 400 on February 2, 2009, but this volume has remained higher for an
abnormally longer period of time than what firms typically experience upon being listed.” Since the
beginning of the year, IBC’s short interest has grown 860% to over 21% of IBC’s recognized float.

ibit C shows the atic shift in IBC’s volume and short interest trend. IBC believes that this
increase in volume may represent evidence of the “cycling” of short positions between related
parties, and IBC is advocating greater transparency into short sellers and their interests so that the
market can identify whether sudden volume changes are based on market fundamentals or short
seller manipulation.

Lastly, IBC sees no need for any window to locate shares given the significant impact of
technology on the market, such as the dematerialization of stock certificates. Since certificates are
moved electronically instead of physically, short sellers are able to locate shares immediately prior to
engaging in a short position. While there may be an opportunity cost associated with searching for
the security, that cost is likely-small. Thus, a pre-borrowing requirement will not reduce efficiencies
in the market. IBC does, however, recognize that there should be an exception for market makers,
but only with clear guidance on legmmate market making activities provided by the Commission.
IBC asks that the Commission re-examine the three day window under Rule 203 and 204T, and
promulgate a “pre-borrowing” requirement for all short sales.

3 See Liz Moyer, Curbing Short-Selling Abuse, FORBES (July 15, 2008).
* This observation was made by an official at NASDAQ, Frank Hatheway, Senior Vice President and Chief
Economist on May 27, 2009.
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Dennis E. Nixon
President & CEO, International Bank of Commerce - Larado, Texas
Chairman, International Bancshares Corporation

As the principal architect behind the unprecedented growth of Intemational Bancshares Corporation and Intemational Bank of Commerce,
Dennis E. Nixon is widely recognized as one of the nation’s leading banking authorities and executives. Since joining IBC in 1975,
Nixon has been instrumental in International Bancshares Corporation’s ranking as the largest minority-owned bank organization in the
continental United States. Nixon's knowiledge in all arcas of banking was pivotal in the development of IBC’s exlensive acquisition
and expansion efforts. The 1BC family of banks has assets of S11.4 billion with 280 full-service branches, and more than 440 ATMs,
throughout 104 comnumities in Texas and Oklahoma.

IBC’s sirategic development designed by Nixon and his leadership team is best summed up in the company’s credlo, *“We Do More.” The
bank’s owtstanding growth and consistent performance with Nixon at the hehn is what sets it apart from other institutions. An exnmple
of IBC’s growth is the 7-day full service in-store banking facilitics at grocery stores such as H-E-B., Wal-Mart, Kroger, Randalls and
shopping malls. Nixon's vision is to expand by providing the convenience of banking where people shop.

Intemnationally, Nixon was instrumental in the passage of the North American Free Trade Agreement. In May of 2008, IBC was recognized
with the United States-Mexico Chamber of Conmerce’s Good Neighbor Award for the bank’s contribution to the passage of NAFTA,
on its 15th anniversary. Nixon has also been actively involved in its financial development, which has occurred between the U.S. and
Mexico.

Nixon’s appronch to banking, in which nll customers large and small are cherished, is that which he describes as “local.” This unorthodox
business environment has been achieved through years of building outstanding rapport with the communities 1BC serves. This is clearly
visible as he is avidly involved in the community and gives of his time willingly. Nixon promotes generosity and volunteerism from his
cmployces by encouraging them to participate in charitable events. Through his selfless example, almost 70 percent of IBC employces
participate in civic activilies with various non-profit organizations. This commitment resulted in 1BC recciving the Govenor’s Volunteer
Award for the State of Texas.

Forhis outstanding generosity, United Way honored Nixon with its acclaimed Platinum Corazdn Award. His myriad of civic involvements,
awards and recognitions have been on a national and international level, Other recognitions include the Junior Achievenent Business
Hall of Fame Award, the Paul Harris Fellow Award given by Rotary International for ontstanding community service, and the Elcanor
Roosevelt Humanities Award given by the State of Israel for ontstanding services to humanity. In 2006, Dennis Nixon was inducted inlo
the prestigious Texas Business Hall of Fame. In 2007, he was elected lo serve on the board of directors of the United States Chamber of
Commierce, and in 2008 he received the Intemational Citizen Award from the World Affairs Council of San Antonio. Recently, he was
selected to be the recipient of the Mr. South Texas 2010 honor by the Washinglon’s Birthday Celebration Association.

Other civic activities that Nixon participates in include the American Heart Association, the American Cancer Society, the Boys and Girls
Club of Laredo, United Way of Laredo and ofher similar organizations lo improve the health and quality of life for citizens of Laredo and
South Texas. Nixon is Past President of the Laredo Chamber of Conimerce as well as the Laredo Development Foundation, He is also a
founding member of the Association of South Texas Conumunities and the Alliance for Security and Trade, bipartisan organizations for
the betterment of South Texas. Nixon currently serves on the Board of Visilors of M.D. Anderson Cancer Center in Houston, TX.

Nixon is a graduate of the University of Texas. He is married to Elma “Bavi” H. Nixon, and has three children: Denise Nixon Bunk,
Jonathan A. Nixon and Kristina E. Nixon Netzer: and four grandchildren, Samantha Rose Bunk, Charles Davis Bunk, Jonathan Dennis
Nixon, and Sebastian Rolf Nixon.

P.O. Drawer 1359 Laredo, TX 78042-1359 956/722-7611 Telex 703-735 Fax 956/726-6635
Member FDIC/Internatlonal Bancshares Corporatian
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International Bancshares -
Corporation

February 1, 2010

Josephine J. Tao, Assistant Director, Division of Trading and Markets
Matthew Sparkes, Staff Attorney, Division of Trading and Markets
Susan Petersen, Special Counsel, Division of Trading and Markets
Securities and Exchange Commission

100 F Street, NE

Washington, DC 20549-6628

Ladies and Gentlemen,

The purpose of this letter is to supplement the information that I presented at the meeting
held on November 3, 2009 that was organized by the American Bankers Association and
attended by a number of financial institutions to discuss the abuses of short traders and the
negative impact of such trading on financial institutions. Iam the President, CEO and Chairman
of the Board of International Bancshares Corporation (*IBC”), which is a publicly-traded $11.4
billion multi-bank financial holding company headquartered in Laredo, Texas.

As I discussed at the meeting, during 2009, IBC’s short volume increased to a high of
over 11 million shares, an increase of 891%. At its peak, short sellers represented over 21% of
IBC’s generally accepted float, and drove IBC’s stock price from over $24, to a low of $6.55ina
matter of months. Since the meeting, we have gathered specific data about the fails to deliver in
IBC stock during 2009. This data shows that during the height of the short trading in IBC stock
during March through May of 2009, the fails to deliver were huge. We believe this data reflects
that Rule 204 is not a ly curbing the abuses of s aders ditional action

’ In response to the potentially negative market impact of fails to deliver, the Commission
first adopted Rule 204T in October 2008 and then after noting the significant downward trend in
fails to deliver since the adoption of the temporary rule, the Commission adopted final Rule 204
effective as of July 31, 2009. In Release Number 34-60388 regarding the adoption of the final
rule, the Commission referenced preliminary data that show that fails to deliver under the
temporary Rule 204 declined 56.6% fmm 1.1 billion to 478 million (which we note is still a very
large number.)

the attached two documents detallmg ﬁmls to dehver in IBC stock dunng 2009, The first chart
sets forth every share that failed to deliver during the calendar year, arranged by date, and the
closing price for each day is detailed in the right column of the chart. The second is a graph
illustrating the trading activity in IBC for the 2009 calendar year in gray with the respective fails
to deliver overlaid in orange.

P.O. DRAWER 1359, LAREDO, TEXAS 780421359 (958) 722-7811
! (BC-6011-01 .
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IBC has spent the last year with a team of professionals in educating, investigating and
taking action to prevent what appears to be manipulative short selling in IBC stock. IBC has met
with representatives of the Commission, American Bankers Association, FINRA, Nasdaq and
several members of Congress, and submitted a twenty-two page comment letter dated June 9,
2009 on reinstating the uptick rule and a supplemental comment letter dated June 17, 2009 to tell
IBC's story. 1 also personally attended the Commission’s Securities Lending and Short Sale
Roundtable on September 30, 2009. IBC’s story exemplifies the negative effect short sellers
have on financial institutions and for this reason IBC has continuously asked the government to
vigorously enforce current short selling rules and to adopt further regulations to curb the abuses
of short sellers. The abuses of short sellers can cause the sudden and irrational decline in the
prices of equity securities and the deterioration in investor confidence in our financial markets.

Specifically, we continue to strongly urge the Commission to (1) reinstate the uptick rule
based on the national best bid; (2) institute a “pre-borrow”™ requirement for short sale
transactions; (3) adopt disclosure rules for short sellers which mirror those obligations for long
positions; and (4) take other appropriate measures to curb the abuses by short sellers. It is our
understanding that with respect to such proposed action, it is currently the intention of the
Commission to merely establish a circuit breaker that will go into effect when a stock is down
10% or more and that will then allow shorting only at a price higher than the best bid. The
Commission’s isi uate and will not effectively curb the abuses of short gellers. In
fact, based on the attached IBC stock price data it appears that the circuit breaker would have
only been triggered twice during 2009 and neither of those instances would. have cccurred during
the period when IBC was experiencing the largest amount of fails to deliver.

I continue to strongly urge the Commission to adopt regulatory reform and to take other
appropriate measures to ¢ffectively preclude abusive short seller behavior.

Siny

Dennis Nixon
President, Chief Executive Officer and Chairman
International Bancshares Corporation

28450272
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cc:  The Honorable Kay Bailey Hutchison
United States Senate
284 Ruissell Senate Office Building
- 'Washington, DC 20510-4302

The Honorable John Cornyn
United States Senate

517 Hart Senate Office Building
Washington, DC 20510-4304

The Honorable Ted Kaufman
United States Senate )

383 Russell Senate Office Building
Washington, DC 20510-0801

The Honorable Henry Cuellar

United States House of Representatives
336 Cannon House Office Building
‘Washington, DC 20515-4328

The Honorable Steny Hoyer

United States House of Representatives
1705 Longworth House Office Building
Washington, DC 20515-2005

The Honorable Luis Gutierrez

United States House of Representatives
2266 Rayburn Building

Washington, DC.20515

The Honorable Panl Kanjorski

United States House of Representatives
2188 Raybum House Office Building
Washington, DC 20515-3811

Sarah A. Miller

Senior Vice President
American Bankers Association
1120 Connecticut Ave., NW
‘Washington, DC 20036
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International Bancshares
Corporation

ES/232206

February 8, 2010 3 1; T"fl
= (=4
The Honorable Mary L. Schapiro, Chairman o= o H
The Honorable Kathleen L. Casey, Commissioner 5% el
The Honorable Elisse B. Walter, Commissioner oz =2 m
The Honorable Luis A. Aguilar, Commissioner Qv =
The Honorable Troy A. Paredes, Commissioner c o
United States Securities and Exchange Commission =z ©
100 F. Street, NE
‘Washington, D.C. 20549-0609

Re:

Letter to Staff of the Division of Trading and Markets to supplement information

presented at meeting held on November 3, 2009 to discuss short selling abuses
Dear Chairman and Commissioners:

Please find enclosed herewith for your information a copy of a letter dated February 1, 2010 that I
provided to members of the staff of the Division of Trading and Markets, It supplements the information I

presented at a meeting with them held on November 3, 2009. The meeting was organized by the
American Bankers Association and attended by a number of financial institutions to discuss the abuses of
short traders and the negative impact of such trading on financial institutions. I am the President, CEO
and Chairman of the Board of International Bancshares Corporation (“IBC”), which is a publicly-traded
$11.4 billion multi-bank financial holding company headquartered in Laredo, Texas. I also personally
attended the Commission’s Securities Lending and Short Sale Roundtable on September 30, 2009.

It is our understanding that it is currently the intention of the Commission to establish a circuit
breaker that will go into effect when a stock price is down 10% or more and that will then allow shorting

only at a price higher than the best bid. We stronaly believe the proposed action is inadequate. For this
reason we provided staff with the supplemental informational regarding IBC’s experience with fails to

deliver. The IBC data illustrates that Rule 204 is not adequately curbing the abuses of short traders and
that regulatory measures beyond the proposed circuit breaker are necessary.

We appreciate your commitment and the related time and efforts spent by the staff of the Division
of Trading and Markets to curb abusive short selling activities.

2864659.2

P.0. DRAWER 1358, LAREDO, TEXAS 78042-1359 (956) 722-7611
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September 22, 2009

The Honorable Mary L. Schapiro, Chairman

The Honorable Kathleen L. Casey, Commissioner
The Honorable Elisse B. Walter, Commissioner
The Honorable Luis A. Aguilar, Commissioner
The Honorable Troy A. Paredes, Commissioner
United States Securities and Exchange Commission
100 F. Street, NE

Washington, D.C. 20549-0609

Re:  Securities and Exchange Commission Securities Lending and Short Sale Roundtable, File
Number 4-590.

Dear Chairman and Commissioners:

International Bancshares Corporation (“IBC”) (Nasdaq: IBOC) is a well capitalized
$11.4 billion multi-bank financial holding company headquartered in Laredo, Texas, with more
than 280 facilities and more than 440 ATMs serving 104 communities in Texas and-Oklahoma.
Dennis Nixon, President, Chief Executive Officer and Chairman of the Board of IBC! has been
selected to participate on the Securities and Exchange Commission’s (the “Commission’)
Securities Lending and Short Sale Roundtable (the “Roundtable) panel discussing the
implementation of a pre-borrowing or hard locate rule. This letter is a supplement to Mr.
Nixon’s opening remarks and serves as IBC’s written statement. In short, IBC firmly believes
that short traders should be required to pre-borrow shares before engaging in a short trade and
should have parallel disclosure obligations to long traders.

This year IBC has been (i) ranked the number one Hispanic-owned financial institution
by the Hispanic Business Magazine for the fourth consecutive year, (ii) ranked 11th by the ABA
Banking Journal’s 2009 rankings of Banking’s Top Performers, (iii) ranked 18th on Bank
Director Magazine’s Bank Performance Scorecard of Top 150 Banks and Thrifts in the United
States, and (iv) selected as a participant on the FDIC’s community bank advisory committee.
While IBC’s banking operations have not been immune from the effects of the economic
downturn, it has been one of the best performers among its peers, experiencing a record of over
136 consecutive quarters of continuous profitability. Having experienced economic downturns
in the past in Texas, such as the 1980 oil bust, IBC expected an impact to its stock price given
the financial crisis. However, no one expected that short sellers would be able to severely detach
IBC’s fundamental value from its trading price.

IBC has spent the last six months with a team of professionals in educating, investigating
and taking action to prevent what appears to be manipulative short selling in IBC stock. IBC has
met personally with the Commission, ABA, FINRA, the Nasdaq and several members of
Congress to explain the negative effect short sellers can have on financial institutions.
Additionally, IBC submitted a twenty-two page comment letter dated June 9, 2009 (attached

! Mr. Nixon’s biography is attached hereto as Exhibit A.




hereto as Exhibit B) on reinstating the uptick rule which called for the Commission to (1)
vigorously enforce current short selling rules; (2) institute a “pre-borrow” requirement for short
sale transactions; (3) promulgate disclosure rules for short sellers which mirror those obligations
for long positions; (4) investigate the impact of the market maker exemption from the “locate”
rule exemption under Regulation SHO in connection with the potential abuse of the
clearing/settlement process creating naked short positions; and (5) promulgate rules which would
require brokers to allocate lent stocks to specific margin account holders and disclose to the
margin account holder of a loss of voting for those shares. In a supplemental comment letter
dated June 17, 2009 (attached hereto as Exhibit C), IBC urged the Commission to promulgate
rules to address the lack of reporting and transparency in which short sellers operate. IBC has
also submitted letters to bank regulators requesting their investigation into how short sellers may
be violating certain bank regulatory laws. All of these efforts have involved substantial expense
of both time and money to better protect IBC’s shareholders, depositors and the communities it
serves.

Since the beginning of the year, IBC’s short volume has increased to a high of over 11
million shares, an increase of 891%. At its peak, short sellers represented over 21% of IBC’s
generally accepted float, and drove IBC’s stock price from over $24, to a low of $6.55 in a
matter of months. Coincidentally, on the same day IBC’s stock price reached its all-time low, a
negative analyst report/blog posting was issued by a well-known short seller encouraging other
short sellers to short IBC. That trading day was IBC’s all-time second largest day of trading
volume. Ironically, that same day IBC saw more buyers for its common stock than sellers, but
its stock price still dropped to $6.55. Subsequently, another blog was posted, again,
coincidentally, on IBC’s third all-time largest trading volume day. As if two coincidences were
not enough, Nasdaq has since informed IBC that it appears that a group of short sellers curiously
took their positions in IBC shortly before the first blog entry and have remained there since,
which is an abnormally long time. Attached as Exhibit D and E are two charts which show the
dramatic impact the short sellers have had on IBC.

IBC believes short sellers provide little value to the market outside of legitimate market
making activities. The current rules allow for naked shorting of a stock within a three day
window, but only classify the trade as “naked” once there is a failure to deliver. IBC believes a
true “naked” short position is created when a short seller sells a stock without first borrowing the
security. IBC has yet to be convinced why the current three-day delivery time should be
allowed. IBC believes the Commission should modify Regulation SHO, Rule 203 and Rule 204T to
require that all short sales be “pre-borrowed.”

Regulation SHO, Rule 203, requires that short sellers either (i) have borrowed (“pre-
borrowed”) or entered into a bona fide arrangement to borrow the security, or (ii) have reasonable
grounds to believe the security can be borrowed before the settlement date. The Commission has
defined a “naked” short sale to mean when a security is not delivered on settlement date.> However
IBC believes a true “naked” short position is created when a short seller sells a stock without first
borrowing the security. The current rules allow for a true naked short if a seller can conjure up
“reasonable grounds” for not pre-borrowing the stock. By documenting a “reasonable ground,” the

* See also Robert Brooks and Clay M. Moffett, The Naked Truth: Examining Prevailing Practices in Short Sales and
the Resultant Voter Disenfranchisement, THE JOURNAL OF TRADING, 46, 47 (2008).




short seller is allowed to have a naked short for three days. The Commission does not consider these
short-term naked shorts a problem until the fourth day, if the stock is not delivered. On the fourth
day, the Commission equates a failure to deliver to the creation of a “naked” short position.

IBC believes that the three day location window provides a loophole for manipulative short
selling activity. For three days, a true naked short sale goes undetected and the short seller has a
window in which they can add extra downward momentum on a stock, because without being forced
to borrow the shares first, traders can short a limitless amount of stock. Additionally, pre-borrowing
eliminates the probability that a stock lender will lend out the same shares to several different
traders.’>  While the current rules reduce the timeframe for short sellers to engage in manipulative
strategies before being identified, IBC still believes that manipulative strategies, used prior to the
more stringent rules, can still take place, albeit now in a shorter timeframe.

Furthermore, IBC believes that the current three day window allows for related third parties
to “cycle” their short interest positions within the window and prevent a failure to deliver on the
fourth day. This means that the reports on failure to delivers could be understated and large naked
short positions may still exist. IBC’s stock has seen a significant rise in the trading volume of its
common stock. Since January 29, 2009, IBC’s trading volume has been abnormally high. IBC was
listed in the S&P Midcap 400 on February 2, 2009, but this volume has remained higher for an
abnormally longer period of time than what firms typically experience upon being listed. Since the
beginning of the year, IBC’s short interest has grown 860% to over 21% of IBC’s recognized float.
Exhibit C shows the dramatic shift in IBC’s volume and short interest trend. IBC believes that this
increase in volume may represent evidence of the “cycling” of short positions between related
parties, and IBC is advocating greater transparency into short sellers and their interests so that the
market can identify whether sudden volume changes are based on market fundamentals or short
seller manipulation.

Lastly, IBC sees no need for any window to locate shares given the significant impact of
technology on the market, such as the dematerialization of stock certificates. Since certificates are
moved electronically instead of physically, short sellers are able to locate shares immediately prior to
engaging in a short position. While there may be an opportunity cost associated with searching for
the security, that cost is likely small. Thus, a pre-borrowing requirement will not reduce efficiencies
in the market. IBC does, however, recognize that there should be an exception for market makers,
but only with clear guidance on legitimate market making activities provided by the Commission.
IBC asks that the Commission re-examine the three day window under Rule 203 and 204T, and
promulgate a “pre-borrowing” requirement for all short sales.

? See Liz Moyer, Curbing Short-Selling Abuse, FORBES (July 15, 2008).
* This observation was made by an official at NASDAQ, Frank Hatheway, Senior Vice President and Chief
Economist on May 27, 2009.
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L£IBC BANK.

Dennis E. Nixon
President & CEO, International Bank of Commerce — Laredo, Texas
Chairman, International Bancshares Corporation

As the principal architect behind the unprecedented growth of International Bancshares Corporation and International Bank of Cominerce,
Dennis E. Nixon is widely recognized as one of the nation’s leading banking authorities and executives. Since joining IBC in 1975,
Nixon has been instrumental in International Bancshares Corporation’s ranking as the largest minority-owned bank organization in the
continental United States. Nixon’s knowledge in all areas of banking was pivotal in the development of IBC’s extensive acquisition
and expansion efforts. The IBC family of banks has assets of S11.4 billion with 280 full-service branches, and more than 440 ATMs,
throughout 104 communities in Texas and Oklahoma.

IBC’s strategic development designed by Nixon and his leadership team is best summed up in the company’s credo, “We Do More.” The
bank’s outstanding growth and consistent performance with Nixon at the helm is what sets it apart from other institutions. An example
of IBC’s growth is the 7-day full service in-store banking facilities at grocery stores such as H-E-B., Wal-Mart, Kroger, Randall’s and
shopping malls. Nixon’s vision is to expand by providing the convenience of banking where people shop.

Internationally, Nixon was instrumental in the passage of the North American Free Trade Agreement. In May of 2008, IBC was recognized
with the United States-Mexico Chamber of Commerce’s Good Neighbor Award for the bank’s contribution to the passage of NAFTA,
on its 15th anniversary. Nixon has also been actively involved in its financial development, which has occurred between the U.S. and
Mexico.

Nixon’s approach to banking, in which all customers large and small are cherished, is that which he describes as “local.” This unorthodox
business environment has been achieved through years of building outstanding rapport with the communities IBC serves. This is clearly
visible as he is avidly involved in the community and gives of his time willingly. Nixon promotes generosity and volunteerism from his
employees by encouraging them to participate in charitable events. Through his selfless example, almost 70 percent of IBC employees
participate in civic activities with various non-profit organizations. This commitment resulted in IBC receiving the Governor’s Volunteer
Award for the State of Texas.

For his outstanding generosity, United Way honored Nixon with its acclaimed Platinum Corazén Award. His myriad of civic involvements,
awards and recognitions have been on a national and international level. Other recognitions include the Junior Achievement Business
Hall of Fame Award, the Paul Harris Fellow Award given by Rotary International for outstanding community service, and the Eleanor
Roosevelt Humanities Award given by the State of Israel for outstanding services to humanity. In 2006, Dennis Nixon was inducted into
the prestigious Texas Business Hall of Fame. In 2007, he was elected to serve on the board of directors of the United States Chamber of
Commerce, and in 2008 he received the International Citizen Award from the World Affairs Council of San Antonio. Recently, he was
selected to be the recipient of the Mr. South Texas 2010 honor by the Washington’s Birthday Celebration Association.

Other civic activities that Nixon participates in include the American Heart Association, the American Cancer Society, the Boys and Girls
Club of Laredo, United Way of Laredo and other similar organizations to improve the health and quality of life for citizens of Laredo and
South Texas. Nixon is Past President of the Laredo Chamber of Commerce as well as the Laredo Development Foundation. He is also a
founding member of the Association of South Texas Communities and the Alliance for Security and Trade, bipartisan organizations for
the betterment of South Texas. Nixon currently serves on the Board of Visitors of M.D. Anderson Cancer Center in Houston, TX.

Nixon is a graduate of the University of Texas. He is married to Elma “Bavi” H. Nixon, and has three children: Denise Nixon Bunk,
Jonathan A. Nixon and Kristina E. Nixon Netzer; and four grandchildren, Samantha Rose Bunk, Charles Davis Bunk, Jonathan Dennis
Nixon, and Sebastian Rolf Nixon.

P.O. Drawer 1359 Laredo, TX 78042-1359 956/722-7611 Telex 703-735 Fax 956/726-6635
Member FDIC/International Bancshares Corporation
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June 9, 2009

The Honorable Mary L. Schapiro, Chairman
The Honorable Kathleen L. Casey, Commissioner
The Honorable Elisse B. Walter, Commissioner
The Honorable Luis A. Aguilar, Commissioner

- The Honorable Troy A. Paredes, Commissioner
United States Securities and Exchange Commission
100 F. Street, NE :
Washington, D.C. 20549-0609

Re:  Securities and Exchange Commission Release No. 34-59748; File No. 87-08-09 (the
“Proposed SHO Amendments’™)

" Dear Chairmah and Commissioners:

International Bancshares Corporation (“IBC™),! respectfully submits this letter (the “Leffer™) in
response to the above release.” IBC-fully supports the Commission’s proposed rule to amend
Regulation SHO under the Exchange Act of 1934 (the “Exchange Act”) to adopt a ‘modified
uptick rule based on the National Best Bid, and adopt a circuit breaker rule that would halt any
increases in short positions in a particular security that suffers a ten percent (10%) intraday-
decline. In addition to the Commission’s call for comments on reinstating an uptick rule and
creating circuit breakers, IBC also respectfully asks the Commission to: (1) vigorously enforce
the carrent short selling rules; (2) institute a “pre-borrow” requirement for short sale transactions,
or at the very least, make Rule 204T permanent; (3) promulgate disclosure rules for short sellers
which mirror those obligations for long positions, (4) investigate the impact of the market maker
exemption from the “locate” rule exemption under Regulation SHO in connection with the
potential abuse of the clearing/settlement process creating naked short positions, and (5)
promulgate rules which would require brokers to allocate lent stocks to specific margin account -
holders and disclose to the margin account holder of a loss of voting for those shares.

INTRODUCTION
In Iuly 2007, the Com:msﬁon eliminated Rule 10a-1-under the Excﬁange Act (the “Uptick

Rule)? The elimination of the Uptick Rule came after a pliot program, temporarily suspending
the Uptick Rule for certain securities (the “Pilot Program”)." The Pilot Program aliowed the

! (NASDAQ: IBQC) is 2 $12.4 billion mmlti-bank financial holding company headquarﬁared in Laredo, Texas, with
over 265 facilities and over 420 ATMs serving more than 101 communities in Texas and Oklahoma

? Exchange Act Release No. 34-59748 (April 8, 2009).
* Exchange Act Release No. 34-55970 (June 28, 2007) (“Uptick Elimination Release”).
* Bxchange Act Release No. 50104 (July 28, 2004). .
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Commission’s Office of Economic Anaiysm (“OEfi”) to gather and examine market and trading

data from May 2, 2005 to August 6, 2007.° Additionally, several acadenucs released studies
analyzing the data from the Pilot Program and its impact on the markets.® The authors of these

reports were invited by the Comsszon to participate in a public roundtable on the Pilot

Program (the “Pilot Roundtable”)” Based on the aforementloned reports, and the Pilot

Roundtable, the Commission ehmmated the Uptick Rule.®

Since the Uptick Rule’s elimination, the market has experienced extreme volatility and steep
price declines in certain financial stocks, including IBC, all significantly due in part to the
actions of short sellers. One trader noted that the removal of the Uptick Rule was “an
aphrodisiac for volatility. *? The actions of these short sellers have eroded investor confidence,
put market fundamentals out of balance and have disrupted the integrity and stability of our
financial system. This has prompted investors to request that the Commission reinstate the
Uptick Rule, including issuers, academics and members of Congress, .culminating in over 4,000
requests received by the Commission’s Office of Investor Education and Advocacy. '

On April 8, 2009, the Commission had an open meeting to discuss whether to propose reinstating
the Uptick Rule, or some version thereof. In a unanimous decision, the Commission voted to
release the Proposed SHO Amendments and seek public comment on whether short sale price -
restrictions, circuit breaker restrictions or some combination thereof should be imposed.

DISCUSSION

IBC believes that short sellers provide no benefit to the marketplace and in fact create a Las
Vegas style gambling environment. Therefore, short sales should be prohibited in their entirety,
except for certain “bona fide market making activities” by market makers pursuant to specific
guidance promulgated by the Commission. However, recognizing that the Commlsswn has long
held the view that short selling provides the market with important benefits,'® IBC strongly
supports the Commission’s proposal to institute a form of the Uptick Rule.

IBC is a well capitalized $12.4 billion multi-bank ﬁnanmal holding company headquartered in
Laredo, Texas, with over 265 facilities and over 420 ATMs serving more than 101 communities -
in Texas and Oklahoma: On December 23, 2008, IBC took TARP funds at the federal
government’s request. IBC chose to participate in the Troubled Asset Relief Program (“TARP”),
through the Capital Purchase Program (“CPP”), even though IBC was well capitalized. Since the

? Office of Economic Analysis, Securities and Exchange Commission, Ecoromic Analvms of the Short Sale Price
Restrictions under Regulation SHO Pilot, (September 14, 2006). - :
® See, Karl Diether, Kuan Hui Les and Tngrid M. Werner, Its SHO Time! Short-Sale Price-Tests and Market Quality,
June 20, 2006; Gordon J. Afexander and Mark A. Peterson, (How) Do Price Tests Affect Short Selling?, May 23,
2006 J. Julie Wis, Uptick Rule, Short Selling and Price Efficiency, August 14, 2006.
-7 For a transcript of the Pilot Roandtable, see Securities and Exchange Commission, Roundtable on the Regulation
SHQ Pilot, September 15, 2006 (amiended September 29, 2006).

% See Upti Uptick Elimination Release. )

® Aaron Luccheiti and Peter A. McKay, Rule Change Ticks Off Some Traders, THE WALL STREET JOURNAL (Augast

14, 2007).
0 See id. at 9 (noting that the Commlssmn believes that short se]hng adds market liquidity and pricing efficiency).
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CPP was designed to only be offered to sound financial institutions with solid regulatory ratings
and was encouraged by the bank regulators and the U.S. Department of the Treasury (the
“Treasury”), IBC deemed it prudent to participate and issued $216 million of preferred stock to
the Treasury. Since that time, IBC has experienced an artificial disconnect between IBC’s stock
price and market fundamentals, due in significant part to speculative short sellers:

IBC has experienced “economically significant” harm since the elimination of the Uptick Rule.
IBC saw a 188% increase in shott interest from February 13, 2009 to March 31, 2009, resulting
in a stock price decline of 54.31% during that time. Total short interest in IBC exceeded 20% of
IBC’s recognized ﬂoat at the March 31, 2009 report date, and has remained above 20% since the
March 31% report.!” During this time, the overall stock market experienced a 10.8% increase in’
short interest on the NYSE, a 4.4% increase over the same period on the NASDAQ,12 and the
financial sector, as represented by the S&P 500 Financial Sector Index, experienced a 4.65%
stock price decline.

On March 23, 2009, IBC was the victim of a misleading short seller’s analyst report,’? which
- was used to negatively impact IBC’s stock price and encouraged other short sellers to short sell
IBC stock. On that same day, IBC saw more buyers for its common stock than sellers; however;,
its stock price dropped 12.58% to $6.55, its 52-week low. If IBC’s shares were not being
manipulated via short sellers, normal supply and demand principles would have dictated a
higher, rather than lower, stock price. A second misleading report by the same analyst was
published on April 30, 2009.1* Suspiciously, IBC experienced its second and third highest day of
trading volume of all-time on the days the two misleading reports were issued. The only higher
trading volume day was the date in which institutional buyers purchased shares ahead of IBC’s
listing in the S&P Midcap 400 Index. All of these actions, which have served to artificially drive
down the stock price of IBC, have led to long term investors and depositors questioning the
financial stability of IBC. NASDAQ assisted . IBC in reporting the misleading short trader
reports to FINRA and an investigation is pending. IBC currently has very minimal legitimate
analyst coverage, and IBC believes this lack of coverage combined with its relatively smaller
market cap and smaller number of shares outstanding make it a prime target for manipulative
short selling strategies, such as the misleading March 23" and April 30® short sei]er analyst

reports. . '

IBC’s recent stock price volatility does not reflect the market fundamentals underlying IBC’s
business. In February 2009, the Bamk Director Magazine ranked IBC 18" i its Bank
Performance Scorecard of Top 150 Banks and Thrifts in the United States. In 2008, the Hispanic -
Business Magazine recognized IBC as the number one Hispanic-owned financial institution in
the country. Standard & Poor’s rated IBC in the 94th percentile in its Investability Quotient -

' As reported on www.nasdaqg.com (last visited May 27, 2009).

2 March 24, 2009 Reuter’s article, “Short Stocks: Bets Build Against Banks, Tech.”

©* See Citron Research, Citron examines International Bancshares (NASDAQ:IBOC), March 23, 2009, available at
http:/fwww.citronresearch.com/index. php/2009/03/23/ (last visited June 4, 2009).

' See Citron Research, IBOC, Either The Best Operated Bank In America, or a Bank with Something To Hide..yon

decide, Aprit 30, 2009, available at http://www.citronresearch. com/index. php/2009/04/30/ (last visited June 4,
2009).
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Percentile on March 28, 2009, which describes how good a company’s medium to long-term
return potential is relative to the entire S&P. However, this same report noted that IBC’s
technical evaluation was bearish, ranking 6 out of 100 (100 indicates a bullish indicator). This
report exemplifies that the stock trading price of the company was disconnected from IBC’s
fundamental value. IBC behieves this dlsconnect was due in significant part to speculative short
sellers.

Historically, IBC has had an ongoing stock repurchase program. IBC was required to terminate
the stock repurchase program in connection with participating in TARP. IBC believes the
inability to repurchase its common stock made it more vulnerable to the short traders’ efforts to
drive down the stock-price.

On March 27, 2009, IBC sought consent from the Treasury to use some or all of its regular
dividend funds to repurchase common stock. In the consent request, IBC explained how its
stock price had fallen precipitously in connection with the steep rise in short-interest trading
since IBC became a TARP participant. IBC further explained that the depressed stock price
greatly impaired IBC’s capital raising ability, created reputational damage and had other untold
collateral consequences. IBC is the largest Hispanic bank in the continental United States and
the damage to IBC’s stock price has harmed the minority employees, customers, shareholders
and communities that IBC serves. On April 7, 2009, the Treasury consented to IBC’s request.
Although the ability to repurchase some of its common stock should help IBC defend itself
against the short sellers, IBC is now fully aware of the devastating effect that unrestrained short -
sellers can have on a company. IBC firmly believes there should be more reporting and
restraints with respect to short sellers as it is impossible to even determine who is short selling.

As of May 15, 2009, IBC’s short volume had increased over 860% to 11,311,974 total shares
shorted from the beginning of the year, at which time IBC had a total of 1,177,937 shares short.
This short interest now represents 21% of IBC’s recognized float and has driven IBC’s stock
price from a 52-week high of $35.80 prior to taking TARP funds, to a 52-week low of $6.55 in
March 2009. IBC believes its actual float amounts are much lower than those reflected in the
recognized float, such that the percent of short interest is even greater, based on the amount of
shares of IBC that are traded. IBC believes that its true “float,” the amount of shares that are
able to be shorted, is less than 30 million shares, making the true short interest closer to 37%. °
IBC notes that it was included in the S&P Midcap 400 Index as of Febfuary 2, 2009, and while
the listing may have played a role in the increase of short interest in IBC NASDAQ has
indicated that IBC’s sustained increase in volume since the listing is abnormai

All of this market data evidences that short sellers have negatively impacted IBC’s share price.
The damage that irrational, sudden and excessive fluctuations of securities prices can create is
more severe with respect to financial institutions. Unfounded rumors made for the purpose of
driving down financial institutions’ share prices can create an ill-founded concern regarding the
financial stability of the financial institution. It is important to note that damage to confidence in
the financial sector presents a systemic risk to the economy. The Commission noted in the

'S per conversation with Frank ¥atheway, Senior Vice President and Chief Economist on May 27, 2009.
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Proposed SHO Amendments, that “[sJuch rapid and steep price declines can give rise to
questions about the underlying financial condition of an institution, which in turn can erode
confidence even without an underlying financial basis.”’® IBC’s battle with short sellers
exemplifies the Commission’s concern. As more and more companies lose analyst coverage,
short sellers will have the ability to manipulate stock prices much easier, due to a lack of -
independent information to offset any manipulative reports used.!” The ability for a short seller
to issue a negative report and spread it like wildfire over the internet is devastating. Under the
current rules, companies do not have the ability to protect themselves from this sort of attack.

In addition, the Commission’s own actions have indicated that it believes short selling poses a -
serious risk. In July 2008, the Commission issued an emergency order to impose borrowing and
delivery requirements on short sales of equity securities of financial institutions.'® This initial
emergency order had little effect on the Commission’s concern that short sellers were having a
negative impact on financial institutions.”” Even with the July short sale restrictions, Lehman
Brothers saw its stock price plummet fifty-two percent (52%) on September-9, 2008, and another
forty-two percent (42%) on September 11, 2008, This decline was partly due to exposure to the
subprime crisis, but was exdcerbated by false rumors and short sellers. Lehman Brothers
exemplifies how short sellers can cause counterparties and investors to lose confidence in a
financial institution, which in turn can iead to a systemic risk to the entire financial system. The
Commission recognized this risk and on September 18, 2008, the Commission issued another
emergency order prohibiting short selling in the publicly traded securities of certain financial
institutions and other securities (the “Short Sale Ban™), including IBC.*°

The combination of the Commission’s heightened concerns regarding financial institutions and
actions regarding short sellers and the negative impact short sellers have had on IBC, outweighs
all of the “economically insignificant” conclusions that the Commission relied on to eliminate
the Uptick Rule originally. Therefore, IBC strongly urges the Commission to adopt a modified
uptick rule based on the National Best Bid, which should apply at all times, and a circuit breaker
which would halt any increase of a short position upon a ten percent (10%) intraday decline of an
issuer’s stock price. In addition, IBC strongly urges the Commission to (1) vigorously enforce
the current short selling rules; (2) institute a “pre-borrow” requirement for short sale transactions,
or at the very least, make Rule 204T permanent; (3) promulgate disclosure rules for short sellers
which mirror those obligations for long positions, (4) investigate the impact of the market maker
exemption from the “locate” rule exemption under Regulation SHO in corinection with the
potential abuse of the clearing/setilement process creating naked short positions, and (5)
promulgate rules which would require brokers to allocate lent stocks to specific margin account
holders and disclose to the margin account holder of a loss of voting for those shares.

_16 See Proposed SHO Amendments at 22 (citing Exchange Act Release No. 34-58166 (July 15, 2008) (“Short Sale
Emergency Ban Order”™), and Exchange Act Release No. 34-58752 (Sept. 17, 2008)). )
7 See Jeff D. Opdyke and Annelena Lobb, MIA Analysts Give Compapies Worries, THE WALL STREET JOURNAL
(May 26, 2009) (noting that layoffs, attrition, retirement or brokerage firms moving analysts around is leading to
- more companies losing analyst coverage).
' See Short Sale Emergency Ban Order.
* ¥ See Proposed SHO Amendments, at 21.-
2 See Exchange Act Release No. 58592 (September 18, 2008).
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1. The Commission should ensase in more agosressive enforcement of short selling

regulations to root out and prosecute manipulative short selling activities.

The U.S. Office of Inspector General (“OIG™) released a report that showed the Commission’s
enforcement of short seller rules was inadequate, under the previous administration.! The OIG
noted that no procedures were in place at the Commission’s Division of Enforcement to identify,
address and effectively respond to manipulative short selling® "Regulation SHO has recently
been amended to tighten delivery requirements for shares that are shorted; however, these
amendments are effective only to the extent they are enforced. The Commission, under the
current administration, did not concur with the OIG’s recommendations.” IBC believes that the
OIG’s recommendations are critical to enforcing short seller rules. For example, IBC believes
that the Commission should develop procedures to triage naked and manipulative short selling
complaints.”* Rumor mongering, short and distort schemes, and abusive naked short selling
present a systemic risk to the market when they are used against financial institutions. IBC urges
the Commission to adopt written triage policies which put complaints against financial
institutions through a more stringent review process.

The Commission has taken steps to curb short selling by tightening rules on short sellers.
However, for those rules to be effective, they must be immediately and aggressively enforced. .
Therefore, IBC urges the Commission to adopt procedures to effectively enforce Regulation
SHO, and to also adopt IBC’s recommendations discussed below to create additional restrictions
on short sellers and potentially manipulative short seller strategies.

2. The Commission should modify Regulation SHO, Rule 203 and Rule 204T to

reguire all short sales be “pre-borrowed.”

Regﬁiaﬁon SHO, Rule 203, requires that shoﬁ sellers either (i) have borrowed (“pre-borrowed”)
or entered into a bona fide arrangement to borrow the security, or (ii) have reasonable grounds to
believe the security can be borrowed before the settlement date. As discussed below in greater
detail, the Commlssmn has defined a “naked” short sale to mean when a secunty is not delivered
on settlement date.” However, IBC believes a true “naked” short position is created when a
short seller sells a stock without first borrowing the security. The current rules allow for a true
naked short if a seller can conjure up “reasonable grounds” for not pre-borrowing the stock. By
documenting a “reasonable ground,” the short seller is allowed to have a paked short for three
days. The Commission does not consider these short-term naked shorts a problem until the
fourth day, if the stock is not delivered. On the fourth day, the Commission equates a failure to
deliver to the creation of a “naked” short position,

#! See Office of Inspector General, Office of Audits, Practices Related tfo Naked Short Selling Complaints and
Referrals, March 18, 2009 (noting that between January 1, 2007 through June 1, 208 only 123 out of over 5,000
short sefling complaints were furiher investigated, but no enforcement actions were ever brought).
22

See id. at iii.

23
See id. at 40.
% As was noted in the OIG’s report but was not agreed with the by Commission, see id. at 38 and 40.

* See supra note 50 thorough 54, and accompanying text.
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IBC believes that the three day location window provides a loophole for manipulative short
selling activity. For three days, a naked short sale goes undetected and the short seller has a
window in which they can add extra downward momentum on a stock, because without being
forced to borrow the shares first, traders can short a limitless amount of stock. Additionally, pre-
borrowing eliminates the probability that a stock lender will lend out the same shares to several
different traders.”® While the current rules reduce the timeframe for short sellers to engage in
manipulative strategies before being identified, IBC still believes that manipulative strategies,
used prior to the more stringent rules, can still take place, albeit now in a shorter timeframe.

Furthermore, IBC believes that the current three day window allows for related third parties to

-“churn” their short interest positions within the window and prevent a failure to deliver on the
fourth day. This means that the reports on failure to delivers could be understated and large
naked short positions may still exist. IBC’s stock has seen a significant rise in the trading
volume of its common stock. Since January 29, 2009, IBC’s trading volume has been
abnormally high. IBC was listed in the S&P Midcap 400 on February 2, 2009, but this volume
‘has remained hlgher or an abnormally longer period of time than what firms typically experience
upon being listed.”” Since the beginning of the year, IBC’s short interest has grown 860% to
over 21% of IBC’s recognized float. Exhibit A shows the dramatic shift in IBC’s volume and
short interest trend.  While IBC does not have any proof, due to the lack of transparency into
short sellers and their interests, IBC believes that this increase in volume may represent evidence
of the “churning” of short positions. By moving a short position back and forth between two
parties, a truc naked short position could be created, yet never become a failure to deliver.
Therefore, naked short sellers may exist within the current legal framework, but the current legal
framework doesn’t provide the protection it was intended to offer, due to this three day window.

Lastly, IBC sees no need for any window to locate shares given the significant impact of
technology on the market, such as the dematerialization of stock certificates. Since certificates
are moved electronically instead of physically, short sellers are able to locate shares immediately
prior to engaging in a short position. While there may be an opportunity cost associated with
searching for the security, that cost is likely small. Thus, a pre-borrowing requirement will not
reduce efficiencies in the market. IBC does, however, recognize that there should be an
exception for market makers, but only with clear guidance on legitimate market making activities
provided by the Commission. Therefore, IBC asks that the Commission re-examine the three
day window under Rule 203 and 204T, and promulgate a “pre-borrowing” requirement for all
short sales. -

3. The Commission should adopt regulations to reguire disclosure of shert positions

which mirror requirements for long positions.

IBC argﬁes that the Commission should consider amending Regulation SHO to require
disclosure of short positions that mirror the disclosure for long positions. IBC asks the

% See Liz Moyer Curbing Short- SellmgAbuse Forars {July 15, 2068).
7 As mentioned in note 15, this observation was made by an official at NASDAQ.
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. Commission to promulgate disclosure rules which trigger reporting requirements mirroring

" Exchange Act Section 13(d) for those with short economic interests in an equity security, either
by (i) amending Exchange Act Rule 13d-3, or (ii) adding a similar provision in Regulation SHO.
IBC notes derivative transactions should be disclosed as well, due to the high use of options and
futures contracts to effectuate short economic interests outside of direct short and long positions

in the underlying securities.

Currently, short interests and derivative transactions are hidden from issuers and investors.
Section 13(d) of the Exchange Act was promulgated to regulate the amount of information
asymmetry in the marketplace. Sizeable economic interests in a company, be it a long economic

position or short economic position, can affect the price of a stock and corporate control.
Commentators have noted that short sellers are taking on activist roles in corporate governance

and policy.?® If an activist held a significant long position, Section 13(d) would require certain

disclosures to inform the other security holders, and thus, reduce information asymmetry in the

marketplace. However, the current regulations allow a short seller activist with the same:

' economic position to remain anonymous simply because they are short. The current regulatory

scheme for the disclosure of long economic positions versus short economic positions is one-

sided and has eroded the overall effectiveness of Section 13(d) by creatmg information

asynumetry based on the type of economic position held.

Under the current rules, the short positions in IBC stock are hidden behind a veil of secrecy,
unlike long economic positions. IBC’s current short interest is over 21% of IBC’s recognized
float, yet the current disclosure rules do not require any transparency by those short sellers. Per
information provided from NASDAQ, a sizeable short position was initiated in IBC the last two
weeks of February 2009. During this timeframe, IBC’s short interest doubled, but due to the
current disclosure requirements, the holder of this position was not required to disclose anything
to IBC and its investors. Furthermore, as noted earlier, IBC’s second and third highest days of
trading volume occurred on the same days as a misleading analyst report was released. The
current rules allow short sellers, whether acting in concert or not, to remain completely
anonymous. Due to the one sided disclosure requirements, IBC and its investors do not know
whether any short sellers hold sizeable short interests or their intentions; however, all holders
know information for significant long positions.

This information asymmetry leads fo uncertainty for investors. Due to the fact that IBC is a
financial institution, this information asymmetry could pose a systemic risk to IBC and other
financial institutions experiencing similar short interest growth. Thus, IBC asks that the
Commission adopt a disclosure prowsmn under Section 13(d) or under Regulation SHO, for
short economic positions, mirroring the disclosure reqmrements for long economic positions
under Section 13(d). Disclosure rules for specific economic interests shouid be parallel for both
long and short posmons and should not only be limited to significant long interests. :

4. The Commlssmn should adopt the Modlﬁed Uptick Rule based on the National Best

~® Theodore N. Mirvis, Adam O. Emmerich, and Adam M. Gogolak, Beneficial Ownership of Equity Derivatives
and Short Positions- A Modest Proposal to Bring the 13D Reporting System into the 21% Century, Wachtell, Lipton,
Rosen & Katz Memorandum (March 3, 2008).
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Bid.

IBC strongly supports the Commission’s proposal to institute Proposed Rule 201(b)(1)f* and
Proposed Rule 201(a)(2),’® establishing a modified uptick rule based on the national best bid
(“Best Bid Uptick Rule”). The Commission’s Proposed SHO Amendments called for empirical
data regarding the costs and benefits of reinstating short sales price tests. IBC believes that the
empirical data used by the Commission to eliminate the Uptick Rule was economically
inconclusive, and that IBC’s market data, as detailed above, shows conclusive evidence that a
Best Bid Uptick Rule is needed to limit short term speculative short sellers’ ability to negatively
impact stocks. :

A The Uptick Rule was eliminated with no “economically significant” results to
indicate the Uptick Rule was beneficial or dez‘rzmem‘al fo the market.

The reports discussed at the Pilot Roundtable including the report by the OEA and other
academic reports, concluded that the Uptick Rule was no longer necessary. However, this .
conclusion was based upon the absence of any economically significant positive or negative
findings regarding the effect of the Uptick Rule. ‘For example, the OEA found little empirical
justification for maintaining the Uptick Rule for actively traded securities. 3 Specifically, the
OEA found that the Uptick Rule had (1) no impact on daily volatility, (2) limited impact of pnce
distortion, and (3) no impact on market quality or liquidity of actively traded stocks.*
Therefore, the OEA report not only found little justification for maintaining the Uptick Rule, but
also found little justification for eliminating it. Also, outside researchers looked at the data from
the Pilot Program. These academics generally supported the removal of the Uptick Rule with
mixed results, but the underlying results behind their conclusions were ultimately “economically
inconclusive.”

Charles Jones, Professor of Finance at Columbia University, discussed his report at the Pilot
Roundtable. Professor Jones looked at 1932 and the effect of the institution of the Upiick Rule
- on short sellers. He concluded that during this timeframe, liquidity improved while short interest
declined. This appeared to support some sort of short seller restriction; however, Professor Jones
noted that he could not extrapolate events from that timeframe to the current environment due to
the drastically different market of the Great Depression. IBC argues that the current market
environment represents a similar serious structural market change as that of the Great
Depression; and therefore, is indicative of the positive impact of & short seller restriction can
have during these structural changes. Professor Jones also concluded there was no change in
volatility or volume, nor dzd it have a pnce impact upon the jnstitution of the Uptick Rule

originally.

Pmposed Rule 201(b)(1) provides that “[a] rading center shall estabhsh maintain, and enforce written policies
and procedures reasonably designed to prevent the execution or display of a short sale order in a covered semmty at
a down bid price.” See Proposed SHO Amendments at 248.
3¢ Proposed Rule 201{2)(2) defines “down-bid price” as “a price that is less than the current national best bid or, if
the last differently priced national best bid was greater than the current national best bid, a price that is less than or
equal to the current national best bid.” Id.

M Qee id. at 13.
* Qee id. at 14, nt. 38.
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Professor Ingrid Werner, Professor of Finance at The Ohio State University also presented her
report at the Pilot Roundtable. Professor Ingrid looked at the actual Pilot Program to determine
whether the Uptick Rule had a negative impact on the market. Professor Ingrid concluded that
the Uptick Rule caused a decline in short sales and noted that the elimination may have had a
small effect on liquidity. However, Professor Paul J. Irvine critiqued Professor Werner’s report
and noted that there was. no- “economic significance” to any of Professor Werner’s findings.
Furthermore, Professor Irvine noted that Professor Werner’s report did not discuss what would
have happened during unusual volatility. Thus, Professor Werner’s report doesn’t explain what
benefit or detriment the Uptick Rule would have had in this current economic environment,
which is characterized by extreme volatility.

Lastly, Gordon J. Alexander, Professor of Finance at the University of Minnesota, presented his
report at the Pilot Roundtable which also discussed the impact of the Uptick Rule during the
Pilot Program. Professor Alexander concluded that the Uptick Rule created (1) no change in
short seller trading volume, (2) no change in implied volafility or in any other measure of
. volatility, and (3) no change in market efficiency. Therefore, Professor Alexander concluded
that the data from the Pilot Program did not show whether the Uptick Rule was effective or not.

Thus, the Pilot Roundtable provided no economically significant data to find that the Uptick
Rule was a benefit or defriment to the market. Furthermore, the Pilot Roundtable failed to look
at the economic significance of the Uptick Rule on small vs. large market cap. participants and
also failed to look at so-called outliers. As noted in the Pilot Roundtable, the studies only looked
at the averages of the participants in the study. Lastly, the data set from the Pilot Program was
not representative of the Uptick Rule’s operation during a significant structural change in the
market. Thus, IBC argues that the Pilot Program produced no empirical evidence upon which the
Commission should have relied to eliminate the Uptick Rule in the first place.

The Commission and the Proposed SHO Amendments have asked for empirical data regarding
the cost and benefits of reinstating a short sale price test or imposing a circnit breaker rule and
the impact on the market of reinstating such restrictions—noting that comment letters and
requests thus far had not included any empirical data yet rather provided speculative opinions.
IBC notes that no economically significant data was presented to the Commission when the
Uptick Rule was eliminated, but that the impact of short sales on IBC’s stock price is market data
which shows the Commission should take action.

B Due to a lack of academzc empirical data, and with market data showmg negative
short seiler impact, the Commission should adopt the Best Bid Uptick Rule. |

During the Commission’s proposal regarding eliminating the Uptick Rule and its Proposed SHO
Amendments, the Commission called for empirical data. When eliminating the Uptick Rule, the
Commission received no economically significant data, yet voted to eliminate the Uptick Rule.
IBC sirongly urges the Commission to adopt the Best Bid Uptick Rule in light of the market data
showing the negative impact of unlimited short selling. IBC believes that this rule will help
prevent potentially. abusive or manipulative short selling from irrationally” driving down an
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issuer’s stock price. In the absence of economically significant evidence to the contrary, the
Commission should adopt the Best Bid Uptick Rule in order to protect investors and bolster
investor confidence: The Commission should not only rely on current short sale regulations and
anti-fraud/anti-manipulation provisions of the securities laws to address potentially abusive short
selling. The Commission’s resources are limited, and during a structural market event such as
the current credit crisis, there are too many opportunities for abuse and not enough resources to
monitor all situations. '

IBC supports the adoption of the Best Bid Uptick Rule over a modified uptick rule based on the
last sale price. As the Commission has noted, a modified uptick rule based on the national best
bid is based on information that reflects current levels of buying and selling, as opposed to a last
sale price which reflects past information and is subject to a potential ninety (50) second delay

. window. IBC believes that a Best Bid Uptick Rule, creating a short selling restriction, would
drive relatively uninformed traders out of the pool of shorts, as some academics have found.?
Had the Best Bid Uptick Rule been in effect this year, IBC believes that uninformed, momentum
short sellers would have been driven from the pool of short sellers of IBC’s stock. The Best Bid
Uptick Rule would create an incremental cost which would deter relatively upinformed short
trading, and by removing those uninformed short sellers, IBC believes that informed short sellers
would have still acquired their positions and would have profited based on fundamentals, rather
than from the added return speculative, uninformed short sellers caused in the stock.

While the ?ropose& SHO Amendments call for comments on numerous topics, IBC only .
addresses the following issues, regarding the Best Bid Uptick Rule:

(i) IBC strongly urges the Best Bid Uptick Rule be adopted with no exemption
Jor a broker-dealer engaging in a bona fide market making activity. : ‘

IBC strongly urges the Commission to further investigate the implications of market markers
being exempt from short selling rules. For example, the Commission should provide strict
guidance on what constitutes “bona fide market making activity.” As noted below, the
Commission’s attempt to clarify bona fide activities only clarified that “bona fide activities”
were essentially determined by the market makers. A market maker’s job is to provide liquidity
to the market. In a declining market, the market itself is providing liguidity on the sell side;
therefore, the market maker should provide liguidity on the buy side. IBC believes that no
market maker exemption is necessary to provide greater liguidity in a declining market and the

- Comumission has reported no economically significant data to show otherwise. Therefore, IBC
urges the Commission adopt final rules with no exemption for market makers, or at a minimum
provide strict guidance for the definition of “bona fide market making activities.”

* See Douglas W. Diamond and Robert E. Verrecchia, Constraints on Short Selling and Asset Price Adjiistment to
Private Information, 18 JOURNAL OF FINANCIAL ECONOMICS 277, 279 (1987).
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(ii)  IBC strongly urges the Best Bid Uptick Rule be adopted wz'fh no exemption
Jor trades occurring after regular trading hours in the United States.

Under the Uptick Rule, the Commission interpreted the rule to apply to all trades in covered
securities, regardless of what time the trade occurred.* - Therefore, any short sale "was
constrained to the last sale price reported at closing of the market. If the Commission were to -
adopt the Best Bid Uptick Rule without such a provision, then large market participants would be
able to effectuate their trading strategies during after-hours trading. Thus, the Commission
would create two different trading hours, one set for long positions during the regular hours and
another set for short positions in the after-hours. This bifurcation would eliminaté any possible
benefits of the Best Bid Uptick Rule, and would simply shift the time frames of those
transactions. Thus, IBC wrges the Commission to have the Best Bid Up’uck Rule apply during all
trading time periods.

(iii)  IBC sfrongly urges ‘the Commission adopt the Best Bid Upizck Rule
wszouf a pilot study on the impact of such a rule.

The Commission’s Pﬂot Program was an experiment using the market to determine the
effectiveness of the Uptick Rule. As noted earlier, the results of this experiment were
inconclusive. In the Proposed SHO Amendments, the Commission seeks comment on whether it
should engage in another pilot study to look at reinstituting some form of the Uptick rule. IBC
strongly urges the Commission to forego a pilot program and promptly begin the three month
implementation period.

As various panelists at the Pilot Roundtable discussed, the Pilot Program was unable to show
what would happen during a structural changing event, such as the credit crisis. An additional
pilot study at this point in time will not provide any more guidance on how the removed Uptick
Rule would have performed in the past twelve (12) months. A pilot study is forward looking and
cannot show how the Uptick Rule would have performed, unless those conditions occur again
during the study. Due to the government’s response to the credit crisis, the probability of our
markets experiencing another structural change in the next six (6) to twelve (12) months is low.
Such a study would likely produce litile or no benefit, while the cost of allowing short sellers o
continue unrestricted is large. Therefore, IBC strongly urges the Commission to adopt the Best
Bid Uptick Rule without a pilot study.

5. The Commission should immediately adopt a Circuit Breaker with a prohibition on

short sales once triggered.

In addition to the Best Bid Uptick Rule, IBC strongly urges the Commission to adopt the
proposed circuit breaker halt rule (“Circuit Breaker Halt Rule”). IBC wrges the Commission to
adopt the Circuit Breaker Halt Rule, such that upon a decline of ten percent (10%) in the price of
a particular security, increases in short economic positions in that security, wherever it is traded,
will be temporaniy prohibited. IBC is against a circuit breaker uptick rule, which would apply a

3* See Exchange Act Release No. 48709 (Oct. 28, 2003).
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modified uptibk rule after the decline of some designated percentage, as IBC ﬂiges the
Commission to adopt a Best Bid Uptick Rule which would apply at all times, as discussed above.

IBC believes that a Circuit Breaker Halt Rule would provide the ability to prevent severe “bear
raids.” While most Self Regulated Organizations (“SRO”) have the ability to halt trading in a
security, IBC believes that a uniform circuit breaker is necessary for investor confidence, and to
~ act as a deterrent to bear raids. In addition to the Lehman Brothers example discussed earlier, on
September 8, 2008, United Airlines (“UAL”) shares plummeted 76% due to unfounded rumors
of a bankruptey. Presumably, membeérs of the bear raid on UAL shorted the stock down and then
covered at or around the bottom. Had a Circuit Breaker Halt Rule been involved, IBC believes
the extreme intraday volatility would have been limited and a complete trading halt of UAL
stock would have been averted.

Furthermore, as the Commission has noted,”® a halting in increases of short economic positions
allows the opportunity for invesiors to become aware, and respond to significant market
movements. If a circuit breaker under the Circuit Breaker Halt Rule is triggered, investors would
receive a market signal that would allow them to rationally evaluate if the downturn is due to
fundamentals or short seller speculation. Thus, the Circuit Breaker Halt Rule Weulé provide.
greater investor protection and instill confidence. 36

Regarding specific operation of the Circuit Breaker Halt Rule, IBC sirongly urges the
Commission to impose the Circuit Breaker Halt Rule where a ten percent (10%) decline in the
price of a security would halt all increases in short economic positions for the remainder of the
trading day. IBC agrees with the Commission that a ten percent {10%) decline trigger point,
based on the security’s prior day closing price, is an appropriate level as it is consistent with
current SRO Circuit Breakers.”” Furthermore, the Circuit Breaker Halt Rule provides a balance
between the need to halt manipulative short selling and a market participant’s expectation that
legitimate short selling strategies will be available.

The Commission asked for commenis regarding a circuit breaker’s impact on “bear raids.”*®
IBC believes that by instituting a Circuit Breaker Halt Rule, investors would be able to evaluate
whether the breaker was triggered based on the incorporation of unfavorable information into the
stock price, or if it was triggered due to non-fundamental actions, such as a “bear raid.” If
investors determine that a “bear raid” is occurring, they will be able to adjust their holdings by
taking advantage of this information to purchase more shares at this lower price. This will in
turn push the price back to its fundamental value and counteract the bear raid. This brief halt
will minimize the profitability of all “bear raid” strategies; and thus, deter “bear ra1ds in the

market.

While the Proposed SHO Amendmeﬁts call for comments on numerous topics, IBC only
addresses the following issues, regarding the Circuit Breaker Halt Rule:

*3 See Proposed SHO Amendments at 87 (crcmg Exchange Act Release No 26198 {OGL 19, 1988))
% See Exchange Act Release No. 39846 (April 9, 1998).

%7 See Proposed SHO Amendments at 93.

* See id. at 107.
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A IBC strongly urges the Commission to adopt the Circuit Breaker Halt Rule with a
uniform trigger point and then commission a pilot study io look at different trigger levels for
different stocks, but not commission a general pilot study.

IBC strongly urges the Commission to adopt the Circuit Breaker Halt Rule with a ten percent
(10%} trigger point without a pilot study. IBC believes that immediate action is needed in order
to provide stability in the market and restorc investor confidence. IBC believes that the
Commission should look at conducting a pilot study which varies the triggering levels for
-different types of stocks. IBC suggests the Commission conduct a pilot study to look at the
impact of varying the trigger by market capitalization and by sector. Specifically, the
Commission should look at decreasing the trigger point for financial institutions which pose a
special systemic risk to the economy, and look at decreasing the trigger point for small cap

companies who are hkely most at risk for manipulative short selling strategies, due to a lack of

analyst coverage.

B. . IBC strongly urges the Commission to adopt the Circuit Breaker Halt Rule and
have it be effective throughout the entire Irading day.

The Commission noted that & proposed circuit breaker would not be triggered if there was a-

severe decline in the pnce of any security within thirty (30) minutes of the end of regular trading
hours on any trading day.”® However, IBC strongly urges the Commission to apply the Circuit
Breaker Halt Rule uniformly throughout the day. Just as IBC believes that the Best Bid Uptick
Rule should apply at all times, IBC also believes that by allowing the Circuit Breaker Halt Rule
to be relaxed during the last thirty (30) minutes, short sellers would be encouraged to engage in
speculative strategies during that time frame. As mentioned above, UAL’s stock price was
pushed down in a matter of minutes; therefore, a thirty {30) minute window would allow an
opportunity for speculative short sellers to still effectuate severely manipulative schemes during
that time frame. :

C. IBC sz‘rongly urges the Commission aa’opz‘ the Circuit Breaker Halt Rule without
an exemption for options market markers selling short as part of bona fide market making in
derivatives and hedging activities related to a security subject to a halt.

IBC believes short selling should be stopped in all forms once the Circuit Breaker Halt Rule is
triggered and not allow any exceptions during this time. The reason for implementing a circuit
breaker of any type-is to give investors-the ability to evaluate the market signal of a severe price
decline. Investors during the decline must be assured that further selling pressure is not being
put on the stock price by indirect means. Short sellers should not be able to exploit any
loopholes by using derivatives and exemptions to increase their short position. _

The Regulation SHO Amendments noted that during the Short Sale Ban, a market maker could
not effect a short sale if the market maker knew that the customer’s or counterparty’s transaction

* See id. at 140.
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would result in the customer or counterparty establishing or increasing a net shoit position.*
IBC believes that this provision must be included in the Circuit Breaker Halt Rule, as the rule’s
purpose is to prevent an increase of a short posmon durmg the halt. The Commission argues that
the time period of one day renders this provision moot.*’ However, if the intention is to allow
investors to process the downturn signal, no investors should be able to coniinue increasing a
short interest in any form. Therefore, IBC asks the Commission remove the exemption for
options market makers and reinstitute a provision for options market makers similar to those
during the Short Sale Ban.

Similarly, on October 17, 2008, the Commission eliminated the options market maker exemption
to the mandatory buy-in requirement of Regulation SHO, Rule 204T.” However, Rule 204T,
which requires clearing firms by 9:30 a.m. on the day after settlement date to close out short
sales that did not settle, is set to expire on July 31, 2009. As discussed in detail throughout this
letter, IBC urges the SEC to amend Rule 203 and Rule 204T to require all short sellers pre-
borrow their shares prior to initiating a short sale, but at a minimum the Commission should
make Rule 204T permanent with no options market maker exemption.* The Commission
believed that the elimination of the options market maker exemption would further reduce
failures to deliver and addressed potentially abusive naked short selling when it took action in
October 2008.** Therefore, at a minimum, the Commission should make Rule 204T permanent
with no exemption for options market makers as its reasoning still applies today.

6. " 1f the Commission adopts a Circuit Breaker which {ripgers the modiﬁed‘ rule based
on the national best bid, then the Commission should taﬂor the amendments to specifically
address the risk to finaneial insti{utions.

On March 24, the NYSE, NASDAQ and others exchanges (the “Exchanges™) sent a letter to the
Commission with their recommendation for the amendments to Regulation SHO. The letter was
sent prior to the Commission’s open meeting adopting the Proposed SHO Amendments and
calling for comments on the proposed rules. The letter asked that the Commission institute a
‘Best Bid Uptick Rule to apply when a circuit breaker is triggered (the “Exchange Proposal™),
rather than having it apply constantly as IBC argues.

If the Commission agrees with the Exchanges and adopts final rules which mirror the Exchange
Proposal, IBC asks that the Commission adjust the Exchange Proposal to provide greater
protection to financial institutions, due to the special risks associated with reputational damage to
that mdustry sector

Both the Federal Reserve and the Comrmssmn acknowledged the systemic risk that market
manipulators pose to financial institutions.* These risks included a significant decline in stock

* See id. at 96.

1d. at 97.

2 Bxchange Act Release No. 34-58775 {October 17, 2008).
 Bor a further discussion, see Section 6 below.

" See id. at 11.

- * See Short Sale Emergency Ban Order at2
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prices, the reduction of a financial institution’s ability to fairly deal with counterpartles risk of
significant depositor withdrawals and an overall threat to fair and orderly markets.*® IBC argues
that these special risks will continue to exist if the Commission adopts the Exchange Proposal.

Therefore, IBC asks that the Commission create special rules for all “financial institutions™’
IBC argues that if the Exchange Proposal is adopted, then IBC’s proposal, the Best Bid Uptick
Rule and Circuit Breaker Halt Rule, as previously discussed, should be adopted for financial

mstztutlons

Cm'renﬂy, there is a bill-in the Senate which would require the Commission to adopt a modified
Uptick rule for “financial institutions.” Therefore, the Commission should adopt the Best Bid
Uptick Rule for “financial institutions.” At a minimum, the Commission should alter the
Exchanges’ Proposal to have a Circuit Breaker Halt Rule for financial institutions. As noted
earlier, financial institutions pose a special risk to the market. Without meaningful restrictions
on short seilers the past may repeat itself, causing a crisis of confidence with broad market
consequences.”  The Commission found a need to adopt emergency orders prohibiting all short
sales for weeks, to allow investors to evaluate whether the price declines of financial institutes.
were signaling a change in fundamentals or a speculative short sale strategy. At a minimurm,
financial institutions, their investors and depositors, should be afforded at least an afternoon to
evaluate a significant intraday decline without the fear of increasing short interests. Therefore,
IBC asks that if the Commission adopts the Exchange Proposal, the Commission modify their
proposal to allow for a Circuit Breaker Halt for financial institutions. '

7. The Commission should examine the Market Maker exemption from the “Locate”
Requirement under Rule 203(b)(2(iii) and its effect on the market’s clearing system.

In addition to the Commission’s proposed amendments to Regulation SHO of an uptick test and

circuit breaker, IBC also urges the Commission to investigate and provide transparency into the

market maker exemption and clearing process related to naked short selling by market makers.

Cuzrently, there is little transparency into market making activities and the clearing process for

issuers and investors. IBC believes that some market makers may be using the clearing process

and Regulation SHO Rule 203(b)(2)(iii) to mask naked short sales. These short sales represent

the same threat that the Commission faced when it implemented rules preventing naked short
sales for individual investors. Therefore, IBC asks that the Commission investigate and provide
data to stakeholders regarding the costs and benefits of Rule 203(b)(2)(iii).

An individual investor who wishes to enter a short position in a security is subject fo the
requirements of Regulation SHO.”® Rule 203(b)(1) requires the short seller to borrow or arrange
to borrow the securities in time to make delivery to the buyer within a standard three-day

 See id.

7 IBC recommends the Commission adopt the definition of “financial institutions” from the Short Sale Emergency
Ban Order, Appendlx A, :
“ See S. 605, 11" Congress §1(4) (2009).

- % As noted by the Commissjon in the Short Sale Emergency Ban Order at 2

%17 CFR 242.203 et. seq.
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settlement period from the trade date (“T+3” or “locate requirement”).> If a short seller cannot
“locate” the securities, a broker-dealer is not able to-engage in the short sale transaction.”> When
locating the shares, a short seller must borrow the security and deposit collateral with the lender
(typically the proceeds from the sale of the security). This subjects the short seller to borrowing.
costs, including the loss of use of their deposit, the loss of interest from the deposit (which the
lender receives), and the risk of additional margin calls.” If the short seller fails to purchase or
borrow the stock in accordance with the locate requirement, the short seller has “failed to
deliver” (“FTD”) and has a naked short position. Regulation SHO Rule 204T requires a broker
to track all FTDs and then borrow or buy-in sufficient securities to close out those FTDs the
beginning of regular trading on T+4.%*

According to Regulation SHO Rule 203(b)(2)(iii) a “market maker™> is exempt from the
“1ocate requirement; and thus, may engage in naked short-sale transactions if they are engaged

in “bona-fide market making activities in the security for which the exemption is claimed.”° The
Commlssmn recently provided guidance on the definition of “bona-fide market making
activities.,”’ However, this guidance simply conﬁrmed that “bona fide market making
activities” were in the discretion of the market maker.”® We are not aware of any publication
where a market maker was required to defend their use of this exemption.”

Therefore, market makers are able to engage in naked short sales without the borrowing costs
associated with short selling. They do not have to borrow the stock; they have no transaction
costs; they are not subject to margin requirements; and they have full use of the short sale
proceeds immediately.*’ Academics have proposed that market makers are strategically failing
to deliver when borrowing costs are high; thus, they may be abusing their market maker
exemption to produce the largest economic benefit for themselves, rather than using the
exemption to provided needed lquidity to the market.’" There is currently no meaningful
transparency into the transactions of market makers. Sjmﬂarly, the number of FTDs by market
makers is unknown.

3t 17 CFR 242 203{b)(1)

52
Id.
3 See Robert Brooks and Clay M. Moffett, The Naked Truth: Examining Prevailing Practices in Short Sales ‘and the

Resultant Voter Disenfranchisement, THE JOURNAL OF TRADING, 46, 47 (2008 (hereinafter referred to as “Brogks
and Moffet”).

* Rule 204T(a)1).
% See Exchange Act Section 3(a)(38), 15 US.C. 78c(a)38) (“The term ‘market maker’ means any specialist

permitted to act as a dealer, any dealer acting in the capac1ty of block positioner, and any dealer who, with respect to
a security, holds himself out (by entering quotations in an inter-dealer communications system or otherwise) as
being willing to buy and sell such security for his own accoynt on a regnlar or continuons basis.”).

%517 CFR 242.203(b)(2)(iii) _

- °7 See Exchange Act Release No. 34-58775 {October 17, 2008).

* See id. at 29 (stating that whether or not a market maker is engaged in bona fide market making would depend on
the fact and circimstances of the particular actmty)

* Brooks and Moffett at 47.

€ Brooks and Moffett at 47.

8! See Brooks and Moffet at 48 {citing Boni, Leshe Strategic Delwegg Failures in U.S. Equity Markets,” 9 JOURNAL
OF FINANCIAL MARKETS 1, 1-26 (2006)).



http:immediately.60
http:calls.53
http:requiremenf).51

- June 9, 2009
Page 18

Some academics believe that the market maker exemption allows for the creation of “phantom”
securities. Once a market maker fails to deliver a security, there is a possibility that the market
maker may sell the stock they were supposed to locate to another long investor. The
unsuspecting long investor may purchase this phantom security and the market maker may place
a marker in the investor’s account which would act as a pledge to deliver the shares once they
eventually locate those shares.”? The long investor believes that he has received “good delivery”
of the phantom stock and may begin to exercise the fruits of ownership of that security, including
voting power. However, if the market maker never “locates” the share, the long investor never
actually gets the security, but there is no way for an investor to know whether his share is real or
phantom.%® According to the Deposﬁory Trust Company (“DTC”), due to the complexity of the
clearing and settlement system, it is not “feasible to trace any particular dehvery or fail to deliver
by a seller to any particular receive or fail to receive by a buyer.” :

This situation should be remedied by the clearing system. The DTC and/or the National
Securities Clearing Corporation (“NSCC™) have the power to either borrow the shares from
another member account through the Stock Bonrowmg Program (“SBP”), or force the market
maker to buy the security in the open market.*® However, unless the market maker is forced to
“buy in,” the NSCC’s borrowing of the stock may allow the FTD to remain permanent. This has
the potential to leave phantom stock in the system.

Additionally, because our market system now aggregates certificates into fungible pools of
shares that serve as sources for lending shares, broker’s cannot identify which shares.of stock:
have been lent.”” - Therefore, if Broker A has aggregated 100 shares from 100 investors, not held
in margin accounts (thus, not lendable), and if Broker B has engaged in a naked short and goes to
the NSCC to borrow the stock, who subsequently borrows that single share from Broker A, the
NSCC has created a “phantom” share from a single “real” share. Neither the purchaser of the
phantom stock, nor any of Broker A’s investors are aware of this. At a very minimum,
additional voting rights are created, due to Broker A’s customer believing he or she has voting
rights, and the new holder believing they have a right to vote as well. This is a problem for
shares held in margin accounts as well, see Section 9 of this Letter, below.

The combination of the market marker exemption and broker example above creaieés a
complexity with which investors and issuers should be concerned. The creation of phantom
shares has serious consequences. Phantom shares create supply pressure on the market. Basic
“economics dictates that increased supply of shares results in depressed share prices.
Furthermore, corporate governance is threatened as more shareholders hold voting power than
the issuer has allowed.® When actual certificates needed to be located prior to 1973, the holder

% See id. at 47.
@ Brooks and Moffet note that the clearing process takes place in “back rooms” and is hidden from an individual

investor, which was precipitated by the move to a custody system in 1973. The professors note that physical transfer
of certificates created a bottleneck in the clearing process, but that the move to holding securities in streef names and
the use of the DTC and the NSCC has created a complex system thaf is-entirely anonymous. Id. at 47-50.

#1d. At52.

% Brooks and Moffett at 52,

% Brooks and Moffett at 52-57.
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of the certificate was able to evidence their voting rights. The lender of the shares retained
economic benefits of the shares, but surendered their voting rights to the short seller. This
~ waiver of voting rights no longer exists with the elimination of certificates. %7 The broker

example exemplifies this effect. Using the example above, if there are no lendable certificates,
Broker A will potentially have 100 votes and Broker B will have 1 vote. The phantom share will
expand the pool of voters. Broker A believes it has a 100% voting interest, but in reality will
only have a 99% intérest. If all inferests are voted, the issuer will have overvoting in all proxy
contests. This has been documented by various sourcés.®®  Brokers have policies in place to
“pro-rate” these overvotes.” However, pro-rating explicitly acknowledges that phantom shares
exist in the system and dilutes the voting power of legitimate votes.

The above example oversmphﬁes this complex issue; however, the possible outcomes are a
serious concern for IBC, all issuers and investors. Therefore, IBC asks that the Commission
investigate the market marker exemption and evaluate the costs and benefits of creating
transparency in this part of the market. There is strong evidence that the Conmmission’s actions
on September 18, 2008 had a profound effect on naked short selling trading.”” However, IBC
believes that the Commission should examine the entire market system, including the market
makers and clearing process, to ensure that investors are being protected and that the markets are
able o operate efficiently.

A lack of transparency in this part of the market can lead to negative perceptions regarding the
accuracy of reported FTDs. As noted by the Commission, this can lead to investors taking
actions to prevent their stock from being transferred to securities intermediaries, such as the DTC
or other broker-dealers by marketing their securities “custody only.””* These actions could - -
undermine the goal of a national clearance and settlement system. Therefore, IBC urges the
Comumission to provide transparency into this part of the market to promote investor confidence.

8. If the ,Commissioh does not amend Regulation SHO to provide for a "‘pre—
borrowing” requirement, the Commission should at least make Regulation SHO, Rule

204T permanent.

As stated in Section 2, IBC urges the Commission to adopt a “pre-borrowing” requirement for all
short sales transactions, Without a pre-borrowing requirement, short sellers have the ability to
implement strategies around triggering a failure to deliver, such as- through “chwrning” as
mentioned above. However, if the Commission does not adopt IBC’s recommendation, then the
Commission should at least make the automatic buy-in provisions of Rule 204T permanent.

57 Brooks arid Moffett at 52.
%8 Books and Moffett at 56 (noting that the Securities Transfer Assoc1at10n found 341 cases of overvonng out of 341

cases reviewed in 2005).
% See Bob Drummon, One Share, One Vote: Short Sellmg Short Circuits System, BLOOMBERG NEWS March 1,

2006.

7 See Tom McGinty and Jenny Strasburg, Shorts Sellers Sguee?ea’ All Around, THE WALL STREET JOURNAL, Apnl
7, 2009.

7 See Exchange Act Release No. 34-58775, nt. 20 (Ocmber 17, 2@08}
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On September 17, 2008, as part of the Short Sale .Ba:ﬂf2 the Commission strengthened delivery
requirements by adding an immediately effective provision to Regulation SHO, Rulé 204T. Rule
204T imposes a penalty on any clearing agency participant which has an FTD. On October 14,
2008, the Commission adopted Rule 204T as it appeared in the Short Sale Ban. Rule 204T
requires clearing agency participants to close out all FIDs by 9:30 a.m. on the day after
settlement date (“7+4”), either by borrowing or purchasing securities of like kind and quantity.

Rule 204T also ‘contains a sunset provision, and is set to expire on July 31, 2009. The
Commission explained that the sunset provision would “enable the Commission to assess the
operation of the temporary rule and intervening developments, including a restoration of stability
to the financial markets, as well as public comments, and consider whether to continue the rule
with or without modification at all.””

There have been benefits by having a required buy-in provision, even though there is the ability -
to operate manipulative schemes within Rule 204T’s three day window. For example, the °

- number of FTDs has plummeted, to a daily average of 79 in the three months ending in March
from 529 in the first nine months of 2008, according to an analysis of trading data from major
stock exchanges done by the Wall Strect Journal.™ IBC believes that naked short sellers are still
operating within the three day window, but at Jeast the current provision limits the time for their
strategy and increases their costs by having to work around this provision. To allow Rule 204T
to expire would be a dramatic step backwards.

Furthermore on October 17, 2008, the Commission eliminated the options market makef
exemption to the mandatory buy-in requirement of Regulation SHO.” As discussed previously,
the Commission believed that the elimination of the options market maker exemption would
further reduce FIDs and addressed potentially abusive naked short selling.”® The reduction of
FTDs takes into account Rule 204T with no market maker exemption. Therefore, Rule 204T as
currently in effect should continue to address potentially abusive naked short selling. Thus, IBC
argues that the Commission should make Rule 204T permanent with no exemption for options
market makers. :

9, The Commission should promulsate i'ules which reguire the allocation of shsfres
lent, and disclose to those margin account holders that they no longer have voting rishts in
order to prevent the dilution of all shareholders.

- Overvoting can have an invisible influence on a company. Commentators have noted that
through the use of naked short sales, certain persons can potentially manipulate high stakes

72 See supra note 23 and accompanying text.
® Bxchange Act Release No. 34-58774 (Oct. 14, 2008).
™ Tom McGinty and Jenny Strasburg, Short Sellers Squeezed All Around: SEC Closes Loopholes as Some Firms
. Limit Stock Lending to Traders, THE WALL STREET JOURNAL (April 7, 2009},
> Bxchange Act Release No. 34-58775 (Octo‘oer 17, 2008).
" Seeid. at11.
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elections.”” If Broker X lends a customer’s shares from out of a margin account, because they
-are all pooled together, the customer doesn’t know he or she doesn’t have the shares to vote.
This is regardless of whether the SBP has created additional “phantom shares,” as discussed in
Section 7. The margin account holders may vote in an election; and thus, in margin accounts,
“phantom votes” are common place. The person who borrowed the shares is able to vote the
shares, if they still have them in possession, or the person who purchases the shares from the
short seller will vote them. Currently, the broker-dealers adjust the number of votes for each
proposal by the number of overvotes. If there are not more votes than actual shares held by the
brokerage, then no adjustment is made. In this scenario, “phantom votes™ are still in the pool of -
eligible voters due to stock lending, just not obvious from vote tallies. Unless actual margin
account holders have voting rights taken away, then the possibility of dilution is present. '

Several large companies, such as Intel, and other large market participants, sich as TIA-CREFT,
have indicated that margin account stock lending allows for corporate governance fo be gamed.”
IBC believes that short sellers can utilize short sales through margin stock lending to manipulate
votes—even within the current regulations. Theoretically, a short seller can utilize the three day
window around a record date to gain voting rights. By borrowing the shares from a margin
account, there is the possibility that more votes are able to vote than duly and validly authorized
by the issuer. An activist sharcholder can utilize transaction to dilute other shareholders. This
threat exists in today’s regulatory scheme and IBC reiterates that the Commission should adopt a
“pre-borrowing” requitement to prevent potential manipulation of voting rights.

If the Commission does not adopt a “pre-borrowing” requirement as discussed in Section 2, then
IBC urges the Commission to require transparency into the practice of lending shares. IBC
believes that shareholders should be able to have their shares held in a margin account and lent
out, but if a broker lends shares then it must attribute the borrowed stock to a specific margin
account holder. They should also notify the margin account holder that he or she no longer has
voting rights due to the shares being lent. Currently, brokerages are not required to incorporate
true transaction costs from the transaction. These costs are passed down to all shareholders of the
issuer through the negative impact of overvoting. Therefore, the Commission should require
those shares which are lent to be allocated and disclosed to the margin account holder.

CONCLUSION

The Commission eliminated the Uptick Rule in July 2007 after a pilot study, which provided
economically insignificant results on the effectiveness of the Uptick Rule. Since that time,
markets have experienced a roller coaster ride through increased volatility and wild swings in
stock prices as the economy has experienced a structural market change. During this time, short
sellers have engaged in abusive short selling strategies and negatively impacted certain stocks,
causing some companies’ fundamental values to be significantly detached from their stock price.
Because the structural market change dealt with the credit crisis, financial institutions were, and
are currently being, targeted by short sellers who utilize rumors {o engage in abusive short selling

7 Bob Drummund, Double Voting in Proxy Contests Threatens Shareholder Democracy, www.bloomberg.com
(Febraary 27, 2006) (fast Visited on May 29, 2009).
78 .

Id.
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strategies. The Commission identified this threat in July and September 2008 and issued
emergency orders to protect financial institutions, identifying that abusive short seller strategies
posed a systemic risk to all financial institutions.” The Commission should continue protecting
financial institutions and other issuers from the continuing threat posed by abusive short sellers.

IBC is a well capitalized $12.4 billion multi-bank financial holding company headquartered in
Laredo, Texas. Because it took TARP funds at the Treasury’s request, it does not have any
analyst coverage, and due to its relatively smaller market capitalization in the financial sector,
IBC has been the victim of speculative short sellers who have driven a wedge between IBC’s
fundamental value and its stock price. Since taking TARP funds, IBC’s short interest has grown
860% and its stock price has been reduced from over $24 to a low of $6.55. This has created
unwarranted concern in IBC’s financial condition and posses a threat to IBC, its shareholders -
and depositors. Furthermore, the increase of IBC’s short interest to over 11 million shares
shorted creates enormous opportunities for overvoting and significantly dilutes the property
rights of IBC’s shareholders.

Because of the threat to IBC and other financial institutions posed by short sellers, IBC strongly
urges the Commission to adopt a modified uptick rule based on the National Best Bid, and adopt
a circuif breaker rule that would balt any increases in short positions in a particular security that
suffers a ten percent (10%) intraday decline. In addition to the Commission’s call for comments
on reinstating an uptick rule and creating circuit breakers, IBC also respectfully asks the
Commission to: (1) vigorously enforce the current short selling rules; (2) institute a “pre-borrow”
requirement for short sale transactions, or -at the very least, make Rule 204T permanent; (3)
promulgate disclosure rules for short sellers which mirror those obligations for long positions,
(4) investigate the impact of the market maker exemption from the “locate” rule exemption under
Regulation SHO in connection with the potential abuse of the clearing/settlement process
creating naked short positions, and (5) promulgate rules which would require brokers to allocate
lent stocks to specific margin account holders and disclose to the margin account holder of a loss
of voting for those shares.

_ Thank yoﬁ for your consideration of this letter. If you have any Questions or would like any
further information regarding the issues raised in this letter, please call the undersigned at (956)

726-6614..
Sincerely,

Demnis Nixon
Chief Executive Officer and Chairman
International Bancshares Corporation

ce: Robert Khuzami, Director, Division of Enforcement
John W. While, Director, Division of Corporation Finance
James Brigagliano, Co-Acting Division - of Trading and Markets
Daniel M. Gallagher. CO-Acting Division of Trading and Markets
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Exhibit A
Trend Analysis of IBC's Short Interest and Volume
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IBC

International Bancshares
Corporation

June 17, 2009

The Honorable Mary L. Schapiro, Chairman

The Honorable Kathleen L. Casey, Commissioner
The Honorable Elisse B. Walter, Commissioner
The Honorable Luis A. Aguilar, Commissioner
The Honorable Troy A. Paredes, Commissioner
United States Securities and Exchange Commission
100 F. Street, NE '
Washington, D.C. 20549-0609

Re:  Securities and Exchange Commission Reléase No. 34-59748; File No. S7-08-09 (the
“Proposed SHO Amendments™)

Dear Chairman and Commissioners:

International Bancshares Corporation (“IBC”),! again respectfully submits this letter in response
to the above release as a means to supplement IBC’s original comment letter filed with the
Commission on June 9, 2009.2 As discussed in more detail in IBC’s original comment letter,,
IBC fully supports the Commission’s proposed rule to amend Regulation SHO under the
Exchange Act of 1934 (the “Exchange Act’) to adopt a modified uptick rule based on the
National Best Bid, and adopt a circuit breaker rule that would halt any increases in short
positions in a particular security that suffers a ten percent (10%) intraday decline. In addition to
the Commission’s call for comments on reinstating an uptick rule and creating circuit breakers,
IBC also respectfully asks the Commission to: (1) vigorously enforce the current short selling
rules; (2) institute a “pre-borrow”™ requirement for short sale transactions, or at the very least,
make Rule 204T permanent; (3) promulgate disclosure rules for short sellers which mirror those
obligations for long positions, (4) investigate the impact of the market maker exemption from the
“locate” rule exemption under Regulation SHO in connection with the potential abuse of the
clearing/settlement process creating naked short positions, and (5) promulgate rules which would
require brokers to allocate lent stocks to specific margin account holders and disclose to the
margin account holder of a loss of voting for those shares.

The purpose of this second comment letter is to emphasize that IBC strongly believes the lack of
reporting and transparency regarding short selling activities facilitates the nefarious actions of a
handful of short selling predators to the detriment of thousands of legitimate shareholders
holding long positions. While the argument is often made that in a free market both the short and
long sides of the market must be allowed to freely function, there is no rational basis to allow the
short side of the market to function in the shadows without the same level of transparency and
disclosures that apply to the long side of the market. It is illogical that while the dispensing of

! (NASDAQ: IBOC) is a $12.4 billion multi-bank financial holding company headquartered in Laredo, Texas, with
over 265 facilities and over 420 ATMs serving more than 101 communities in Texas and Oklahoma.
% Exchange Act Release No. 34-59748 (April §, 2009).

P.O. DRAWER 1359, LAREDO, TEXAS 78042-1359 (956) 722-7611
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information by the registrant and investors on the long side of the market is highly restricted and
prohibits materially misleading or incomplete information, the short side of the market is allowed
to freely publish manipulative reports that distort and exaggerate negative information for the
purpose of creating doubt and confusion. This distortion is exacerbated by the inability of the
long side of the market to effectively counter the abusive misinformation proffered by the short
traders.

This information asymmetry grants an unfair advantage to short sellers and is inherently unfair to
shareholders holding long positions. It is critical that the Commission adopt symmetrical
disclosure rules in order to remedy the current regulatory structure that has the effect of
protecting the manipulative abuses of a small number of short traders at the expense of an
overwhelming majority of investors holding long positions. These changes would be consistent
with the Commission’s stated goal to enact reforms to improve investor protection and restore
confidence in our markets.

Thank you for your consideration of this letter. If you have any questions or would like any
further information regarding the issues raised in thigtstter, please call the undersigned at (956)

726-6614.
A

Dernpis Nixon
Chief Executive Officer and Chairman
International Bancshares Corporation

ce: Robert Khuzami, Director, Division of Enforcement
John W. While, Director, Division of Corporation Finance
James Brigagliano, Co-Acting Division of Trading and Markets
Daniel M. Gallagher. CO-Acting Division of Trading and Markets

25871413
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