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March 26, 2009

The Honorable Mary L. Shapiro
Chairman, U.S.

Securities and Exchange Commission
100 F Street, NE

Washington, DC 20549
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Re. Regulation SHO

Dear Chairman Shapiro:

| am writing to comment about Regulation SHO and my concerns about the possible
reinstatement of a short sale price test for US equity market trading. As president and CEQ of flexTrade
Systems, Inc., a provider of real-time trading technology systems and products to the buy side and sell
side, | offer for consideration the following alternative proposal, which | believe better addresses the
problems posed by short selling.

Background

In the discussions surrounding the adoption of Regulation SHO and its subsequent
enhancements, the SEC placed an emphasis on eliminating “failure-to-deliver” and so-called “naked”
shart selling. Recent research, in part sponsored by the SEC, indicates that delivery failures at
settlement were the true source of short sale problems, and the Commission was correct in placing
emphasis in this area. However, reinstating a short sale price test does not directly address this
problem, but instead creates another set of problems for arbitrage-related activities, such as convertible
bond and ETF arbitrage.

Rather than create a range of new problems that would most likely complicate matters by
prompting additional rules and regulations, | want to alert you to a simple technology solution -
currently in use today -- that would enable the SEC to extend the test for naked short selling back to the
actual time of execution, rather than at settlement three days later. {In addition, applying the test at
the time of execution would also address an area not necessarily covered by current capabilities, namely
the intra-day naked short selling and subsequent covering by day-traders and other short-term traders.}

Qutline of My Proposal

| propose that the SEC require lenders of securities to establish real-time databases of the
available levels of stock eligible for borrowing (the “borrow database”). Orders sent into the market
tagged as a “Short Sale” would be required to identify the broker from whom the security is borrowed
{typically, this is done today via setting a value in FIX Tag 5700). Once the national securities exchange
or ECN [the “marketplace”) effects a trade with an order marked as short, the marketplace would
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inspect the values in the FIX tags of the short sale order and forward information on that execution to
the broker indicated as the source of the borrow in FIX Tag 5700 (this information typically to include
the identity of the entering broker, security, symbol, and number of shares shorted).

The broker from whom the borrow was obtained would be required to decrement in real-time
the amount of stock in that name available for other short sales upon receipt of the message from the
marketplace. In this manner, a real-time count of borrows available from every lending broker may be
maintained. The SEC could, through its auditing process, review the records of the broker/dealer’s
horrow database, or a view-only access could be provided to the SEC for real-time surveillance and
compliance.

When the stock is covered, the process is reversed. A FIX tag again identifies that the customer
is covering a short sale and the information is passed onto the broker/dealer providing the original
borrow and their borrow database is incremented share for share for each share covered. A pictorial
depiction of this proposal appears in the attached Figure 1.

The advantages of this proposal are:

1. Real-time monitoring of borrows rather than at settlement. This can be used to monitor
intra-day naked short selling by short term traders.

2. Uses proven technology that is in place today among national securities exchanges and broker
dealers (e.g., FIX-based messaging, dedicated links among national securities exchanges for
meeting trade through requirements of Regulation NMS, and the drop copy interfaces
supported by national securities exchanges offering sponsored access).

I note that this technology approach roughly corresponds to that implemented by various
national securities exchanges and broker/dealers in offering sponsored access, a service approved by
the SEC. In some instances of this service, brokers provide real-time borrows to their sponsored access
customers, cutting off their trading when their level of short selling exceeds that provided to them for
the day. This, however, represents a more sophisticated approach than | recommend here. 1 only
mention it to indicate that this proposal presents no new technology or procedural challenges to
exchanges and brokers, and needs far fewer technology resources than required by Regulation NMS.

We believe this proposal directly addresses the key issues identified by the SEC in the short
selling of equities. | would be happy to expand upon this proposal at your convenience.

Sincerely,

i

Vijay Kedia
President and CEQ
FlexTrade Systems, Inc.

cc: Eric Sirri, Head, Division of Trading and Markets
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