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April 24, 2012

Via “www.regulations.gov”

Ms. Jennifer J. Johnson

Secretary » '

Board of Governors of the Federal Reserve System
20" Street and Constitution Avenue, NW
Washington, D.C. 20551

Re:  Board of Governors of the Federal Reserve System (“Fed”)
Docket No. 1438; RIN 7100-AD-86; Enhanced Prudential Standards and Early
Remediation Requirements for Covered Companies (12 C.F.R. Part 252)

Dear Ms, Johnson;

The following comments are submitted on behalf of International Bancshares
Corporation (“IBC”), a multi-bank financial holding company headqﬁartered in Laredo, Texas.
IBC holds four state nonmember banks ranging in size from approximately $520 million in fotal
assets to almost $10 billion. It began in 1979 as a one bank holding company of International
Bank of Commerce, Laredo, Texas, that was chartered in 1966. The three other subsidiary banks
were chartered in the early 1980’s. IBC grew very significantly through acquisitions during the
banking turmoil in Texas of the early 90’s. The lead bank has locations both in metro and small
markets in Texas plus branches in Oklahoma. Thus, IBC is especially positioned to understand
the challenges of this proposal to both smaller community banks as well as for large, regional
banks. Further, IBC is the largest Hispanic-owned financial holding company in the continental
United States with over $11.6 billion in assets. It is a publicly-traded financial holding company
listed on the NASDAQ Global Select Market.
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On December 20, 201 li, the Fed issued a notice of proposed rule-making (the "Proposal")
establishing enhanced prudential standards for a “covered company,” which the Proposal
generally defines as a bank holding company with consolidated assets of $50 billion or more.2
Most of the Proposal’s requirements will not apply to IBC because its total consolidated assets
are less than $50 billion. However, two significant aspects of the Proposal -- requirements for
annual stress testing of capital, and the corporate governance provisions requiring that each
publicly-traded bank holding company establish a risk committee of its board of directors, to be
chaired by an independent director, with at least one member with risk management expertise,
will apply to bank holding companies with total consolidated assets of $10 billion or more
(“over $10 billion companies,” or “banking organizations”), including IBC. The purpose of this
comment letter is to address the Proposal’s annual stress testing requirements and risk committee

requirements as applicable to over $10 billion companies.

I. Annual Stress Tests

Overview

The Proposal would implement section 165(1)}(2) of the Dodd-Frank Act by imposing
requirements substantively equivalent to the FDIC’s January 17, 2012 proposed regulation
imposing stress tests on state non-member banks with over $10 billion in assets. The Fed stated
in the Proposal “that the company-run stress tests would provide forward-looking information to
supervisors to assist in their overall assessments of a company's capital adequacy, help to better
identify downside risks and the poténtial impact of adverse outcomes on the company's capital
adequacy, and assist in achieving the financial stability goals of the Dodd-Frank Act. Further, the
company-run stress tests are expected to improve companies' stress testing practices with respect

to their own internal assessments of capital adequacy and overall capital planning.”

! The covered company requirements are, as follows: (i) risk-based capital requirements and leverage limits, (ii)
stress testing of capital, (iii) liquidity requirements (iv) overall risk management requirements (v) early remediation
requirements; and (vi) concentration/credit exposure limits. '

2 This determination is based on the company’s most recent four quarters as reported on its FR Y-9Cs.
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Unlike the existing Fed’s stress tests for over $50 billion banks, under the Proposal, the
over $10 billion companies would conduct their own stress tests based on scenarios provided by
the Fed. Under the Proposal, in November of each year, the Fed would provide to each over §10
billion company at least three scenarios, including baseline, adverse and severely adverse
scenarios (or such additional conditions as the Fed determines appropriate), that the company
must use to conduct its stress test.. The company would be required to use the applicable
scenarios discussed above in conducting its stress tests to calculate, for each quarter-end within
the planning horizon, potential losses, pre-provision revenues, allowance for loan losses, and
future pro forma capital positions over the planning horizon, including the impact on capital
levels and ratios. Each over $10 billion company would also be required to calculate, for each
quarter-end within the planning horizon, the potential impact of the specific scenarios on its

capital ratios, including regulatory and any other capital ratios specified by the Fed.

The company would be required to report its results to the Fed by the following January
5™ The Fed anticipates that the report would include (but not necessarily be limited to) the
qualitative and quantitative information utilized in conducting the stress test.?> Following the

stress test, each over $10 billion company would be required to publish a summary of its results.

Under the Proposal, each over $10 billion company would be required to take the results
of the annual stress test, in conjunction with the Fed’s analyses of thbse results, into account in
making changes, as appropriate, to the company’s capital structure (including the level and
composition of capital); its exposures, concentrations, and risk positions; any plans of the
company for recovery and resolution; and to improve the overall risk management of the
company. Finally, the Fed notes that it may also require other actions consistent with safety and

soundness of the company.

3 The Fed plans to publish for comment both specific requirements for the report to be submitted to the Fed, and
related instructions in a separate information collection proposal before requiring companies to perform the
company-run stress tests that would be required under the Proposal.
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IL Undue Burden on Regional and Community Bank Holding Companies

In the Proposal, the Fed expressly requests comment regarding the anticipated costs for

over $10 billion companies associated with internal data collection and developing -

methodologies for stress testing in line with the Proposal’s requirements. The Proposal’s
requirements that community and regional bank holding companies accumulate more data and
undergo extra layers of regulatory analysis, oversight, and controls, will merely increase the
compliance costs of these companies. Most regional and community bank holding companies do
not have the financial resources and time to develop internal systems, including the hiring of
additional personnel capable of conducting the new stress tests, assuming that the personnel are
even available since many banking organizations may be located in smaller cities or more rural
areas. Furthermore, most community and regional bank holding companies do not have
sophisticated information technology systems with robust data fields comprehensively
maintained to obtain the financial data required to conduct the proposed stress tests. The large
complex banking organizations have vast resources (it is our understanding they have been
spending millions of dollars to maintain and run these tests) to conduct the proposed stress tests;
however, we, and most community and regional banks, do not have the scale to spread high
compliance costs over a broad base and are required to bear these costs more disproportionately

than the large complex banking organizations.

Community and regional bank holding companies will likely be required to rely on
outside, third party service providers to perform the analysis, which will further increase already
high compliance costs. We believe that the requirements contained in the Proposal will impose
additional staffing and operational cdsis to the already burdened U.S. banking industry which is
currently struggling to comply with the numerous and complex Dddd-Frank Act mandated
regulations being promulgated by the federal agencies. Regional and community bank holding
companies already have strong risk management programs and are already subject to a strong
and robust system of financial régulation. Additionally, unlike ’large complex banking
organizations with over $50 billion in total assets, regional and community baﬁk holding

companies do not present undue risk to this country’s financial system.
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Their operations tend to be simple and straightforward. These tests are creating complexity
where complexity does not exist. Therefore, we urge the Fed to weigh the particular needs of
and potential benefit to each individual bank holding company of the final stress test rule
requirements with the costs of implementation and to weigh the adverse effect that the Proposal’s
requirements will have on the ability of regional and bommunity bank holding companies to

serve their communities.

Furthermore, the regional and community bank holding companies undergo a
comprehensive and intense safety and soundness examination by Fed Examiners or other
regulatory agencies that thoroughly examine all aspects of the banking organization’s operations.
Surely, this examination process is a much stronger and thorough process than some mechanical
process that uses abstract criteria to gauge the quality of the banking organization’s operations or
assess its risks. Substitution of a hands-on “boots on the ground” process with a mechanical and
robotic process flies in the face of reason, and forcing publication of the stress test results is
irresponsible. For purposes of determining a banking organization’s condition, stress testing
cannot be a substitute for the examination process. Bank holding companies are unique
enterprises and requirc human interaction through the examination process to accurately
determine the condition of the company. A “by-the-book” regulatory mentality will only harm
community and regional bank holding companies’ operations. We note that this view is shared

by Esther George, President of the Kansas City Federal Reserve Bank.4

Additionally, the proposed stress tests will severely impact the ability of regional and
community bank holding companies o generate revenues because the assets being stress tested
are mostly assets that generate interest income and fees that produce revenues to support the
sﬁbsidiary banks. The importance of income producing assets has never been greater because
banking organizations’ income has been negatively impacted recently by new overdraft

protection program restrictions and the interchange fee caps.

4 “K ansas City Fed Chief Takes Simpler-Is-Better Approach,” American Banker (March 8, 2012).
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Because banking organizations are secing a dramatic narrowing of revenue sources, they will
become more dependent on income from the assets subject to the stress testing. Stress testing
will compound community bank holding companies’ revenue problems because it will inevitably
force banking organizations to moderate risk as they manage the stress test which will further
constrain their earnings and, therefore, their ability to lend money because these are higher risk
assets. This ever growing cycle of revenue destruction will force many banking organizations
out of business. The bank regulators must know that banking is not a risk-free business.
Talented management for banking organizations know how to manage the risk in a prudent way
that allows the bank to make money that supports the banking organization’s lending that

supports the communities it serves, and creates the jobs necessary to sustain economic growth.

III. Implementation of Over $10 Billion Company Stress Tests

As previously discussed, we have grave concerns regarding the financial strain that will
be imposed on regional and community bank holding companies charged with implementation of
the proposed stress test requirements. Nevertheless, we understand that the Dodd-Frank Act
mandates that the Fed require some form of stress testing for over $10 billion companies. The
remainder of our comments relate directly to the Fed’s implementation of stress test

requirements for over $10 billion companies.

A. Need for Responsible, Coherent and Logical Stress Tests

We are greatly concerned that the Fed’s discretionary authority to determine the stress
testing scenarios to be utilized by each bank holding company will not always be prudently
utilized to ensure that these scenarios are specifically tailored to that banking organization’s

business profile, including unique asset mixes and operating profiles.
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Similar to the global systemically important bank (“G-SIB”) capital surcharge assessment
methodology, the Proposal’s stress test measurements will utilize contrived and artificial gross
numbers and rely on the application of a mathematical formula to those assets without any regard
for the actual risk of each particular asset.> For lending assets, the stress test measurements will
not take into account the unique differences between all banks and their assets. Accordingly, the
stress test measurements will not accurately measure the risk of each loan. For example, there
may be a loan with a 80% LTV with a credit score of 800 that is marked down 20%, and another
loan with a 60% LTV and a credit score of 675. How can the actual risk be mathematically
calculated in these two very distinct credits? Some loans may have very good collateral and
some may appear to have good collateral. Some loans may have strong guarantors, but lack
collateral. Again, how can the actual risk be mathematically calculated in these loans? Unique
assets that secure debts can also alter the risk profile. Additionally, the stress test measurements
are unlikely to measure liability/deposit risk accurately. For example, banks with long-time
customers with large, stable deposits may be considered high-risk simply because the customers
do not fit the stress test model’s limited parameters of retail deposits or liabilities. This type of
assessment will deprive banks of secure and long-term sources of funding. Loan and asset
portfolios are unique and will respond much differently based on the details of the individual

underwriting that oceurs.

Unfortunately, the stress test’s mathematical formula will ﬁot accurately measure the
risks of these assets and, although well-intentioned, the Proposal’s stress test measurements as a
regulatory tool are analogous to “fools gold.” We note that Mr. Jamie Dimon, Chairman and
Chief Executive Officer of JI.P. Morgan Chase Bank, notes that stress test requirements will not
accurately measure risk at his bank.6 In particular, Mr. Dimon has stated that, “We believe that
even if the Fed’s severe stress test scenario actually happens, our capital ratios will drop only

modestly since we will very actively manage our risk exposures, expenses and capital.

3 See March 30, 2012, Letter to Shareholders by Mr. Jamie Dimon, President and Chief Executive Officer, I.P.
Morgan Chase, pgs. 23-24 (2011 Annual Report).
6 1d.
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Keep in mind that during the real stress test after the collapse of Lehman Brothers, our capital
levels never went down, even after buying $500 billion of assets through the acquisitions of Bear

Stearns and WaMu.””?

With the Fed unilaterally choosing the stress testing criteria, the stress test results will
likely be misleading and distorted, potentially resulting in serious consequences to the bank,
including a requirement that capital be unnecessarily increased to cover this new stress capital
contingency. We note that the Financial Stability Oversight Council’s {“Council™) analysis for
designating a systemically important financial institution (“SIFI”) is determined on a case-by-
case basis with a company-specific evaluation taking into account qualitative and quantitative
information the Council feels is important for each company.? The Council has expresslj stated
in its SIFT designation regulation that it, «... does not believe that a determination can be reduced
to a formula.”® The SIFI analysis is composed of three stages, including consideration of each
company’s risk profile and characteristics based on a wide range of company-specific
information and an opportunity for the company to provide additional information to the Council
such as internal risk management procedures, resolvability or potential acquisitions, prior to a
SIFI determination being made.!® Furthermore, the Council has stated that meeting some or all

of the criteria would not necessarily mean a company would be identified as a SIFL!1

Accordingly, the regulators and the bank holding company should mutually determine the
stress testing criteria to avoid the distortions that a “one size fits all” approach would create.
Furthermore, allowing the Fed or any other regulator to unilaterally set the parameters of any
stress test seems counterintuitive at best, based on the bank regulators’ past performance in
predicting economic booms or busts, the rate of economic growth or the level of prices or
exchange rates. It is critically important that these stress tests, if required, be designed in close

collaboration with the bank holding company being subjected to the test.

71d.

8 “Council Lays Out How It’ll Peg the Riskiest Nonbanks,” by Donna Borak, Wall Street Journal (April 4, 2012).
SId.

10 14,
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The Fed should be mindful to not rush into the stress tests. As was recently written about the
Fed’s large bank stress tests, they are like “an experiment taken too soon out of the
laboratory...the Fed is engaging in a well-intentioned effort that is, sadly, still false science
based on complex formulas unpfoven by the rigorous validation true science requires.”!? The
stress tests should be carefully modeled to include all the relevant risks or the reliance on the
stress tests could be even more dangerous because the foundation of the tests was incomplete.

Risk management is more art than science.

Furthermore, we also strongly urge the Fed to ensure that the events in the stress testing
scenarios all be coherent, plausible, and logical.l* Stress testing is a tool for bank management
and the board of directors to understand better, and ultimately, to manage risk.!4 The more
extreme and unrealistic a scenario is, the less useful it is as a management tool.}5 A “break the
bank” scenario would produce output of questionable value to a banking organization’s
management!¢ and certainly not be useful in a public forum. For example, on March 12, 2012,
the Fed released its “worst-case scenario” stress test criteria for the nineteen largest banks that
include 13% unemployment, a 21% decline in housing prices, a 50% stock market decrease, and
a significant contraction of 6ther world economies. The doomsday stress test criteria is not
realistic and in no way reflects how individual classes of assets would actually perform in the

worst case scenario assumed by the criteria, i.e., certain classes would perform better or worse

than others: in reality, no one really knows how classes of assets will respond. The future results
from these tests will not be of any meaningful help to these banks nor the general public as the
results are primarily utilized to require these banks to increase their capital levels and prohibit

the payment of cash dividends.

12 See “The Fed’s Stress Tests Themselves are Untested,” by Karen Shaw Petrou, American Banker (March 26,
2012).

13 See comment letter dated July 29, 2011, by The Financial Services Roundtable, The American Bankers
Association, The Clearing House, and The Securities Industry and Financial Markets Association, to the FDIC, the
Board of Governors of the Federal Reserve System, and the Office of the Comptroller of the Currency, relating to
the June 15, 2011 proposed stress testing guidance.

14 pq,

15 14,

16 4.
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We note that the Fed’s stress test results released on March 13, 2012, based on previous criteria,
are not particularly meaningful to the general public as it merely concluded that the majority of
the largest U.S. banks would continue to meet supervisory expectations for capital adequacy

despite large projected losses in an extremely adverse hypothetical economic scenario.!?

Furthermore, we strongly urge the Fed to adopt specific stress test requirements,
including scenarios, that are commensurate with each individual bank holding company’s size,
complexity, and business profile, and to not utilize stress test requirements that are far-fetched or
overly complex. The more complicated the stress test process, the least likelihood of success.
This is particularly true for regional and community bank holding companies that, unlike certain
large complex banking organizations, do not present any systemic risk to this country’s financial
system. “One-size fits all” scenarios will crowd out stress testing efforts that are actually useful
to a banking organization and can never deal with a banking organization’s unique differences.
Different geographic regions of the country respond differently to economic and financial
developments because each region is different. For example, Texas, unlike other parts of the
country, did not experience a housing bubble leading up to the 2008 financial criéis. Thus, single
family home prices did not significantly decline in Texas and in the areas where prices did
decline, the declines were modest. These regional differences can be enormous and varied and
they affect banks differently. We note that the Fed’s “beige book™ periodically analyzes
economic conditions in each of its twelve bank districts and the Fed does not treat the entire
country as one economic area. Also, we believe that stress testing banks during periods where
there are no apparent asset bubbles is problematic. For example, if asset values, like today, are
more depressed, “stressing” them to an extreme level and pushing down the values beyond
anything even remotely reasonable and realistic, will be of no practical use for either banks or

regulators.

17 “Fed Releasss Stress Test Results, 15 of 19 Pass,” The Wall Street Journal (March 13, 2012)
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And even worse, bank holding companies will likely be forced to add expensive capital as a
result of stress testing scenarios that do not take into consideration the organizations’ unique
complexities and the peculiarities of its market and geographic location, which will lead to
diluted shareholder earnings, or the loss of the bank holding companies’ ability to pay cash
dividends because of a material capital deficiency created by the stress test: bank holding
companies will need to maintain significant buffer capital in order to meet the stress test

requirements.

The widely publicized instances where the risk manﬁgement programs of certain large
complex banking organizations have exposed it to undue risk should not be used to taint the
established risk management programs of banking organizations that do not present such undue
risk and have not had negative safety and soundness examination findings. Rather than
presenting undue risk, the risk management programs of regional and community bank holding
companies are generally straightforward, and are not complex. In any event, the bank regulators
are already authorized to prohibit any undue risk or problematic risk management programs

identified during an examination.

Additionally, we note that the manner in which the Fed will establish the stress testing
- scenarios for over $10 billion companies does not appear to be consistent with the discussion of
scenario analysis in the Interagency Guidance on the Advanced Measurement Approaches for
Operational Risk which is applicable to bank holding companies. That Guidance stresses the
importance of the selection of the scenario analysis and emphasizes that the scenarios should be
based on reasoned assessments of the likelihood and impact of plausible operational losses. The
Fed stress testing proposal regarding the Fed established scenarios for stress testing appears to be
in contravention of the interagency guidance regarding the plausibility and basis of the stress

testing scenarios.
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B. Not All Stress Test Results Should Require Action Plans

Principle 4 of the June 15, 2011 proposed stress testing guidance, provides that stress test
results should be “actionable,” but makes clear that, “[a] banking organization may decide to
maintain its current course based on test results; indeed, the results of highly severe stress tests
need not always indicate that immediate action has to be taken.”!8 We strongly encourage the
Fed to adhere to this principle when it implements the Proposal’s stress testing requirements.
We are very concerned that the Fed may unnecessarily utilize stress test results to require bank
holding companies to vary the level and composition of capital or even the future course of the
company. Successful banking organizations, especially those that are publically-traded, already
manage risk based on the standards contained in the June 15, 2011 proposed stress testing
guidance. Bank holding company management is generally better able than regulators to know
and judge the peculiarities and complexities associated with its banking organization, the nature
of its operations and assets, and its geographic location. Couversely, bank regulators must be
familiar with banking organizations across a broad geographic area with very different customer
and product bases. We also note that regulators already have ample authority to restrict unsafe
and unsound banking practices. Stress tests could also create a “one-size” fits all mentality and
force banking organizations to operate in the eyes of the regulator. A “supposed” lower risk
profile could destroy earnings and ultimately destroy the banking organization. Heavy reliance
on risk stress tests by regulators will eventually cause bank holding company management to
“run the bank to the test.” In particular, banking organizations will be forced to increase their
capital levels in order to “cluster around” their major competitors. For example, even if a
banking organization could safely and prudently operate at 7% capital, it probably will have to
operate at a higher capital level to be perceived as competitively strong. That could result in
significant risk adverse decisions being made which would reduce lending and investing causing
further under-performance by the banking organization. It will alter the course of risk taking

causing loss of economic growth in the nation and destruction of job creation.

18 4.
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C. Publication of Results

In the Proposal, the Fed expressly requests comment regarding whether the method of
- public disclosure is appropriate and whether there afe any concerns with the content of public
disclosures, including the details of qualitative and quantitative information. Under the Proposal,
the over $10 billion company would be required to publish the stress test results within 90 days
of its report to the Fed. The required information publicly disclosed by each bank holding
company would, at a minimum, include: (1) A description of the types of risks being included in
the stress test; (2) A general description of the methodologies employed to estimate losses, pre-
provision net revenue, loss reserves, and changes in capital positions over the planning horizon;
and (3) Aggregate losses, pre-provision net revenue, loss reserves, net income, and pro form
capital levels and capital ratios (including regulatory and any other capital ratios specified by the

Fed) over the planning horizon, under each scenario.

We have several concerns with the foregoing publication requirements. First, Section
165(i)(2) of the Dodd-Frank Act merely requires publication of a “summary” of the results of the
stress tests. However, the Proposal’s publication requirements require publication of much more
than a mere “summary,” including very detailed financial information. Thus, we think the
foregoing publication requirements are overly broad, overreaching, and not supported by the

statutory language contained in the Dodd-Frank Act.

Second, there is no demonstrated need for the general public to have access to this
detailed financial information. We believe the detailed disclosure of this information is
unnecessary as financial data is already available in regulatory filings made by publically-traded
companies, such as IBC, not to mention subsidiary bank call reports and publically-available
bank statement of assets and liabilities. We do not believe that there is a public need for any
additional financial information regarding banking organizations. This is particularly true for
regional and community bank holding companies that do not pose a systemic risk to the

country’s financial system.
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Third, we are very concerned that publication of detailed information regarding a bank
holding company’s stress test results could be misinterpreted by the general public and
undermine public confidence in banking organizations, even if unwarranted, and be used as a
tool by nefarious short traders to spread rumors and cause harm to banking organizations as the
marketplace, including competitors and bank analysts, will be given much more detailed
financial information than it has ever had before. With the Fed choosing the stress testing
criteria for each bank holding companies, there is too much risk that the stress testing results will
not be the least bit helpful, but merely a fiction to be ébused by the short traders. Even worse, if
the regulators have a problem with the stress test results, the short traders could destroy that
banking organization without the banking organization ever being involved in setting the stress
testing criteria. In particular, we fear the possibility that the general public’s misunderstanding
of a bank holding company’s published stress test results will increase the risk of a “run on the
bank.” This is particularly true based on the severe economic crisis that this country is still

struggling to recover from.

We also are concerned that large banking organizations are increasingly relying on non-
deposits, for their short-texm financing needs, These new forms of funding occur in the so-called
shadow banking system, involving short-term financial credit not generally guaranteed by the
Fed’s deposit insurance fund. These funds are the first out the door, thus, raising the possibility
of periodic panics and “runs on the bank.” In addition, money market CDs, aka structured notes,
a relatively new product, wherein the principal amount in these accounts are guaranteed by the
Fed’s deposit insurance fund and the income earned on the account is tied to pools of equities
and, sometimes, commodities, are being widely and aggressively marketed by the large banks
and brokerage houses. Unfortunately, this deposit funding source is more volatile and depositors

are more apt to withdraw these monies at the first instance of trouble.
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Therefore, publication of a bank holding company’s stress testing results becomes more

problematic because these lenders/depositors will closely observe the results, including forecasts

or forward looking indicators, to reduce depositing/lending to the bank. It can also affect bank to
bank lending, institutional decision making and credit rating decisions by rating firms such as
Moody’s Corp. These practices also will likely cause many banking organizations to “run to the
test” or be forced to seek other funding by pushing up rates by offering higher rates on CDs
making it more difficult for regional and community bank holding companies to retain local
deposits. These practices also impact smaller banking organizations because they must compete
with large banks to gather deposits, particularly in prosperous times when the demand for funds
is greatest. According to the Federal Reserve Bank of New York, shadow banking accounts for

more than $15 trillion in assets ---more than the traditional banking system.!®

Furthermore, in the case of a publicly-traded financial organization, like IBC, publication
of stress test results would draw serious attacks from short sellers attempting to profit off of
overly-pessimistic data by driving down the organization’s stock price. Unfortunately, under
current asymmetrical SEC disclosure laws and rules, short sellers have unbridled ability to do
this. On the other hand, publicly-traded organizations are not able to explain that the stress test
results are not likely to occur because their ability to discuss the future financial performance of
the organization is extremely limited by the securities laws and rules. In particular, publicly-
traded organizations, like IBC, are restricted by the Securities and Exchange Act of 1933 (“SEC
Act”) and it’s implementing rules from disclosing any financial data which could be even
remotely construed as potentially misleading investors. More specifically, Section 17(a) of the
SEC Act and its implementing rules?® make it unlawful to "employ any device, scheme, or
artifice to defraud", "obtain money or property” by using material misstatements or omissions, or
to "engage in any transaction, practice, or course of business which operates or would operate as

a fraud or deceit upon the purchaser.”

19 «Call 1t The Age Of the Shadow Bank Run,” by Tyler Cowen, The New York Times (March 25, 2012).
20 SEC Rule 10b-5.
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The SEC can impose civil money penalties for violations of this law and regulation, not to
exceed three times the profits gained or losses avoided, and investors can seek private causes of
action against the issuer for compensatory damages for their losses. The SEC’s rules also
generally provide that when an issuer, or person acting on its behalf, discloses material nonpublic
information to certain enumerated persons (in general, securities market professionals and
holders of the issuer's securitics who may well trade on the basis of the information), it must

make public disclosure of that information.

Furthermore, banking organizations are expressly prohibited from disclosing their
CAMELS ratings. Therefore, publicly-traded financial organizations are unable to rebut false
rumors spread by short sellers which are designed to drive down the price of bank stock based
on, for example, “doomsday” stress test results. For example, it is our understanding that the
Fed’s most recent criteria for the nineteen largest banks includes “doomsday” scenarios of 13%
unemployment, 21% home value decreases, and a 50% stock market decrease. The public,
including investors, are easily misled and manipulated by the efforts of short sellers to cause
harm to banks and thereby, drive down its stock price. Publicly traded oommﬁnity and regional
banking organizations are particularly vulnerable to short traders. While very large companies
may have the resources to combat misinformation spread by short sellers (e.g., webinars,
marketing and public relations departments, telephone conferences with investment analysts and
the media, etc.), community and regional banking organizations do not have the same resources.
Due to the constraints imposed by SEC rules on IBC regarding selective disclosure and its
minimal analyst coverage, the stress test results could provide fodder for short sellers to drive
IBC's price down below market prices again. This problem is exacerbated for IBC, which
currently has very minimal 1égitimate 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.
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Accordingly, the publication of detailed financial information and, in particular anything less
than favorable stress test results, has the potential and likely consequence of triggering negative
analyst reports which would be seized by short sellers to drive down the price of the banking
organization’s stock “causing a frenzied rush to the exits by creditors, investors and stockholders

- creating an institutional run on the bank organization.?!

The destructive efforts of information asymmetry can be seen in the 2009 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 as there are no SEC disclosure requirements applicable
to short sellers, preventing IBC from quickly exposing collusion between the short sellers and
the analyst and between bear raiders. Attached as Exhibits A and B, respectively, please find
copies of a June 9, 2009 letter and June 17, 2009 letter from IBC to the SEC supporting a 2009
proposed amendment to Regulation SHO under the SEC Act, which would, among other things,

have adopted a modified uptick rule based on the National Best Bid and a circuit breaker rule

that would halt any increases in short positions in a particular security that suffers a ten percent

(10%) intraday decline.??

21 “Too Crooked to Fail,” by Matt Taibbi, Rolling Stone (March 29, 2012).

22 When financial institutions participated in the Troubled Asset Relief Program (“TARP™), short scllers caused
some companies’ fundamental values to be significantly detached from their stock price. Because the structural
market change dealt with the credit crisis, financial instifutions were targeted by short sellers who utilize rumors to
engage in abusive short selling strategies, The SEC 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 SEC should continue protecting financial institutions and other issuers from the
continuing threat posed by abusive short sellers using results from the stress tests to mislead investors as they did
when financial institutions participated in TARP,
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Additionally, while the recently-released stress test results for the nineteen largest
banking organizations may have resulted in a positive markef response at the time, we all must
view that within the context of all the market uncertainty that currently exists in the financial
services industry. There is no assurance that future releases will have positive effects for the
industry group or if the market will single out individual institutions and create a “doomsday”
scenario for that institution. We should not take comfort in the fact that the market responded
favorably to the release of the stress test results because at this moment in time, any positive
reinforcement is received with enthusiasm. The recent collective large banking organization
stress test results served to provide the investing market with some validation that the large
banking organizations as a whole are back on firm footing. Unfortunately, this initial positive
message about the stress test results is likely to turn into confusion and distortion as the bank
regulators and the market attempt to interpret the test results of each banking organization going
forward. As a result, the banking organizations will be susceptible to volatile and unpredictable
market reactions to their stress tests as they face attacks from short traders who profit by making
the most of actual or hypothetical negative news. Furthermore, no one can predict how markets
will react in different times and different circumstances. In response to these risks, many
banking organizations will "run the bank to the test" in order to avoid negative stress test results.
This will discourage risk-taking by banking organizations, thereby diminishing economic
growth. The economic retraction could increase the chances of another serious financial
downturn, the impact of which could be worsened by the market's negative reaction to stress test
results in those challenging times. The U.S. Government may unintentionally be creating a
slippery slope with stress tests where the "too big to fail bank" safety net for the large banking
organizations may need to become a "too big to fail industry” safety net. In an economic crisis,
it will be difficult to distinguish which large banking organizations are actually in a troubled
condition when fhey all look troubled based on stress test results. These professorial stress tests
drawn primarily out of academia will compound the difficulty of trying to predict with any
degree of certainty the outcome and future of the banking organizations under those difficult

circumstances.
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The fact that safety and soundness examinations have remained confidential clearly validates the
need to keep these tests confidential. It seems ludicrous and irresponsible to release stress test
results that may indicate a banking organization is in trouble when the safety and soundness
examination could show an exactly opposite condition, but these more reliable indicators will

remain confidential,

v Finally, if the markets accept the Fed’s or other regulators’ stress test results as validation
of a banking organization’s financial condition and the results are inaccurate, many investors and
bond buyers may be enticed into investing in the banking organization only to learn in a future
economic crisis that the stress test results were incorrect. Also, a conflict could develop between
a banking organization’s stress test results and its safety and soundness examination findings.
For example, there could be situations where a one-rated bank receives poor stress test results
and vice-versa, a poorly rated bank holding company receives good stress test results. How are
these inconsistencies going to be reconciled? The imbalance in the information available to the
public will exacerbate this problem. The public nature of the stress test results will not be
balanced by the confidential CAMELS ratings. All of these potential and serious difficulties
mandate that just as safety and soundness examination findings are kept confidential, stress test
results must also be kept confidential, especially without any current endorsement by the US.
Government of this country’s banking system. To meet the requirement uﬁder Dodd-Frank that
the stress test results be made public, perhaps a simple pass/fail disclosure as was done with the
initial round of stress tests for the largest banking organizations would be sufficient and would
not present as many risks as the publication of detailed stress tests results, but would still be

dangerous.
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D. Timing of Stress Testing and Transition Period

In the Proposal, the Fed expressly requests comment regarding whether immediate
effectiveness of the sress test requirements would provide a banking organization with sufficient
timé to prepare for its first stress test. We strongly urge the Fed to provide a reasonable
transition period for compliance with the Proposal’s requirements. This is necessary, we believe,
because of the complexity of the Proposé.[ ’s requirements and it’s far reaching effects on banking
organizations. Additional time will be required by regional and community bank holding
companies, for example, to retain consultants, organize governance of the stress testing process,
educate the responsible bank employees, build the stress testing system, etc. As a result, we
recommend that any final rule provide a transition period of at least one year before compliance

is required with the Proposal’s requirements when issued in final form.

IV.  Establishment of Risk Committee

Overview

The Proposal would implement section 165(h) of the Dodd-Frank Act by requiring each
over $10 billion bank holding company to establish a risk committee of the board of directors to
document and oversee, on an enterprise-wide basis, the risk mahagement practices of the
company’s operations. The Proposal requires that the risk committee be chaired by an
independent director. In addition to the independent director requ{rements, the Proposal would
- require at least one member of a company’s risk committee have risk management expertise
commensurate with the company’s capital structure, risk profile, complexity, activities, size, and

other appropriate risk-related factors.

The Proposal also would establish certain procedural requirements for risk committees.
Specifically, the Proposal would require a company’s risk committee to have a formal, written
charter that is approved by the company’s board of directors. In addition, the Proposal woﬁld
require that a risk committee meet regularly and as needed, and that the company fully document

and maintain records of such proceedings, including risk management decisions.
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The Proposal would generally require a company’s risk committee to document and oversee the

enterprise-wide risk management policies and practices of the company.

The Proposal would also require a risk committee to review and approve an appropriate
risk management framework that is commensurate with the company’s capital structure, risk
profile, complexity, activities, size, and other appropriate risk-related factors. The Proposal
specifies that a company’s risk management framework must include: risk limitations
appropriate to each business line of the company; appropriate policies and procedures relating to
risk management governance, risk management practices, and risk control infrastructure;
processes and systems for identifying and reporting risks, including emerging risks; monitoring

compliance with the company’s risk limit structure and policies and procedures relating to risk

management governance, practices, and risk controls; effective and timely implementation of

corrective actions; specification of management’s authority and independence to carry out risk
management responsibilities; and integration of risk management and control objectives in

management goals and the company’s compensation structure.
Redundant Risk Committee Proposal

All banking organizations are already required to have risk management practices in
place. Also, as previously noted, regional and community bank holding companies already have
strong risk management programs, including board of director’s oversight, and are already
subject to a strong and robust system of financial regulation. As previously noted, under Section
8 of the FDI Act, the Fed also already has clear authority to act quickly and decisively in cases

where a banking organization is not adequately overseeing its risk management program.

3856115.6

T T

CLI

el




Ms. Jennifer J. Johnson
April 24,2012
Page 22

Successful banking organizations, especially those that are publically traded, already
manage risk. Requiring that an over $10 billion company establish a risk committee with its own
formal charter and risk management framework, merely adds an unnecessary layer of
management and may actually hinder a board of directors overall risk management functions by
potentially removing non-risk committee directors from direct and regular oversight of its
banking organization’s risk management program, including the making of important risk
program decisions. We also note that many of the firms that failed during the 2008 financial
crisis had credit risk committees (and even chief risk officers).23 Yet, this in and of itself, was

insufficient to prevent their failure. These firms took excessive risk anyway.

Risk management can be effective within an organization without having a special
committee that is simply focused on risk. For example, audit committees look at the risks
associated with financial reporting. Compensation committees usually look at the risks
associated with the ways the company rewards its employees. Many companies, such as IBC,
assign oversight authority with respect to a specific type of risk to the relevant committee of the
Board of Directors. An additional risk committee is not necessary and creates further risk that
the committees that are actively monitoring the specific type of risk will no longer be on the

front lines with respect to each distinct category of risk.
Overly Vague and Broad Risk Committee Framework Requirements

The Proposal requires that the new risk committee review and approve an “appropriate”
risk management framework commensurate with the company’s capital structure, risk profile,

complexity, activities, size, and other “appropriate” risk-related factors.

23 Washington Mutual, “Higher Risk Lending Strategy, Asset Allocation Initiative, Board of Directors, Finance
Committee Discussion, * January 2005, p. B1.2, available from the Permanent Subcommitiee on Investigations,
Senate  Committee  on  Homeland  Security and  Governmental — Affairs,  available  at
http://hsgac.senate.gov/public/files/Financial Crisis/041310Exhibits.pdf. =~ See also Financial Crisis Inquiry
Commission, “Risk Management,” June 30, 2010, available at http://fcic-static.law.stanford.edu/cdn_media/fcuc-
testimony/2010-0630-A1G-Risk-Management.pdg.
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The Proposal’s risk committee requirements provide no criteria or structure for determining
“appropriate” risk committee factors; thus, they assume that a regulator is better able to
determine what risk management practices are “right” versus what practices are “wrong” and
invites micromanagement by regulators Over time, regulators may try to apply certain risk
management best practices to all institutions, which could have the unintended effect of dictating
a one-size-fits-all risk management program for banking organizations. One-size-fits-all

scenarios or techniques will not be usefiil to an over $10 billion company.
Undue Burden on Regional and Community Bank Holding Companies

Unlike large complex banking organizations, regional and community bank holding
companies do not present undue risk to this country’s financial system. The widely publicized
instances where the risk management programs of certain large complex banking organizations
(i.e., $50 billion and over in assets) have exposed the financial institution to undue risk should
not be used to taint the established risk management programs of banking organizations that do
not present such undue risk and have not had negative safety and soundness examination
findings. Rather than presenting undue risk, the risk management programs of regional
community bank holding companies are generally straightforward. Also, as previously noted,
the Fed’s current enforcement authority under Section 8 of the FDI Act authorizes the Fed to
take action against a banking organization if the organization is engaged, or is about to engage
in, any unsafe or unsound practice. Furthermore, the Fed’s proposed over $50 billion company
enhanced prudential requirements should help to minimize the risk that these systemically
important institutions pose to the country’s financial system without imposing unnecessary and

burdensome requirements on over $10 billion companies.

The risk committee requirement for publicly-traded bank holding companies with over
$10 billion in assets is another unreasonable and unnecessary burden on these community bank
holding companies that did not cause the financial crisis. The risk committee requirement will
only serve to further unfairly penalize these bank holding companies and make it more difficult

for them to continue to support the communities they serve.
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This sentiment is shared by other ¢ community bank holding companies and should not be

overlooked by the Federal Reserve in drafting these rules.24
Thank you for this opportunity to comment.

Respec

Dehnis E. Nixon
President and CEO

24 “Fed Details New Bank Rules” by Victoria McGraine and Dan FitzPatrick, Wall Street Journal (December 21,
2011) which quoted another banker as stating “That is a really bad idea," because it adds further burden to being a
small bank, said John Kanas, the chairman and chief executive of BankUnited Inc. with just more than $10 billion in
assets. "Yet another little piece of our profitability will eke out the bottom of the door."
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IBC

International Bancshares
Corporation - .

June 9, 2009

The Honorable Mary L. Schapiro, Chairman

The Honorable Kathleen L. Casey, Commissioner
The Honorable Blisse 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 Chairman and Commissioners:

International Bancshares Corpornuon (“wc*). respectfully’ submlts this letter (the “Leter”) 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

. uptck rule baged on the National Best Bid, and.adopt & circuit breaker rule that wonld halt any

increages in ghort positions in g particular security that suffers o ten percent (10%) intraday

decline. In addition'to the Comtnission’s call for comments on reinstating an uptick rule and

creating civcuit breakers, IBC also respectfilly asks the Commission to: (1) vigerously enforce
the current short selling rules; (2) institute a “pre-borrow” requirement for ghort sale transactions,
or at the very least, 1 make Rule 204T permanent; (3) promulgate disclosure rules for short sellers

which mirror those obligations for long positions, (4) investigate the i impact of the market maker

exemption from the “locate” rule exemption wmder Regulation SHO in connection with the
potential abuse of the clearing/settlement process oreating naked short positions, and (5)

promulgate rales which would require brokers to allocate lent stocks to specific margin accotnt

holders and disclose to the margin account holder of a loss of voting for thase shares.
INTRODUCTION ’ |
In July 2007, the Commission eliminated Rule 108-1 -under the Exchange Act (the “Uptick

Rule”)? Thc elimination of the Uptick Rule came after a pilot program, temporarily suspending
the Uptick Rule for certain securities (the “Pifot Program") * The Pilot Progmm allowed the

1 (NASDAQ: JBOC) is 2 $12.4 billion rimlti-bauk finaneis] holding company hoadguartered in Laredo, Taxas, with
ovnr 265 faoilities and over 420 ATMa serving more than 101 communities In Texas and Okhhoma.
Exchange Aot Release No. 34-59748 (April 8, 2009),
’ 3 Exahange Act Releass No. 34-55570 (Juno 26, 3007) ("Uptick Bllmination Re]easa")
4 Bxchange Act Relcase No. 50104 (Jnly 28, 2004)

P.0. DRAWER 1359, LAREDO, TEXAS 780421359 (956) 722-7611
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Commission’s Office of Economic Analysns (“OE’A”) 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 avthors of these
reports were invited by the Commission o participate in & public roundtable on the Pilot
Program (the “Pilot Roundtable™).” Based on the aforement:oned reports, and the Pilot
Roundtable, the Commission elimmated the Uptick Rule.! -

Since the U,ptlck ‘Rule’s elimination, the market has experienced extreme vo]aﬁlity 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 eraded 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

Uptxck 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 Commlsslon 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, recognizmg that the Commjssxon 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 mulfi-bank financial holding company headquarteted in

Laredo, Texas, with over 265 facllities 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, Securitles and Bxchange Commission, Econiomic Analysis of the Short Sale P;icg

Restrictions under Regulation SHO Pllot, (September 14, 2006). .
¢ See, Karl Diether, Kuan Hui Leé and Ingrid M, Werner, Its 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 Wi, Liptiak Rule, Short Selling and Price Efficiency, August 14, 2006.

7 For a transcript of the Pilot Roundtable, see Securities and Exchange Comlmsswn, B_n:_ugcll___aableon_thﬂggu_l&_
§ﬂg_ﬂu. September 15, 2006 (aniended 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. a1 9 (noting that the Commission beheves that short selling adds market liqmdtty and pricing efficiency).
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CPP vras designed to only be offered to sound financial institutions with solid regulatory ratings
‘and was encouraged by the bauk 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 ariificial 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 récognized float at the March 31, 2009 report date, and has semained above 20% since the

March 31 report.!! During this time, the overall stock market experienced a 10.8% increase in
shiort 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 motre buyers for its common stock than sellers; however,
its stock price dropped 12.58% to $6.55, its 52-week low. I 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 purchesed shares ahead of IBC’s
listing in the S&P Mideap 400 Index. All of these actions, which have served to artificially drive
down the stock price of IBC, have led to long tenn 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 smalier
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 ﬁmdam_entals underlying IBC’s
business. In February 2009, the Bamk Director Mogazine ranked TBC 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 & Poot’s rated IBC in the 94th percentile in its Investability Qubtient :

It A3 veported on www.nasdag.com (last visited May 27, 2009).
12 March 24, 2009 Reuter’s articlo, “Short Stocks: Bets Build Against Banks, Tech.” . .
™ See Citron Research, Cltron examines International Bancshares (NASDAQ:1BOC), March 23, 2009, availablo at

htip://www.oitronresearch.com/index.php/2009/03/23/ (lest visited June 4, 2009).
" See Citron Research, JBOC, Either The Best Operatad Bank In'Americe, or a Bank with Semething To Hide..you

decide, April 30, 2009, available at h@:lm.ciuwscawh.coMindex.php_/gOoo/MB!)l (lest visited June 4,

+2009).
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Percentile on March 28, 2009, which describes how good a 'cdmpany’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 beliaves this disconneot Was due in significant part to speoulative short

gellers,

Historically, IBC has had an ongoing stock repurchase program. IBC was required to terminate
the stock reputchiase program in connection with participating in TARP, IBC believes the
inability to repurchase its common stock made it more vulnerable to the short traders eﬂ‘orts to

drive down the stock prics,

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 précipitously in connection with the steep rise in short-interest trading
since IBC became a TARP pamcipant IBC further explained that the depressed stock price
greatly impaired IBC’s capital ra:smg ability, created reputattonal 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 untestrained 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 volurme 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 recoguized float and hes driven IBC’s stock
price from a 52-weelchigh 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
recognizéd 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 tnie “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 February 2, 2009, and while
the listing may have played a role in the increase of short interest in IB(SJ NASDAQ has

indicated that IBC’s sustained i increase in volume singce 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 pnces can create an ill-founded concem regarding the
financial stability of the financial institution. It is important to note that damage to confidence in

* thie financial sector presents a systemic risk to the economy. Thé Commission noted in the

1 Per conversation with Frank Hi:thewny, 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 concetn. As more and more companies lose analyst coverage,

short sellers will have the sbility to manipulate stock prices much easier, due to a lack of -

independent information to offset any mianipulative reports used.!” The ability for a short séller
to issue a negative report and spread it like wildfire over the internet i3 devastating. Under the
current rules, companies do uot have the ability to protect themselves from this sort of attack.

In addition, the Cémn’:is.sion’s own actions have indicated that it believes short selling poses a -

serious risk. In July 2008, the Commission issued an emergenoy 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 wete 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 lead o 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 cerfain financial
institutions and other securities (the “Short Sale Ban™), including BC®

The combination of the Commission’s heightened concerns regarding financial institutions and
actions regarding short selless 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 wrges 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 scllers
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 tp the margin account holder of a loss of voting for those shares.

f‘ See Proposed SHO Amendments at 22 (citing Exchange Act Release No. 34-58166 (July 15, 2008) (“Short Sale
Emergency Ban Order”), and Exchange Aot Release No. 34-58752 (Sept. 17, 2008)).
17 8ge Jeff D. Opdyke and Annslens Lobb, MIA Analysts Give Compantes Worries, THE WALL STREET YOURNAL
(May 26, 2009) (noting that layoffs, attrition, retirement or brokerage firms moving analysts around is leading to
- more companies losing analyst coverage). ;
18 gee Short Sale Emergency Ban Order, .
' 1 Sge Proposed SHO Amendroents, at 21.-
1 See Exchange Act Release No, 58592 (Soptember 18, 2008). .
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1, °  The Commission shoi:ld engage in more agpressive e'nforcemént of short gelling
regulations to root out and prosecuté manipulative short selling activities. .

The U.S. Office of Inspector General (“OFG") released a report that showed 1he Comtmsswn )
enforcement of short seller miles was inadequate, under the previous administration.”! The OIG
noted.that no procedures were in place at the Commission’s Dwision of Enforcement to identify,
address and effectively respond to manipulative short selling® ‘Regulation' SHO has recently
been amended to tighten dehvery requitements for shares that are shorted; however, these
amendments are effective only to the extent they are enforced. The Comm:lssxon, under the
current administration, did not concur with the OIG’s recommendations.” IBC believes that the
0IG’s recommendations are critical to enforcing short seller rules. For example, IBC believes
that the Commlssxon 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 mage policles which put complaints against financial

institutions through a more stringent review process.
The Commission has taken steps to curb short seling 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 restriotions
on short sellers and potentially manipulative short seller strategies.

2,  The Commission should mo lation SHO. Rule 203 and Rule 204T to
require all sbqri sales be “pre-borrowed.”

Regulation SHO, Rule 203, requires that short sellers either (i) have borrowed (“pre-borrowed”)
orentered 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
detall, the Comnnsmon has defined a “haked” short sale to méan when a security is not dehvered
on settlement date.”® ever, IBC believes a true “naked” short position is create

short seller sells a stock without first borrowing the security. The current rules atlow for a true
naked short if a seller can conjure up “reasonable grounds” for not pre-borrowing the stock. By
documenting & “reasonable ground,” the short seller is allowed to have a naked short for three
days. The Commission does ot consider these short-term paked 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! Sen Office of Inspeclm' General, Office of Audits, Practices Related to Naked Short Selling Complainis and’

Referrals, March 18, 2009 (noting that between January 1, 2007 through Juns 1, 208 only 123 out of over 5,000
shoxt selling complaints were further investipated, but no enforcenient actions were ever brought). -
2 See id. at fii. .

N 5y Soeid. t40.
As wias noted in the OIG's repon but was not agreed with the by Commmnissjon, see id. at 38 and 40.

 See supra note 50 thorough 54, and accompanying text.
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BC beheves that the three day location window prov1des a loophole for manipulative short
selling aotmty For three ddys; 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 ehnnnates 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 seflers to engage in
manipulative strategies before being identified, IBC stll believes that manipulative strategies,
used prior to the more siringent 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 shert 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 shott 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 heing listed,”” Since the beginning of the year, IBC's short mterest has grown 860% to
over 21% of IBC’s recognized float, ows the in IBC’s yolume

short interest trend. While IBC does not have any proof, due to the lack of transparency mto
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 peed 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 sellets are able to locate shares immediately
prior to engaging in a short posmon While there may be an opportunity cost associated with
searching for the securlty, that cost is likely small. Thus, a pre-borrowmg requirement will not
teduce efficiencies in the matket. IBC does, however, recognize that there should be an
exception for market makers, but only with clear guidance on legitimate market malnng activitles
provided by the Commission, Therefore, IBC asks that the Commission te-examine the three

day window under Rule 203 and 204T, and promulgate a “pre-borrowing” requirement for all

short sales.
3 The Commission should ade lations o disclosure of short positions

which miryor yequirements for long pogitiong.

" 1BC argues that the- Commission should consider amending Regulation SHO to requlre
disolosure of short positions that mirror the disclosure for long positions. IBC asks the

% See Liz Moyer, Curbing s;m-setling Abuse, Forses (July 15, 2008).
" As mentioned {n note 15, this observation was made by an official at NASDAQ.
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Commission to promulgate disclosure rules’ wluch trigger reporting reqwremen&; mirroring
" Exchange Act Section 13(d) for those with short economic interests in an eqmty secunty, either
by (i) amending Exchange Act Rule 13d-3, or (ii) adding a similar provision in Regulation SHO.
IBC notes derivative transactions should bc 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 pmmulgated to regulate the amount of information
asymmetry in the marketplace Sizeable economio interests in & 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.2® If an activist held a significant long position, Section 13(d) would require certain .

disclosures to inform the other security holders, and thus, redute information asymmetry in the
marketplace. However, the current regulations allow a short. seller activist with' the same
" economic position to remain anonyrmous 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 dverall effectiveness of Section 13(d) by creating information
asyrumetry based on the type of economic position held.

Under the current rules, the short posiﬁons in IBC stock are hidden behind a veil of secreoy,
unlike Jong 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 diselosure requirements, the holder of this position was not required to diselose 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 provision under Section 13(d) or under Regulation SHO, for

short economic positions, mirroring the disclosure requxrements for long economic positions

under Section 13(d). Disclosure rules for specific economic interests should be parallel for both
long and short posihons and should not only be Limited to significant long interests. .

4.. The Commissmn shonld adopt the Mothl‘ied Unptick Rule !zasecl -on the National Best

. ™ Theodore N. Mirvis, Adem O, Emmerich, and Adam M. Gogolak, Beneficial Ownership of Equity Derivatwes
and Short Positlons- A Modest Proposal to Bring the 13D Repon‘ing System into the 21 Century, Waohtell, Lipton,
Rosen & Katz Memorandum (March 3, 2008),
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Bid,

IBC strongly supports the Comm:ssnon s mroposal to institute Proposed Rule 201(b)(1)£° and
Proposed Rule 201(a)(2),® establishing & 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-belioves that the

empirical data used by thé Commission to eliminate the Uptick Rule was economically
inconclusive, and that IBC’s market data, as detailed above, shows conclusive evidence thsit a
Best Bid Uptick Rule is needed to [imit short term, speculative short sellers® ability to negatwely

impact stocks.

A4 The Upﬁck Rule was ellminated with no “eaonomically significant” vesults to

indicate thg Uptick Rule was beneficial or detrimental to the market.
‘The reports discussed at the Pilot Rc;undtable, 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. 2

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 underlymg 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 Uphck Rule
- on short sellers. He concluded that during this thmeframe, liquidity improved while short interest
declined. This appeared to support some sort of short seller restricHon; howevet, Professor Jones
noted that he could not extrapolate events from that timeframe to the cusrent environment due to
the drastically different market of the Great Depression. IBC argues that the current matket
environment represents a similar serious structural market change ss 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 did it have a pnce impact upon the instxtutlon of the Uptick Rule

. originally.

* Proposed Rule 201(b)(1) provides that “[a] trading center shall estabhsb, mamtaln. and enforce written policies
and procedures reasonably designed to prevent the execution or display of a short salo order in a covered security at
Jaodm\rn bid price.” ‘See Proposed SHO Amoadsments at 248,

Proposed Rule 201(a)(2) defines “down-bid price” as “a price that s less than the ‘current national best bid or, if
the last differontly priced national best bid was greater than the current natlonal best bid, a price that is less lhan or
equal to the current pational best bid" Id. -

a o Seold.at 13,
" Qec 1d, 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. Professpt Ingrid looked at the actual Pilot Program to determine
whethér the Uptick Rule had a negauve 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 Wemner’s repart
and noted that there was no “economic significance” to any of Professor Wemer’s findings.
Furthermore, Professor Irvine noted that Professor Werner's report did not discuss what would
have happened during unusual volatility. Thus, Professor Wermer’s report doesn’t explain what
benefit or detriment the Uptick Rule would have had in this cmrent 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 ¢reated (I) 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 fo find that the Uptick

Rule was a benefit or deiriment 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 owutliers. 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 empitical evidence upon which the
Commission should have relied to eliminate the Uptick Rule in the first place.

The Commission and the Propased SHO Amendnents have asked for empirical data regarding
the cost and benefits of reinstating a short salé price test or imposing & 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 Commissian 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 Ilght 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’ drmng down an
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issuer’s stock price. In the absefce 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-fraiid/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 ¢urrent 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, 2 modified uptick rule based on the national best
bid is based on information that reflects current levels of buying and selling, as opposed 1o 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 acedemics have found.*®
Had the Best Bid Uptick Rule been in effect this year, IBC believes that uninformed, momentam
short sellers would have been driven from the pool of short setlers 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 retum speculative, uninformed short sellers caused in the stock.

While the Proposed SHO Amendments call for comments on numerous topies, IBC only .

addresses the following issues, regarding the Best Bid Uptick Rule:

() IBC strongly urges the Best Bid Uptick Ruile be adopted with no axemptzan

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 shovld provide strict
guidance on what constitutes “bona fide market making activity.” As noted below, the
Commission’s attempt to clarify. bona fide activities only olarified that “bona fide activities”
wete eysentially 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 1o provide greater liquidity in a declining market and the
" Commission has reported no ecoriomically significant data to show otherwise. 'I'lwrefore, IBC
urges the Commission adopt final rules with nio exemption for market malkers, or at a minimum
provide strict guidance for the definition of “bona fide market making activities.”

» Ses Douglas W, Diamond and Robert E. Verreochna, Constraints on Short Selling and Asset Price Adjisstment to

Private Information, 18 JOURNAL OF FINANCIAL ECONOMICS 277, 279 (1987).
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(i)  IBC strongly urges the Besr Bid Uptick Rule be adopted with no exempﬁon
Jor trades occurring afier regular trading hours in the United States.

Under the Uptick Rulé, 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 werse 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 tiading. Thus, the Commission
would oreate two different txadmg hours, one set for long positions during the regular hours and
another set for stiort 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 Uptxck Rule apply during all

trading time periods.

(i) IBC srrongly urges ‘the Commission adopt the Best Bid Upticlc Rule
wx‘thour 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 wers

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 utges 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 durmg a structural changing event, such as the credit crisis, An additional
- pilot study at this point in time will not provide any moze 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 govemnment’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 uarestrioted is large. Therefore, IBC strongly urges the Commission to adopt the Best
Bid Uptick Rule without a pilot study.

- By The Commission should immediately adopt a Circuit Breaker with s prohibition on
ghgg 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”). 1BC urges the Commissionto

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

3! See Eschange Act Release No, 48708 (Oct. 28, 2003).
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modified uphck rule after the decline of some designated percentage, as. IBC urges the
Comm1ssion to adopt a Best Bid Uptick Rule which would apply at all times, as discussed above.

IBC beheves 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 (“U/4L") 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 exireme 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 investors to become aware, and respond to sigpificant market
movetnents. 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; nnd instill confidence.”®

Regarding specific Operauon 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. YBC 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
logmmate short selling strategies will be available.

The Commission asked for comments regarding a circuit breaker’s impact on “bear raids.”
IBC belleves that by instituting a Citonit Breaker Halt Rule, investors would be able to evaluate
whether the breaker was triggered based on the incorporation of unfavorable information inte 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
tarn 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 rmds” in the
market,

While the Proposed SHO Amendmeﬁts call for comments on numerouns topics, IBC only
addresses the followin'g issues, regarding the Circuit Breaker Halt Rule:

* See Proposed SHO Amendmcuts at 87 (cmnngchange Act Release No, 26198 (Oct. 19. 1988))
’ , See Exchange Aot Release No. 39846 (April 9, 1998)

*7 See Proposed SHO Amendments at 93,
% See id, at 107,
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. A | IBC sirongly urges the Commission to adopt the Circuit Breaker Halt Rule with a
uniform trigger point and then commission a pilot study to look at dj ﬁ’érent trigger levels for
different stocks, but not commission a general pilot study,

IBC' strongly urges the Commission to adopt the Cn'cmt Breaker Halt Rule with a ten Jpercent
(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 triggeringlevels for
-different types of stocks, IBC suggests the Comumission conduct a pilot study to look at the
impact of varying the frigger by market capitalization and by sector. Specifically, the
Commission should look at' decreasing the trigger point for financial institutions which pose a
special systemic isk to the economy, and look at decreasing the trigger poirt for small cap
companies who are likely most at ﬂsk for manipulative short selling strategies, due to a lack of

-analyst coverage.

B. . IBC strongly wrges the Commission o adopi the Circuit Breaker Halt Rule and
have it be effective throughout the entire irading day.

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

-severe decline in the pﬂce 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
Rulé'should apply at all times, IBC also believes that by allowing the Circuit Breakér Halt Rule
to be relaxed dusing the last thirty (30) minutes, short sellers would be encouraged to engege 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 sellérs 10 still eﬁ‘ectuate severely manipulative gchemes during

that time frame.

C. IBC sh‘ongly urges the Commission adopt the Circuit Breaker Halt Rule without

an exemption for options inarket markers selling shott as part of bona fide market making in

derivalives and hedging activities related to a security subject to a halt,

IBC believes short selling should be stopped in all forms once the Circult 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 rhust 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 usmg derivatives and exemptions 1o increase their short position. i

The Regu]ation 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

¥ See id. at 140,
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would result in the customer or counterparty estabhshmg 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 posntxon dui mg the balt, 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, JBC 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. 2 However, Rule 204T,
which requires clearing firms by 9:30 am. on the day afier settlement date to close out shart

sales that did not seitle, 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-
bortow 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.“3 The Commission
believed that the elimination of the options market maker exemption would further ‘reduce
failures to dehver 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 imarket makers as its reasoning still applies today.

6. ' If the Commission adopts n Circuit Breaker which triggers the modlﬁgdlrule hased
on the national best bid, then the Commisgion should tn_xjor the amendments to specifically
address the risk to financial institutions. _

On Match 24, the NYSE, NASDAQ and others exchanges (the “Exchanges”™) sent a Tetter to the

Commisswn wlth their recommeridation 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 “Ecchange Proposal’™),
rather than havmg it apply constantly as IBC argues.

Ifthe 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

proteotion to financial institations, due to the special risks associated with reputational damage to
that mdustry seotor

Both the Federal Reaerve and the Comm1ssmn acknowledged the systemic risk that market
manipulators pose to financial institutions.® These risks included a significant decline in stock

‘° { Seo id, at 96,
19, at 97. .

zExcthge Act Release No, 34-58775 (October 17, 2008).
For a fuxther discussion, see Seclion 6 below.

“ See id. at 11.

. # See Short Sale Emergency Ban Order at2
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prices, the reduction of a financjal institution’s ability to fairly deal with counterparues, risk of
significant depositor ' withdrawals and an overall threat to fair and orderly markets.’® IBC argues
that these speoial risks will continue to exist if the Commission adopts the Exchange Proposal
Therefore, IBC asks that the Commission create special mles 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, a9 previously discussed, should be adopted for financial

h\sutuuons

Cunently, there s a bill-in the Senate whwh would require the Commission to adopt a mod:.ﬁed
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 Hait Rule for financial institutions, As noted
earlier, finanoial institutions pose a special risk to the market. Without meaningful restrictions
on short sel]ers, 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 a2 minimum,
financial institutions, thelr investots 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 cle system.

In addition to'tke Commission’s pr(;posed amendments to Reg‘u]atioﬁ SHO of an uptick test and

circuit breaker, IBC also urges the Commission to investigate and provide transparency into the
market maker exemp’aon and clearing process related to naked short selling by matket 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)(iil) to mask naked short sales. These short sales represent

the same threat that the Commission facéd when it inplemented 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 mvestor who wishes to enter a short positlon 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 secunt:es in time to make dehvery to the buyer within a standard three-day

46 Seq id,

* IBC recommends the Commission adapt the definition of “financial insntuuons” from the Short Salo Bmergency

Ban Order, Appendix A,

“* See 8. 605, 11% Congress §1(4) (2009).

* ** As noted by the Commission In the Short Sale Emergency Ban Order at 2
%17 CFR 242.203 e, seq.
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settlement period from the trade date (“T+3” or “locate requirement”). 51 If a short seller cantiot
“locate” the securitles, 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 Ioss ot‘ 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 “falled 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
“locate requirement; and thus, may engage in naked short sale transactions if they are e &

in “bona-fide market making activities in the security for which the exemption is claimed.”
Commission recently provided guidance on the definition of “bora-fide market makmg
activities.”’ However, this guidance simply conﬁ:med 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 shott 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 subgect to margin requirtments; and they have ﬁ)ll use of the short sale
proceeds immediately.*® Academics have proposed that market makets are strategically failing
to deliver when botrowing costs are lngh, thus, they may be abusing their market maker
exempﬁon 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.

s ey cmm ,203(b)(1)
% 14,

) Robert Brooks and Clay M. Moffett, The Nakeg Truth: Exeminiog Prevailing Practices in Short Sales and the
Resultant Voter Disenfranchiserment, THE JOURNAL OF TRADING, 46, 47 (2008 (herenafter reforred to as “Brooks
ond Moffett”),

“Rulo 204T(a)(1). ‘

% Sea Exchange Act Section 3(a)(38), 15 U.S.C. 78¢(a)(3 8) (“The term ‘market maker’ means'any specialist
permitted to act s a dealer, any dealer acting in the capaclty of hlock positioner, and any dealer who, with respect to
a security, holds himself out (by entering quolations in an inter-dealer communications system or otherwise) as
being willing to buy and sell such security for his own accouat on a regular or continuous basis,"),

2 S17CIR 242203 (b)(2)iii)

- % Seg Exchange Act Release No, 34-58775 (October 17, 2008), ’

%% Sop id. at 20 (stating that whether or not & market maker is engaged in bona fide market making would depend on
the fact and circumstances of the particular nctnvnty) . .

% Brooks and Moffett at 47. .
 Brooks and Moffett at 47,
81 gee Brooks and Moffet at 48 (citing Boni, Leslie, Miﬂfﬂhmwkﬂ&” 9 JOURNAL

_ OF FINANGIAL MARKSTS 1, 1-26 (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
maler may sell the stock they were supposed to locate to another long investor. The
unsuspectmg 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 secunty, 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 Deposxtory Trust Company (“DTC”), due to the complexity of the
clearing and settlement system, it is not “feasible to trace any particular dehvery or faxl 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,5* 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 fumgible pools of .
ghares that SeIVe as sources for lending shares, broker’s cannot identify which shares. of stock:
have been lent.%- Therefore, if Broker A has aggregated 100 shares frorm 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 awate of this. At a very minimum,
additional voting rights are created, due to Broker A’s cusiomer 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 expﬁon and broker example above creatés a
oomplemty with which investors and issuers should be concerned. The creation of phaatomn
shares has serious consequences. Pharitom shares create supply pressure on the market, Basic
‘economics dictates that increased supply of shares results in depressed share prices,
Furthermore, corporate ﬁove ance is threatened as more shareholders hold voting power than
the issuer hes allowed. When actual certificates needed to be located prior to 1973, the holder

Qgoe id. at 47.
 Brooks and Moffet note that the clearing process takes place In “back rooms” and is hidden from an indmdnai

investor, which was precipitated by the move to a custody system in 1973, The proféssors note that physical transfer
of certificates created a bottleneck in the clearing process, burt that the move to holding securities in street names and
gm use of the DTC and the NSCC has created & comp!ex system that is -entirely anonymous, Id. at 47-50.
%A At 52, . .
Brooks and Moffett at 52, '
% Brooks and Moﬁ‘ett 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. Usirig the éxample 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 votets. Broker A believes it has a 100% voting interest, but in reality will
only have a 99% intérest; If all interests are voted, the issner will have overvoting in all proxy
contests. This has been documontcd by various sources.”® Brokers have policies in place to
‘bro—rate” these overvotes.” However, pro-rating expﬂcxﬂy acknowledges that phantom shares
exist in the system and dilutes the voting power of legitimate votes.

The above exemple oversm:pllﬁes this complex issue; however, the possible outcomes are &
serious concern for IBC, all issners 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 Commissmn should examine the entire market system, including the market
makers and clearing process, to ensure that investors ate 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 thé
accuracy of teported 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 - -

wndermine the goal of a pational clearance and settlement system. Therefore, IBC urges the
Commission to provide transparency into this part of the market to promote investor confidence.

8 £ the .Commission does not amend Re ion 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-botrowing” requirement for all ’

short sales transactions. Without a pre-botrowing requirement, short sellers have the ability to
implement strategies around triggering a failure to deliver, such as- through “chwrning” as
mentioned above. Howsver, if the Commission does not adopt IBC’s recommendation, then the
Commission should at least make the automatic buy-in provisions of Rule 204T permenent,

e Brooks arid Moffett at 52,
2 Books and Moffett at 56 {noting that the Secm'ltzes Transfer Association found 341 onses of overvoting out of34l

cases reviewed in 2005).
% See Bob Drummon, One Share, One Vote: Short Selting Short C:rcu!is System, BLOOMBERG NEWS. March 1

2006.
 See Tom McGinty and Jenny Strasburg, Shorts Sellers Squeezed All Around, THE WALL STREET JOURNAL, Aprll

7, 2009.
7 See Exchange Act Release No. 34-58775, nt, 20 (Octohe.r 17, 2003)
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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, Rulé204T. Rule
204T imposes a penalty on any clearing agency participant which has an FTD. On October 14,
2008, the Corhmission 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 securmes of like kind and quantity.

Rule 204T also ‘contains a sunset provisnon, and js set to expire. on July 31, 2009. The

Commission explained that the sinset 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 }mblic coinments, and consider whether to continue the rule

with or without modlﬁcation at all >

There have been benefits by having a requned buy-in provnsmn, even though there is the ability -

to operate manipulative schemes within Rule 204T’s three day window. For example, the
.. number of FTDs has plmnmeted to a daily average of 79 in the three months ending in March
from 529 in the first nine months of 2008, accordmg to an analysis of trading data from major
stock exchanges done by the Wall Street Joumal ™ IBC believes that naked short sellers are still
operating within the three day window, but at least the curtent provision limits the time for their
strategy and inoreases their costs by having to work around this provision. To allow Rule 204T
to expire would be a dramatic step backwards.

Furthennore, on Qctober 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 thé options market maker excmption 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 options

matket makers.

9, The Commission should promulgate rules which require llocation of shares

lent, and disclose to those margin account holders that they no longer have voting rights in
order to prevent the dilution of all shareholde:s. .

_ Overvoling can have an invisible influence on a company. Commentators have noted that

through the use of naked short sales, certain petsons can potentially mmﬁpulate high stakes

i 7, 520 supra noto 23 and accompnnymg toxt.
EXehange Act Release No, 34-58774 (Oct. 14, 2008),
™ Tom McGinty and Jenny Strasburg, Short Sellers Squeezed All Around: SEC Closes Loophales as Some Firnts
. me’ Stock Lending 1o Traders, THE WALL STREET JOURNAL (April 7, 2009).
- lsixc?;nge lAlct Relerse No. 34-58775 (October 17, 2008)
ee id. at
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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 sheres to vote.
This is regatdless of whether the SBP has created additional “phantom shares,” as discussed in
Section 7. The margin account holders may vote in an electlon, and thus, in margin accounts,

“phantom votes” are common placa The person who borrowed the shiares 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 scénario, “phantom votes” are still in the pool of - -

eligible voters due to stook 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 compames, such as Intel, and other large market participants, sich as 'I'IA-CR’E',FFﬂ
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 o dilute other shareholders. This
threat exists in today’s regnlatory scheme and IBC reiterates that the Commission should adopt a
“pre-borrowing” requirement to prevent potential manipulation of voting rights.

If the Cémnussmn does not adopt a pre-bon:omng” requirement as discussed in Section 2, then

IBC urges the Commissjon to require transparency into the pracuce of lending shares, IBC
belioves that sharcholders 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 imargin accourit holder that he or she no longer has
voting rights due to the shares being lent. Currently, brokerages are not required to incorporate
trus 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 incteased' 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 sho:t sellers who utilize rumors to engage in abusive short selling

" 77 Bob Drummund, Double Voting in Ploxy Contests Threatens Sharcholder Democracy, www.bloomberg.com
ga;rixary 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
emergenoy orders to protect finanoial 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
Latedo, Texas. Because it took TARP funds at the Treasury’s Tequest, it does not have any

“analyst coverage, and due to jts relatively smaller market capitalization in the financial sector,

IBC has been the victim of speculatlve short sellers who have driven a wedge between IBC’s
fundamental value and its stock price. Since taking TARP finds, 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 shates
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, 1BC 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/settlement 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 ques’aons or would like any
forther information regarding the issues raised in this letter, please call the undersigned at (956)

726-6614..
Sincerely,

Dennis Nixon
Chief Executive Officer and Chairman
Intematlonal Bancshares Corporation

oo Robert Khuzami, Dnrector, Division of Enfo:cement
Joha W, While, Director, Division of Corpotation Finance
James Brigagliano, Co-Acting Division-of Trading and Maskets
Deniel 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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1IBC

Internahonal 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
100F. Street, NE

Washington, D.C. 20549-0609

Re: Securities and Exchange Commission Release No, 34-59748; File No. §7-08-09 (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 supporis 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 cn-cuit 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-bosow” 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 positlons, (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 posmons. 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: 1BOC) is 8 $12.4 billion multi-bank finanociel holding company headquartered in Laredo, Texas, with
over 265 facilitics and over 420 ATMa serving more than 101 communities in Texas and Oklahoma,
2 Bxchange Aot Release No. 34-59748 {April 8, 2009),

P.Q. DRAWER 1359, LAREDOQ, TEXAS 78042-1369 (968) 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 impmve 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 thigtter, please call the undersigned at (956)
726-6614,

International Bancshares Coijporation 7

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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