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Description
Provide a brief description of the proposed rule change (fimit 250 characters).

‘A proposed rule changeto exempt ail securities inciuded in the NASDAG 100 Index from the price tést setforth in
NASE Rule 3350(a)

Contact information

Provide the name, telephone number and e.mail address of the person on the staff of the selfregulatory organization
prepared to respond to questions and comments on the proposed rule change.

First Name Jeffreys Last Name ;Dav%s

Title ‘Senior Associate General Counset 7
E-mail “}gééfDa‘vis@ﬂasdaq.c&ﬁ

Telephone {.5.015./975-8484 Fax 5(3{)1) 978-8472

Signature
Pursuant to the requirements of the Securities Exchange Act of 1934,

has duly caused this filing o be signed on its behalf by the undersigned thereunto duly authorized.

By :Edward S. Knight -Exeéﬁ%ive Vice President ah"d General Counsel

{Name}

{Title)

NOTE: Clicking the button at right will digitally sign and iock
this formi. Adigitat signature is as legally binding as a physica!
signature, and once sigred, this form cannot be changed,
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SECURITIES AND EXCHANGE COMMISSION
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For complete Form 19b-4 instructions please refer to the EFFS website.

Form 19b-4 Information

The self-regutatory organization must provide alf required information, presented in 2
clear and compreharisible manner, to enable the public to provide meaningful
comment on the proposal and for the Commission to determine whether the
proposal is consistent with the Act and applicable rules and regulations under the Act.

The Notice section of this Form 19b-4 must comply with the guidelines for
publication in the Federal Register as weil as any requirements for electronic filing
as published by the Commission (if applicable). The Office of the Federal Register
{OFR) offers guidance on Federal Register publication requirements in the Federat
Register Document Drafting Handbook, October 1998 Revision. For example, all
references to the federal securities laws must include the corresponding cite to the
United States Code In a footnote. All references to SEC rules must include the
corresponding cite fo the Code of Federal Regulations in a footnote. Al references
o Securities Exchange Act Releases must include the release number, release
date, Federal Register cite, Faderal Register date, and correspending file number
{e.9., SRISROLxx-xx). A material failure to comply with these guidelines wilf result in
the proposed rule change being deemed not properly filed. See also Rule 0-3 under
the Act (17 CFR 240.0-3)

Exhibit 2 - Notices, Written Comments,
Transcripts, Other Communications

| Exhibit Sent As Paper Document

Copies of notices, written comments, transcripts, other communications. If such
documents cannot be filed electronically in accordance with Instruction F, they shall
be filed in accordance with instruction G.

Exhibit 3 - Form, Report, or Questionnaire

H

Exhibit Sert As Paper Document

Copies of any form, report, ar guestionnaire that the self-regulatory organization
proposes to use to help implement or cperate the proposed rule change, or thatis
referred 1o by the proposed rule change.

Exhibit 4 - Marked Copies

The full text shali be marked, in any sonvenient mannar, 1o indicate additiens to and
deletions from the immediately preceding filing. The purpose of Exhibit 4 is to permit
the staff to identify immediately the changes made from the text of the rule with which
it has been working.

Exhibit 5 - Proposed Rule Text

The self-regulatory organization may choose 1o attach as Exhibit 5 proposed -
changes to rule text in place of previding it in Item | and which may otherwise be
more easily readable if provided separately from Form 19b-4. Exhibit 5 shall be
considered part of the proposed rule change.

Partial Amendment

if the self-reguiatory organization is amending only part of the text of a lengthy
proposed rule change, it may, with the Commission's permission, file enly those
portions of the fext of the proposed rule change in which changss are being made if
the filing {i.e, partial amendment) is clearly understandable on its face. Such partial
amandment shali be clearly identified and marked to show deletions and additions.
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i. Text of Proposed Rule Change

Pursuant to the provisions of Section 19(b)(1) under the Securities Exchange Act
of 1934 (“Act”),1 and Rule 19b-4 thereunder,z the National Association of Securities
Dealers, Inc. ("NASD”), through its subsidiary, The Nasdaq Stock Market, Inc.
(“Nasdaq™), is filing with the Securities and Exchange Commission (“Commission”) a
proposed rule change to exempt all securities included in the NASDAQ 100 Index from
the price test set forth in NASD Rule 3350(a).

Proposed new language is underlined; proposed deletions are in brackets. >

ok ok ok
3350 Short Sales
(a) —(b) No Change.
() (- No Change.
(10) Sales of securities included in the Nasdag 100 Index.
(d) — (k) No Change.
ok ok ok
! 15 U.S.C. 78s(b)(1).
: 17 CFR 240.19b-4.
3 Changes are marked to the rule text that appears in the electronic NASD Manual

found at www.nasd.com. Prior to the date when The NASDAQ Stock Market
LLC (*NASDAQ LLC”) commences operations, NASDAQ LLC will file a
conforming change to the rules of NASDAQ LLC approved in Securities
Exchange Act Release No. 53128 (January 13, 2006), 71 FR 3550 (January 23,
2006) (File No. 10-131).

VAN I 8 i e e e e o

T S



S, ,_N’ASDnzf}géwQ?éu e e e e . Page4 Of.}?, ,,,,,,,,,,,

2. Procedures of the Self-Regulatory Organization

The Board of Directors of Nasdaq approved the proposed rule change at its
meeting on June 25, 2004, and the Board of Governors of the NASD reviewed the
proposal at its meeting on August 6, 2004. The staft of Nasdaq has provided an
opportunity for the staff of NASD Regulation, Inc. to consult with respect to the proposed
rule change, pursuant to the Plan of Allocation and Delegation of Functions by NASD to
Subsidiaries. No other action by the NASD is necessary for the filing of the rule change.
Nasdaqg will make the proposed rule change effective immediately.

Questions regarding this rule filing may be directed to Jeffrey S Davis, Associate
General Counsel, The Nasdaq Stock Market, Inc. at (301) 978-8484 (telephone) or (301)

G978-8472 (fax).

3. Self-Regulatory Organization’s Statement of the Purpose of, and Statutory Basis

for, the Proposed Rule Change

a. Purpose

Nasdagq is proposing to amend Rule 3350(c) to create an exemption from the short
sale rule for securities included in the Nasdaq 100 Index.

The NASDAQ 100 Index. First introduced in 1985, the NASDAQ-100 Index was
created to track the performance of the largest non-financial companies listed on The
NASDAQ Stock Market. The NASDAQ-100 Index Tracking Stock, also known as
“QQQ7, is the most actively traded ETF and the most actively traded listed equity
security in the U.S. by average daily share trading volume. As of the end of the fourth
quarter of 2005, QQQ traded an average of 90.4 million shares per day. QQQ has grown

significantly since its inception: from $14.5 million in assets at the start to $20.3 billion
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in assets as of December 31, 2005, and from 300,000 total shares outstanding to 501.95
million at the end of the fourth quarter of 2005.

In addition to the QQQ, nearly 150 licensees have contracted with Nasdaq to use
the NASDAQ-100 and other Nasdaq indices as benchmarks for the issuing and trading of
their global financial products. These third-party underwritten products, such as equity-
linked notes, index warrants, certificates of deposits, leveraged products and basket
securities, were sold in 32 countries and amounted to $157.05 billion in underlying
notional value as of December 31, 2005.6 A total of 33 domestic and international
mutual funds use this barometer index as a benchmark as well.

As a result, the Nasdaq 100 stocks are highly liquid. For the month of April 2006,
the average daily volume for that group of securities was over 880 million shares. The
average daily volume of an individual Nasdaq 100 security was over 8.8 million shares
and the mean daily trading value of those securities was over 3.4 million shares.

The Regulation SHO Pilot. On June 23, 2004, Commission approved new and
amended short sale regulations in Regulation SHO under the Securities Exchange Act of
1934 (the “Act”). On July 28, 2004, the Commission issued an order creating a one vear
Pilot (*Pilot™) suspending the provisions of Rule 10a-1(a) under the Actand any short
sale price test of any exchange or national securities association for short sales of certain
securities. The Pilot was created pursuant to Rule 202T of Regulation SHO, which
established procedures to allow the Commission to temporarily suspend short sale price
tests so that the Commission could study the effectiveness of short sale price tests. On
April 20, 2006, the Commission issued an order extending the termination date of the

Pilot to August 6, 2007, the date on which temporary Rule 202T expires.
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The Pilot exempted a selected list of securities from short sale price test
restrictions of SEC Rule 10a-1 and the rules of self regulatory organizations, including
NASD Rule 3350. Of the roughly 1000 such securities, roughly 47 percent are listed on
Nasdag and, of those, 24 currently are included in the Nasdag 100 Index.

Rationale for Proposed Exemption. First, the proposed exemption is consistent
with the goals of short sale regulation because the stocks included in the Nasdaq 100
Index are highly liquid and not implicated by the obijectives of the short sale rule.
Congressional and Commission objectives included allowing relatively unrestricted short
selling in an advancing market, preventing short selling at successively lower prices; and
preventing short sellers from accelerating a declining market by exhausting all remaining
bids at one price level. Given the highly liquid nature of securities listed in the Nasdaq
100 Index, the proposed exemption poses no risk to investors.

This conclusion is supported by the results of the Reg SHO Pilot to date.
Numerous academics have used the implementation of Reg SHO as a natural experiment
to study the affects of price-test exemptions on various measures of market quality and
trading behavior. A recurring finding among these studies is that there is no indication
that the pilot increased short-sale volume or volatility, decreased returns, or sacrificed
market efficiency. The results also show that bid-test rules had little-to-no affect on
market quality or trading behavior for Nasdaq pilot stocks. This finding is consistent with
the ability of short-sellers to circumvent Nasdag’s bid-test rule by routing orders to
markets without short-sale restrictions.

Given the highly liquid nature of Nasdaq 100 securities and the absence of a

material impact from the removal of price-based short sale restrictions on 24 of those

P
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securities, Nasdaq believes it would benefit investors to exempt the remaining stocks in
the Nasdaq 100 Index. As described above, the Nasdaqg 100 Index serves as the basis for
billions of dollars of assets and trading in the basket of securities that make up the index.
The disparity of regulatory treatment between Nasdaq 100 securities that are included in
the Pilot and those that are not is inefficient and potentially harmful to investors.

The proposed exemption will also remove the disparity in short sale regulation
that currently exists between markets. As opposed to the NASD, which has voluntarily
adopted a short sale rule for Nasdaq securities, several exchanges that trade Nasdaq
securities do so with no short sale regulation, encouraging market participants to route
short sale orders to their markets to avoid any regulatory restriction. As a result, the level
of regulatory protection an investor receives depends almost entirely on the market to
which the investor’s order is routed. This disparity harms customers on all markets by
forcing traders to choose between bypassing limit orders posted on Nasdaq, delaying
executing those orders, or declining to execute. The proposed exemption is designed to

help to alleviate these issues.

b. Statutory Basis :

Nasdéq believes that the proposed rule change is consistent with the provisions of
Section 15A of the Act,” in general and with Section 15A(b)(6) of the Act,’ in particular,
in that it is designed to prevent fraudulent and manipulative acts and practices, to

promote just and equitable principles of trade, remove impediments to a free and open

) 15 U.S.C. 780-3. }.
5 15 U.S.C. 780-3(b)6).
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market and a national market system, and, in general, to protect investors and the public

interest.

4. Self-Regulatory Oreanization’s Statement on Burden on Competition

Nasdag does not believe that the proposed rule change will result in any burden
on competition that is not necessary or appropriate in furtherance of the purposes of the
Act.

5, Self-Regulatory Organization’s Statement on Comments on the Proposed Rule

Change Received from Members, Participants, or Others

Writtenn comments were neither solicited nor received.

6. Extension of Time Period for Commission Action
Not applicable.
7. Basis for Summary Effectiveness Pursuant to Section 19(b)(3) or for Accelerated

Effectiveness Pursuant to Section 19(b)}(2)

Nasdaq requests that this proposal be approved on an accelerated basis. Nasdaq
continues to assert that, given the current disparity between short sale regulation on
Naasdag and the lack of short sale regulation on NYSE/Arca and the National Stock
Exchange, there is no basis to conclude that this proposal will generate legitimate
controversy. Moreover, these are highly active and liquid securities that do not present
any of the risks commonly understood as the underpinning for short sale regulation.

Nasdaq is aware that certain markets that do not impose a price-based short sale
regulation continue to use the existence of a short sale regulation as a competitive
weapon to attract short sales to their respective markets. As Nasdaq stated in its Petition
for Commission Action Regarding the Trading of Nasdag-Listed Securities, dated April

13, 2003, it is untenable that the flow of orders and the level of investor protection an
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order receives should be determined by the lack of equal regulation. Nasdaq would like
to eliminate that disparity with respect to this group of securities as quickly as possible.
8. Proposed Rule Change Based on rules of Another Self-Regulatory Organization

or of the Commission
Not applicable.

9. Exhibits

1. Completed notice of proposed rule change for publication in the Federal

Register.

e
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EXHIBIT 1
SECURITIES AND EXCHANGE COMMISSION
(Release No. 34~ ; File No. SR-NASD-2006-076)
June 2006

Self-Regulatory Organizations; National Association of Securities Dealers, Inc.; Notice
of Filing and Immediate Effectiveness of Proposed Rule Change by National Association
of Securities Dealers, Inc. to exempt all securities included in the NASDAQ 100 Index
from the price test set forth in NASD Rule 3350(a).

Pursuant to Section 19(b)(1) of the Securities Exchange Act of 1934 (“Act™),' and
Rule 19b-4 thereunder,” notice is hereby given that on June __, 2006, the National
Association of Securities Dealers, Inc. (“"NASD™), through its subsidiary, The Nasdaq
Stock Market, Inc. (*Nasdaq™), filed with the Securities and Exchange Commission
(“Commission”) the proposed rule change as described in Items L, I, and HI below,

which Items have been prepared by Nasdaq. The Commission is publishing this notice to

solicit comments on the proposed rule change from interested persons.

L Self-Regulatory Organization’s Statement of the Terms of the Substance of the
Proposed Rule Change

Nasdaq has submitted a proposed rule change to exempt all securities included in
the NASDAQ 100 Index from the price test set forth in NASD Rule 3350(a). The text of
the proposed rule change is below. Proposed new language is underlined; proposed

deletions are in brackets.

3350 Short Sales

(a) — (b) No Change.

! 15 U.S.C. 78s(b)(1).

2 17 CFR 240.19b-4.
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() (1)-(9)  No Change.

{1 Sales of securities included in the Nasdag 100 Index.

(d) — (k) No Change.

F ok & % %k

I1. Self-Regulatory Oreanization’s Statement of the Purpose of, and Statutory Basis
for, the Proposed Rule Change

In its filing with the Commission, Nasdag included statements concerning the
purpose of and basis for the proposed rule change and discussed any comments it
received on the proposed rule change. The text of these statements may be examined at
the places specified in Item I'V below. Nasdag has prepared summaries, set forth in
Sections A, B, and C below, of the most significant aspects of such statements.

A, Self-Regulatory Oreanization’s Statement of the Purpose of, and Statutory
Basis for. the Proposed Rule Change

1. Purpose

Nasdagq is proposing to amend Rule 3350(c) to create an exemption from the short
sale rule for securities included in the Nasdaq 100 Index.

The NASDAQ 100 Index. First introduced in 1985, the NASDAQ-100 Index was
created to track the performance of the largest non-financial companies listed on The
NASDAQ Stock Market. The NASDAQ-100 Index Tracking Stock, also known as
“QQQO7”, is the most actively traded ETF and the most actively traded listed equity
security in the U.S. by average daily share trading volume. As of the end of the fourth
quarter of 2005, QQQ traded an average of 90.4 million shares per day. QQQ has grown
significantly since its inception: from $14.5 million in assets at the start to $20.3 billion
in assets as of December 31, 2005, and from 300,000 total shares outstanding to 501.95

million at the end of the fourth quarter of 2005.
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In addition to the QQQ, nearly 150 licensees have contracted with Nasdaq to use
the NASDAQ-100 and other Nasdaq indices as benchmarks for the issuing and trading of
their global financial products. These third-party underwritten products, such as equity-
linked notes, index warrants, certificates of deposits, leveraged products and basket
securities, were sold in 32 countries and amounted to $157.05 billion in underlying
notional value as of December 31, 2005.6 A total of 33 domestic and international
mutual funds use this barometer index as a benchmark as well.

As a result, the Nasdag 100 stocks are highly liquid. For the month of April 20006,
the average daily volume for that group of securities was over 880 million shares. The
average daily volume of an individual Nasdag 100 security was over 8.8 million shares
and the mean daily trading value of those securities was over 3.4 million shares.

The Regulation SHO Pilot. On June 23, 2004, Commission approved new and
amended short sale regulations in Regulation SHO under the Securities Exchange Act of
1934 (the “Act™. On July 28, 2004, the Commission issued an order creating a one year
Pilot (“Pilot”) suspending the provisions of Rule 10a-1(a) under the Actand any short
sale price test of any exchange or national securities association for short sales of certain
securities. The Pilot was created pursuant to Rule 202T of Regulation SHO, which
established procedures to allow the Commission to temporarily suspend short sale price
tests so that the Commission could study the effectiveness of short sale price tests. On
April 20, 2006, the Commission issued an order extending the termination date of the
Pilot to August 6, 2007, the date on which temporary Rule 202T expires.

The Pilot exempted a selected list of securities from short sale price test

restrictions of SEC Rule 10a-1 and the rules of self regulatory organizations, inctuding

e



e, QRN ASTIDO0GITE e U Page 130f17

NASD Rule 3350. Of the roughly 1000 such securities, roughly 47 percent are listed on
Nasdaq and, of those, 24 currently are included in the Nasdaq 100 Index.

Rationale for Proposed Exemption. First, the proposed exemption is consistent
with the goals of short sale regulation because the stocks included in the Nasdaq 100
Index are highly liquid and not implicated by the objectives of the short sale rule.
Congressional and Comimission objectives included allowing relatively unrestricted short
selling in an advancing market, preventing short selling at successively lower prices; and
preventing short sellers from accelerating a declining market by exhausting all remaining
bids at one price level. Given the highly liquid nature of securities listed in the Nasdaq
100 Index, the proposed exemption poses no risk to investors.

This conclusion is supported by the results of the Reg SHO Pilot to date.
Numerous academics have used the implementation of Reg SHO as a natural experiment
to study the affects of price-test exemptions on various measures of market quality and
trading behavior. A recurring finding among these studies is that there is no indication
that the pilot increased short-sale volume or volatility, decreased returns, or sacrificed
market efficiency. The results also show that bid-test rules had little-to-no affect on
market quality or trading behavior for Nasdagq pilot stocks. This finding is consistent with

the ability of short-sellers to circumvent Nasdaq’s bid-test rule by routing orders to

markets without short-sale restrictions.

Given the highly liquid nature of Nasdaq 100 securities and the absence of a
material impact from the removal of price-based short sale restrictions on 24 of those
securities, Nasdaq believes it would benefit investors to exempt the remaining stocks in

the Nasdaq 100 Index. As described above, the Nasdag 100 Index serves as the basis for
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billions of dollars of assets and trading in the basket of securities that make up the index.
The disparity of regulatory treatment between Nasdaq 100 securities that are included in
the Pilot and those that are not is inefficient and potentially harmful to investors.

The proposed exemption will also remove the disparity in short sale regulation
that currently exists between markets. As opposed to the NASD, which has voluntarily
adopted a short sale rule for Nasdaq securities, several exchanges that trade Nasdaq
securities do so with no short sale regulation, encouraging market participants to route
short sale orders to their markets to avoid any regulatory restriction. Asa result, the level
of regulatory protection an investor receives depends almost entirely on the market to
which the investor’s order is routed. This disparity harms customers on all markets by
forcing traders to choose between bypassing limit orders posted on Nasdag, delaying
executing those orders, or declining to execute. The proposed exemption is designed to
help to alleviate these issues.

2. Statutory Basis

Nasdaq believes that the proposed rule change is consistent with the provisions of
Section 15A of the Ac@t,3 in general, and with Section 15A(b)(5) of the Act,4 in particular,
in that it is designed to prevent fraudulent and manipulative acts and practices, to
promote just and equitable principles of trade, remove impediments to a free and open
market and a national market system, and, in general, to protect investors and the public

interest. .

3 15 U.S.C. 780-3.
4 15 U.S.C. 780-3(b)(5).




B. Self-Regulatory Organization’s Statement on Burden on Competition

Nasdaq does not believe that the proposed rule change will result in any burden
on competition that is not necessary or appropriate in furtherance of the purposes of the

Act, as amended.

C. Self-Resulatory Organization’s Statement on Comments on the Proposed
Rule Change Received from Members, Participants, or Others

Written comments were neither solicited nor received.

1. Date of Effectiveness of the Proposed Rule Change and Timing for Commission

Action

Within 35 days of the date of publication of this notice in the Federal Register or
within such longer period (i) as the Commission may designate up to 90 days of such date
if it finds such longer period to be appropriate and publishes its reasons for so finding or

(i) as to which the self-regulatory organization consents, the Commission will:

A. by order approve such proposed rule change, or
B. institute proceedings to determine whether the proposed rule change
should be disapproved.

Nasdag has requested that this proposal be approved on an accelerated basis.
Nasdagq asserts that, given the current disparity between short sale regulation on Nasdaq
and the lack of short sale regulation on NYSE/Arca and the National Stock Exchange,
there is no basis to conclude that this proposal will generate legitimate controversy.
Nasdagq also states that these are highly active and liquid securities that do not present any

of the risks commonly understood as the underpinning for short sale regulation.
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Iv. Solicitation of Comments

Interested persons are invited to submit written data, views, and arguments
concerning the foregoing, including whether the proposed rule change, as amended, is
consistent with the Act. Comments may be submitted by any of the following methods:

Electronic comments:

e Use the Commission's Intemmet comment form

(http://www.sec.gov/rules/sro.shiml}; or

e Send an e-mail to rule-commentsi@sec.gov. Please include File Number SR-

NASD-2006-076 on the subject ling,

Paper comments:

» Send paper comments in triplicate to Nancy M. Morris, Secretary, Securities and
Exchange Commission, Station Place, 100 F Street, NE, Washington, DC 20549-
1090.
All submissions should refer to File Number SR-NASD-2006-076. This file number !
should be included on the subject line if e-mail is used. To help the Commission process ;
and review your comments more efficiently, please use only one method. The
Commission will post all comments on the Commission’s Internet Web site

(http://www.sec.gov/rules/sro.shiml). Copies of the submission, all subsequent

amendments, all written statements with respect to the proposed rule change that are filed

with the Commission, and all written communications relating to the proposed rule

R

change between the Commission and any person, other than those that may be withheld
from the public in accordance with the provisions of 5 U.S.C. 552, will be available for

inspection and copying in the Commission’s Public Reference Section, 100 F Street, NE,

e
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Washington, DC 20549-1090. Copies of such filing also will be available for inspection
and copying at the principal office of the NASD. All comments received will be posted
without change; the Commission does not edit personal identifying information from
submissions. You should submit only information that you wish to make available
publicly.

All submissions should refer to File Number SR-NASD-2006-076 and should be

submitted on or before [insert date 21 days from publication in the Federal Register].

For the Commission, by the Division of Market Regulation, pursuant to delegated

authority.’

Nancy M. Morris
Secretary

3 17 CFR 200.30-3(a)(12).




