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Communicating With Market Makers, OTC
Traders and Exchange Specialists

The daily trading liquidity of a company’s stock is an
important component of its cost of capital. Liquid
markets provide corporations a lower cost of capital,
and their shares will generally trade at a higher
sustainable value because the risk premium applied by
investors will be lower. In fact, market liquidity is
among the most valuable attributes of a publicly
traded company and will often be a prerequisite to
increased investor interest. Hence, it is probably the
second most important IR objective, following
achieving the highest sustainable fair market valuation.

A much-misunderstood part of the capital markets is
the role of the MARKET MAKER and exchange
SPECIALIST in providing such liquidity. At the core
of the misunderstanding is the belief that market
makers are an influential force on share valuation and
can, if desired, generate greater liquidity by increasing
the number of shares traded. In addition, individual
investors will often criticize management for not
taking a more proactive role in dealing with market
makers and OTC traders. As a result of these beliefs,
senior executives of public companies and some IR
officers ponder over such issues as:
» What is the appropriate level of corporate
communication with market makers?
» Are more market makers better than fewer?
» Are sell-side market makers (i.e., Merrill
Lynch) better than wholesalers (i.e., Herzog)?
» What can be done to lower the spread
between the bid and offer?
The purpose of this white paper is to clarify the role
of market makers, traders and Electronic
Communication Networks (ECNS) in establishing the
price for a company’s securities; review their
contribution to market liquidity, and detail best

practices in communicating with this important investor
constituency.

HISTORY

Created in 1971, the Nasdag (National Association of
Securities Dealers Automated Quotations), which clears
on average over two billion shares a day, has become
one of the largest equities trading environments in the
world. The Nasdaq is also commonly, and confusingly,
called the OTC (Over The Counter) market. The
historical roots for this term, OTC, came from the way
investors bought and sold shares, namely, over the
counter as in a store, as opposed to an exchange.

In its present form, the Nasdaq is a highly regulated,
computerized system, which links over 500 registered
securities dealers across the country creating liquidity for
over 5,000 public corporations.  The system allows
Nasdag traders to quote prices for Nasdaq traded stocks
electronically over the system's computer network, thus
creating a virtual trading environment.

Nasdaqg dealers profit by buying and selling stocks for
their own account in anticipation of the market demand
for those stocks. These shares are generally purchased
from other dealers trading for a customer, or for their
own account. Such Nasdaq dealers are also known as
MARKET MAKERS and their role as an intermediary
provides liquidity to both buyers and sellers. The
market maker’s customers are brokerage firms handling
orders for individual investors; institutional investors
such as pension funds and mutual funds, and other
Nasdag member firms trading for themselves. Since the
market maker is often taking a long or short position in
the security in anticipation of a trade, such markets are
referred to as DEALER MARKETS as opposed to the



AUCTION MARKETS of the NYSE or AMEX
where buyers and sellers are matched together.

Stocks listed on the New York or American Stock
Exchange are usually sold through securities firms
acting as agents. Brokers representing purchasers of a
particular stock meet other brokers representing
sellers at a particular location on a stock exchange
floor called a "post" and enter into agreements as to
price. To make sure the market will be continuous
and that there will be a buyer or seller available when
an investor wishes to trade, the exchange appoints
one firm called a SPECIALIST to act as buyer or
seller of last resort. When the specialist acts as a
dealer, buying and selling from their own account, like
a Nasdaq market maker, he is acting to “stabilize” the
price of a volatile security. Since more often than not
the buyer and the sellers are matched with the
specialist taking a small commission, this market is
referred to as an AUCTION MARKET.

DiSTINCTION BETWEEN NASDAQ AND EXCHANGE
MARKETS

The distinctions between Nasdag dealer markets and
Exchange auction markets span more than merely one
being a virtual trading environment, and one having a
physical trading floor. A key distinction is that the
Nasdaq is decentralized. As previously stated, the
Nasdag market is composed of over 500 dealers
spread throughout the country and linked together
electronically. Nasdaq also requires that a Nasdag—
listed company have a minimum of two market
makers. For very active stocks, there may be as many
as 60 market makers for that stock. Generally, there
are an average of 11 firms competing as market
makers in every Nasdag-traded stock. The New York
Stock Exchange of course is distinguished by the fact
that trading in a stock takes place on the trading floor
at a post assigned to that stock. At the post there is
one specialist firm assigned to every stock traded on
the exchange.

Another key distinction is that on Nasdag, it is up to
the dealer to decide whether to be a market maker in a
particular stock. The decision to be a market maker in
a stock is primarily motivated by the dealer’s
determination that they can earn a profit through
buying and selling that stock. Thus, a market maker

will only be inclined to trade a stock if that market
maker determines that there is increasing interest in the
stock that may result in profitable trading volume. In
contrast, an exchange specialist is granted an exclusive
franchise to deal in a particular stock by the exchange.

Within the Nasdaq system there are a number of dealers
who are commonly referred to as WHOLESALE
market makers. These dealers will make a market in
hundreds of stocks that are traded on the Nasdag. By
carrying small inventories in many stocks, these
wholesalers essentially act as “supermarkets” and hope
to attract clients by being their one-stop shopping
solution. The minimum obligation of a market maker is
that he must be prepared to buy or sell a minimum of
100 shares at the quoted price before changing prices.
In a thinly traded or volatile security it is not uncommon
for a market maker to buy 100 shares of a large sell
order at one price and bid for the rest of the shares at a
10% to 20% lower price.)

Investment banking firms often promote their ability to
act as a market maker in a stock after the Initial Public
Offering. Essentially these dealers, by supporting the
liquidity of new issues they underwrite, hope to attract
and retain corporate finance business

ECNs

Electronic Communications Networks (ECNs) have
evolved since 1996 as a result of the SEC imposed limit-
handling rules. Essentially, ECNSs, are computerized
systems that automatically match orders between buyers
and sellers. Upon placing a sell limit order through an
ECN, the network will automatically match that sell
order with a limit buy order for the same quantity and
price.

Although there are numerous private networks in
existence, the term ECN specifically applies to private
networks that have are recognized under the SEC’s
ECN Display Alternative Rule. At one time ECNSs were
the exclusive domain of institutional investors (i.e.
mutual funds). Today, most ECNs make their services
available to individual investors vis-a-vis day trading
firms. Because of anECNSs ability to match buy and sell
orders, many proponents of ECNs maintain that they
are a more efficient and inexpensive method of
executing orders. Furthermore, because ECNs are not



“staffed,” orders can be executed at any time of day or
night.

COMMUNICATION WITH MARKET MAKERS

As a premise to best practices in communicating with
market makers, it is important to note that market
makers in and of themselves are not an influential
force in establishing share valuation, nor do they
significantly contribute to greater liquidity through
their own actions, exclusive of other more important
market forces. Rather, additions or reductions of
market makers is a response to such forces as
increased investor interest, superior performance by
the company, attracting new shareholders, increased
visibility in the media, or the liquidity that is produced
by the completion an initial public offering or a
follow-on offering.  Excluding an initial public
offering or follow-on offerings where the allocation of
a market maker by the underwriting firm is part of the
transaction, market makers are attracted to an equity
almost exclusively because of changing market forces
due to increasing or decreasing interest in the security.
Such changes in interest was not a function of the
type or number of market makers, but rather changes
in investor interest.  Therefore, best practices
dictate that a significantly greater effort should be
directed toward creating sustainable investor
interest through targeted investor relations
strategies such as building a robust interactive
investor  website; maintaining  continuous
communication with investment professionals
including stockbrokers, security analysts, and
portfolio managers; providing consistent visibility
within the financial and trade media, and
initiating regular outreach through investor road
shows. Such efforts create a trading environment,
which attracts the appropriate number and type of
market makers. Rarely does a market maker establish
a market in a security with low levels of historical
volume, except when the market maker has an order
in hand to buy or sell, or as part of a corporate finance
transaction. Conversely, market makers can double or
triple in size following increased trading volume,
which is the byproduct of a consistent investor
communications strategy. Therefore, the following
addresses commonly asked questions:

» What is the appropriate level of

communications with market makers?

In general, it is appropriate to include the market
makers, and the specific individual trader within the
company’s database and email or fax list so that
regularly ~ scheduled  communications, when
distributed to the investment community, are also
distributed to market makers at the same time.
Market makers will generally take some note of
company-specific trends, but will be more
influenced by actual trading interest rather than
specific company news. Under no circumstances
should market makers be “tipped” or alerted to
impending news. Further, under no circumstances
should companies be pressured to provide a buyer
or a seller in those cases where market makers are
caught either long or short in their trading position.
In the case of exchange-listed companies, it is
appropriate to have a regular if not daily dialog with
the specialist who is freer to provide information
regarding potential buyers and sellers of the
company’s securities. In contrast, market makers
are extremely reluctant to provide information
regarding buyers or sellers since it is generally
confidential.

How many market makers are required to
create a liquid market?

In the case of thinly traded shares, fewer market
makers are appropriate so that those market makers
participating in the security have a sufficient amount
of incentive to make a deeper market (i.e., buying or
selling a minimum of 1,000 shares each before
changing the price). In such a case, three market
makers may be the appropriate number. If the
number of market makers were to somehow double,
for example, the motivation of each of the
individual market makers would be diluted in the
absence of greater trading volume. In general, as an
investor relations goal it is more efficient to
establish a communications system that attracts a
broader range of investors prepared to buy or sell at
different prices. For example, if a share price
declines 20% or 25% there should be target
investors within an investor relations program
interested in buying at that price. Conversely, if a
share price appreciates 25% or 30%, there should
potentially be investors who are prepared to sell at



that higher price. This type of communication
between the company and market makers reduces
the volatility among traders regardless of the
number of market makers.

Is the mix between wholesale, ECNs and
retail market makers important?

No. In the face of sell orders, market makers will
lower the price quickly to a level that attracts
buyers whether it is a wholesale, retail firm or
ECN. In an upward trading market, the trader
may short the stock based upon the hope of
buying it back at a lower price. In a downward
trending market, a market maker will lower the
price sufficiently and buy the stock for his own
account for resale later at a higher price. The mix
is unimportant because either type of market, or
both combined, will effectively serve to match
buyers and sellers together at appropriate prices.

What can be done to lower the spread
between the bid and offer?

The lowest spreads are given to the securities with
the greatest volume. In some cases, a $.03 spread
is common for actively traded securities. In other
cases, a $1.00 spread or more is appropriate for
inactively traded securities. The most significant
task to improve liquidity in a thinly traded security
is to increase the number of shares traded.
Among the strategies appropriate for such a goal
would be: develop a clearly defined investment
thesis and increase the amount of contact within
the investment community so as to attract new
investors; initiate a financial media campaign;
attract individual investors to the company;
consider an employee stock purchase plan or
stock split; and improve the quality and quantity
of disclosure. Such actions tend to increase the
actual number of shares traded, which, in turn,
increases the competition among market makers
and as a result reduces the spread between the bid
and ask.

CONCLUSION

While market makers are a vital link between buyers and
sellers of Nasdag-listed securities, the number or type of
market maker does not, by itself, enhance or reduce
liquidity in the company’s share price. Such liquidity
occurs because of increased trading volume that is,
more often than not, a function of company-specific
events, broad market or industry trends, and effective
investor communication. ECNs and exchange
specialists’ only purpose is to match buyers and sellers
and therefore only reflect the underlying volatility in a
security.

The most effective investor relations strategy is to
recognize the role of the market maker or specialist
and include them in the company’s regular
communications to the investment community.
More important is to address the fundamental
precursor to liquidity—greater trading volume.
Increased trading volume occurs as a response to
increased investor interest, shares added to the float,
and effective communications, which develops
additional buyers and sellers at higher and lower prices.
Such a strategy will play a more direct role in enhancing
the fair market value of a company’s securities.
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