SEPTEMBER 2!

MARKETS GROUP

XFORD METRICA / OTC

OT< Markets

T

et il

i
N

—tr

Yol

) [
JL:
A=l 73

|
il

i

POSITIVE MARKET
REACTION TO
SEC RULE CHANGE

]

L | [

[ 1]

—

rM_.J—\—[—L_M_,J—Lm_ﬂn_/—‘
oo

PN T T

o



POSITIVE MARKET REACTION TO SEC RULE CHANGE

The key results

As we approach the one year mark since the implemen-
tation of SEC Rule 15c2-11, this paper reports findings which
show a change in the behaviour of companies, brokers
and investors.

The new rule has codified the standards OTC Markets
Group has developed and strengthened over the past 15
years, including best practice disclosure standards for the
premium OTCQX and OTCQB Markets and baseline disclo-
sure standards for the Pink tiers. The core focus of this paper

is to identify the response to chang-

REGULATION es in market status of issuers, pro-
RECOGNISES OTC  voked by the rule. The paper reveals
MARKET TIERS that upgrading from the Pink Mar-

ket to the OTCQX or OTCQB Markets
improved value in the period post the rule implementation.
Downgrading from Pink Current to Pink Limited destroyed
value over the same period. Furthermore, there were similar
liquidity effects associated with these changes.

Key findings in the 140-trading day period after the en-
actment date of SEC Rule 15¢2-11:

* 16.7% gain in value for OTCQX and OTCQB issuers com-
pared to 1.0% gain for Pink issuers (Figure 1).

* 21% gain in value for upgrades from Pink to OTCQX and
OTCQB tiers compared to a 2.7% loss for downgrading from
Pink Current to Pink Limited. (Figure 2).

* A massive 23.7% approximate average value gap be-
tween the upgrades to premium tiers (OTCQX and OTCQB)
and downgrades from Pink Current to Pink Limited.

» An almost threefold average decrease in relative trad-
ing volumes of the issuers that downgraded from Pink Cur-
rent to Pink Limited (Figure 3).

« Spreads widened by 6% for downgrades from Pink Cur-
rent to Pink Limited (Figure 4).

* Spreads tightened by 3% for upgrades from the Pink to
OTCQX and OTCQB tiers (Figure 5).

The impact of the amendment to SEC Rule 15¢2-11

On 28th September 2021 (enactment date) an amend-
ment to SEC Rule 15¢2-11 (the rule) came into force with sig-
nificant implications for the 12,000+ securities trading on

the OTC Markets. The amendment

INCREASED increased the minimum disclosure
DISCLOSURE requirements for issuers trading on
ADDS VALUE & the OTC Markets and prohibits bro-
LIQUIDITY ker-dealers from publicly quoting

securities that are non-compliant.
The strengthened regulation requires firms to continuously
maintain a new higher standard of reporting to investors.

The data analysis reported in this paper suggests that
investors and brokers have internalised the rule change and
have modified their behaviour and the effects have been am-
plified during 2022.

The premium tiers of the OTC Markets, OTCQX and OTC-
QB, are experiencing an expansion of value in comparison
to the Pink tiers of the market. The gap in performance be-
tween the premium tiers (OTCQX & OTCQB) and the Pink
tiers is widening as a result of the superior reporting by the
former, now amplified by the new rule. OTC Markets Group
plays a significant role as the
market operator which is en-
trusted to distribute information
disclosures to the US investment
community. The evidence here
reported indicates that the OTC Markets are strengthened
under the new disclosure regime. There is now a further con-
siderable incentive for Pink traded securities to migrate to
the OTCQX and OTCQB tiers.

VALUE CREATED
FOR OTCQOX &
OTCQB ISSUERS

Although the rule applies to all securities trading on the
OTC Markets, standards for the OTCQX and OTCQB Markets
have long set best practices which were recognized by the
rule. Securities traded on these markets were already compli-
ant. However, many securities that traded on the Pink tiers
were not compliant and therefore they faced a decision to ei-
ther improve their disclosure to maintain their quotability or
cease to be publicly quoted by broker-dealers in the market.

The implementation of the amendment has impacted
those issuers trading on the Pink tiers of the OTC Markets,
where disclosure requirements are less rigorous. The sig-
nificant advantage is to those issuers that already trade or
upgraded to the OTCQX or OTCQB tiers. OTCQX is designed
for established, investor-focused international companies.
Companies joining OTCQX have found their trading volumes
and US ownership increase in part because issuers trading
on the OTCQX Market are required to meet high financial
standards, follow best practice corporate governance, ad-
here to regulatory and compliance laws and appoint an in-
dependent third-party sponsor. As a consequence, the gap
between the premium and Pink tiers has been shown to
demonstrably widen.

The value benefits

There are a number of qualitative advantages for issuers
that choose to trade on the OTCQX and OTCQB platform.
Firstly, OTCQX and OTCQB offer less burdensome market
standards relative to a listing on a national exchange. Com-
panies may leverage reporting standards that are more in-
line with their needs. In lieu of full SEC registration, com-
panies can utilize their Bank Reporting (US Banks), ARS
(Alternative Reporting Standard) and International Report-
ing (in line with SEC Rule 12g32-b) disclosure standards. In
addition, OTCQX and OTCQB offers a cost-effective way for
issuers to communicate with shareholders. The high trans-
parency and disclosure requirements of OTCQX and OTCQB
allow US investors and market makers to easily access mar-
ket and financial information on the international company.
Furthermore, the host of corporate services offerings, includ-
ing virtual investor conferences, allow companies to easily
address a large number of US investors. Therefore, OTCQX
and OTCQB issuers are in an advantageous position follow-
ing the implementation of the change and as a result actu-
ally created value for shareholders in the period subsequent
to the enactment date. The impact on shareholder value was
analysed and the value reaction to the event was measured
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during the subsequent 140 trading days, for firms trading on
OTCQX and OTCQB. Figure 1 presents the positive impact
that the change in the SEC rules had on OTCQX and OTCQB
issuers in comparison to the Pink tiers.

The Value Reaction™ metric captures the impact on
shareholder value, while controlling for market movements
and idiosyncratic risk, thus it is a measure of risk-adjust-
ed return associated with the regulatory event. The figure
shows that on average over 16.7% of value was generated for
OTCQX and OTCQB issuers compared to only 1% for the Pink
tiers. As the market digests the new regulation the value gap
between the two groups widened significantly to a cumula-
tive risk-adjusted return of 15.7% for the study period, illus-
trating the demand for OTCQX and OTCQB issuers.

Figure 2 illustrates the stark contrast in market response
to issuers that upgraded from Pink tiers to OTCQX and OTC-
QB tiers, and those that migrated from the Pink Current
to the Limited immediately after the change in rules. The

former enjoyed an increase

23.79 VALUE GAP in risk-adjusted return of 21%
BETWEEN PINK & compared to a reduction of 2.7%
OTCQX & OTCQB for the latter group. Clearly, the

market finds the changes valu-
able. Furthermore, the significant benefit offered by OTCQX
/OTCQB tiers is robust when controlling for issuer domicile.

Liquidity enhancements - Trading Volume

In addition to the valuation benefits that accrued to OTC-
QX and OTCQB issuers there were found to be a number of
liquidity benefits including trading volume, bid-ask spread
and number of market makers. Figure 3 reports evidence
that issuers that downgraded from the Pink Current tier to
the Pink Limited tier experienced a three-fold decrease in
trading volumes in both dollar and share volume terms rela-
tive to the OTC Markets as a whole.

The trading volume metric used is the Trading Volume
Multiplier™ (TVM), defined as the daily trading volume, after
the enactment, expressed as a multiple of the 3-month aver-
age daily trading volume prior. Therefore, a TVM of greater
than 1 indicates evidence of higher liquidity. The market as
a whole showed a healthy increase in volume and although
the downgrades to Pink Limited had a slight increase in vol-

umes, it was approximately

3XRELATIVE VOLUME  only one third of the market
DECREASE FOR PINK average. Furthermore, this was
CURRENT TO LIMITED  supported by further analysis
DOWNGRADES of trading volumes in dollar

terms which showed a similar
relative difference. Increases in trading volumes in both dol-
lar and share volume terms of a security reflect quality of dis-
closure, improved information flow, operational efficiency in
the market and greater shareholder engagement. Clearly, the
market values the new rule.

Liquidity enhancements - Bid-Ask Spreads

Bid-ask spreads provide an alternative measure of li-
quidity with tighter spreads reflective of enhanced liquidity
and increased demand to buy or sell. Figure 4 presents the
impact on spreads for the set of issuers that downgraded
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from Pink Current to Pink Limited following the change in
disclosure requirements. The spread ratio is defined as the
bid-ask spread, after changes to the rule were enforced, ex-
pressed as a multiple of the 3-month average bid-ask spread
prior. Therefore, a spread ratio of greater than 1 indicates ev-
idence of lower liquidity reflected in the wider spread. The
figure shows that on average

spreads widened by 6% in the TIGHTER SPREADS
140 trading day interval after FOR UPGRADES TO
the enactment date. This il- OTCQX AND OTCQB

lustrates the market prefer-

ence for greater transparency and more frequent disclosures.
Figure 5, in contrast reports the effect on spreads for the set
of issuers that switched from the Pink tiers to OTCQX and
OTCQB. Spreads tightened by 3% for the upgraders confirm-
ing the markets preference for the greater transparency as-
sociated with the change in status.

Interpretation of the results

The results provide strong evidence that the increased
transparency and disclosure that attends graduating to OTC-
QX and OTCQB in the OTC Markets attracts investor inter-
est, visibility and liquidity. Companies should aspire to trade
on the highest market for which they qualify. Progressing
through the tiers from Pink Limited through Pink Current
to OTCQX/OTCQB adds value at each step. Companies should
see the process of moving through the tiers as a maturing
process to be a publicly owned company.

OTC Markets serving investors and companies

The new regulation recognises the progress that OTC
Markets Group has made in building transparency in the
market over the past 15 years. Market tiers, first introduced
in 2007, have set standards for

quality of disclosure and have =~ OTC MARKETS GROUP
helped make information BUILDING MARKETS
easily accessible for investors. FOR 15 YEARS

Initiatives to increase trans-

parency and provide better data to the market have since
been continuously introduced, including stronger market
standards, dissemination of compliance data to financial
institutions, and the acquisition of Blue Sky Data Corp. The
markets today are distinctly different and the implemen-
tation of the rule codifies the standards and discipline that
OTC Markets Group created.

Conclusion

Companies that moved from Pink Current to Pink Limit-
ed, experienced a detrimental impact on both value and vol-
ume. The enactment of the amendment to SEC Rule 15c2-11
allows the OTC Markets to better fulfil their role as a market
operator entrusted with the
delivery of the best quality
information disclosures to
the US investment commu-
nity. The paper reports strong evidence that investors and
brokers have adapted positively and the price formation
process in these markets has improved as reflected in val-
ue increases and enhanced liquidity. The value and liquidity
gap between the OTCQX & OTCQB and the Pink tiers has
increased. Pink issuers should upgrade to a premium tier.

ISSUERS ON PINK
SHOULD UPGRADE
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FIGURE 1: The increase in shareholder value for Pink and OTCQX and OTCQB SOURCE: Oxford Metrica
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FIGURE 2: The impact on shareholder value of moving tiers SOURCE: Oxford Metrica
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TRADING VOLUME MULTIPLIER

SPREAD RATIO
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FIGURE 3: Decrease in trading volume for downgrades from Pink Current to Pink Limited SOURCE: Oxford Metrica
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FIGURE 4: The widening of Spread Ratio associated with downgrades from Pink Current to Pink Limited SOURCE: Oxford Metrica
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SPREAD RATIO

POSITIVE MARKET REACTION TO SEC RULE CHANGE

FIGURE S: The tightening in Spread Ratio associated with upgrades from Pink to OTCQX and OTCQB SOURCE: Oxford Metrica
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DISCLAIMER

THIS DOCUMENT HAS BEEN PREPARED FOR THE EXCLU-
SIVE USE OF THE INTENDED RECIPIENT(S) ONLY, WHILST
EVERY EFFORT HAS BEEN MADE TO ENSURE THE AC-
CURACY OF THE INFORMATION CONTAINED IN THIS
DOCUMENT, NEITHER OXFORD METRICA NOR ANY OF
ITS MEMBERS PAST PRESENT OR FUTURE WARRANTS ITS
ACCURACY OR WILL, REGARDLESS OF ITS OR THEIR NEG-
LIGENCE, ASSUME LIABILITY FOR ANY FORESEEABLE OR
UNFORESEEABLE USE MADE THEREOF, WHICH LIABILITY
IS HEREBY EXCLUDED. CONSEQUENTLY, SUCH USE IS AT
THE RECIPIENT’S OWN RISK ON THE BASIS THAT ANY USE
BY THE RECIPIENT CONSTITUTES AGREEMENT TO THE
TERMS OF THIS DISCLAIMER. THE RECIPIENT IS OBLIGED
TO INFORM ANY SUBSEQUENT RECIPIENT OF SUCH
TERMS. THE INFORMATION CONTAINED IN THIS DOCU-
MENT IS NOT A RECOMMENDATION OR SOLICITATION TO
BUY OR SELL SECURITIES. THIS DOCUMENT IS A SUMMA-
RY PRESENTED FOR GENERAL INFORMATIONAL PURPOSES
ONLY. IT ISNOT A COMPLETE ANALYSIS OF THE MATTERS
DISCUSSED HEREIN AND SHOULD NOT BE RELIED UPON AS
LEGAL ADVICE.
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OT< Markets

Mission: To create better informed and more efficient
financial markets. OTC Markets Group Inc. (OTCQX:
OTCM) operates regulated markets for trading 12,000
U.S. and international securities. Our data-driven
disclosure standards form the foundation of our

three public markets: OTCQX® Best Market, OTCQB®
Venture Market and Pink® Open Market. Our OTC Link®
Alternative Trading Systems (ATSs) provide critical market
infrastructure that broker-dealers rely on to facilitate
trading. Our innovative model offers companies more
efficient access to the U.S. financial markets.

OTC Link ATS, OTC Link ECN and OTC Link NQB are each
an SEC regulated ATS, operated by OTC Link LLC, a FINRA
and SEC registered broker-dealer, member SIPC.

otcmarkets.com
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Oxford Metrica is a strategic advisory firm, offering
informed counsel to boards. Our advisory services are
anchored on evidence-based research in risk and financial
performance. our work includes statistical analysis and
index construction for banks and insurers, risk and
performance analytics for asset managers, due diligence
support in mergers and highly customised services for
corporate boards.

oxfordmetrica.com
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