THE
OCTOBER 1987
MARKET BREAK

A Report
by the
Division of Market Regulation
U.S. Securities and Exchange Commission

'|'|"|I'
.;_,.“1 JII,
4 J"'
-."3

xutj

Ifr -|,r 1\ \\11\ g

February 1988






THE
OCTOBER 1987
MARKET BREAK

A Report
by the
Division of Market Regulation
U.S. Securities and Exchange Commission*

February 1988

* Although the Commission has authorized publication of this report, it has
expressed no view regarding the analysis, findings or conclusions herein.






DIVISION OF MARKET REGULATION

Brandon Becker
Associate Director

Offlce of
Inspecilons aod
Fipancial Respopsibillty

Sarah B. Ackerson
Michacl A, Macchiaroh
Harry Melamed

M. Jac Abbin

Jov Abel

Aase A. Berling
Thomas E. Bisser
Samugl W, Bowens
Jerry Carpenter
Xiomara Corral
Michael T, Dorsey
Chervl Fletcher
Thamas P. Ford, Jr.
Christina Gallaghar
Tina M. Goldsmith
John M. Greely
Becky Hurd Halsey
Alton 5. Harvey
David Hebner
Sherhine J, Huffl
Caonstance E. Jackson
Leslie R, Jackson
Michael P. Jamroz
Grorge &. Johnzon
Eobert Love
Robert W. Lowry, Ir.
Rurh Lucas
Michael Metzger
Julio A&, Mopjica
Laura A, Novack
John J. Rioux
Leonard Unger
Laloncy Willis

Richard G Ketchum
Director

OFfice of

Self-Regulatory Ovrersight

and Market Siructure

Jonathan Kallman
Howard Kramer
Kathryn V. Natale

Victoria Berberi
Doris Broygssard
JoAnn T. Clark
Arian Colachis

Ivan D Davis

Ellen K. Dry
Katherine &4 England
Thomas C. Etter, Ir.
Lvdia B, Ferguson
Gordon K. Fuller
Joseph Furey
Yeronica L. Gilletee
Jerry Greingr
William M. Harter, Ir.
Sharon L. Itkin

Ervin L. Jones, Jr.
Germaing Wright Kargho
Fichard Kanrzth
Sharon Lawson
Stephen Luparslio
Barbara K. Madisan
Fecgey Maske

Beih Mastro

Joseph McDonald
Josephine McElveen
Margarct B, McTFarland
W, Mark McNair
Judith C. Poppalardo
Cynihig Psoras
Chervl Rogers

Mary Revell
Christine A, Sakach
Ester Saverson, Jr.
Sandra A. Sciale
Robert 1. Sevigny
Holly Haszley S5mith
Peter L, Sulian

David L. Underhill

Mark D. Fitterman
Asspoiate Darcector

Orlice of
the Director

Catherine MeGuire

Esther Fo Butler
Karena Gatnes
Eila E. Hawkins
Janice J. Smath

Oflice of
Lepal Policy and
Tradinpg Practices

Larry E Bergmarn
Rabert LI, Calby
M OBlair Corkrean, Jt

Lanze ID Alworth, Ir
Karen Huck Burgess
MNancy Burke

Henry E. Flowers
Wancy L Hanshrowgh
Kim fachkson
Elizabeth Jacobs
Aomy Narterson Kol
Isvctic [Lopez

Marelyn [ Aurras
Selwwyn ). Notelovitz
Edward L, Prtman
John Polanin, Jr.



ACKNOWLEDGEMENT

We wish to acknowledge the extraordinary elforts of Alton S, Harvey, who was responsitile
Mor the difficuly and time-consuming task of reconstructing wrading during the Cotober
market break., In oaddition, we wish 0 cxpress @ special note of appreciztion to the
rollowing individuals who contributed immensely to the completion of this Study;

Margaret A Favor - OQffice of Edgar Management

william H. McDaonald, Jr. - ©fCice of InTormation Systems Management
Sharon 1.. Mercer - Oflice of Information Systems Management
Duane Luctkenhaos - Office of loformation 3ystcms Management
John Boucher - OiTice of Inlfermation Systems Management
Philip 1. Mieheif - Division of [nvestment Management

James F. Tabellario - Gffige of Informaiipon Systems Management
Judith L. Westbrook - Office of Edgar Managemant

Lois Lightfoot - Phrectorate of Economic and Policy Analysis
Kenneth A Direws - Office of information Systems Management
Charles F. Kirby - Office of Information Syslems Management

The Division wishes torecognize the valuable assistance of the Directorate of Economic ang
Policy Analysis, the O ice of the Chief Economist, the Divisions of Corporation Finance and
Investment Management, and the SEC's Regional Offices. We also acknowledge the el forts
of the staff of the Investor Services Branch of the Office of Consumer AfTairs and
Infermation Services in the preparation of Chapter Twelve, especially Phyllis C. Campbell.
John D. Heine, Ellgn J. Legel, Dorothy N, Manroc, Richard E. Pullano, Teresa T. Tarver. and
Bonnic M. Westbrook, as well as consumer aflaits specialists and other staff members
throughout the Commissinn's Begienal OfMices. In addition, we appreciate the of forts of
Robert L. Kralt, Sylvia 1 Reis, and Herbert D, Schol) in the preparation of Chaprer Six.

Finally, we wish to thank the Department of the Treasury, the Internal Revenue Service, the
LS, Mint, the U5 Customs Service, and Management Information Consulting Tor valuable
stall and computer support, the Deparvment of Justice™s Office Avtomation Service for
cxcellent graphics, and the SEC's Office of Administrative Services for their printing
support.



TABLE OF CONTENTS

INTRODUCTION AND EXECUTIYE SUUMMARY.

CHAFTER ONE - BACKGRQUND AND DESCRIFTION

OF TRADING STRATEGIES

A, Index-Felated Trading Strategies . Coe
l.  Assce Re-Allocation and Hedging . . .
2. Partfoho lpsurance . . _ . . . . . . ..
3. Index Arbitrage . . . . . . . .. L L.
B. Use of Auviomated Systems (or Programs . .

C. Prior Commission Studics of Index Trading .
I, Background Studies . . . . . . . . .

2. Exzpiration Yolatilitw - . . . . . o ..
3 Non-Expirangn Volatility . . . ., . ..

4 {oncerns Over the Cascade Scenario. | .

D. Methodology of the Division's Market

Reconstruction .« . . . . . . . . .. G
I.  Analysis of Index Trading during the
Barket Beeak . . . . . . . . o000

P Analvsis of Overall Trading During the
barket Break . . . . . . . . . . . . ..

CHAPTER TWQO - CHRONQLOGY OF TRADING

—_
] [ " [ ]
~f - At b e

—
L]

,_.
.
WO Gl

DURING THE OCTOBER MARKET BEEAK

A, Iawroduction . . o L L L L L L L
B

Chronology of Trading During
the October Market Break. . . . . . . . . . .

l. Qctober & . . . . . . . .. L.
2. Oetobar 14-16 . ., . . . . .. . ..
i October 4% . . . 0 0 0 0 L0
4, Cetober 200 . 0 0 © 0 C L L.

C.  Commission Regulatory Actions During the
Market Break . . . . . .. . . .. .
I. Commssion Monitoring and Supervasory
Activities . . . . . . . . .. L.

2. Commeission Consaltation and Decision

Making Activities . . . . Ce e

CHAPTER THREE - THE EFFECTS OF DERIVATIVE PRODUCTS

A, Imstitutionalization . . . . . . . . .. L.
B.  Market Basket Trading . . . . . . . . . . ..
. The Effects of Futures ., . . .,

. Benefits. . . . ... .. .. Ce
2. Price Impacts of Futures, ., _ . . . . . .
Analysis of Gcerober 1987 Trading

Summary and Issuzs Requiring

turther Review., . . . . . . . . . . . . ..

Mg



i Market Basket Trading . . . . . . . . . . . . ..
2 Derivative Product Leverage. . - . . . . . . . . . .
k) Price Limits . . . . . . . . . .. .. ... ...,
4. Short Sale Restrictions. . . _ . . . . . . . . . . .
3
M

Rc¢porting Requirementis. . . . . . . . . . . . .,

CHAPTER FOUR - EXCHANGE SPECIALISTS

A Market Maker Performance., . 0 . 0 L L . L
l. MNew York Stock Exchange ("INY3E". . .
2. American Stock Exchange ("Amex"y . . .

3. Regional Exchanges . . . . . . . . .. .. ... ..
B Equity Specialist Capital . . . . . . . . . . e
1. Regulatory Capital Requirements . . . . . . . . . .

2. Estimates ol Actual Capital
Available to Specialists .~ . . . . . L L 0L
3 Analysis of Specialist Failures Due

to Market Making Losses. . . . . . . . .. .. ..
4, Additoenal Capital lor Specialists . . . . . e
5 Analysis. . . oL oL Lo

CHAPTER FIVE - ANALYSIS OF CAPITAL ADEQUACY

&, Introductiom . . . . . . . . . ., ...

B. Upstairs Firms . . . . . . . . . e
1. Conscquences of the Market Brr:ak I'or

Bet Capital of Upstairs Fiems . . . . . . . . . . ..

2. Margin Accounts. . . . ., L, e e .

1 Analysis. . Lo L oL,

C. Liquidity of Broker-Dealers, . . . . ., . . . . . . . ..

L. Imwroduction, . . . . . 0 0 L e e

2. Background . . . . . ..o Lo L.
1 tank Lending During lhc Market Break . . . . . . .

Aanalyses. . . . . Lo L0 oL oo oL

Regulatory Capital Reguirements . . . . . .

Bolbd - 0O

Analysis. - . . oL L. Lo L
CHAPTER S1X - ISSUER EEPURCHASE ACTIVITY

Intreduction - _ . . . L. o . L. L e
Rule 1Qb-18. . _ . . . . . - . . o oo
Commission Staff Activity

ON®

. Introduction

anipulation and Frontrepnming, . . . . . . - . - . ...
! Market Manipulation. . . . . . . . . . . . . . . ..
ry Frantronning . . - . . . . . .« . . . oo . oo .
3 Regulatory Iniviatives . . . . . . . . . . . . . . ..

ptions Marker Makers' Finansial Responsibility . - L L

Financial Condition of Optigns Markets . . . . . . .
Stresses on Firm Resources, . . - 0 - o - 0 . . o .

Analysis of Repurchase Activity . . . . . . . . . . . ..

2 REepurchase Yalume . . . . . . . . . . .. .. ..

-1
4-1

4-29
4-43
4-48
4-48

4-53
4-61

1-66
4-66



E.

F.

CHAPTER SEVEN -

A

3

Price Performance. . . . . . . . . . . . .

Broker-Degler Survey, . . . 0 . . . . . . o ..
Summary . . . . . . L Lo Lo L.

Market Information Svstéms . . . . . .

hMarket

1. Bsckground . . . . . . . . . ..

2. Performance During the Markel Break. .

1 Anmalysis. . . . . L. .. o o .

Order Handling, . . . . . . . . . ... . ...

I, Performance of Routing Systems During the
Break . . . . . . . . . ... oL

2. Expericnce of Retall and loscitutional Inxcsturs

3. Analysis. . . . . . . .o

Automated Crder Routing and Execution

SYSIEME, . . . . . . . e e e e e e e e

1. Imtroduction. . . . . . . . . .. . .. ..

2. NYSE's DOT System. . . . . . . . . . ..

3. Amex’s PER System . . . . . . L. L L ..

q. Analysis of DOT and PER Perlormance . .

5. Midwest Stock Exchangg's MAX System . .

6. Philadelphia 5tock Exchange’s PACE Syvstem.

7. Pacific Stock Exchange’s SCOREX Svstem, . .

8. COrher Systems - Boston and Cincinnati

Stock Exchanges, . . . . . . . . ..
Analysis of Regional Sviems' I"crfornanc

9.
Intermarket Trading Svstem {("ITS"}.

LA o b B e

ITS Operations. . ., . . . . . . . . .. |

iTS Transactions., . . . . .

Pre-opening Procedures . . Co. -
Trade-through Rule . . | .

Specific Problems and Mcmbers' Responies .

-}
1
] i wm

-
'
=]

=4 =1 -3

-d

-3

o3 -l ~d

=1 =} -3
] ] .

EXCHANGE OPEREATIONAL FERVORMANCE

-10
-13
-14

SK
.15
16
224
=26
S
-3
-35

-8
40
oy
-4
-2
.41
-44
_45

CHAPTER EIGHT - PERFORMANCE OF THE OPTIONS MARKETS

A
B

Introduction . . . . L L L L L.
Exchange Operations . . . . . . . . . . . . ..

Trading Halts . . . . . . . . . . . . . ..

2. Trading Retations . ., . . . . . . . . .

3 Vepndor Capacity Problems. . . . . . . . .
4. Order Exgcution Systems. . - . ., . L,
Market Maker Performanee. . . . . . . . . ..
l. Introduction. . . . . . . . Co e
2. Premiums . . . . . . . . . . . . . .. ..
3 Quoeations. . . . . Lo L L L.
4, Marker Maker Participation . . . . . . . .
Factors AllTecting Market Maker Performance . . . .
I, Order Flew - . . . . . . . . . .. .. .
2. Medpging. . . .. . .. ...
Analvsis . . . . . . L. L

o
[

O 0 O TR

o e CE ey 0
|

=1 LA el ek

=10
-1
-16
-17
Y-
-15
-20



CHAPTER NINE - THE QVER-THE-COUNTER MARKET

O

E.

CHAPTER TEN - CLEARANCE AND SETTLEMENT SYSTEMS

A
B.

Intraduction . . . . . . . o 0 e o oo .
Overview of NASDAQ Trading [n October . . . . . . . .
QT Market Infermation Systems. . . . . . .

Trade Reporting, . - 0 0 0 . 0 _ L. o L Coe e
Quotations - Locked and Crossed Markets . . . . . .

2.

Small Qrder Handhing . - . . . . . . . . . ... ...
1. BOES . . . . Lo
2. Proprictary Swstems . . . . . . . .. .o ...
3. Timecly Executions. . . . . . . . - . . ..
Access 1o Market Makers During Market

Break Week. . . . . .. Lo Lo o000 0
1.  Market Maker Formal Withdrawal . . . . . . . . . .
2 Market Maker Positions . . . . L o o0 L oL L L
i

Quote Spreads . . - - . _ oL L L L0000 L

Analysis . . .

Inmtroduction . . . . - . . . . oL 0.0
Equity Securities - Clearance and Settlement, . 0 . . . .

1.  Trade Comparison, Clearance and Settlement . . . .
2. Clearing Members Fails and Financial

Responsibility . . . . . . . . . . . ... L.
1. Certificare Handhing by Depositaries, Transfer

Agents, and Broker Dealers . . . . . 0 . L 00 - L
OPptIons. . . 0 & 0 et e e e e e e e e e e e
1. Background . . . . . . . . . L . oo e
2. Opticns Market Yolume and Statistics . © . _ . . . .
3. Options Clearing Corporation (*OCCT}

Services During the Market Break . . . 0 . . . . L
4. Serttement o . . L L L L0 L L L.
5 Margin and Oprions Settlements

Dharing October 1987, . . . . . . . . . . . . . ..
a. OCC Clearing Member Financial DifTiculties . . . .
T, ANalvsiS. . . . . e e e e -

G-19
F-20
5-22
q9-23
0-24

10-13

19-31
10-33
10-33
10-37

10-39
10-40

10-42
10-44
10-48

CHAFTER ELEYEN - THE INTERNATIONAL CAFPITAL MARKETS

mo

The Trend Toward Internationalization of
the Securities Markees . - . . . L oL oL
Interrelationships of the World's Securities

Markerts
l.

3

-r

Yolume of International Trading in October, . . . .
Analysis of Market Triggering Effects. . . . . . . .

Market Per[ormance--London, Tokyo and Hong Kong.

1.
2
3
The Afteermath
Analysis .

Lendon . 0 0 0 0 0 L L L e o L
TokyYo . . . . L e e e e e e e e e
Heong Kong . . . . . . . . . o . oL L.



CHAPTER TWELYE - INVESTOR COMPLAINTS

A&, Introduction
. Bricf Backgrnund on SLC Cumpla:n[ Prfh.Lﬁ"il'[']g
2. Study Meothodology.

B.  Summary ol Telephone Complamts

T, Analysis of Written Complaints.
k. Broker-Dealer Complaints . )
P Complaints Congerping Murual Funds . .
3. Complaints Direcwed ar Seil-Regulatory Drgamzatmns
q Market-Specific Complaints .
5. General Inguiries and Complaints .

D {Comparison With Other Sources of [nvestor
Complaint Data.

E. Impiications far [n-.csmr Prmectmn

AFFENDIXES
Appendix A - Detailed Trading Chronologics
Cciober &
Ociober 14
Ociober 15
Cctober L6

October 19
October 20

Appendix B - Chronology of Index Related Trading
Appendia C - Chronology of Portlalio Insurance (Futures)
Appendix D - Charts and Tables

Appendix E

Drivision of Market Regulation Data Reguesis

Appendix F

Ecgional Steck Exchange Trading

Appendix G - Directorate of Economic and Policy Analysis
Capital Study

Appendix H - OfMige of Consumer Aflairs Data Reguest

Appendix [ - Glossary






INTRODUCTION AND EXECUTIVE SUMMARY

Introduction

During Octaber 1987, the nation’s securities marketsexperienced an extraordinary
surge of volume and price volatility, The most widely followed indicator of the U5,
stock market's movements, the Dow Jones Industrial Average ("DITA™ index of 30 New
York Stock Exchange ("WYSE") stocks, had reached an intra-day high of 274665 on
August 27, 1987. On Qectober 2, the DIIA closed at 264099, During the week of
October 3, the index declined by 158,73 points; during the week of October 12, by
23547 points. On October 19, the DJILA declined 503.32 points, and by its low point
mid-day on October 20 it had declined to 170870, or over [,000 points (37%) below irs
August 25 high. Even with its erratic but substantial recovery over the next fow
trading sessions, by Oclober 30, 1the DJIA stood at 1,994, dewn over 26% from its
August high, Broader indexes also declined for the month of October. For example,
the Standard & Poors {"S5&P") index of 500 stocks (“S&P 500%) declined 21.8%, the
composite indexes for the nation's three principal securities markets, the NYSE,
Armerican Stock Eachange ("Amex"), and the Wational Association of Securities Dealers
{"NASD™ Automated Quaotations (*NASDAQ" system Mor over-the-counter ("OTC™) stock
trading, experienced declines in October of 21.9%, 27%, and 27.2%, respectively.

Given the extracrdinary events of larg October, the Chairman of the Securities
and Exchange Commission ("SEC" or "Commission"} tnstructed the Commission's Division
of Market Regulation {*Division™ to conduct a comprehensive study of the causes,
eifects, and regulatory ramifications of the market break. While this study was
conducted in conjunction with similar rovicws by others, most notably those of the
Presidential Task Force on Market Mechanisms and the Commeodity Futures Trading
Commission {"CFTC™), the Division™s review is designed to provide an independent
factual basis to enabie the Commission to determine the most appropriate regulatory
responses t¢ ensure the soundness of the nation's securities markets and the protection
of investors.

Although thestaff of the Division primarily was responsible for preparation of the
Repeort, valuable assistance was provided by the Office of Consumer AffTairs, the Office
of the Chief Economist, the Dirsctorate of Policy and Economic Analysis and the
Divisions of Corporation Finance and Investment Management. The major purpose of
the Report was to analyze what happened during the Qctober 1987 market break, rather
than provide final "answers® to what should be done based on those findings. Ta the
extent the Report suggests ttems Mor Purther analysis and discussian, i¢ bears tepeating
that these suggestions are solely the responsibility of the Division and do not
necessarily refllect the views of the Commission.

Eclorc summarizing the individual Chapters, it is important o put the Report's
objectives in focus. As a threshold matter, the Report does not answer the question of
why in October of F987 the value of common stocks was reduced by approximately 30%.
We may never know what precise combination of investor psychology, economic
developments and trading technologies czuszed the events of Ocrober. Insiead, the
Reportattempts to recanstruct the trading activity during the October market break and
anilyze how the trading svstems for stock and its derivatives (g, options and futures)
may hzve coniributed to the rapidity and depth ol the market decline.

in conducting our angalysis, we have adopted the fundamental assumption that
cextreme price volatility, such as occurred during the market break, is undesirable, We
re¢ognRize that in one sensg wolatility is 2 neutral phenomenon: a measure of how



guickly priees react to new inlormation. Morgover, during periods of inereased
CCOTNOmIc URCErtainty it is not surprising that increased volatility occurs. Mevertheless,
when price swings teach extreme levels, they can have a number of adverse
consequences. Firse, such volatility increases marketmaking risks and requires market
intermediaries to charge more for their liguidity services, thereby reducing the liquidity
of the market as a whole, Second, if such volatility parsists, securities firms are [ess
able to wse their available capital efTiciently begcause of the need to resarve a jarger
percentage of cash-equivalent investments in order to reassure lenders and reguolators,
Third, greater volatility can reduce investor conlidence in investing in stocks, As g
result of these effects, we believe substantially inereased price volatility could, in the
long run, impact the ability of U.S. corporations to raise capital efficiently through the
sale of equity securities.

Executive Summary

The Mollowing provides an overview of the subject areas covered in each of the
chapters of the Report and summarizes the Division's (indings.

Chapter One -- Background apd Description of Trading Strategies

Thischapter provides background information necessary to understand the market
reconstructions discussed in the main body of the Report. The background information
covers four areas, First, &8 description s provided of the varipus types ol index-
related trading siraregies used during the market break: asset re-alloeation and hedging,
portfolig insurapce, and index arbitrage (cash arbitrage and index substitution) Second,
the use of automated stock order-routing systems for the above trading stratcgies, as
well as (o1 other forms of trading "baskets" of stocks, 1s discussed. Third, 2 summary i3
provided of the findings (rom earlier Commission studies of the impact of derivative
index products on the securities markets. And fourth, the chapter outlines the scope of
the Division's Report and the methodology emploved in the staf s raconstruction of the
markets during the market break.

Chapter Two -- Chronology of Trading Duciey Ociober Market Break

Chapter Two provides an overview of trading during the key days of the Qcrober
market break, including an pverall breakdown af trading into institutional, proprietary,
and retail components, and a description of the inleractions among the various types of
index-related trading on the securities and index fotures markets. More detailed
chronologies of trading on these days are provided in Appendiz A tc the Report.
Chapter Twoalso discussessignificant Commission regulatory actions during the market
break.

Chapter Three -- Effects of Derivative Products

This chapter discusses a number ol key issues raised by the effects of derivative
index products on the securities matkets in general, and on trading during the market
break in particular, It includes background discussions of the continuing
institutionalization of the sacurities markets, the recent increase it the use of passive
assel allocation strategies and the level of trading ol "haskets” of stocks, and a
summary of the benefits derived from detivative index products, as well as their effects
on the securities markats

i



Chapter Three provides an averyvrow of trading dusing the O¢tober market break.
The stafi's review of irading patieros during the period October 6 to October 21--
including a detailed reconstruction ol program trading activities (gg, stock index
arbitrage and portfolio insurance) -- leads ws to the conclusion that no single (actor--
cconamic, structural or psychological -- was responsible Mor the size and breadth of the
Cotober 1987 market break. To the contrary, the stalf believes that a variety of
factorscame into piay during the key trading days that allTacted invastment and trading
decisions,

Analysisof trading suggests Lhat the initial decline that immediately preceded the
Cctober 159 market break was triggered by ¢hanges in investor perceptions regarding
investment fundamentals znd econemic conditions. With these changes as the "rrigger,”
institutional stock sclling was the largest single direct factor responsible for the ininal
opening declines on October 19 Finally, panic selling in 2 broad range of stocks-
caused by 2 variety of Mag¢lors -- coupled with a complete absence of buyers (except at
distressed levels), was primarily tesponsible for the free-Tall decline that characterized
the Final hour of trading on the NYSE oo Ociober 15

Accordingly, Cutures trading and strategies involving the use of futures were not
the "sole cause™ of the market break. Nevertheless, the existence of futures on stock
indexes and use of the varigus strategics involving "program trading” were a signilicant
fagtor in accelerating and exacerbating the declines. During certain critical trading
periods, index arbirrage or portfolio insurance -- or both -- accounted Tor between 30
and &8% of total NYSE volume in the S&P 300 stocks. For example, on October 19,
arbitrage and substitution programs sold 37.6 million shares, portfolic insurance
strategics sold ar least 39.9 million addiriensl shares, and other programs sold an
addirional 1.8 million shares -- together comprising 14.7% of total NYSE volume and
21, 1% of 5&F 500 stock volume. During crucial individual time periods, moreover, total
program selling represented an ¢veén greater portion of total S&P 500 stock volume,
Between 1:00 and 2:00 pm. on Oclober [9th, the combination of seiling from portfalia
insuranceand index arbitrage totalled more than 40% ol volume in the stocks comprising
the S&P 500 index -- and totalled more than 60% of S&P 500 stock volume in three
different 10 minute intervals within that hour. As indicated by these statistics, the
Division also found that, in contrast to earlier periods of market volatility reviewed by
the stalf, portfolic insurance seiling in stock and l(utures was significant during the
market break, particularly during Ocwober 19th and October 20th. Most of the program
stock trading that occurred on October [9th and 20th that was not index arbitrage was
accounted lor by portfolio insurance selling. Much of that stock selling was done by a
single large institutional investor that executed large portfolio insurance trades in bolh
the stock and Matures markels.

In addition to direct effects, the existence of Tutures rrading and the use of
derivative products in index-related trading straicgies, in over view, had a significant
indirect impact on the markets -- particularly on Ocrober 19th = in the Torm of
negative market psychology. The knowliedge by marke! participants ol the existence af
zotive portfolio Insurance stratcgics created, inour view, a market “overhang™ effect in
both the futures and stock markets; this resulted in the maintenance ol futures
discounts that discouraged institutional t(raders From participating in the stock market
on the buy side, specialists rom committing capital to maintain l2ir and orderly
markets, and block positioning (irms From maintaining normal lovels ol activity,

xiii



Finally, wc nolc that the Qctober markel break did net result in merely a
deamatic one-time reevaiuation of securities markets. The aftershocks of October 19
continuc to affcet the markets woday, Quate spreads, liquidity and continuity on the
NYSE conttnue tobesubstantiatly inferior to those indicators before the October market
break, and actual market volatility has been substantially higher,

Insummary, we bolicve that three dramatic trends have o¢curred as 2 result of
trading in derivative index products. First, stock index fetures have supplemented and
often replaced the secondary stock market as the primary price discovery mechanism Mor
stocks. Sesond, the availability of the futores market has spawned mstitutionaltrading
strategics that have greathy increased the velocity and ¢oncentratian of stock trading.
Third, the resulting increase in index arbitrage and portfobio insurance trading in the
stock market has increased the risks incurred by stock specialists 2nd has strained and
at times exceeded their ability o provide ligoidity to the stock marker,

We believe that thess findings are significant and their implications necd to be
varefully reviewed by the Commission. We believe tharthe increased coneentration and
velocity of futures-related trading and resultant ingreases in stock market volatility can
have long term, profound impacts on the participation of individual investors in the
stock market. While many individual investors now participzie in the stock marker
through institutional inlermeadiaries, we believe individual participation rémains
impartant both for the additienal liguidity it provides and for its contribution 10
consensus support for the US, cconomic system. We are not sanguine thar such
participation wili remain il price volatility akin 1o Oetober 19 o¢curs an even an
oceasional basis. We continue to beliave, howsaver, that derivative index markers
provide valuable hedging and market timing benefits to institutions and, a5 4 résult, any
changes 10 the regulation of those products must be effected with great care.
Nevertheless, we belicve 4 number of responses should be thoraughly explored,

Market Basket Trading

One of scveral alternatives that may be worthy of examination is the proposal to
eréale one NYSE specialisy pest where the actual market baskets could be traded. A
market basket post would alter the dynamics of program irading, in ¢fTect consolidating
program trades back to a single order. The index specialist would have the
informational advaniage, not available ta specialisis in the individual stocks, of s¢¢ing
the entire program order. Moreover, locusing institutional program trading at a single
post might encourag: additional block positioning activities, thereby potentially
increasing the liguidity on the NYSE lNoor. While the feasibility and design of basket
trading would require substantial analysis, we believe the concept of basket trading
deserves the Commission™s and the NYSE's atwention,

Derivative Product Levernge

We behicve thought should be given Lo steps to bring the available leverage of
derivative products in line with the leverage of stock products. We believe this
leverage derives from two sources -- cash settlement and margin.

The availability oF cash scttlement ¢liminates the risk that a market participant
must liguidate s position prior to the termination of the futerc or accept delivery (and
make payment lor) a market basket of stocks. The climination of this risk increases
the willingness of market participanis to take larger positions with correspondingly
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tighter liquidation triggers. While a requirement for physical settlement of index
futures raises a2 number of practical problems, the staff will continue to review the
leasibility of physical settlement lor index products,

The other primary difference in leverage between the stogk and derivative product
markets is margin. The Drivision recognizes the distinctions between futures and stock
margin. Fuotures margin is, in eflect, 2 performance bond that does not include an
extension of credir, Morcover, futures positions are marked 1o the market daily and all
margin ¢2lls generally are required to be paid on 2 same day basis. For these¢ reasans,
Futures margin has Mocused entirely on cnsuring that both partigs satisf y their respective
obligations wnder the futures contraget. MNotwithstanding the absence of a3 debt
relationship, however, the margin treatment Mor stock index futurezand options provides
significantly higher leverage for users of these products that can be achieved under
stock margin requirements. Morcover, the increasing popularity of index substitution,
index arbitrage, angd portfolio insurznce has resulted in an ingreasingly greater
percentage of Mutures positions being taken precisely for the purpose of replicating cash
market stock positicns. Yet these positions require dramatically less cash to estzblish
than would the equivalent position in the stock market.

The Division heliaves that the ¢ase with which an institution ¢r investment Firm
can ingrease or decrease the percentage ol 4 portfolio invested in equitics through the
purchase or sale of derivative index products creates an environment in which investors
buy and sell muech lzarger positions than they might otherwise. Moreaver, low margins
contribute fo increased speculative trzding that, in normal market conditions, contributes
to the illusion of almost unlimited liquidity in the futures market. During a market
break, however, that liquidity disappears at a rate geometrically larger thain does
liquidity in the lower-leveraged stock market. For these reasons, the Division belicves
that relatively low margins may contribute (0 increased concentcated institutional
trading and resuiling greater price volatility.

Therefore, we beligve the Commission should review carelfufly with the CFTC the
impact on the steck market of present index futures and options margin levels, This
review also should consider whether any benelies obtained rom reducing the iiguidiry
demands on the stock and derivative markets putweigh the costs and potentially lower
derivative product liguidity resulting from higher margin requirements during periods of
normal market activity.

Price Limits

Frice limits kistarically have besn employed in the Futures markers 1o address
extreme price volatility, While the Division believes that price limits, such as those
recently imposed by the Chicago Mercantile Exchange ("CME™), may be a rational
response to the present leverage levels in the index futures market, we nevertheless
believe that there are substantial probicms with their ef festivencss. Sciting price timits
on index futures when there is an active alternative pricing mechanism in the stock
market is somewhat sell-defeating. The ability of institutions to shift their liguidations
to the stock market was amply demoensirated on October 191h and 20th, Moreover, we
do not believe, as a general matier, that price limits should be imposed on stock
trading, although brief trading halts based on pre-set standards may warrant lurther
consideration,
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While we do not (avor stock price limits, we do believe that greater coardination
ol stock and derivative index products trading warrants Murther review, We belicve that
the dominance of the Muture as the price setting mechanism is most dramatic at the
opening. The existence of a substantial futures price discount discourages specialists
and other market participants {rom of {zetting sell imbalances. Moreover, the ongoing
trading in the Cutures may hinder the opening of the componant stoeks by encouraging
additional waves ol sel] orders. Finally, the ability 1o trade futures before the
component stocks have opened provides opportunities for firms to "(ront run” their
customers’ stock orders, possibly to the detriment of those customers. We beligve
further review should be made as 10 whether these concerns might be addressed by
restricting the opening of index Tutures and options contracts until a sct percentage (in
value) of the stocks comprising the index commenced trading. Similarly, such & review
should evaluate whether derivative produgts should stop trading when trading in an
identified percentage of the stocks composing the index has been halred.

Short Sale Bestrictions

The absence of short sale restrictions in the derivatlive markets, coupled with the
greater leverage of lNutures, arguably presents the potential for greater speculative
selling than could oocur in the stock market., Moreover, through index arbitrage, that
selling activity can be transferred to the stock markel, of ten without being subject to
Bule I0a-1 under the Sccurities Exchange Act of 1934 ("Exchange Act"), the short sale
rule. Ageordingly, the Division believes the Commission should review whether reducing
price volatility should remain a goat of the short sale rule and, if so, whether steps
should be taken to increase its effactiveness.

Reparting Requirements

1n its Report on the Role of Index-Related Trading in the Market Decline on
September 1] and 12, 986, the Division noted the need o develop a "cost-ef fective,
routine means of identifving and maintaining easily accessible recards of index-related
trading” Since then, the Division siaff has worked with the stalf ol the NYSE 1o
design such a reporting system. Despite recent improvements in this area, however, the
Division still ¢xpericnced substantial difficultics in reconstructing the October market
break, impairing the ability of the staff o fulfill its oversight responsibilivies and
coordinate collection of trading information with the CFTC. Accordingly, the stalT
belicyes it would be appropriate to revisit the desirability of creating more specific
recardkceping rules at the broker-dealer level and to examine whether it would be
leasible to develop a system, similar to the CFTC's large trader reporting system, lor
rapidly identifying large traders in the stock market.

AgS o separate matter, it alse may be appropriate to consider how to integrate
program trade reporting within the current systems af last sale reporting. In contrast
to current systems to moniter and report block trades, there is no regularized reporting
of program trades. The Division believes 1t would be appropriate to consider how to
intcprate program trading within the context ol traditional tranzaction reporting. 1f, as
somg have suggesied, program trading is the “block trading of the i980s,” thon it scems
appropriate to consider whether the more accurate and timely reporting of such trades
can be made more readily available on 3 widespread basis,

Magipulation aopd Frooiruomning
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The Beport provides a general description of ¢oncerns raised by the possibility of
intermarket manipulation and lrontrunning, as well 3s5an overview of the lindings of the
reviews by the Division, the CFTC, and securities and futures self-regulatory
prganizations ("SROs") as to ¢ach of these argas during the October marker break,
While the Division found no evidence to gquestion the CFTC's rocently published
derermination that allegations of possible market maniputation on October 20 in the
index Fotures markets were unfoundad, the Division noted several instances of firms
apparently trading in Mutures abead of customer futures and stock programs, which raise
signilicant concerns. Finally, Chaptér Three contains a discussion of recent regulatory
initialives to address intermarket abuses. In this connection, the Division intends to
work closcly with the SROs and the CFTC to énhance Mutures and securities exchanges’
routing access 1o each other’s trading and surveillance data.

Chapter Four -- Exchanpge Specialists
Specialize Performance

The ™ Y SE specialist system was placed under enormous strain during the markes
break period.  Although there were some instances of questionable individeal
performance during this time, specialists as a whole met their market making
oblipations. They increased their agprepate buying activities and generally maintaingd
markets in their stocks. Specialists often were the primary, and somelimes only, buyers
during the morning and alterncon of October 19, with very little buying support from
upsiairs firms. Nevertheless, market quality deteriorated substantially on the 20th, as
the market continued to strain under heavy votlume and scll pressure. This is further
evidenced by the sigrificant number of delayed openings{?2band trading halts(16T)on
the 20th dug to imbalanges,

While specialists, in the aggregate, performed satisfactorily, therc was a wide
variation in individual specialist performance. In particular, a disturbing number of
NYSE specialists on Qctober 19 ¢ither were net sellers or did not take substantial
positions. This inconsistent specialist performance deteriorated Turther doring the
alternoon of October 19 and throughout October 20, [n addition, the Report identifies
a number of instances throughout the marker brezk where the appropriatencss ol the
opening price sct by specialists is questioned. While NYSE specialists’ obligations to
contribute to price continuity and depth musit be viewed in the markets Tor their
specialty stocks must be viewed in the context of extracrdinary price velatility, volume
and futures discounts, the performange of certain specialists appears to have been
unsatisfactory. The Drivision's analysis of Amex specialist performance during the
markest break period indicared a similar decline in overall specialist performance on
Ociober 19 and 20, and a disparity among individual specialists’ performance. The
Amex, however, also had several stocks that were halted lor at least one day during the
market break period.

Inlight of our findings, the Division believes that the Amex and the NYSE should
examing ¢arcfully individual specialist performance during the market break, I'n this
connection, the Division belicves the Amex and NYSE must use their powers to
reallocate stock pursuant to their rules where they identily specialists that exhibited a
substantial or continued failure to maintain Fair and orderly markets. Further, the
Division believes the wide disparity in specialist perlformance underscorss the need for
the Amex and NYSE to develop relative, objective standards of performance {or
cvaluating specialists.
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Equity Specialises” Capital

During the market break, specialists at the NMYSE increased their agpregate
gecurities positions (o at least twice that of their nermal size with some individual
gpecialist units increasing the size of their positions to four times that of their normal
size. This increase in the size of positions resulted in the loss of approximately one-
half of the buying power usually available to the specialises. At the end of trading on
October 19, thirteen NYSE specialist units had no buying power,

The expearience on October 19 and 20 demonstrates that the financgial pesinion of
many specialist firmscan become critically strained during a major market break. While
specialist capital appears sulTicient in normszl trading situations, the staff is not
confident that it will remain sufficient il the markets continoe at their preasent
volatility levels. Although the staff is not able to conclude that additional capital
would have retarded to any great degree the market decline of October 16 and 19, the
staff believes that additional capital might ensure that in any future down market
specialists do not reach the limit of their buying power or become in jeopardy of
failing.

In light of the above, the staff believes that further analysis of the spocialist
(inangial responsibility system should be conducted. In particular, thesiaff isconcerned
that the present minimum capital requirements impgsed by the Amex, NY3E and the
regional exchanges do not refleet the actual capital needed to ensure the maintenance
of Tair and erderly markets in different types of securities. Accordingly, the staffl
belitves that the cxchanges should consider revising the minimum finaneial reguirements
impesed on specialists to reflect moze closely the requirements of today's markegs,
Moreaver, the Division will review the appropriateness of applying the Commission’s net
capital rule to al) speeialists.

In this conncction, the staff also has identified substantial limitations in the
exchanpes’ present system ol specialist surveillance, Accordingly, the Division will
Tevicw with the cxchanges possible modification by the exchanges of their existing
specialist monitoring systems in order to ingrease the level of surveiilanee currently
maintained.

Finally,the Division isconcerned about potential difficaliies specialisis may have
in obtaining financing during periods of market turbulence, Accordingly, we belicve
that the cxchanges should cxplore the possibility of requiring all "self-clearing”
specialists to maintain a line of credit with a bank or other lending institution or face
kigher capital requirgments,

Chapter Five -- Analysis of Capital Adequacy

Upstairs Firms

In general, the large invesiment banking and retall firms sullered substantial
losses in Ociober as a direct result of the market crash, However, none feil below the
net capital early warning levels. O the approximatety 6,700 (irms dealing with
customers and/or trading for their own account, about 60 were at some time in violztion
ol the net capital rule, Of that number, only three carried customer accounts and only
one of 1those had to be liquidated under the Securities [nvestor Protection Act. The
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remainder of the firms traded solely lor their own accounts andsor introduced their
customer business on a fully-disglosed basis to another broker-dealer.

In light of the increased volatility ta the market, the Division belizves that
cartain matters should be reviewed, First, the minimum nat sapital required ol braker-
dealers thae {1) carry customer accounts, {2} introduce customer accounts on a fully-
disclesed basis to another broker dealer, and (3} are marker-makers in OTC scourities
should be reexamined. Second, the ner capital rule should be reviewed to determine
whether t0 require broker-dealers to take haircuts Mor their securities relared Tutures
pasitions that are independent of margin requirements and are related to the past
volatility of the underiying securities. Third, the level and struarure of haircuts (or
eguity sccurities should be reexamined. Lo this connection, consideration should be
given 1o establishing scveral levels of haircuts to dif farentiale among differant types ol
sccurities. Moreover, atteation should be devoted to whether equity haircuts aloneg are
a sulficient leverage limiting device for (irms that do not carfy customer accounis, but
either trade (or their own accounts, act as market makers ar clear through anather
firm. Finally, Minancizl activities conducted in alfiliates of a brokei-dealer shauld be
reviewed for their poeential exposures to the broker-dealer and the financizl markets
generally,

Liguidity of Broker-Dealers

Bank lending to the brokerage community as a whele increascd sigmiflicantly
during the week of the market break, While no precise measurement is availabic, data
from the Board of Governors of the Federal Reserve System ("FRB™) tndicate that loans
by banks 10 purchase and carry scouritics, including loans o broker-dealers as well as
1o mutual lMunds, increased by almost {ifty percent during the week of the break.

Following the market break, the availability of cradit to broker-dealers did naot
decrcase on a generalized basis. Banks continued to make ¢redit decisians on a ¢lient-
by-client basis, taking into accownt the perceived creditworthiness ol their customers,
the value of securities pledged as cotlateral for secured loans, and the strength of their
security oterests, Most banks reportcd that their clients did not scek loans in cxcess
of the banks' internal lending guidelings and that these loans were usually provided. It
is not ¢lear, however, that banks would have continued to provide liguidity to the same
extent had the TJIA continued to drop significant!y on Oc¢tober 20,

Banks were more cautious in making lending decisions during the market break.
In response to the market decline, some banks made intra-day margin calls and lowered
advance rates Mor particular borcowers, Specialists, risk arbitrageurs, and other firms
rumored (o be experiencing problems, including some major broker-dealers, were requireid
by individual tanks (0 provide additional egllateral or to change the nature ol their
sccurityarrangements. Finally, bank concerns over ¢redit exposurescontributed to some
delays in Futures and options clearing corporation seftlements, as well as settlements of
foreign currency transactions.

While banks continued to provide broker-dezlers necessary linanging and
scttlemant assistance, the market break underiined the oritical importance of ensuring
broker-dealet liquidity when the market system is under strain. The Division believes
that the actions of the FRB and the Federa) Reserve Bank of New Yoark to ¢ncourage
major banks to continue their prudent financing of securities Mirms were ¢ritical in
avoiding any potential Tor a iiguidity gridlock. In order to reduce risks of liquidity
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problems in any luture markect break, the Division believes that the self-regulatory
organizations should review with broker-dealers the desirability of establishing diverse
lending relationships with a number of banks, as well as the Feasibility of obtaining
more committed Tines of credat than currently exist,

Opilions

Total market maker deficits atall options exchangas for those market makers that
clear through the 16 ¢learing firms designated to the Chicago Board Options Exchange
{("CBOE") {or examination Cor complianges with financial responsibility requirements
ingreased Mrom approximately 36.2 million on Qetober 34 10 3137 million on Oetaber 23,
a net increase of $130.8 million. On Qctober 20, there were 164 market makers whose
azccounts were in deficit with an aggregate total deficit of approximately $217 million.
During the October 14 through October 30 period, the markst maker equity at all
options exchanges Mor market makers carrizd by the 16 CBOE designated clearing firms
deareased by appraximately 5287 S million, lrom approximately 38359 mallion an Octabar
14 to approximately 55484 million on Ocrober 30,

Aggregate net capital of CBOE designated clearing Firms increased by
approximately $178 mallion, from approximately 51219 million gn October 14 to
approximately $300 million on October 30, The increase was due primarily to capital
inlTusions and dramatic reductions in options market makers’ positions. However, some
clearing Mirms experienced severe liquidity problems. A number of factors contribuied
t¢ the firms' liguidity problems, incleding: (1} intra-day variation margio calis; (2}
difficulttes in financing stock and options positions through banks; (3} problems with
returned stock loans: and (4) market makers’ withdrawals of equities from their
ACCOUNLS,

The liguidity problems experienced by clearing Firms suggest that the following
155ues should be explored: (1) whether market makers should be required to maintain
minimum squity in their accounts cqual to the perceived risks in their positions: (2)
whether there should be concentration haircuts for short options positions, cither on a
market maker by market maker basis or on a total clearing ficm basis; {3) whether the
nct capital provision providing that aggregate markst maker haircuts cannot excood ten
times the ¢clearing firm's net capital for a pericd excecding five consecutive business
days should be amended to reduce the five busingss day grace period; (4) whether the
provision of the net capital rele that permits some options market makers that are not
exempt fram the net capital rule to avoid under certain circumstances the haircuts on
their option positions should be climinated: (3) whether szif-clearing options market
makers should be parminted 10 carry the aceounts of indepandeant market makers without
having the net capital requirements of other firms; and (6) whether there should be
limitationt on the withdrawal of market makers' equity from their accounts.

[n addition, the Division believes that the options clearing Iirms, options
exchanges and the Options Clearing Corporation ("OCC") should enter into discussions
with banks 14 encourage them to develop puidelines thal would allow them 1o extend
credit with confidence on in-the-money options positions.
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Chapter 5ix <« Issuer Repurchase Actirvity

In light of the sipnificant number of issucr repurchase program announcements
during the week of Octobar 19 to 23, the stalf conducted am analvsis af repurchase
activity of S&P 300 companics during this period. The staff analyzed the impact of
repurchase volume and announcements on markef price performance, and exzamingd the
opcrations of Kule [0b-18 under the Exchange Act

The stall found that stock repurchases by many S&P 500 companics represcntod 3
sigaificant proportion of the trading volume in their sharces during the wegk,
Furchasing activity had a Maverable impact on price performance, and the effect on the
announcement of 3 repurchase program also appeared o be positive,

While muost tssucrs apparcently lollowed the requirements of Rule 10b-18. the
treatment of block purchases under the rule may effectively negate the volume
limitation for many secdrities. Asa result, a number of 1ssuets were the predominant
bBuy force 1o their commaon stock after they commenced their repurchase activiey, The
staff expects to continue its review of the impact of issuer rcpurchases and the possible
need for amendments to Rule [0b-18,

Chapter Seven -- Exchange Operational Performance
Market Informztion Sysiems

Marker information systems were not subject 1o any major breakdowns or delayvs
The central processor {or transaction and guatation iaformation for hsted cquity
securities, the Scourities Industry Avtomation Corporgtion, cxperienced gnly two briel
outages in reporting transaclion information. The NASD eaperienced some delays on
Crctober 19 and October 20 in one of its services For providing transaction and
queotation information tosecuritiesinformation vendors, Securities information vendors
also did nor expericnce many interruptions ar delays in providing service. While the
performance of equity nlformation systems did nol raise sigmificant congerns, 1he
Bivision believes that the NYSE should review whether i has adequate persoennel and
Facilities to maintain accurate trade and quote reporting capabilities during perigds of
sustaingd high volume,

Althoupgh there were no svsiem-wide interruplions or delays in disseminating
optians transaction and guotation information 1o securities anfarmation vendois, two
problems did acecur. First, a3 the valuc of underlying scouritics and indexes changed
dramatically, the pumber of new options serics that were created was much greater than
usual, The addition ol these now serics to exssting data bases strained the resources of
several securities inlormation vendors, The second problem relating 10 optians
information accurced when premiums reached Lthree digits. Because three digil premioms
previousty had been a rarity, the options information message Format only allowed two
digit prige information. Consequently, premiums wilh three digits were incarrectly
reporiod.

Order Elandling

The Division's review ol order entry 3nd routing procedores during the market
break highlights at lcast two areas of concern. First, many broker-dealers appear w
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have been nearly overwhelmed by the surge in order Flow. Notwithstanding the fact
that 60} million share days may not have been within the realm of reasonable
cxpectations, some firms may not be routinely reviewing and assessing thair capacities
to accept orders Mrom their clicnis and route the orders 1o the appropriatc destination.
Sccond, 1t iz apparent that at least one major service burcauw sulfcred operatiomal
problcms that resolted in delays in order couting and execution reporting Cor 2 large
number of [irms. [n light of the stress placed on firm order handling systems during
the market break, the Division believes that firms should develop contingency plans to
cope with unusual volume, These plans should inglude back-up computer systems, cross-
training of personnel and betier communication with public customers, In order 1o
cnsure that these revicws regularly take place, the sell-regulatory organizations and the
Division should include a review ol operational capacity in broker-dealer examinations.
hMorcover, because many Firms rely on service bureaus to perform externsl order routing
[unctions and these sysiems ingerlock and are dependent on the operations of the
routing and execution systems of the exchanges, the entire network shouid be examined
to determing the gauses of inefficient operations during the market oreak., Lo this
connection, the staff will review whether some degree of regulatory oversight of service
burcaus is desirable,

Avtomated Order Routing and Execution Systems

Problems with the NYSE's Destgnated Order Turoarpund ("DOT™ syslem caused
many dclaysinexecuting trades. Several components of BOT, which permits antomarted
routing of small orders of up to 2,099 shares and the sending of orders in hisis al
securilies, frequently were overburdened.

Moreover, all the small order routing and execution systems of (he regional stock
cxchanges also cxpericaced significant delays, garticularly on October 19 and 20, in
exccuting orders through their systems. The Pacilic Stock Exchange ("FSE") SCOREX
system encountersd the most signilicant problems, osing both orders and trade reports,
du¢ 16 a system capacity overload. The Midwest Stock Exchange ("MSE") and
Fhiladelphia Stock Exchange ("Phlx"} also had large guenes for orders cntering their
respective systems. Phlx reverted to a manual execution systern during most of the
week of October 19 and, under manual mode, dispensed with sending ¢xecution reports
Lp member Tirms until alter trading hovurs. On the other hand, the MSE attempted 1o
increase 15 system's capacity throughout the week of October 1% and by October 26
wis zble to add an additional camputer to increase capacity.

The problems encoountered during the week of October 19 Righlight the crivcal
need for all exchanges to implement quickly system improvements o enhance their
ability 10 handle volume surges in the Tulure, Moreover, the Division belicves the
Commission should consider whether to reguest that the PSE and Phix refrain (rom
adding new firms on Lheéir systems ontil they have made progress in increasing sysfem
capacity.

The probiems during the week ol Getober 19 also underscore the need for the
markers to inform. in a timely fashion, member [irms of any problems and delaws in
their systems in addition o any redictions in puarantes limits. Caardination among the
markets, especially when systems arc down and order (low may have to be sant to
another market, also should be improved.

+ 5111



Finally, substantiz! delays occurred in routing orders through TS 0TS 15 3
communication systern that links the seven major stock exchanges and the NASD In
addition, ITS suflered from the Failure of the TS plan to provide Tar a pre-opsning
notilication routine after trading imbalance halts, as well as a goneral tack of
communication among the pariicipating exchanges. The suaff determined, the20ore.
that modilications in the exchanges' order routing and support systems and impras.d
communication between exchanges wouid resultina more efficient performance af 175§
during periods of high volume.

Chapier Eight -- Performance of the Options Markers

The gptions exchanges experienced a number of problems throughout the week of
October 19 due o the extreme price volatility in the market For the underlving
securitics, the absence at times of wselu! markes information concorning condilinns in
the cquity and Futures markets, and the difficulty marker makers Faced 1 fiving 10
hedge their aptions positions, The impact of these Mactars 8 eeflected o the barce
number and protracied nature of trading hales called an indovidual eouity optians and
indecx options. tn the Fact that prices, or "premiums,” charped for option contracs,
particularly put conlracts, were inconsistentand ofien unrelated to price movements in
theunderlyingindex;and in the notable unwillingness of some options market makers o
raster liquidity by trading on a continugus basiz. In particular, the options narhers Jid
nat provide an effective, continuous markeat Cor the most 2ctively traded index aplions
classes at certain times on October 19 and For virtuzlty all of Ocrober 200 Accordingls,
the Division believes there are & namber of arcas that require review by the Commission
and the options exchanpes.

First, the Division and the exchanges may wish Lo reconsider the et licacy of rules
that currently pormif options on indexes of scouritics 10 apen prigr (o the opening of
all component securities in the underlying market and to continue trading (or a Ccerrain
time ¢ven though underlving component securities are not trading. Seccond, the aptions
exchanges, particularly the TBOE, need (o examing methods to specd up opening
rotations. Index aprioh opening rotations were excessively long on Ocreber 20, and, tn
the opinion of the Division, limited the ability of options cusiomers 10 recenve timely
cxccutions, and contributed to higher premiums being charged in some optians scrics,
Third, the Division believes there is a2 need Tor the oplions exchanges and market
information vendors to develop a plan concerning what options serics, il any, should be
delisted from vendor quotation services when vendor data base capacity s outstripped.
Fourth, the Division believes that the performance of small arder execution systems
during the weck of October 19 gvidences Lthe nged for the CBOE and the Amex to
revisit their rules governing market maker participation in these svsiems. Filth, the
Division believes that the performance of index aptions marker makers on bath the
CBQOE and Amex, particularly on Cctober 20, warrants close examination by these
cxchanges to determing whether they mer their abligations to maiogain, 1o the maximum
extent possible, fair and orderly markets.

Chapter Nine -- The OTC Market

During the week of the market break, the prevalence of unreliable guotations,
delayed transaction reports, reduced marke! maker participation, and increased manual
grder handiing, coupled with greater telephonic inquiries, undermined the hiquidity and
arderliness of the OTC market.
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During the mrarket break, the OTC marketsulTered from a combination of extreme
downward volatility and unuwsually high share volume. Ancxrraordinartty high nember
of locked and crossed markets disabled the NASD's auwtomated Small Order Execution
Sverem ("SOES™, as well as similar systems operated by individual marke! makers,
Morzimeg marker makers to exocute transactions of small size manually, Because of the
delfaculry inreaching other market makers by telephone, customer orders for securities
whose markets were locked or crossed were of ten not executed in a timely manner, not
execuicd at all, or exgcuted at prices that reflected only a securities [irm's best
cstimate of the prevailing market

The NASD has responded to problems encountered during the market break by
proposing a number ol initiatives. These initiatives include raising the penaliy for
unexcused withdrawals by market makers from NASDAQ, requiring all NASDAQ market
mikers 1o participate in SOES; providing that SOES excoutions will ¢continye in an
OTC/National Market System security when quores are locked or ¢rossed: eliminating
preferencing of market makers when a locked or crossed macket exists: and establishing
the Order Confirmation Transaction service that will permit firms to acesss market
makers over the computer withoul voice contract. While the Division believes that
these proposals demonsirate o willingness by the NASD to respond to the serious
breakdowns that occurred during the market break, we believe there are a number of
additinnal arcas that merit attention,

First, the NASD, as part ol its self-regulatory responsibilivy, should revigw the
conduct of market makers during the market break 1o aseertain whether they complicd
with the NASD's rules. Second, the large number of transactions reported out-oi-
sequence by particular Nirms may be an indication of the Firms' inability to comply with
the transaction reposting rules. Third, the WASD and the Commission should reconsider,
in [ighr of the market break, the need (o require market makets to include realistic
sizes as part of their quotations, Fourth, the NASD should consider additional steps
that would ensure the ability of market makers (o exccute efectronically against other
market makers” gquotations during high volume periods.

Chaptler Tea -- Clearance and Seitlement

During Ociober 1987, clearing agencies, broker-dealers, and securitics markets
cooperated siecgessfully to compare, clear and settle unprecedented sustained daily
trading volume. Although the volume placed tremendous strain on personnel and
sysilems, the vast majority of that trading volume was cleared and settied within routine
time frames. Volumeand record price valatility also rncreascd dramaticalty the Minancial
risk of loss 1w clearing agencies and their members.  Although some losses were
suffered. clearing agency safeguards were effective 1n preventing significant or
widespread losses,

The recard trading volume and securities price volatility experienced during
Ocwaber 1987 doos suggest, however, the need Mo tmprovements in (wo primary aspects
ol the clearance and setilement process: {]) post-execution trade processing, and
{2} clearing agency saleguards apainst member defauli.

The NYSE, NASD and Amex should consider accelerating efforts to compare all
trades on trade date. Currently, over 50% ol share volume is compared through two-
sided trade input that resalts in compared trades several days or longer alter trade
date. The Golober 1987 experignee mdicates thal the current two-sided comparison
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process cannot be completed fully on a timely basis with sustained daily trading volume
exceeding 600 miliion shares. Those considerations should include expansion of
automated systems which permit comparison at or near the time of trade execution.

Clearing agencies also should consider a variety of enhancements to their risk
management systems to reflect ingreased risks that result from ingreased price volatility
and trading volume. Those considerations shoold include enhanced member monitoring
sysrems to ¢nable clearing apgencics 1o obtain better and more up-to-date information
about members’ Tinancial strength, activity in other markets, and customer activity.
Clearing agencies alsoshould consider whether risks posed by ipdividual members require
increased capital requirements or the deposit of additional assets with the clearing
ARENcYy.

Options clearing systerns and market participants also should resxamine salfeguards
and consider improvements in light of events in October 1987, As demonstrated in
October, equity price volatility can generatc goometric ingcreases in optigns price
volatility. The QCC should consider the same member moniloring improvements as
cquity clearing organizations as well as how those monitoring techniques can provide
beiter carly warning of risks and what increased measures should be faken o guard
against those risks. Moreover, basic volatility assumptions and margin formulas should
be reassessed in light ef the record velatility in October. When OCC margin is
insufficient to cover intra-day velatility, OCC resorts to variation margin ¢alls (o
protect itself. Eveants in October suggest that OCC shouid reassess the manner and
timing of variation margin czlls to determine whether it can obtain ¢arlier warning of
and protection [rom potential member insolvency, especially for volatility that occurs
late in the trading day near the close of banking hours. Finally, OCC, the commodities
industry, and regulators should discuss ways to ¢oordinate margin requirements and
settlements for entities invelved in securities options and Fotures market activily.

Chapter Eleven -- Interpationalizailop

The interdependency of the world's securitics markets was never more apparcnt
than ducing the market break. The Commission stalls findings indicate that the major
world markets responded quickly and dramatically to movements in other major world
markets and that, foc the most part, U5 markets led Forcign markets,

To some degree, the interdependency of the markets is the reselt of cross-border
investing by market participants who are seeking new ways to diversily portlolios.
Although there were rumors that foreign investors were abandening US. markets when
the DJ1A turned sharply down, the stai'f has not found e¢vidence to suppart this beliel.
Foreign investor activity dees not appear t0 have had a disproportionate effect on 1.5,
market moves. ULS investors also appear to have engaged in substaptial trading in
forcign markets during the break. Much of this (rading, however, was probably pre-
negotiated crosses, arranged in the U5 and executed abroad for convenlence.

Although the major world markets may have experienced varying dégrees of
forcign investar activity during the break, the markeis uniformly werée besieged by
enormous seli pressure. Thus, the staif ¢xamined how London, Tokye and Hong Kong
fared under this extraordinary pressure. London operztes in a manner similar to the
NASDAQ market and, although it continued 10 [unction throughout the break,
expericnced many of the same problems as the NASDAQ market. For example, instances
of widened spreads snd reduced quote sizes were reported. Market participants alse
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indicated that some market makers were not answering their telephones and that locked
and crossed markets were ot podommon.

Tokygalso suffeced under the sirain of huge sell-order imbalances. On Tuesday,
Qctaber 20, the implementation of daily price bimits and huge sell-grder imbalances
kalted most trading in that market. Finally, inresponse to the unprecedentad volatility
arpund the world, the Hong Kong markests closed For Four trading days in the hope that
those markets would avoid the calamitous drops other markets experisnced,
Nevertheless, upon reopening, the Hang Seng index plunged 1,120 points, a 33% drop.

The growing internationalization of the markets presents many challenges to the
world's securities regulators. The events of October 1987 brought to the farefront the
degree to which events in one market can affect other markets and emphasized the need
lor greater international cooperation and initiatives. Eegulators can respond positively
1o these developments by working together 1o develop trading, clearznce and settlement
linkages and other arrangements; international trade and quote reporting mechanisms,
adequate linancial oversight systems; and effective enforcement and surveillance
arrangements,

Chapter Twelve -- Investor Complainis

Chapter Twelve 15 devoted to the detatled analysis ol investor complaints and
inquiries received by the Commission and the sell-regulatory organizations in the
altermath of the October market break. The chapter describes the results of the
intensive program undertaken to identify and categorize the types of problems
experienced by individual investors, as well as to documetit the general perceptions of
investors during this period. A brief summary of telephone compliaints/inguirics 15
included, with the primary Cocus on the analysis of the 1,283 letters reccived through
Deocember |5, 1987,

The {indings of this study indicate that problems involving order execution
accoupied for the highest percentage (42.3%) of investor complaints by far, The next
two most Frequently cited categories, each represerting approximately L% of the market
break complaints, were confirmation prablems {(10.4%)and margin maintenance problams
{10.1%), A public commentary category, that tracked letters containing general
comments on the market brezk situation, aceounted [or an additional 10.7% of the
complaints. A majority of these expressed concecns about program trading. Although
emphasis was placed on identifying abusive sales practices, the marker break complaint
data revealed a slight decrecase in this atea when compared to the percentage of Fiscal
Year 1987 sales practice complaints, 1t may be that these types of complaints were
delayed while the investor artempted to reselve the problem with the broker-dealer.
Consequently, this percentages may increase over time.

The stafi concludes that it is important to move to address systematic problems
that impacted order execution 2nd confirmation of orders Mor smal!l investors. The stafl
recammends review and modification where necessary of disclosure in account opening
agresements concerning margin calls and options risk disclosures. Finally, the staff
suggests that information comained in customer compiaints be utilized in targeting
broker-dealer examinations.

XV



