Chapter Three
THE EFFECTS OF DERIVATIVE PRODUCTS

Derivative products, particolarly futures on stock indexes, play an increasingly
significant role 1n the securities markets. For example, the trading volume of stock
index futures has grown spectacularly since their introduction in 1982, By the week
preceding the October market break, trading in the Standard & Poor’s ("S&FP™) 500 index
Futures contract ("SPZ") was averaging 106,400 contracts. 1/ This daiiy contract volume
{based on the value of the &P 500 index during the week preceding the market break)
was the equivalent of approximately %16 billion worth of equity securities, and
represented more than two times the average daily dollar volume of trading on the New
York Stock Exchange ("NYSE") during September 1987, 2/ Similarly, options on stock
indexes were the fastest growing scgment of the options market in 1987 and, by October
1987, on average accounted for mare than 43% of total options contract volume. 3/

The growth of derivative products reflects, in part, the trends toward greater
institutignalization of the markets and of market basket trading, coupled with the
changing nature of investment strategies. Analysis of these trends sheds light on the
growing impact of furtures teading in the securitics markets.

A, losthtutionallzation

During the ast ten years, institutional investors have held an increasingly large
percentage of all outstanding equities. In particular, the growth of Ueited States
pension funds and mutpal fends, and the accompanying changes in investment pohicy and
asset allocation, primarily are responsible for the increasing institutionalization of the
securitics markets. 4/

At the end of 1975, institutions held 35.3% of the 36851 billion total market value
of all NYSE-listed stocks. At that time, peasion lMunds held a total of 3252 billion in
assets, 3113 billion of which were equity haldings. &/ By the £nd of 1980, the market

1/ Bee Divisions of Economic Analyeis and Trading and Markets, Interim Report to
the Commodity Futures Trading Commissien ("CFTC") on Stock Index Futuresand
Cash Market Activity During October 1987, November %, 1987, Table 2.

2/ See NYSE, Marketing Kesearch Report {November 1987),

kY Total velume For options contracts traded on all exchanges Mor the period from
Jaouary to October 1987 was 276,570,000, The volume for index option contracts
traded for the same period on all exchanges was 119,535,000 contracts. Index
option contracts generally are one-Fifth the size of index Tutures ¢ontracts.

4/ e Chart 3-1 foverview af pension fund growth and management trends).

5/  See ] Light & A, Perold, The institutionalization of Wealth: Changing Patterns
of Investment Decision Making, in Wall Street and Regulation %8 (1987, ed. §,

Haves).
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value of all NYSE-listed stocks had increased to $1.2 trillion, while the institutional
investors’ share of that market value had remained constant, increasing only .1% 1o
354%. At that timc, however, the total valve of pension Fund assets had increased to
3485 billion, $220 billion of which were equity holdings, which accounted for 14% of all
¢quitics ovtstanding. &/ By 1985, pension Funds had more than doubled their 1980 1evel
of eqquity Lovestment, to almost $500 billiea worth of stocks, which accounted for 22% of
all equities outstanding. 2/

The i980: have seen not only a substantial growth in the market valos of
institutional holdings, but also a surge in the perceatage of the total trading volume on
the NYSE accounted for by institutional investors. §/ Large block transactions, 9/ a
gauge of institutional participation in the stock market, have increased sharply since
1977, A total of 54,275 large biecks, accounting for 1.2 billion shares ($34 billion),
were traded in 1977, 10/ Thess transactions accounted For 22.4% of the reportad valume
on the NYSE for that year., By 1983, these fignres had more than doubled. 1n that
ycar, 363,415 block transactions occurred, accounting for 9.8 billion shares ($346.92
biilion), and representing 45.6% of reported volume on the NYSE. A record average of
2,631 daily blogk trades occurred in 1986, up from an average of 2,139 daily block
trades in 1983, representing 45.9% of reported volume on the NYSE. Moreover, the total
number of block transactions on the NYSE increased 23.5% in 1986 {rom the previous
yocar. This rcpresented 2 25.2% increase in the number of shares accounted for by those
trades. 11/ As Turther evidence of the rapid growth of these institutional transactions,
on April 10, 1986, a new record was s¢t when 48.8 million shares of Navistar
Internztional were traded, which was the largest block transaction is history as of that
date. }2/ Prior to April 10, 1985, the largest block transactions in history had cocourred
on May 25, 1982, when 7.0 million shares of Ramada Inns were traded, and on November
30, 1983, when 6.33 millicn shares of AT&T changed hands. L3/

B. Markel Basket Trading
The types of institutional transactions that occur and the iovestment decisions

made by money managers alse have changed as a result of evolving investment and
trading strategics, [nstitutional moncy manager: have made increasing use of passive

Id.

1d.

Se¢ Chart 3-2.

Large block transactions are transactions of 10,000 or more sharas,

See Chart 3-2

c k¥ EmEE

Se¢ Chart 3-2: 539,039 block transactions occurred in 1985, accounting for 14.2
billicnshares (§501.26 billion). 1o comparisen, 565,587 block transactions cccurred
in 1986, accounting for L7.8 billion shares {36853 billion) traded.

NYSE, Fact Book 12 (1987),
1d.

B &
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asset management strategies. In 1980, money managers reported a total of $% billicn in
indexed asscts. 14/ This figure rosc to $48.2 billion at the end of 1984, By 15985, index
fund managers reported S81 billion in indexed amets, nlmost & 70% increase over the
previons year's Tigure. As of May 31, 1987, the value of indexed 2ssets for ULS. pension
funds grew to $187.96 billion, §124.07 billica of which tracked LIS, equity indexes. |5/

Az a result of the proliferation of index funds and the growth in indexed assets,
along with investment tactics that require the simultanecus trades af large blocks of
stocks, Lostitutional investors increasingly have uwsed program trades. Index lund
manzgers began program trading in the mid-1970s. 16/ Currently, an estimated 25% of
all institutional trading is accomplished by use of program trades. 17/ These trades
imcfude straight execution of muelti-stock orders, as well as index arbitrage and
substitution strategics, among others. The increase in this activity appears to have
aceelerated in 1987, For example, in January 1987, an everage of 2.1 million shares
per day was cxocuted through the List Order Processing ("LIST®) capability of the
NYSE's Designated Order Turnacound {"DOTY) s5ystem but by Augost 1987, that nember
had incraased to an average of 148 million shares.

C. The Effects of Futures

The increasing institutionalization of the markets and the growth of passive
invesiment stractegies, such as indexing, L8/ have besn accompanied by the 1ncreasing
use by institutional investors of derivative products such as index pptions and lNnancial
futures. By 1984, only two years after the introduction of cash settled stock index
options and futures, a number of institutional investors were using or aclively
considering using derivative markets to earn incrementzl returns on managed money,
allocate assets to adjust Cor market risk, and manage various commercial and financial
risks. 19/ Forty of the top 200 pension Mends were wsing stock index futures at that
time. Their vse of derivative products, hawever, did not include dynamic hedging or
portTolio insurance to any large extent. In 1984, only 2n estimated 3200 million in

14/ Christman, Indexed Assets up 70% in 1985, Pensions & Invesiment Age & (Dec. 23,
1985).

15/ Berkowitz, Indexed Assets Top $187 Billien, Pensions & Investment Apc 3 (July L3,
1987).

16/ Sge, cf, Dnvestment Dealers’ Digest 25 (March 2, 1987).

17/ Light & Percld, supra note 5, at 110.

18/ [Indexinginvolves holdiag stocks in proportion toa widely followed index like the
S&P 500,

19/ Board of Governors of the Federal Reserve System ("FRE"), Commadity Futures

Trading Commissionand the Sscurities nqd E;change Commissiop {"SEC"), A Study

of the Effects on the Economy of Trading jn Futures and Options (Dec. 1984)
("Joint Stedy™) at IV-17.
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pension fund assets were dynamically hedged. 20/ This changed rapidly over the next
three years as pension funds expanded their use of dynamic hedging or portfolic
insurance strategics. In |985, portfolio insurance wzs applied to an estimated $6 billion
of pension fund assets. 21/

By 1986, the amount of pension fund assets committed to portfolio insurance
strategics had increazed to at least $8.5 billion, forty times greater than the value of
pensicn fund 2ssets that were dynamically hedged in 1954, 22/ By October 19, 1987,
stock valued at more than 540 billion, mostly held by pension Funds, was reported to be
managed under portfolic insurance strategies. 23/

The Division of Market Regulation ("Division”™) has attempted to verify the total
doMar value of portfolio assets that were subject to some type of portfolio insurance or
protective hedging program during the October 1987 market break. Division staff spoke
with the major vendors of portfolic insurance programs, with broker-dealers and banks
that manage large portfolios, and with many corporate pension plan managers. Based on
these interviews, the staff has identiflied a minimum of approximately $55 billion in
portfolio assets that were committed to some type of portfolio insurance strategy. This
figure is a minimum cstimate of portfolic asscts subject to some type of portfolio
insutance or protaction plan. 24/ Moreover, staff interviews with market professionals
indicate that a3 wider range of institutions actively use the futures markets. While these
institutions do not employ the pregise trading strategies dictated by portfolio insurance,
they de employ the futures market to quickly adjust their relative equity holdingsin a
manner that can have ¢[lects on the market similar 1o portfolio insurance trading.

1. Beneflis

As the stalf has noted in pricr analyses, the impact of index-related trading on
the markets should be vigwed in the cantext of the benefits provided by such trading.
¥arious studies conducted before the October 1987 market break concluded thatMetures

29/ Ring, Fuods Watch as Others Try Program Trades, Pensions & Investment Age )
{April 28, 1984}

21/  Ripg, Dynamic Hedging Grows Despite Debate, Ponsions gnd Invgstment Agg 3
fApril 14, 1986).

22/ Id.

23/ Ring, Execs Ponder Compatibility of Strategics, Pensions & Investment Age 15
(Tuly 27, 1987).

24/ While this figure s smaller than estimatesranging from $60-3100 biilion that have

appeared in the press, we have attempted to the maximum extent possible not to
double count portlolio assets. Various portfolio insurance programs are licenssd
by vendors. As a result, obtaining an accurate estimate of the amount of
portfolin assets subject to some type of portfolio tnswrance strategy is difficult
because information obtained (rem licenseess also may have been provided by

vendors.
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and optioas on stock indexes of fer significant benefits to taday's capital markets. 23/

These studies found that the markets for these index products, especially the market for

SPZ Futures, add substantial liguidity and pricing efficiency to equity markets generaliy.
Maoreover, ugsing these products, investors are able to controf the risks in their

portfolios in accardance with their particular needs. As a result, the markets perform

theit various economic roles more ef ficiently.

a. Liquidity Efficlencles

As described in Chapter One, an index pption or Future i3 a single instrument
that can be used as a surrogate for many stocks. Substantial market making capital is
ceacentrated in the more successful of thase products, especially the SPZ Future and the
S&P 100 index option. In addition, market makers and hedgees are afforded Cavorable
margin requirements, enabling them to effect transactions at lower cost, These factors
contribute to the Futures market's liquidity, aliowing investors to execute large
transactions with much smaller market =ffects than is possible in the seéparatc
stocks. 26/

b. Trapsactional and Hedging Efflclencles

The availability of derivative index produects has substantially enhanced
institutions” and other marker professionals* hedging and market timing capabilities.
Index futures and options alse significantly reduce (ransaction costt when assets are
realiocated among such as stocks, bonds and cash equivalents in a porifolio, or when
additional funds are invested. 27/ Because commission eates, as well as execution costs,
are lower For Totures than for stocks, institutions ¢changing the proportion of stocks in
a portfolio can do o at Jower cost by initially using the futures rather than the stocks
themselves. For example, 4 debt portfolic cao be converted rapidly to equity by
simultaneously selling bond futures and buying stock index futures. In doing so,
managers ¢an increase their equity exposure without incurring the relatively higher
transaction costs of the stock and bond markets. Thus, Tutures not only allow Cor the
rapid reallocation of a portfolio, but create substantial savings in exccution and

23/ See, cp. Joint Study, supra note 19, at IY-35; H. Stoll & R. Whaley, Expiration
Day Effects of Index Qptions and Futures (1986) ("Stoll Study”).

26/ A 1985 study by the investment Firm of Kidder, Peabody & Co. estimated the
difference in ¢osts as Tollows: the cost of executing a 320 million stock trads in
terms of the effect on the price of the stock would be 0.27%; for a similar
futures trade, 0.04%. E. Wunsch, Stock Index Futures (Kidder Peabody & Co.,
April 23, 1985). More recently, Morgan Stanley estimated the market impact cost
of a 5120 million S&F 505 basket as L.30 index points {or $520,000) 10 the stock
markst versus (05 index points {or $20,000) in the 5PE. E. Johnson, Program
Trading Preseatation (Morgan Stanley, July 9, 1987},

21/ Of course, the cost of executing a program has changed over time. According to
Fredric A. Nelson of Bankers Trust, a 350 million S&P 500 program would have
cost an investor $290,000 to ¢xecute in 1984, $165,000 to execute pre-Dctober
1987, and 3345000 to ¢xccute alter OGetober 1987, F. Melson, Trading Strategices
and Exccution Costs {Bankers Trust Company, December 3, [987).
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transaction costs. OF course, when and il the stock transactions take place, commission
costs are incurrad.

Morecver, as hedging wvehicles, stock index products can offer investors
substantial benefits. Through the sale of Cutures contracts, pension, endowment and
other instiiutional investors can quickly, at relatively low cost, shift risk 1o these more
willing to accept i,

2. Peice Impacts of Futures

The ¢xistence of an active Futures market in stock indexes has ereated, 1n efTect,
an altermative or “synthetic" stogk market for the grawiag pumber of institutional
investars who choose ta trade passively by investing in funds tied to specilic sndexes or
who are interested in buying and selling stocks in "baskets.” The data set forth in the
Market Chronology {Chapter Two) demonstrate the substantial impact this alternative
stock market can have on the equity market, ¢specially by ingreasing intra-day price
vilatility.

When {utores on stock indexes were introduced, little attention was paid to the
possible "price discovery” aspect of this new product or to its abiliry to dispiace the
stock market as the preferred vehicle for trading baskers of stock. The primary
emphasis was ob the significant potential for hedging investment risk that was ofTered
by a cash-settled future., Mevertheless, it is our view that, as a result of the inercasing
use of the futwrcs market by institutional ievesters, including investors employing
passive investment stratcgics and dynamic hedging technigues, 28/ the character of the
market has changed to the point where the "price discovery™ feature of the derivative
market is leading, rather than following, price trends in the underlying ¢quity markets.
Mareover, through index arbitrage, the prices *discovered” in the futures pit are quickly
trapsmitied to the floor of the WYSE where prices adjust to the gencral market
sentiment expressed in the futures arena.

There are several reasens for the increased impact of futures.  First, low
transaction costs, low margin r¢quirements, and normally high Ievels of liquidity, the
very benefits cited by Mutures proponents, have made the futures market the *market of
choice” for many active institutional traders. Many institutional traders who use futures
reported to the staff that they did so0 because futures were a "cheaper” alternztive to
buying individual stocks. Some believed that they could increase or decrease market
exposure virtually instantaneously, with little market or liquidity costs. For this r¢ason,
a3 noted above, the underlyving market value of index futures traded daily generally
exceeds the dellar volume oa the NYSE. 28/ Accerdingly, institution-led market
movements are usoally observed first in the futurss markets.

28/ Dynamic hedging involves rebalancing a market portfolio to increase or decresss
the proportion of equity exposure depending oo market movements.
29/ The dollar value of SPZ 500 fotores contracts traded daily has exceeded the dollar

value of daliy transactions on the NYSE 1ince the last guarter of 1583, See M.
Katzenbach, An Overview of Program Trading and Iis Impact on Current Market
Fractices, 10 (December 21, 1987).
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Secend, the capital available for index arbitrage has increased substantially. In
the zarly developmental stages of index arbitrage strategies, large broker-dealer firms
trading For their own proprictary accounts cdominated the business. These same firms
continue to be the major players in index arbitrage, but today much of their business is
as agent for institutional customers. Morsover, the availability of an efTicient order
routing system for baskets of stock {the NYSE LIST system) has decreased the time, and
therefore the execution risk, involved in executing program trades, Efficient order
routing also has incressed the speed with whick market movements in futures can be
transmitted to the stock market.

Institutional investors also can make greater use of index arbitrage stratcgies
thao firms can tradiog Mor their own accounts. As ooted below, the sbility to initiate a
so-called “short” achitrage {i,&. buy futures, sell stocks "short™) is limited by the
Commission's and exchanges® short sale rules, which require that the "short stock”
partion of the arbitrage be executed on "plus” ticks ar "zero pius® ticks 30/ for each ol
the stocks comprisiog an arbitrageur’s basket. Many rostitutional investors, particularly
those who manage passive or index funds, aircady own the stocks underlying the index
and, therefore, can initiate an arbitrage transaction involving stock scliing without
considering the short sale riole, because their sales would be "long™ sales and not
subject to the "tick" test provisions of the short salc rule. Morcover, because these
institutions already own the securities comprising the index, the return they must
receive on the acbitrage is less than would be required by other markel participants,
Accordingly, they are willing to efTect arbitrage transactions with a smaller spread
between the futures price and theoretical fair value.

The result of all these crepds has becno to ingrease the speed and frequency wilh
which index futures price movements arg transmitted to the stock market. There is, of
course, nothing inherently wrong with index futures providing price discovery for the
stock markets. Indeed, such close coordination of two related markets generally
cohaoces pricing efficiency. The emergence of futures as a stock price leader, however,
has had a significant impact on the stock market.

First,itincreases the difTiculty of ¢nforcing marketmaking obligations imposed on
specialists. As discussed in detail in Chapter Four, stock specialists are generally
expected to buy or sell securities to of iset temparary imbalances in supply and demand
and te provide price continuity, depth, and liquidity, the general indicia of fair and
orderly markets. Tnterviews with specialists confirm, howewer, that if the Future is
trading at a discount or premium to its theoretical value, specialists are unwilling to acy
agpressively to of [set imbalances because the discount or premium indigates that more
arbitrage seliiog or buying will enter the market. 31/ Other market participants may be
equally reluctant to trade against pricing signals emanating from the futurés market.

30/ A *plus tick" is a trade at a price greater than the immediately preceding
tcansaction and a “zero-plus tick™ i3 A trade at a price greater than the last
transacticn at a different price (gg,. 8 trade at 20 would be a plus tick 1f the
prior trade was 19 7/8, and a zero-plus tick if the two prior trades were 19 7/8
and 20%.

3i/ Sce Chapter Four, 1nfra or a discussion of specialist obligations and performance
standards
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Second, the relatively low marging and absence of short sale restrictions in the
futures market may éncourage additional trading that might not oecur if the derivative
index products did not exist, in that large stock equivalent positions can be established
or liguidated more quickly. The price movements caused by this increased trading
velocity are then rapidly assimilated into the stock market through arbitrage, because
arbitrage liquidations and index substitution activity again ¢an occur consistent with
short sale restrictions,

The staff belisves that these two cffects of Tutueres price leadership (greater
difficulty in maintaining orderly stock markets and an increase in the veloeity of
trading} have converged to coniribute to increased intra-day volatility in the stock
market. Indeed, recent studies have indicated that while, prior to 1987, inter-day steck
price volatility was not out ol line with prior periods, intra-day wvolatility was
increasing. Moreover, by early 1987, inter-day volatility appeared to be¢ increasing as

well. 327

This price impact doss not appear to occor because of speculative activity in the
index futures market. Neither gur examinations of price volatility on S¢ptember 1] and
12, 1986 and January 23, 1987 nor our analysis of futures trading during the October
market break indicates that specuiative activity inthe Tutures mackst was predominant,
Rather, a5 detailed in Chapter Two, institutions, not speculators, were the primary net
scilers ol Mutores on October 19, the day of the greatest market decline.

32/ See cp,. Cowan, Whether Swings Will Continue is Uncertaio, N.Y, Times, January
2, L98E, at 31, col. 3 ("It used to be thel, on a given day the [DI1A] moved up or
down by more than 2[%] only about on¢e 3 month, Sipce May, such swings
tncreased in frequency to almost once every three weeks, and by the fourth
quarier of %87, they occurred almost every other day on averzge"); N
Katzenbach, suypra note 29, at 21-23: F. Edwards, Finaocial Futures and Cash
Market Volatility: Stock, Index and [nterest Rate Futures 1B (Seprember 1987)
{"Beginning 1n 198&, . . . volatility began 1o rise, and ip 1987 increased even
more. This pattern is evident for all measures of volatility, which show similar
movements [footnote omitted]” According to Professor Edwards, [rom 1985 to
1986, the standard deviation of the high-low estimator For the S&P 500 increased
from0.3534 10 0.5832, while the mean of thar indigacor increased from {7509 1o
1.3204. 1t should be noted, however, that Professor Edwards also stated: "11 is
doubtful thas the rise in stock market volaptity is dug to anything associated
with Tutures trading.”)

We would note that some of the studies which bave sought to measure market
volatility before and alter the introduction of stock index Futures have done their
compariscns vsing the Spring of 1982 as the relevant "tvent date” because that is
when such fulures were First introduced. However, such an "svent date” doss not
accurately capture the Tull effects of futures trading. The dollar equivalent ol
stock trading via futures did not exceed NYSE trading volume until late {983,
proprietary index arbitrage did not become significant until Spring/Summer of
1984, index substitution programs only came into play during 1985-86, and dynamic
hedging became considerzbly greater in 1985-B7. Thus, whether such pre-/post-
studies can cver "prove” that the market has been more or less volatile since the
intreduction of stock index furures, such studics should, at le=ast, usc 2 more
finely textured “cvent dage”
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The impartant issue, therefore, to ¢xamine in evaluating institutional futures
trading is whether the trading strategies employed by those institutions contributed ton
net increase in stock market activity during the Getober market break. For the reasons
discussed below, we belicve they did.

D. Analysis of October 1987 Trading

The staff's review of trading patterns during the period October 8 to October 20
lzads us to the conclusion that no single factar, economic, structural or psychological,
was responsible for the size and breadth of the October 1987 market break, To the
contrary, the staff believes that a variety of factars came into play during the key
trzding days that alTected investment 2nd trading decisions.

Analysis of trading during the two-week decline that immediately preceded the
Cctober 1% market break suggests that the decline was (riggered by changes in investor
perceptions regarding invesiment lNundamentals and economic conditions. Market
participants interviewed by the staff enumerated a pumber of fundamental Mactors which
could have cantributed to these changed perceplions. As noted above, these included:
(17 rising interest rates, (2) persistent United 5tates trade and budget delicits, (3}
concerns relating to 1the possible overvaluation of siock prices gencraily resulting from
the rapid increase in prices during 1986 and the {irst cight months of 1987, and (4]
declines in the value of the United States doliar relative to other currencies. Also
ciled as a negative lactor, particelarly with respect to declining stock prices on and
after Wednesday, October 14, was 3 possible adverse change in the tax treatment of
interest payments (or securities used to finance takeovers.

Historigally there has been a sirong inverse relationship betwecn mmieres{ rafcs
and stock price performance. 33/ For over Tour vears during the bull market. short-
term interest rates had been trending downward in most of the major financial markets.
Short term interest rates in the United States bottomed out, however, in October 1986,
As can be seen in Charts 3-4 and 3-5, short-term interest rates reverseed their gengral
downward trend in many other countrigs in the spring or summer of 1987

Increasing budget and trade delicit pressures and a tightening of the moncy
supply eserted wpward pressure on interest rates in late 1986, The increase in monetary
aggregates began to slow in the United States abour the time that short-term interest
ratcs turned wpwards. Charts 3-6 and 3-7 illustrate that the money sepply measures, M|
and M2, began to decline compared to the gross national proaduct in the last quarter of
1986, 34/ Although these pressures eased in subsequent months, they loreefully
reemerged by the fall of 1987,

While interest rates were steadily rising, returns on equity investments were on
the decline. By August 1987, stock markets in the United States and arcund the world

3} Chart 3-3 shows this relationship over the past decade [or the S&P 500 index and
U5 short-term Treasury bill rates.

34/ Heinemana, Placing Bets on the Yolatility of Glokal Casing, American Banker,
November 23, 1987, at 9; Stockmarkets Growing Menagerie, The Economist,
December 16, 1987, at B0, 82,
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gencrally had experienced live years of dramatic price increases. Further, stock prices
increased laster than earnings through much of the period from latc 1984 to late 1987,
As scen in Chart 3-8, the ratio of common stock prices to carnings declined for two
quarters in 1986 bot continued afier that to approach historical highs ip 1?87 As a
consequence, the yields represented by stocks' dividend payouts declined from levels
above 4.5 percent in late 1984 to historically low levels well below 3.0 percent in 1987,
By Dctober 1987, stock yiclds reached eecord low levels relative to the rate ol interest
on US. government securities.

The further weakness of the dellar, relative to other major currencics,
contributed Lo investors' fears concerning the Tuture prospects for inflation. There was
spaculation in the financial press that a further decling in the Unijted States doflar
could reselt in the withdrawal of Fends By foreign investors Crom the Uinired Srates
Securities markets.

Finally, a tax bill reported qut of the House Ways and Means Committee that
would have severely limited tax deductions For interest paid on debr wsed 10 Tinance
takeover activity may have had an offect on stock prices. 13/ Picliminary data
prepared by the Commission™ Office of Chiel Ecoromist {"ODCE") indicate 3 correlation
between events concerning the 1ax bill and stock price movemenis during the market
break. OCE examined movements in the S&P 500 index, the NYSE composite index, and
3 portfolio of takeover stocks alwer [ive significant announcements about the tax bill.
QOCEpreliminarily found thetannouncements indicating Mfavorableaction onthe bill (e,
the announcement that it had been agreed to by the Commitiee) were Foilowed by drops
in stock prices and that annowncements indicating that the tax provisions might be
dropped, including anannouncement by the Committze Chairman that he would agree Lo
4 re¢aspnable compromise on the bill, were followed by increases in stock prices. 34/

Data provided by lirms to the NYSE and published by the Securities Industry
Association ("S[A") 37/ indicate that institutional investors began adjusting their
portfolios in response to these changes in September 1987, [nstitutional investors
averaged net pyrchases of 2.8 million shares daily on the NYSE through August; in
September, institutionzl net gales averaged 300,000 shares daily. Institetions' negative
cutlook toward stocks intensified in the Fiest hall of QOctober, with net sales inereasing
to 4.4 millign shares or abowt 3160 million daily. Observers noted that large accounts
raised sizeable amounts of cash by selling equities to lock-1n profits earned during the

35/ See New Tax Bill Thrzatens to Kill Most Debt Financed Takeavers, Investment
Dealers Dhaest 16 (Oet. 19, 1987}

16/ OCE has nat, howeaver, completed its analysis of this issue. Moresver, 1t should
be noted that other factors arguably may have influenced price movements on
these davs. [n partscular, as discussed above, there were signilicant political
and economic developments ion September and early Ocioher that caupsed
considerable uncertainty in the markets about the course of interest and inllation
rates. See algp Report of the Presidential Tesk Force on Market Mechanizms:
ffanueary 1988} ("Task Forge Report™) at £5-17 and Takegver Issues Spar Ower
Rostenkowskl Tax Comments, Dow Jones News Service, Oct. 29, 1987,

31/ The S1A it the trade association representing over 300 secerities Iirms
headquartered throughout the United States and Canada.
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previous five years )8/ and switching to bonds to take advantage of double-digit bond
yields,

Just as investor perceptions about Tendamentzl factors appear to have been the
"trigger” for the market declines during October 14-16, on Qciober 9, 1687,
institutional stock selling was the largest single direct fzctor responsibie for the initial
opening declings in the popular stock sverages: the Dow Jonces Industrial Average
("IDMIA") and the 3&F 500, Morcover, brokers reported to the stall the presence of
significant selling at the opening by foreign investors, Finally, it appears as il panic
selling in a broad range of stocks caused by a varicty of factors coupled with an
absence af buyers {¢xcopt at distreszed levels) were primarily responsible for the Frea-
fali decline that characterized the final hour of trading in stocks.

Agcardingly, MTutures trading, and strategies involving the usc ol lNutures, were not
the *sole cause” of the so-called marksi break. Nevertheless, the existonce of futpres
on stock indexcs and the use of the varions strategics invalving "program trading™ {ig,
index arbitrage, index substitution and portfolio insurance) were a significant factor in
accelerating and exacerbating the declines, 39/ For the three critical trading days--
October 16, 1%, and 20--we have been zble to attribute 6.3%, 16.7%, and 25.5%,
respectively, ol lotures trading to porifolio insurance selling, 1n response to the
resulting rcal or apparent [uvtures price discounts, index zrbitrage and porifolio
insurznce strategies represented significant percentages of volume on the N¥YSE in the
stecks comprising the 5&P 500 oo each of these days. Moreover, during certain criticai
trading pariods, index arbitrage or portiolio insurance or both accounted Mor berwesn 30
and 68% of total NYSE volume in the S&P 500 stocks.

Om October 16th, the principal direct effect of {utures trading on stock prices
was in the (orm of index arbitrage and substitution, which accounted For approximately
17.2 million shares of teading (10.3% of NYSE and 14.3% of S&P 500 volume), OfF
greater significance, however, was the Fact that during the critical last half-haur of
trading or Friday, Octaber 186, index arbitrage was a major factor in the significans

%/ US. Debt lssugs Rise Strongly, MUY, Times, Ocr. 20, 1987 at DI

39/ 1n the Division's September 1988 Beport, the s1aff 1dentificd concerns that index-
related trading strategies could fuel a markel decline severe and rapid enough to
create a stock marketr collapse or "cascade scenario.” Briefly, the scenario
involvesindex Futures prices responding to bad fundamental news and moving toa
sufficient discount to theoretical value to trigger short-side jndex arbitrage, index
fuond substitutionand enwinding of previously established Jong arbitrage positions.
The resulting stock selling drives equity and Motures prices to levels that triggey
portfelio insurance programs. These programs further depress lutures prices and
cause the ¢ycle to repeat itself. The resultant plunging stock prices trigger stop-
loss sclt orders in individual stocks and Force additional liguidarions to meet
margin calls and broker-dealer requirements, leading to panicselling and a market
collapse. As is clear from the discussion in the text, this scenario is Far more
simplistic than the multitude of Factors inlloencing trading during the Getober
markel break. MNevertheless, the ef Fect of futures selling on the stock marker is
relevant to what occurred. See SEC, Division of Market Regulation, The Role of
Index-Related Trading in the Market Decline on Septéember 11 and 12, 1988
{(March 1987} ("September 1986 Report™) at 21,
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decline in the DIIA that occurred during that period. In particular, between 3:40 and
3:50 p.m., approximately 6.6 million 5hares were soid as arbitrage and index substitution,
which, with one million more shares sold in non-arbitrage programs, constituted 52. 1% of
NYSE volume and 67.9% of volume in S&P 300 stocks.

On October 19, both index arbitrage and portfolio insurance strategies were
present and significant, For the day, total indcx arbitrage selling amounted to 376
million shares. This represented 6.2% of total NYSE volume for the day and 8§.9% of
S&P 500 volume, and was less, both in absolute and percentage terms, than the levels of
index arbitrage Mound in the staf (s review of trading during the market decline on
Seprember tland 12, 1986, 40/ During several crucial periods, hawever, index arbitrage
represented a significant portion of total S&P 300 stock volume. From 12:0G to 10:10
aun., index arbitrage accounted for 369% of total S&P 500 stock volume, Similarly,
between §:20 and 1:30 p.m., when the DJIA fell sharply after a late morning rally, index
arbitrage and scbstitution accounted For more than 45% of S&P 500 stock volume,

Crverall, hawever, the role of index arbitrage was much less pronounced than was
the impact of portfolio insurance strategies effected both in the stock and futures
markets. Unlike the findings of oor September 1986 Report, portlolio insurance selling
in 3tock and lotures was significant, particularly during Gctober 19 and October 20,
Mast of the propram stock trading not attributable to index arbitrape that occorred on
October 19 and 20 was accounted For by portfolic insurance selling. Further, much af
the portfolio insurance selling was done by a single large institutional investor that
axecuted large trades in both the stock and Futures markets.

The impact of the portlfolio insurance stock selling ¢combined with the impact of
index arbitrage trading was the dominating foree in the stock market during certain
periods. On October 19, the combination of selling From portlolio insuranee and index
arbitrage totalled more than 63% of stock volume Mrom 110 to 1220 p.m and over 60%
both from 1:30 to 1:40 and 1:50 to 200 p.m.. Likewise, an the morning of Ociober 20,
when stock prices began to decline rapidiy, more than 6.3 million shares of portfolic
insurance selling occurred,

In addition to direct efTects, the use of derivative products in program trading
strategies had a significant indirect impact on the markets -- particularly on October 19
-~ in the Torm of negative market psychology, Although difficult, if not impossible, 10
quaniify, the stalf belisves that futures trading during the critical periods had a
disproportionately negative ¢ffect on the market considering the absolute number of
cantracts or shares sold in arbitrage or portfolio inserance strategics. First, the
knowtedge by market participznts of the existence of active portfolic insurance
strategies crezted a market "overhang” effect in both the Metures and stock markets.
Institutional traders were able to anticipate signilicant selling in futures and stocks
coming from portfolic insurance. Thus, they refrained from entering the market as
buyers and their absence acted as a damper to price rises. More important, however,
was the eflfect on market psychology of the persistent discount that appeared in the
S&F 500 future on Cctober 16 and continued at record levels on October 19 and
throughout that week.

40/ Index-related arbitrage accounted For 42,1 million shares on Seprember 15, 1986
{18% of NYSE velume) and 41.9 million shares on September 12, 1986 (17% of
NY¥SE volume). Scptember 1986 Report, supra note 39, at 9,
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A npumber of institutional investors have informed the staff that these discounts
acted 1o discourage institutional participaticen in the stock market on the buy side,
particulerly in the afterooon of October 19 when the macket suffered its stzepest
declines. To those investors, the persistent, and enormeus, discounrs between futures
and e¢quities indicated that the market was headed lower and thus that buyers should
wait to purchase stocks at even lower levels. As we noted, to some extent these
discounts may have been illusory on the morning of October 19; nevertheless, they were
sufFigicat to spur substantial arbitrage activity. Moreover, it was not the actual size of
the discounts that was significanct, but the efTect that the discounts had in convincing
many iestitutions to focus their pertfolic insurange liguidations on the stock market and
in discouraging potential buyers from purchasing stocks.

Persistent discounts in futures not oniy kept buyers out of the market, but also
discouraged participation of block positioning firms, or &t least discouraged them Mfrom
ritking their lirm's capital, to potition large blocks of equities. As discussed in Chapter
Four, bleck positioning Firms sharply reduced their activity on October 19 and 20,
Moreover, some firms reported in staff interviews that they were willing to position
blocks only in relation to the price in the futores market, a level far below stock prices
disseminated simultaneocusly.

It is difficult to quantify with any precision the overall effect of derivative
products on the size of the decline in stock prices that occurred on October 19 and the
weeks that preceded it. Other factors were present in the markets at that time,
including those fundamental factors chat we discussed above. Alsa, presént were such
non-economic factors relating to world politics as the atcack by US. military forces on
an Iranian oil platform. And, as we notz in other parts of this report, aperational
breakdowns and stresses, coupled with financial stresses, were a signilicant part of the
ogverall picture during this period.

Moreovet, the conclusion that futures-related erading contributed significantly to
selling pressure in the equity markets during the Octeber market break does not
diminish the role that futeres played io providing liquidity to "synthetic”™ stock sellers.
The availability of lNutures absorbed scme amount of selling pressure that otherwise
might have resulted in direct selling in the stock market. For example, on October 19,
162,000 SPZ futures contracts changed hands, the squivalent ol nsarly 520 billion of
equity securitics in the stocks that comprise the S&P 500 index. After deducting the
trading engaged in by {loor traders, who accounted for about 31% or 50,000 contracts,
the futures market traded more than $14 billion in “synthetic® stock sales, an amount
equal ta 58% of the NYSE dollar volume for October 19,

At the same time, however, it is important to emphasize that futures liguidity was
reduced substantially during the CGetober marcket break. 41/ In fact, it was well below

41/ For example, "evidence of the relatively low ilevel of activity in derivative
markets i3 that for the week [of October (9] as 8 whole, the squity value of
index Futures traded was only 68% of stocik [dollar] value traded, a figure that is
usually in excess of 200%. Also, the exercise value of indéx options traded was
37% af stock value traded, a figure that in the previous week was 298% of stock
value traded” J. Hill, Commentary on the Qctober 1987 Stock Market Crash
(Kidder, Peabody & Co., October 23, 1987) ("Kidder, Peabody Commentary™) at 3.
Ses Toy & Zurack, Stock Index Opticas and Futures . . . sifting through mid-
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the levels anticipated by institutions with portfolic insurance strategies. Indecd, one
study indicates that futures transaction ¢osts "exploded™ on Octeber 19 and 20. 42/

It is difficolt to measurc the degree to which portfolio insurance and other
institutional trading strategies contributed additional selling that, but Fes the availabifity
of the futures markets, would not have occurred. In analyzing this question, it is
important 1o note how portiolio insurance diverges from more traditional asset allocation
strategics. Many traditional assct allocation strategies attempt 1o shif't fund assets from
stock to bonds or other invesiments based oo a determination as to which investment
will bring higher returns in the near to intermediate term. Asset allocations are made
based on fundamental value indicators and attempt to be predictive of future price
increases. As the strategy has been employed, it did not involve adjusting a portfolio
50 quickly as to require substantial trading io a short period of time, 43/

In contrast, portfolic insurance provides for disciplined and immediate selling
after the market turns down. Moreover, most portfelio insurance selling generally is
triggered by a single event, a market downturrn, rather than widely divergent views as
1o the future course of the stock market. Tn interviews with pension plan managers and
portlelio insurance brokers, it became ¢lear that their strategies depend on increascd
and concentrated trading rather than on more gradoal stock sales that characterize
traditional asset allocation strategics.

The increasing popularity of portfolieinsurance has had a number of identifiable
effects on the market. First, because portfolio insurance, in effect, acts as undisciosed
selling pressure, it has a significant overhang effect. Disciplined portfolio insurance
attempts to emulate a put eption, limiting the total 1oss that will be expericrced by a
portfolio during a downturn. When puts are purchased, however, they send a bearish
message to the market, with price increases in the put options being translated into
price decreases in the compongat stocks through arbitrage or options market makers

October’s market (Goldman Sachs, 1987) ("During [the] week [of October 12] the
December 3&P 300 futures contract feil 9.42%, heavy losses forced many locals
and other specuiators to the sidelines and drained liquidity from the S&P pit.");
Szymczak, A Major League Lesson for Flgor Traders, Futurgs 48 (December 1987).

42/ 5. Bodurtha, The Impact of October 19 on Transaction Costs in the Equity and
Stock Index Futures Markets: A Preliminary Update (Kidder, Peabody & Co.,
undated). Bodurtha reports that in September the average price change between
reported trades in the December S&P 500 was 0.05 index points, 0.02% cof the
index value, but that “[tlhe average price change between reported trades
cxploded on October 19 to a level of 066, and to 0.89 or October 20, In
pereentage terms, D89 represents 0.41% of the average price of the December S& P
500 futures on Qctober 20 [a 487% increase over early October].* In addition,
Hodurtha estimates that, in September, the average bid/ask spread in S&P 500
stock was 30.23 per share, or 0.45% of market value in September, but that, in
November, this spread increased to $0.2% per share representing 0.77% of market
value. Se¢ Toy & Zurack, suprp note 41 {"the bid/ask spread ou the Futures
cootract widcaed dramatically fon October 19] making it very difficull to
determing at what price S&P 500 futures could be purchased”).

43/ Light & Perold, supra note 5, at 115,
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hedping their short positions. Wich portfolio insurance, on the other hand, no bearish
message is sent to the market even thpough the investment strategy adopled by the
iostitution is esseatinlly identical. Accordingly, instead of a direct message sent
through 3 put purchase, the market becomes geoerally aware that there is en
increasingly large commitment to 3¢1] futures, stocks or both, anytime the stock index
price moves downward. The market suffers from limited information that does not
permit it to calculate sclling interest successfully, The impact of this limited
information is to discourage buying activity during market downturns because market
professiorals cannot determine whetherany rebound in the market will be overwhelmed
by ao avalanche of portfolio insuraoce futures selling and resvltant 1ndex arbitrage
selling in the stock market.

Second, by the very mature of the strategy, portfolic insvrance increases the
conceniration and velocity of institutional trading. As discussed in detail above,
portfolio insurers were very active seliers on October 1% and 20, with a single pension
fund selling 36 million shares of stock over the two days. The fuad also sold almost
7,000 SPZ {utures contracts, the equivalent of approximately 19 million shares, over
October 16 and 19 En our interview with senior personnel of 1hat pension Fund
manager, they indicated that their determinations to maintain relatively high equoity
investments were made, in part, becanse of reliance on the eisk-reduction capability of
portfolio insurance. The Task Force Report survey eqafirms this impeession. 44/ The
survey indicated that institutions employing portfolio insurance had an average of 56%
of funds under management invested in equities as campared to 46% for other money
managers who did mot use this stratepy. Morsover, four of the portfolic insurers
respondiog to that survey indicated programs calling for the liquidztion of anywhere
from 22% 1o 50% ol their equity holdings io respoose to a 10% S&F 500 index price
decline, 45/

While the actual liquidations effected were appareatly less than the programs
called for {perhaps doe te the inability to seli the full amount desired at acceptable
prices), our review leads to the cenclusion that portfolic insurance dramatically
increases the amount gnd velocity of trading and permits a group of jnstitutions thal
manage a relatively small proportion of total pensicn fund asscts to have a substantially
disproportionate impact ¢n stock market volatility. In contrast, the responses to bath
the SEC and Task Force Report surveys of institutions suggest that imstitutions
lolipwing more traditional investmeni strategied were rot ma jor sellersduring the break.,
The SECstaff surveyad the 23 pension Fund managers with the largest amount of money
vnder management. OF the 20 that responded, 14 did not wse portlalio insurance and
onc had not employed the strategy since 1984, During the week of October 19, these
managers were relatively inactive. Indeed, on average, these mansgers sold only 1.4% of
their portfotios. Perkaps cven more significantly, at least four of these managers were
n¢t buyers on both OQctober 19 and 20. 46/ The Task Force Report survey shows a

44/ Task Force Report, supza note 35, Study V! Surveys of Market Participants and
other Interested Parties ("Study V"). Sge giso Task Force Repore at 9.

45/ Study Y, supra note 44, at V-15.
46/ Althovgh 8 questionnatre was sent to 23 monecy mansgers, only 1] entiticy (47.8%)

responded with data regarding net purchases and sales For these days. Thus,
while our survey shows 17.4% of the money managers surveved were net buyers,
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similar trend, with 74% and 71% of thoss money managers not using portfelio insurance
taking no action on October 1% and 20, respectively. Moreover, of the remainder, a
greater percentage apparently purchased equities then sold. 477 Qurstafl interviews of
institetions that were active traders on October 19 provide ancther ¢xample. One
manager of a major university endowment reallocated the endowment's portfolio from
two-thirds stock to one-third stock during Augost and September, 1987, Doring the
week of October 19, however, he responded to low stock prices, and the discounts
available in the Futures markets, by purchasing 4,000 SPZ [utores contracts, which is
the approximate equivaleot of 10, 750,00) shares of stock.

In reviewing the events of October 1987, it 35 important to emphasize that the
ingreased concentretion of trading in derivative index products is not attribueable only
to portfolio insurers. While more dilFicult to quantify, we believe that low execution
costs and margin requirements for derivative index products have encouraged a wider
group of institutions o depend on the liquidity of the index Futures markets to liquidate
substantial portions of their equity portfolio more quickly than they would be able to
through the stock market. As demonstrated on October 19, however, the assumed
liquidity leveis of the Futures market become dramatically lower during a market plunge,
resulting in large futores price discounts and spillover stock seiling.

The third significant effect portfolio insvrance, combined with the resultant
program selling in declining markets, has had oo the market hag been to substaatially
increase the risks For equity specialists. In traditional institutional block trading, the
specialist generzlly is a peripheral player. Blocks are negotiated upsiairs by major block
positioning I'irms and crossed on the floor with only limited participation by specialists,
who may provide some liquidity {or that blogk., Ewvén when an institution chooses to
*work™ a block by gradually sclling it on the floor, the specialist 15 not expected to
absorb most of the seiling interest but, instead, to cooperate in its relatively passive
selling.

The impact on specialists of program selling of blocks is very different. The
orders arrive through the NYSE's LIST system in rapid successioa. The specialist has
0o means to estimate when the rush will stop. Moreover, block positioning firms, which
ordinarily would find both sides to the trade, simply send the programs dowa to the
floor with the expectation that the specialist generally will be on the other side of the
program orders, ¢ither as principal or agent. Thus, while institutiopalization of the
markets Tor years has deemphasized the role of specialist markétmaking, program trading
suddenly has reelevated that role and placed the specialist in the position of having to
take much greater proprietary positions than ever before. Thespecialistsdilficultiesin
accommodating institutions' e¢xpanded needs during the October market break is
discussed in detail in Chapter Four,

E. Sumemary and Issues Requiriog Further Review
In summary, we believe that three dramatic trends have occurred as a result of

trading in derivative index products, First, stock index futures have supplemented and
often replaced the stock market as the primary price discovery mechanism [or stock

this percentage actually could be larger.

47/ Study V, supry note 44, at ¥-18§,
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price levels, Indeed, due to the linkapges between the two markets, the {utures market
has become the market of choige for many institutions that frade sotively. Second, the
avallability of the futures market has spawned institutional trading strategies that have
greatly increased the velecity and concentration of stock trading., Third, the resultant
increase in index arbitrage and portfelio insuraoce trading in the stock market has
increased the risks incurred by stock specialists and hasstraiaed their ability to provide
liguidity 1o the stock market.

We believe that the result of these three interwoven trends has been o increass
the prabahility of abrupt market price swings. We note that the October market break
was not just a dramatic one-time reevaluation of securities markets. The aftershocks of
October 19 continue to affect the markets today. As discussed in detail in Chapter
Four, quote spreads, liquidity apd continuity on the NYSE continue to evidence the
decreased liguidity that has characterized the market since the October market break.
Morecover, actual market volatility has been substantially higher. Indced, implied future
vofatility as mcasured by options premivms remains at over twice the leve) set before
Qctober 19,

Wecannot confidently conclude that the impact of Nitures trading will be reduced
substantially because of lessons learned during the October market break., Although the
Task Farce Report survey and our interviews indicate that a signilficant number of
pensicn plan managers have reevalpated the use of portfolio insurance, we belizsve it is
imevitable that manoy mnstitutions will continue to rely on the futures market to Liguidate
large amounts of stock positions af'ter market downturns have commenced. Moreover,
while the reduction of portielio insurance may make individual sellers more restrained,
the steadily increasing number of institutions employing the futurcs market for other
strategics may, in the aggregate, continue 1o increase the impact on the stock market
of Tutures trading, The market will, of course, "self-correct” 1o some degree.
However, continued volatility, such as the 140-point drop in the DJIIA on Janvary 8,
1988, suggests that any self-correction has not as yet been sullicient ro prevent large
price swings that do not not appear to be Tully explained by ecoromic fundamentals.

The IMvision continues to believe that derivative index markets provide valvable
hedging and market timing bencelits to institutions. As a result, any changes to the
regulation of those products must be efTected with great care. Nevertheless, we believe
a number of responses should be thoroughly explored. In particular, we belicve that the
Commission shovid weigh the costs and benefits of (i) initiatives that might increase the
capacity of the stock market to provide liguidity For more concentrated institutionat
trading, and (ii) actions that might retard the increased velocity and volume of
intarmarket trading. The following discussion cansiders certain initiatives that might
address these goals.

1. Mxrket Baskei Trading

We remain concerned over the impact of market basket activity on the liguidity
of the stock market. To some extent, it may be possible to address [iguidiry concerns
by increasing the capital of stock specialists. While we favor 3teps 10 encourage such
an increase, we are doubtful that increased capital alene wili result in greater liguidity
wnder present trading conditions. Irrespective of the amouns of capital, specialists arc
unlikely to provide greater liquidity when they are unable to identify the natore and
amount of additional index-reiated s«lling that will hit them. This is particularly true
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if, as occurred during the October market break, upstairs block pesitioning Firms
substantially radoce their capital commitments during marker price drops.

We sugeest that an alternative approach be examined. Presently, program trades
must be broken up and distributed around the stock floor with the resulting substantial
transaction costs and effects discussed above. The creation, however, of pne or more
posts where the actual market baskets could be traded might alier the dynamics ol
program trading. The avallability of baske: trading on the NYSE would, in effect,
restore program trades 1o more traditional block trading techoiques. The basket
spectalists wounld be able to identif'y the nature of each trade and we ar¢ hopelul that
this would ¢encourage block positioners to again become active in providing capital to
position the program blocks. While arbitrage would continue to Flow directly to the
individual stocks to maintain their pricing efficiepcy, other institutional trades could be
focused on the basket posts where the specialist and trading crowd could provide an
additicnal laver of liguidity to the system and cushion somewhat the individual stocks
from the intra-day volatility caused by program actlivity, 48/

The feasibility and desipn of basket trading would require substantial apalysis. To
be useful, it wouild require an ¢xtremely well-capitalized specialist, perhaps affiliated
with 2 major block positioning firm, and perhaps additional supplementary market
makers. While the product would require physical scttlement of ¢he basket, this would
Rot appear to impose greater burdens than exist in scttling program trades today. A
requirément that any participant have the capability to settle the trade through
automated book-entry delivery of the securities, however, may be appropriate. In
addition, the design and need for more than onc basket raises dif ficelt guestions. There
are already a number of Mutures and eptions now trading based en a wide variety of
indexes. Morcover, many educational institutions are prohibited from purchasing certain
stocks that logically might be included in any basket because of sacial and political
policies. While these isspes are substantial, we believe the concept of basket trading
warrants consideration, 49/

48/ Similar ideas have been discossed in S, Grossman, Aa Analysis of the Implications
for Stock and Future Price ¥Yolatility of Program Trading and Dyramic Hedging
Strategics (Working Paper, TSFM - #158, June 1987); N. Katzenbach, supta nate
29, ar 29; H, Sioll & R, Whaley, Program Trading and the Monday Massacre
{November 4, 1987); H. Stall, Portfolic Trading {(September 1987, Working Papsr
Mo, 87-14); and H. 5toll, Index Futores, Program Trading and Stock Market
Procedures (Revised, September 1587, Working Paper Mo, 87-13, farthcoming

Journgl of Futures Marketsh

49/ It 15 beyond the scope of this study to consider changes that might be made in
the futeres markets (o better accommodate portfolio trading and 115 ef fects. The
Division notes, however, that thers 15 an ongoing debate in the futures commaunity
regarding how, if at all, the futures markets can more efficiently handle large,
blogk-size transactions, Qsg, €8, K. Pierog, How Will the Futures industry
Handle Block Trading?, Futurgs 78 (Qctober 1987). The securities markets have
facilitated the execution of such trades by establishing special procedures both in
the stock [NYSE Rule 127]and options [Chicago Board Options Exchange {"CBOE"}
Rule 6.74(b)] markets that provide a mechanism, including size precedence, to
allow upstairs block pesitioner capital to interact with the fioor 50 that trades
cah be executed with migimum price impact and maximum public participation.



2. Derivatlve Product Leversge

The evolution of fuotures trzding strategies hams increased the degres and
concentration of institutional trading, which in turn has increased the probability of
wide pricé swings such 85 occurred during the Octobér market break. While increased
institutional trading is not something the staff believes should be discouraged, it does
raise concerns when it becomes so concentrated that it overwhelms the ability of any
organized market to maintain orderly trading. For this reason, we belicve that thought
should be given ta harmooizing the evailable leverage of derivative preducts with the
leverage permitted (or stocks. 30/ We believe this leverage derives from two 2ources—-
cash settlement and margir,

The availability of cash settlement ¢liminates the risk thar a market participant
must ligquidate itz position prier to the termination of the future or accept delivery (and
make payment for) a market basket of stocks. The absence of this risk may ingrease
the willingness of macket participants totake larger positions with accompanying tighter
trigpers For the sale of those positions if the market reverses direction. In particular,
portiolio insurers, who often have segregated their futures trading in a different (irm
lrom the one that handies their stock portfolios, may be reluctant to take soch large
lNutures positions i they Faced the risk of accepting delivery of the actoal basket of
stogks,

Requiring physical settlement of index products, while an obvious remedy, raisesa
number of practical problems. First, vnless some cash ssttlement exception was made
for public investors holding small futures positicns, phvsical delivery would be unwicldy
and expensive. Second, a physical delivery requirement might impose extremely high
risks on options writsrs who, unlike futores holders, would beé subject to exercise {and

Similarly, to the extent some of the large discounts to cash jn the Futures market
reflect the price efTect of block trades, ef forts by the (utures markets to provide
better systems for integrating block (rading may help ameliorate these price
effezcts. Accordingly, it may be appropriate for the CFTC apd futures markets 1o
consider amending their rules to peemit block positioning, Such e¢fTorts by the
futores markets would compicment NYSE ef fores to facilitate pertfolio trading in
that both efforts would provide additional procedures and capital for the trading
of partfolip-sized transactions (g8, 200 SPZ futures are roughly equivalent to a
$25 million stock program),

30¢  Qur analysis has focused oo futures trading becavse index Futures, oot index
options, have been the primary tool emploved by pertfaolic insurers and index
arbitrageurs, Nevertheless, index options covid be empioyed as a substitute for
futures. Indeed, increased usage of protective put programs has been discussed as
an alternative to dyozmic hedging models designed to create a synthetic put,
although high put premiums apparently have made such an alternative
uneconomical. Accordingly, we believe that any consideration of regulatary
changes should apply equally to the index options and the index futures market.
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therelore required to take or provide delivery) at any time. 51/ Nevertheless, the staff
will cantinue to review the leasibility and desirability of physical settlement Tar index
produocts.

The other primary difference inleverage between the stock and derivative product
markets is margin. For example, before October 19, 2 purchaser (or seller) of an SPZ
futures contract trading at an index value of 300 was able to acquire (or sell}
approximately $150,000 worth of stock for an mnitial margin payment of $10,000 (6% of
the contract's value). An investor who qualified as a hedger had 1o pot down only
$5,000, which was only 3% of the contract’s value. Index options margin is computed on
a percentage basis, imposing a margin requirément for short options positions of 5% of
the index value plus the premium paid. As demonstrated by Chart 3-9, the resulting
options margin, as well as the ma2rgin [(or the pther actively traded index futures
contract, the Chicago Board of Trade's ("CBT") Ma jor Market Index ("MMI") furure, was
comparable to margin on the 3PZ 300 future.

After October 19, the value of the SPZ dropped and the amount of margin was
raised in a serigs of steps to 320,000 {515,000 for hedgers). In December, however, SPZ
margin levels were reduced to $15.000 ($10,00C for hedgers) so that teday an investor
buving or selling an SPZ futures contract need only put down approximately 12% of the
contract value (8% for hedgers). Similarly, index options margin has been increased to
109% of the index value plus premium. Thus, the Nutures and options markets have
increased margins 1o a level mere consistent with the higher volatility of the markets.
Mevertheless, these marginsare far lower than the 50% margin reguirement for investors
in stocks, as well as the effective 20-25% levels at which specialists and self-clearing
broker-dealers generally are able to finance their stock positions.

The impact of current margin l¢vels is that an institution could use the SPZ
futures contract to establish a speculative long position in order to increase quickly its
stock portfolic position or a speculator could buy or sell the SPZ fuetures contract, and,
with 2 margin depasit of 31 millien, could control a stock-equivalent position of over $4
million. Similarly, a portfolic insurer or other iostitution wishing to adjust its porctfolio
quickly through the sale of futures could create a hedged shart futures position with a
market value e¢xceeding $12 million, with the same $1 million deposit. This is
signilicantly higher leverage than can be achieved under stock margin requirements.
Mor¢over, the increasing popularity of index substitution, index arbitrage, and portfolia
insurgnce, has resulted inan ancreasingly greater peccentage of futures positions being
taken precisely for the purpose of replicating cash market stock positicns, Yet these
positions require significantly less cash to establish than would the equivalent position
in the stock market.

Leverage historically has been a fundamental concern underlying federal margin
rcgulation. 52/ Section 7{c) of the Securilies Exchange Act of 1934 ("Exchange Act™),

21/ Wealso note that the only index (uture providing for physical delivery, the Csaka
50 Stock Index, did not meet with initial success, although trading volume
recantly has increasecd.

32/ Jee, cp, HR. Rep. No. 1383, 73rd Cong, Znd Sess. 8 (1934); 5. Rep. No. 145§,
7ird Cong., 24 Sess. Pl {1934); Stock Exchange Practices, H

Hearings on §.2§%3
Beloreg the Scnate Comm, on Banking and Corcgncy, 73rd Cong., 2nd Sess. 6404
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which applies to cxtensions of credit by broker-dealers on other than exempted
securilies, was part of the original legislation adopted by Congress in 1934 as a means
to regulate credit in the sccurities markets, Section 7(¢) generally requires that any
extension of credit made by a broker-dealer to permit a customer to purchase securities
must be made in conformity with rules promulgated by the FRB. 533/

[n contrast to the securities markets, futures markels are not subject to lederal
margin [evels. The CETC has authority to prescribe margin levels lor futures only in

emergency situations, Otherwise, margin legvels aré set by the commoditias
exchanges 54/

The Division recognizes the distinctions between futures and stock margin
Futures margin is, in ¢fTect, a performance bond that does not include an extension of
credit. 33/ Futures margin has focused entirely an ensuring that both parties satisfy
their respective obligations under the futures contract. Futures positions aré marked to

the market daily 36/ and all margin calls usually are required to be paid an 3 same day
basis,

The Division believes, however, that low derivative product margins may
contribute to the increased velocity of institutional trading in two ways. First, the
Division believes that present margin requircments permit institutions to buy and sell
larger futures positions without being required to substantially increase the amount af

{1934). Seealso FRE A Review v i F ralMgrein R irgmen
{December 584).

41/ The FRB is responsible for setting margin regulations, while enforcement of the
regulations is the responsibility ol the Commission. The FRE rules that regulate
securities margin ace Regulations T, &, G, and X. Regulation T governs the
cxtenszion of credit For secorities by broker-dealers,  Sge 12 CFR Seq. 220,
Aflthough the FRB has avthority to sct both initial and maintenznce margin levels,
it has 1o date chosen only to set nitial margin reguirements. RKeguiation T
currently requires that wpan purchasing a stock a customer of a broker-dealer
must post 50% ol the security's value as margin. A short seller must post
initially 150% of the value of the security sold.

Broker-dealers also are subject to the maintenance margin requirements of the
NYSE or NASD. NYSE Rule 431 and Appendix A 10 the NASD's Rules ol Fair
Practice require that a broker dealer maintain at least 25% of the value of all
long securities in the customer’s margin account. More delsiled formulze
establish the minimum maintenance margin requirements for short positions.

2

Seg Secs 8afa) and Saf12) of the Commedity Exchange Act ("CEA"), 17 U5.C
Secs. 12a{9) and 7a{l2) {1982).

55/ Margins required of short stock seliers and of uncovered options writers also
could be characterized as "performance bonds", glithough they are regulated as
"exiensions of credit” under current securities margin regulation.

56/ The phrase "marked-to-market"refers to the exchange and clearing entity practice
of updating margin requir¢ments based on intra-day movements in the asset™s price.
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their assets matntained in cash equivalents. 57/ Second, lew margins centribute to
speculative trading that, onder normal market conditions, contributes to the illusion of
almost unlimited liguidity in the futures market. During a market break, however, that
liquidity disappears at a rate geometrically larger than liquidity in the lower leveraged
stock market. 58/ For these reasons, the Division believes that there should be 2

review of the impact on the stock market of present index {utures and options margie
levels.

The Division makes this suggestion, hewever, with the recognition that higher
margin requirements would increase the costs of trading futures and options
Accordingly, any analysis of margin requiremeénts also must consider whether any
benelits obtained from reducing the liguidity demands on the stock and derivative
markcts cutweigh the costs and potentially lower derivative product ligquidity during
pericds of normal market activity. 39/ 1o making this observation, we would note two
points. First, the develepment ol equivalent index futures margin does not require that
those margin levels be identical to stock margin tequirements. The mark-to-the-
market requirements For Futures act as 5 leverage limat by forcing market participants
to make arrangements to have sulfTicient ¢ash to meet those marks in volalile periods.
Second, stock and options repulation always has permitted lower margin requirements,
and thos greater leveraging, Mlor market makers in order tocnhance market lignadity. In
light of the indications that futures TMoor trading did not directly contribute to the
sclling pressure during the October market break, we would expect thateven if fulures
marging are ingreased for investors, similar exceptions might be appropriate for Tutures
Moar traders. This would limit the ligquidity cost of any increase in Tuiures margins.

21/ The Division recognizes that the [utures exchanges permit top-tier institutions to
employ lettars of ¢redit to meetl initial margin requirements.  Alsq, portfolip
insurers and other kedgers could borrow against their stock positions to obtain
the cash required for higher futurcs margin deposits, although presumably
collateral would have to bedeposited for such borrowing, Thus many institutional
investors would not necessarily be affected sebstantially by higher margin levels.
Nevertheless, given the segregation of stock and futures management effected by
many portlolio insurers and the usual bank requirement that any such letter of
credit be fully collateralized, we beligve that increased futures marging would
reduce the concentration and velocity of futures trading by institutions emplaying
strategies stich as port(olio insurance.

Sz¢ Kidder, Peabody Commentary, suprg note 41.

e B

[n thiz regard, 314 may be dezirable, to review alternative means to address the
leverage diflTersnces of the derivative and stock markets and to ameliorate
concentrated liquidity demands during periods of price volatiiny. Chairman Ruder
has suggested that it may be appropriate to consider system-wide position limits
for stock index products -- both futures and eptions. D. Ruoder, the [mpact of
Derivative [ndex Trading on the Securitizs Markets, Address Before The Bond Club
of Chicago, dated Octobar &, 1987 {"Ruder Speech™) at 16 Such an approach
wouid recognize the functional equivalence of index futures and options and the
potential cumulative impact of such products on the stock market.
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3. Price Limits

Price limits historically have been employed in the Mutures markets ro address
extreme price volatility. Price limits operate by prohibiting trading ontside the limits
Cor the remainder of the trading day. 607 Price limits attempt to address two concerns.
First, during periods of extreme volatility, the futeres trading floor may be unable to
maintain an orderly market with acceptable depth and liquidity. Second, unlimited prics
maovements may expose feteres clearing corporations (o greater loss exposura. &1/

On Octaober 23, the CME established price limits for the SPZ contract. §2/ The
limit was set to, in effect, cause trading to cease il the Future moved 30 poinis in one
day, roughly a 12% move. The only times in the history of the SPZ in which a move of
that magnitude occurred were on Qctober 19 and also on Qctaber 22, when the future
opened down approximately 55 points, at 2 dramalic 21% discount to the cash value of
the index.

The Division believes that price limits may be a rational response to the present
leverage levels in the index futures market. Nevertheless, we believe that there are
substantial prablems with their effectiveness. Price limits on index Tutures when there
15 an active alterngtive pricing me¢chanism in the stpck market are somewhat self-
defeating. The ability ol institutions to shilt their hquidations to the stock market was
amply demonstrated on October 19 and 20. Price declines in the stock market alter the
future hit the price limit and teading in the MTutores ceassd would place futures traders
at substantial risk becauwse of the tnability to adjust their futures positions.

60/ The price limits instituted by the CME on O¢tober 23, 1987 work on a three-day
cyele using daily vp or dewn limits of 20 and 45 points, A daily limit vpor down
of 30 poiots from the previous day's settlement value cxists. I on any two
consecutive days, the price limit 15 reached, the limit would increase to 45 points
If trading on the third day reaches the 45-point limit in the same direction,
trading would ¢case and the next day's limit would remain 45 points. IF, however,
the 45-peiat limit was a0t esached or the third day, the limit on the Following
day would revert to 30 paints.

61/ Sec seperally Brennan, A Theory of Price Limits in Fulures Markets, 16 ), Fin
Econg 213 {1986 8. Khoury & . Jones, Daily Price Limits on Futures Contracls

Nature, Imnpact and Justification, 3 Bev. Research in Fytures Markers 22 (1984),

82/ In response to the market events of Qctober 19-20, other futures exchanges
adopted price limits for their stock index futures, The CBT implemented 2 daily
40-point price limit for 115 MMI contract on Jaoopary 13, 1988 This d0-point price
limit would ingcrease to &0 points if a contract clesed at the 40-point limit in
three or more delivery months on two consecutive trading days. The CBT alsp
established daily price limits For its Institutional Index futores contract. Similarly,
the New York Futures Exchange implemented 2 25-point limit, which would
increase to 35 points if the 25-point limit were met for two consecutive davs, for
all its stock index foteces coatracts. These were effective through January 21,
1988. The Kansas City Boeard of Trade also has a 30-point price iimit for the
¥alue Line Futures contract it trades. This limit remains in el Tect.
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Moreover, we de not belisve, as a general matter, that price limits should be
imposed on stock trading, although brief trading halts based on pre-set standacds may
warrant further consideration. The automatic ciosure of stock trading for the remainder
of the dav, in our view, imposes uoacceptable burdens on those macket participgnts who
wish 1o liquidate their positions and increases the potential that a volatile market
situation can slide into panic. §3/ As discussed in more detail in Chapter Eleven, the
closure of the Hong Kong Stock Exchange provides a graphic example ¢f the risks
entailed in closing a stock market. 54/

While we do not favor stock price limits, we do beli¢ve that greater coardination
of stock and derivative index trading warrants further review. The CME price limit
action was taken, in part, in response to concerns expressed by the Division to the
CFTC and CME over the impact that substantial discounts of opeaing futures prices to
the previows day’s ¢losing stock prices, as on October 22, could have on the apening of
stocks composing the index. We believe that the dominance of the future as the price
seiting mechanism is most dramatic at the opening. The existence ol a substantial
luteres price discount discourages specialists and other market participanis from
of fsetting sell imbalances. Morsover, ongoing trading in the futures may hinder the
opaning of the componenat stocks by cncouraging additional waves ol sell orders.
Finaliy, as discussed in a tater section of this Chapter, the ability to trade Cutures
before the component stacks have opened provides opportunities for Firms to “front run”
their customers' stock orders, possibly to the detriment of those customers.

We believe further review should be made as 1o whether these concerns might be
addressed by prohibiting the aopening of index futures and options contraces until a s&t
percentage in value of the stocks comprising the index commenced trading. Similarly,
such a review should svaluate whether derivative products should automatically stop
trading when trading in an identified percentage of the stocks comprising the index has
been halted. 657

4, Shori Sale Restrictions

Restrictions on short sales (gg. selling an index future without owning the
underlving component stocks) have never been imposed an options and futures products.
Moreover, the difficulties of eaxtending such restrictions to options and futures products
would be substantial. The Commission’s short sale rule, Rule 10a-1 under the Exchange

€3/ Such automatic limits should be distinguished from the temporary trading halts
imposed by the NYSE and other ¢quity markets in response to order imbalances.
An order imbalancee halt is in response to the particular need 1o seek additional
liguidity lor a particular stack.

64/ We acknowledge that price limits on individual stocks may have reduced price
drops on the Tokyvo Stock Exchange ("TKE") on October 19, This was
accomplished, howewver, at the cost of climinating any ability of market
participants to adjust their positions on most TKE stocks for the day. Moreover,
the dominance of lTour broker-decalers, as well as a greater propensity to hold
stocks longer tefm, may make it easier to stabilize the Tokyo market.

65/ In this connection, we note that index options presentiy are requited to halt
trading if 20% ol the stocks composing the index are halted.
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Act, prohibits persons from s=lling stocks short at a price below the last sale price
("minuy tick™ or when the last trade involving a change in price was a minus tick
("zero-minus tick™. 66/ Yetindex futures or options quotations normally would respond
to downward movements in the cash index by adjusting downward. To restrict a futures
or options trader from s¢lling short on a minus tick when he 15 simply responding to
price declines in the cash index imposes unacceptable risks on that person. To desigDn a
short sale restriction that takes into account movements in the underlying cashk index
would be extremely complicated and impose substantial compliance burdens.

Nevertheless, the absence of short sale restrictions, coupled with the greater
leverage of futures, arguably presents the potential for greater speculative selling than
¢ould occur in the stock market. Moreover, through index arbitrage, that selling
activity generally can be transferred to the stock market. Accordingly, it appears
appropriate t¢ review the manner in which index arbitrage is treated under shore sale
regulation.

Rule 10a-]1 contains a number of exceptions to permit certasn types of trading
activities that are believed to be beneficial to the markets or that carry little risk of
the kind of manipulative or destabilizing trading that the Rule was designed to address.
For instance, paragraphs (e){7yand {e){8) of the Rule exempt certain bona fide arbitrage
transactions from compliance with the provisions of the Rule. Moreover, paragraph
{#}13) of the Rule allows a block positioner who is seiling a sccurity in that capacity
to disregard, in determining whether it is long or short, a proprietary short position in
that security 1o the extent such shore position is the subject of one or more ofTsetiing
positions ¢reated in the course of bona Tide arbitrage, risk arbitrags or bona Tide hedge
activities. The definition of "bopa Tide arbitrage.” however, does pot include index
arbitrage involving the short sale of stocks against long Tutures positions. As a resulr,
short index arbitrage generally is subject te the "tick”™ requirements of Rule 10a-L

The Division has taken an interpretive position that provides a narrow gxception
to Rule 10a-1 Far certain liquidations of index arbitrage positions. Specifically, the
staff has permitted the "unwinding™ of ¢xisting index arbitrage positions involving long
baskcts of stock and short index fulures or options without aggregating short positions
in these stocks with other proprietary accounts if those short positions are fully
hedged. §7¢/ The Division took this position becauss the unwinding of an existing long
arbitrage position did not ¢reate a new shoert position, nor should any price decline
resulting from the selling benefit the Tirm because its remaining positions are “fully
hedged." Nevertheless, this no-action positioo did facilitate the ability of firms to take

46/ See discussiono al 3-7 and note 30, juprg. The Commission®s short sale rule
generally is tied to the consclidated tape {ic, the stream of last sale prices from
atl eguity marckets in NYSE securities). On the NYSE, pursvant to an ¢xchange
rule authorized under Exchange A<t Rule 10a-1, compliance is measered with
regard to the last sale on the NYSE.

8§77  Seg letter to Merrill Lynch, Pierce, Fenner & Smith, Ine. {(December 17, 1984),
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index arbitrage positions by reducing restrictions on their ability to liquidate those
positions. 8/

Several commentators have argued that the restrictions oo short index acbitrage
that result from application of the short sate rule hinder pricing efficiency, Moreover,
these commentators suggest that if short sale restrigtions had not applied, short index
arbitrage would have climinated the large discounts on October 19and ameliorated price
volatility on that day. 69/

The Division is not in a position to conclude whether the absence of restrictions
on short index arbitrage would have eliminated the index futures price discount on that
day. Given the risks in executing arbitrage on October 19, however, we believe it
likely that substantial, although perhaps smallez, discounts would have remainzd. We
also cannot determine whether increased arbitrage on Ociober 19 would have reduced
stock market velatility oo that day. Arbitrage closes index Mutures discounts by raising
the price of the future {through buying} apd lowering the price of the stock (through
selling). While redugtion of the index futures discount might have encouraged portlolic
insurers and other institutions to continue selling in the Mutures markets rathér than
shif't to stocks, and might have encouraged specialists and other potential stock buyers
to purchase stocks, it alsp might have encouraged poetlolio insurers to liquidate a larger
portion of their porifolio, as called for by their insuransee programs, Moreover, we have
no basis to conclude that the "billboard® effect of the futures discount had a larger or
smaller negalive impact on stock market prices than would have occurred from
additional stock selling resulting From sheet arbiteage activity.

1o summary, the Division does not believe that the extension of short sale
restrictions to the derivative markets is operationally feasible. Nor do we believe that
the staff interpretive position providing for a narrow exemption from the Rule for
certain bona [ide arbitrage activity substantially contributed 1o price volatility during
the market break. We do believe, however, that the ability of institutions to engage in
index substitution activity without being subject to the short sale rule in combination
with exchange f'or physical stock/futures transactions ¢ffected in London, has impacred
the effectiveness that rule may have had in réducing stock market volatility. The
Division believes the Commission should review whether reducing price volatility should
remain a goal of the Rule and, il s0, whether steps should be taken to increase its
effectivensss.

5. Reporting Requiremenis

While the topics discussed above relate to questions regarding how to berter
integrate the stock index [utures and stock markets, other matters alse warcant further

68/ In responsc to a survey sent to 13 brokerage firms, only one Firm quantificd its
transactions in reliance on the no-action position in unwinding index arbitrage
positicns 1n October. The most significant uowinding transacticn by this firm
occurred on October 16th. Other Tirms have been unable to quantify the extent
to which they relied, or have advised as that they did not rely, on the no-action
position during October,

69/ Sge ez, Crossen, Program Traders Find an Unlikely Ally in Bid to Abolish
Uptick Rule on the Big Board, Wall St J.. Jan L1, 1988, at 53,
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gnnsidcration. Specifically, the Commizsion's recordkecping and reporting rules may be
inadequate to maintain effective oversight of the increasing level of portfolio trading.

In its September 1986 Report, the Division noted the aced to develop a “cost-
effective, routine means of jdentifving and maintzining casily accessible records of
index-related trading." 70/ Since then, the Division staff has worked with the staff of
the NYSE to design such a reporting system. Although such a reporting system was not
in place before October, since the October market break the NYSE has reguoired its
members to provide a variety of information regarding their program trades. Morsover,
becausc mauny, if not all, program trades are effected through the NYSE's LIST system
and becanse broker-dealer irms must be able to monitor program trades for billing and
cther purposes, the ability of [irms and the exchange to identify such trades has
impraved.

Despite these improvemecnts the staff still experienced substantial difficulties in
reconstructing trading during the Octobgr market break. Fizst, the firms had no
vaiform procedures for reporting program trades, and some firms failed to provide, in
response to the Division's initial data request, details concerning index-related trading
effected outside the United States. Second, there was considerable definitional
difficelty in identif ying portfolio insurance activity. Third, unlike the futures market's
large trader reporting systém, there was no readily available means to identify quickly
the large stock customery who bought and sold on Octeber 19 and 20, 7|/ These
dilTiculties substantially impaired the ability of the staff te fulfill its oversight
responsibilities and to coordinate gathering of trading information with the CFTC.
Accordingly, che staff believes it would be appropriate to revisit the desirability of
creating more specific recordkeeping ruvles at the brokec-dealer level and developing a
system, similar tothe CFTC's large-trader teporting system, for rapidly identifving large
traders in the stock market.

AS a separate macter, it also may be appropriate ko consider how to intégrate
program trade reporting within the corrent systems of last sale reporting. Today there
is 8 well-developed system for reporting securities transactions on a real-time basis,
Thesc systems havereadily accommodated the development of block trading because such
transactions ¢an be repeorted as ¢asily as smaller-sized trades. Indeed, because of the
importance of block trades, which may contain new information, the various securities
information processors have developed systems for monitoring block trades on a real-
time basis. The leading financial publications regutarly report the breakdown of such
trading activity.

In contrast, there is no regularized reporting of program trades. Qaoly those
broker-dealers and other professiopals with sophisticated computer techaigues {or floor

10/ September 1986 Report, supra note 39, at 3. See Ruder Speech, zupra note 34,
at 17-18,

Il/ Although certain institutional money managers have te report their quarterly stock
holdings pursuant to Section 13{1) of the Act, the se-called Section 13(1)
reporting system was noi designed te provide regularized access to trading
activity by those money mansgers. Sgg Lemke & Lins, Disclosure of Equity
Holdings by Institutional Investment Managers: An Aanalysis of Section 13{f) of
the Securities Exchange Act of 1934, 43 Bus. Law,. 93 (1987).
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traders in the futures and securities markets) can estimate the activity related to such
trading. Thus, only the leading broker-dealers, based on their own trading activity
{both preprictary and agency) and eslimates {or reports) of other trading activity,
readily zan identif'y the amount of program trading. The Division believes it woonld be
appropriate to consider how to integrate program trading within the context of
traditional traosaction reporting. M, as some have sugpested, propram trading is the
"block trading of the 19805 then it is appropriate to consider whether the more
accurate and timely reporting of such trades can be made more readily avaitable on a
widespread basis. The development of a market basket trading of stocks would, of
eourse, Tacilitate such a reporting system,

F. Manipulation and Froatrunning

The continuing rapid expansion of trading in index products also raises significant
surveillance and cnforcement concerns. These concerns [oous primarily on the potentialg
for intermarket manipulation and frontrunning. This section of the Chapter providesa
general description of cach of these ar¢as of concern and an overview of the findings
ol the reviews by the Division, the CFTC, and sccurities and futures self-régulatory
organizations ("SROs"™ as to cach of these concerns during the Octeber market break.
Finzlly, there is a discussion of recent repulatory initiatives to address intermarket
abuoses.

1. Market Manlpulation
a. Regulatory Concerns

In the Division's September 1986 Report, we discussed concerns by some market
commentators that if firms, through their tradiag, cocld push the index futures price
out of line with the cash index prices, opportunitics could be created to execute
programs [or their clients' and their own proprietary accounts. 72/ Under these
hypothatical seenarios, if trading voleme ina futures index contract was cetatively Light,
and there was no significant news pending, an entity ¢could begin purchasing or selling
the futures contract. This buying or selling, ir turn, could induce lacal tradars to
cover their short positions or ¢close put their long positions, thus incecasing the futures
price disparity,. Asthis pricing disparity increases, an index arbitrage oppertunity would
be created, resulting in arbitrageurs selling, for example, the overpriced Tutures and
buying the stocks that comprise the index. This buying activity would increase the
price of the individuoal stocks, permitting entities holding pre-existing long positions to
liquidate their positions at a profit. 73/

Since the Detober market break, there have been renewed concerns thatl index
products could be used to manipulate the s¢curities markets. While there generally has

J2/  See, ¢p, Dean Witter Reynolds, Equity Trading Bulletia Technical Market
Comment, No, {936 {December 15, 1086},

13/ it is important to note that the scenaric requires the manipulator te take an
extremely large risk as the result of maintaining the futurss price at a disparity
10 the underiying s1o¢k prices. 10 the manipulator is unsuccessiul it atiracting a
large market response as a result of his activities, substantial lpsses could be
suffered.
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be¢n a consensus that the market downturn itsell was initiated by changed investor
sentiment based upen a variety of Facters, ineluding economice news and anticipation gf
a market correction, there have been allegations that manipuiation using index futures
may have gccprred onee the market break was underway., In particular, at least one
pressaccount ¥4 has referred to possible manipulation in the MM Futeres sround mid-
day on Cctober 20 {the low point of the market break) 1o manipulare the stock marker
into 2 dramatic turnaround that prectuded closing the NYSE

bh. Overview of Findings

Meither the Tutures tradiog data and reports provided by the CFTC and €BT nor
the trading data compiled by the Division provide evidence to support allegations of
manipulation of MMI fuiures between 12:00 and 00 on October 20.

A recent report by the CFTC's Division of Trading and Markets identified three
CRT clearing member Tirms that reported rhe largest purchases over this period, 758/
These Tirms purchased 513 MMI contracts on 2 net basis all For customer accounts.
More significantly, however, these trades were not executed during the more limited
period berwesn 1230 and 12:50 pm. when the November MMI contract rallied by
approximately 8Q points (27%) to 375. 76/ [dentilied purchasers over this period were
even more dispersed, consisting mostly of smzll 1ol transactions between CBT logeals,
Two floor traders and one foreign investment lirm were identified in the CFTC report
a5 the largest purchasers between 12:30 and 1.00 pm. however, these purchases were
not inconsistent with other trading activity during the day. 77/

There also have been press accounts that guestion the integrity ol the trading
datz supplied to the CFTC and some fine points in the methodology of the CFTC
analysis of this material, 78/ The Division's review of trading in the MMI otures an
October 20 has vsed the trading data supplied by the CFTC. The Division's analysis of
this surveillance material has, however, focuscd on the ten-minute period in which the
MMI premium first appeared, as well as the 30-minure peariod reviewed by the CFTC.
The CFTC/CBT surveillance information reviewed by our staflf indicates that buying

747  Rertzberg & Stewart, Terrible Tuesday -- How the Siock Market Almost

Drisintegratced a Day Alver the Crash, Wgll 8¢ 1. Nov. 20 1987, at L.
75/ See CFTC Division ol Trading and Markets, Ivsisg of Trading in th

Beard of Trade's Major Market Index Futures Coniract on October 20, 1987
{January 4, 1988) ("CFTC MM Report™).

2

Sce CFTC MMI Report at 8-12. Therezlter, the November MMI contract Fell to
35000 by 1:30 p.m.

I3/ CFTC MMI Repott at 12-14, The repart 2130 noted that the [oreign investment
firm traded in the December MMI rather than the more active November MMI
contract during this period.

78/  Stewart & [ngersoll, CFTC Report on Ma jor Market Index Spurs New Questions on
Its Oct. 20 Surge. ¥Wall 5t ) Jan. 7. 1948, at 3 The CBT has denied the
allegations reported in this article. S¢¢ CBOT Denies Giving False Data for
CFTC Inguiry, Wall $t ], Jan &, 1988, ar 1.
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activity in the MMJ futures was not unusually concentrated in any one entity; nor werse
purchases affected for the proprictary accounts of any major registered securities
broker-dealer. Insum, the Division's analysis has found ne evidence of manipulation ol
the MMI futures,

Thisdetermination is e¢inforced by the Division's review of index-related trading
on the N¥SE during this period of time. Our review was based upon the detaited
program-by-program trading information ¢ompiled by the Division in conjunction with
the CFTC's Division of Economic Apalysis. As discuss¢d in Chapter Two, this
information was obtained directly from the major broker-dealérs whoare activeinindex
trading. 79/ This information indicates that one ol the essential ¢lements of the
manipulative scenario rased 10 the September 1988 Report appears to have been absent
on OQctober 20. Specilically, although a premium of 3 to § points appeared around | 2:40
to 12:50 pm_, only one resulting index-arbitrage program was identificd by the program
datz from the broker-dealers. This arbitrage program consisted of the purchase ol
40,000 shares of stock and the sale of 25 MM] contracts executed at 12:4% p.m., and
constituted less than 0.10% of NYSE volume [rom 12:30 to 100 p.m. Whils we do not
minimize the potential impact on market psychology of any furuees premium st that
critical moment, the information presently available to the Division dogs not xppear to
support the proposition that manipulation of the MMI Futures was present in the market
turnaronnd on QOctober 20,

2. Frootrunning
a. Regulaiory Concerns

The Division also is concerned over the potentiai for other types of cross-market
trading abuses such as frontrunning. Frontrunning in the options markets pecers when
a broker-dealer ¢ffects options transactions with the knowledpe of non-public
information aboutan impending block transaction in the undertying stock{s). Securities
exchanges have issued written statements 10 their members advising them of the
cxchanpes” policict against such Mrontrunning. B)/ Recently, exchanges have reminded
their memhbers that the prohibition against frontrenning applies 1o index products as
well a5 to individual equity options. §1/

1%/ This tradipg information has been cross-checked against other tradiong and
position data routinely campiled by the secorities and fotures SKOs,

B3/ Although none of the exchanges has a speacific rule proscribing frontrunning, ezch
exchange's policy prohibits this activity as conduct inconsistent with just and
equitable principles of trading rules. Sge. eg. Philadelphia $5tock Exchange
(“Phlx") Rule 707,

Bl/ The options exchanges have issued circulars stating that trading in index aptions
by persons possessing material, aon-public inlormation concerning imminent
transactions in component stocks of an index may violate exchange rules
regarding just and equitable principles of trade. See, g8, CBOFE Circular No, 23,
Revised July 1987, NYSE Information Memorandem No. §5-36, November &, 19835,
Circulars from the CHCE, NYSE, Phlx, National Association of Securities Dealers
{"NASD"), and the American ("Amex™) and Pacific {"PSE") Stock Exchanges were
liled with the SEC as rule changes, and became effective upon Tiling, pursuant to
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Fronirenning in the futures markets 15 not subject to the same regulatory scheme
as exists in the options markets. Nevertheless, of ficials of the CME and CBT have
stated to the Division staff that their rules also prohibit frontrunning of customer
arders. In addition, the CFTC has indicated that the antilraud provision of the CEA
may, in ¢ertain cases, prohibit such activity depending on the ¢ircumstanges of the case
and the perzons involved. §2/

b. Overview of Findlegs
I.  Froatrunolog of Customer Futures Sales

Division stalf reviewed surveillance data supplied to the Commission by the CME.
This review sought 16 determine whether CME member firms known to be active
portlfolio insurance vendors or executing brokers traded ahead of customer orders
implementing portfolio insurance strategies on Oc¢tober 16, 19, and 20, 1987, While the
Division's review of this surveitlapce data indicates that some further inquirics appear
justified in a few instances, most of the trades reported Cor CME member firm
proprictary accounts in the data reviewed did not support the conclusion that portlolio
insurance vendors or brokers traded ahead of customer orders. B3/

Specifically, the Division's review concenteated on an examination of 5P2 sales
reported for those CME member Firms known to be active portfelioinsurance vendors or
brokers. The Division 1dentified proprictary transactions ellected shottly before or
simueltaneously with sell orders ¢xecuted by the same CME firm [or customer
accounts. 84/ Since portfolic insurance trading was active duting the last hour of
trading on Ogtober 16 and the first hours of rading on Qctober 13 and 20, the Division
chose these pericds as representative samples far ¢xamining whether frontrunning of
agency orders occurred on these days.

A total of 1,997 SPZ contracts were sold Tor the proprietary accounts of thess
firms in 104 transactions during the last hour of trading on QOctober 16 In seven
transactions, Tirm proprietary orders were executed at prices higher than substantial

Section 19(b}3HA) of the Exchange Act, in October 1987, Sccurities Exchange
Act Release No. 25233 (December 30, 1987), 53 FR 296,

See Joant Study, supra oote 19, at VII-40 to YVII[-41.

82/

B3/ However, because proprietary trades ¢xecuted through anocther CME member
clearing Firm would be ceported as ¢ustomer trades, the Division 15 not able to
exclude the possibility that some (irms may have traded ahead in this manner. In
addition, the Division is not able to identify from the data supplied tn the
Commission the trading of portfolio insurance vendors who are not CME
member firms,

84/ The Division generally reviewed those agency orders execuied within one minute
ol the proprictary trade because data on the times customer orders were received
by CME member firms were not available to the Division. OF course, using a one
minute time-frame may artificially narrow the scope of identilied activity. It
appears reasorable to assume that, in light of the firms* Fiduciary obligations,
most agency orders were entered and executed shortly after the orders’ receipt,
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customer orders executed by the firm in the following minnte. The number ol contracis
sold for customer accounts by these member firms varied from 33 to 149 contracis,
Similarly, during the first hour of trading on October 19 and October 20, the Division
identified six and three proprictary transactions, respectively, executed immediately
before substantial institutional! sales handled by the firm as agent.

While these trades raise 1roubling guestions, it should be noted that only three of
the suspect trades involved transactions of ten or more contracts. Morcover, without
further analysis, the Division cannot determing whether the reported times of execution
are correct. Fipally, on days such as October 19 and 20, there were legitimate reasons
for firms to buy or sell For proprietary accounts in the [utures markets, as well as in
the stock and options markets, at the same time as conducting transactions [or
Cuslomers accoumts,

Mevertheless, questiong remain a3 to the propriety of [irms possibly trading ahead
ol agency orders, such as the massive portfolio insurance transactions on those days, to
the detriment of customers, The incidence of the questipnable trades identified by the
Division argues for careful review by the securities and futures SROs of potential
frontrunning transactions by their member firms. §5/

ii. Firm Selling at the Opening

The Division also attempted to identify instances of firms trading in the MTutures
markets ahead of custamer activity in the siock market. The Division previously has
been concerned over frontrunning in conjunction with Expiration Friday activity whers a
singlc firm might be awarc ol alarge number of cusiomer arbitrage programs that must
be closed out belore the opening. Similar concerns existed at the opening on October
19 and 20, when firms had information of massive costomer sell {on Octobar 19y and buy
{fon Ccrober 20} imbalances. Accordingly, the Division focused on [irm proprietary
activity at the opening on October 19 and 20 to determine whether firms may have sold
Futures {or bought Futures en October 20) based on the knowtedge of large institutionat
stock orders they were attempting to execute at the opening.

The Division's review again raised some troubling questions. SpecilCically, 13 Mirms
imcloded in the Dhvision's survey sold 771 SPZ futures (4% of total CME volume)
between 9230 and 10:00 on Qctober 19 bef ote most of the component stocks had opened,
Two major [irms accounted Lot 57% of 1his proprictary selling activity. Similarly, on
October 20, these same 13 firms purchased 484 SPZ futures {3% of total £ME volume)
between 9:30 and 10:00, with 3 (irms accounting for 74% of that buving activity.

1t is important to urderling that this activity is not classic frontrunning. There
were many indicators in addition to a firm’s particular customers’ orders that may have
indicated that the market would open particularly low on CGetober 19 (or higher on the
20th). Nevertheless, the impact of the Mirms’ trading activity on those days inevitably
wis to somewhat increase the futures discount on Getober 19 {premium on the 20th)and
contribute to delayed epenings and customers receiving exccutions at lower prices on

§5/ In addition, questions have been raised, which are being reviewed, concerning
Firms buying (utures on October 20 inanticipation of announcements of corporate
gustomer buy-back activity. S¢¢ Ricks, Practice of "Intermarket Front-Running®
Faces Scrutiny Alter Task Force Study, Wl 5t_),. Jan. 14, 1988, at 6.
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Qctober 19 (higher on the 20th) than might otherwise occur. Accordingly, the Division
believes that proprictary trading by [irms at the opening io the derivative markets that
may disadventage customer orders they represent in the stock market should be
thoroughly reviewed,

3.  Regulatory Inltiatlves

In the September 1988 Report, the Division noted that, because index-related
trading ¢ntails functionally ¢quivalent investment instruments and involves trading
across markets that are regulated by different federal agencies and SROs, existing
market surveillance capabilities needed to be enhanced. Since the September Report,
the Commission, the CFTC, and the various securities and futures SROs have been
developing enhanced surveillance ¢capabilities and lines ol communication among the
varicus regulators,

Detection of manipulation and frontrunning requires the identification of the
partizs to individual trades and the specific times at which trades occurred. For this
purpose, all major securities exchanges have deveioped and use detatled, avtomated aodit
trails. 86/ In addition, effective Octaber 1, 1986, 37/ the CFTC requirad all lNutures
exchanges to have in place gystems designed to captoze trade data fer all transactions
cffected on their floers within one minute of ¢xscution. B8/ Audit trails permit
accurate reconsiruction of tradingin angccurateand timely manner, thereby facilitating
surveillance,

The availability of futuresandit trail information greatly enhanced the Division's
and the CETC's capability {0 reconstruct trading in order to¢ review potentially
manipulative or abusive trading during the market break, Enhanced auodit traii
informaticn alone, however, is not sulficient toensure detection of manipulativeactivity
and frontrunning. It is impectant that all of the futures, options, and stock exchanges
refine their mrveillance programs to detect, on a routing basis, suspicious trading
activity that may indicate manipulation or [rontrunning.

Equally necessary to accomplish this goal is the efficient sharing of surveillance
information and coordination of investigationsand, in appropriate instances, enforcement
actions by the varioos regulators. In 1981, oader the Commission’s auspices, the senior
surveillance staffs of the major stock and options exchanges formead the Intermacket

86/ An "audit trail* is a time sequenced compilation of trading activity incleding
certain characteristics of the trade (g, price, quantity, time, principal/agency
designations, and identification of clearing firmsand ¢xccuting brokersyobtained
from trade tickets submitted by the executing partics,

§7/ Seg 51 FR 2684 (January 2), 1986),
88/

CME audit trail data include the following ¢clementy of cach trade: (1) futures
contract identification; {2) transaction price; (3} transaction size; (4) time bracket;
(%) buy/sell designation; {6) exccuting brokers; {7) clearing member organizations;
and (&) type of account, Alltrades must identify the account category for which
the trade was executed as either for a TME floor trader or local, for a glearing
member proorictary account, for another local present on the flcor or for any
other customer, member firm or broker oot present on the (loor.
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Sveveillance Group ("ISG") to facilitate this information sharing and regulatory
coordination. Since the September 1936 Report, staff members of the CFTC and Futures
SROs have participated in several ISG mectings, and conyideration is being given to
expanding the 1SG framework to include, on a formal basis, the futuras markets. The
Division jntends to work closely with the ISG to ensure that Metures exchanges have full
access to securities information necessary to detect intermarket manipulations and
frontrunning. Similarly, we believe that the securities exchanges muost have fficient
access 10 futures trading information.





