Chapter Four
SPECIALIST PERFORMANCE
A.  Market Maker Performance
1.  New York Stock Exchaoge ("NYSE™
a. lotroduction

The stock exchanges trade securities in what is termed "a continuous two-sided
auction market.” 1/ Io this market, cach security which is traded oo an exchange in
traded at one designated place oo the “flooc” of that exchange celled & "poat.” At ecach
post there are one or more exchange members whe are registered with that exchange as
"specialists® in cne or more sacurities. At the larger exchanges, each equity security is
allocated to a single specialist. 2/ These specialists are awarded, in eflect, a monopoly
right to make a market in that security on the exchange fioor, in réturn for which the
specialist undertakes certain responsibilities,

With respect to the securities 1R which they specialize, specialists perform the
dual functiont of brokers and dealers. In the capacity as a broker, the specialist holds
and executes buy and s2ll orders For athers. Generally these orders are Torwarded to
the specizlist by exchange members. The orders may be "market” arders (L&, orders to
buy or sll a security at the best current market price}, but are usuplly “limit® orders
(orders to buy or sell a security at a specific pries), or "stop” orders. 1/

The primary mechanism used by the specialist to kandle Iimit and stop orders is
the specialist*s *book." The specialist is the only broker who has the "book®™ Limit
and stop orders are entered into the book in the sequence in which they are received

1/ In an avction market, investors or brokers representing them trade directly with
each other as opposed to a dealer market where most trades are made through a
deater at the dealer's bid or ask price. In a8 comtinuous market, trades in a
security may take place at any time during an exchange's business hours ay
opposed to a call market where a security is traded only at specific times dJuring
the day.

2! There is an exception For a relatively small pumber of inactive securities which
are traded through a "cabinet™ order maichup system (ie. no specialist is
assigned a security and orders to buy or seil are left 1n the "cabinet® to await
the arrivai of offsetting orders.) Asof December 1987, there were 55 specialist
units operating on the NYSE with more than 400 individual specialists registersd
in approximately 1,625 common stecks. The Jargest specialist vnit on the NYSE
floor currently handies 125 stocks with 24 registered specialists on the fleor. The
next two top firms handie 78 stocks and 77 stocks, with 22 and 19 registered
specialists, respectively. The smallest ten spécialist units, in terms of number of
specialty stocks allocated, trade 81, or about 5%, of the total number of common
stocks traded on the NYSE and handle 15 stocks or less per unit.

37 Stop arders require the specialist 1o buy or sell 8 security once A certain price
level hay been regched. Once the market reaches that price, the stop order
effectively becomes a market arder.
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with the appropriate price, number of shares, and the name of the firm which forwarded
the order. 4/ The specialist vsvaily charges a commission for this activity.

The specialist™s second function is to act as a dealer 1o the ¢xtép! necessary to
maintain fair and orderly markets, As a dealer, the specialist is responsible for
purchasing and selling securities in 2 manner that contribuies to the maintenance of 4
fair and orderly auction market ig the particular security ar group of securitics to
which he is assigned.

The specialist's activities are circumscribed by Section 11 of the Securities
Exchange Act of 1934 ("Exchange Act™) 3/ and the rules ther¢under, and by the rules of
the exchange where the specialist is registered. Commission Rule 11b-1{a){2}, which
articulates the primary responsibilities of s specialist, states that a specialist’s course of
decalings must be designed to "assist in the maintensnce, 50 far as practicable, of a fair
and orderly market.” &/ The specialist must adhere to this standard at all times in
buying and selling his specialty stock(s) as a broker or as a dealer.

The rules of the NYSE, which will be examined here as a model Tor specialist
regulation, provide detailed additional regulation of specialists. For example, NYSE Rule
104, the primary rule governing the activities of specialists at the NYSE, requircs the
specialist to maintain a fair and orderly market, a5 measured by the maintepance of
pri¢e continuity and depth, and the minimization of the effects of any temporary
disparity between supply and demand. 7/

A specialist'sdealer responsibilitiesare referred toas"affirmative™ and "negative®
obligations. §/ Pursuant to their affirmative obligations, specialists are obliged to trads
for their own accounts 1o minimize grder disparities and contribute 1o continuity and
depth. 5/ Conversely, pursuant to their négative obligations, specialists are precluded
from trading for their owsa accounts unless such dealing if necessary for the
maintenance of a fair and orderly market. In view of these obligaticns, the price trend
in a security should be determined not by specialist trading, but by the movement of
the incoming orders that initiate the teades, The specialist, however, is sometimes

4f Historically, the specialist’s system [for recording stop and limit orders is called
the "book” because orders are, in fagt, recorded in a physical loose-leaf binder.
Increasingly, however, the stop and limit order recordkeeping function is being
handled electronically thraugh the use of computerized stop and limit order files.

5/ 15 US.C. Sec, 78k.

&/ 17T CFR 240.1Lb-1{a){2).

X Se¢ NYSE Rule 104.10(1).

B/  These obligations derive Trom Section LI(b) of the Exchange Act, Rule 1(b-1

thereundgr, and NYSE Rule 104,

NYSE Rule 104,

e
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responsible (¢4, at the opening) for helpiog to determine the appropriate price level
for the specialty stock. 107

The specinlists’ responsibilities to trade de not require them te stem general
downward or vpward price movements, but only to temper sudden price movements and
keep any general price movements crderly. In this regard, the specialists are expected
to buy for their own accounts to of Mset order imbalances when the price of their stock
is falling and to sell when the price is rising. Thiy proprietary specialist activity is
expected to alleviate temporary disparitiss batween suppiy and demand 30 that advances
and declines will occur smoothly. When this cannot be accomplished because the order
disparity is too great, the exchange may halt trading (or delay opening the stock) so
that quote indications can be disseminated to determine the price Jevel at which the
disparity is low cnough for the imbalance to be correcied.

The specialists also are regulated by certain NYSE rules designed 1o guard against
inappropriate specialist dealer activity. NYSE Rule 104 scts forth most of these
"negative” cobligations. These include prohibitions against speciaiist trades on
destabiliziag ticks {j,¢, purchases on pius or zero plus ticks and sales on minus or zero
minus ticks). Cther examples are prohibitions under certain conditions against buying
more than 50% of ar outstanding offer if such offer represenis substantially all the
selling interest in the macket, or selling to more than 50% of the bad il it represents
substantially all the buying interest. 11/

Specialist market making performance is reviewed daily by the NYSE. Toevaluale
whether the market for a specialty stock is orderly, the NYSE examines a number of
factors, such as continuity {absolute price change op ¢ontinuous sequences), depth
{absolute price change in 1,000 share sequences}, and spreads between the bid and ask.
To further analyze specialist dealer performance, dealer participation [igures are
compiled indicating specialist trading as a percentage of total volume. 5tabilization

10/ In contrast to the specialist, an over-the-counter ("OTC") market maker bas Few
affirmative and negative obligetions, The primary affirmative cbligation requires
CTC market makers to maintain a two-sided quote for their own accounts on a
continupus basis. While options specialists and market makers have the
affirmativeobligation 1o maintain a fair and ordesly markei, traditional indicators
of orderliness, such as continuity and depth, are difficult toapply to e derivative
product. (3g¢ Chicago Board Opticas Exchange Rule 8.7} Traders in the stock
index futures pits have no market making obligations. While certain prohibitions
limit their activities, there is no obligation that futures tradess ensure that
markets established by their crowds are fair and orderly. In addition, there are
no réquirements that price movements in stock index futures be smooth ot
orderly, The futures markets depend upen competition to provide the necessary
incentives 1o ensure deep and liquid markets,

1L/ Scc NYSE Rule t04.10. The Rule coatains an exception. A specialist is permitied
to make such a trade, with the approval of a floor official, when in less active
markets, such trades “are an &ssential part of 8 proper course of dealings and
where the amount of steck iavelved and the price chaage, if soy, ere normal in
relation to the market” Id.
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rates are also compiled to determine the percentage of specialist trades axecuted on
stabilizing ticks. 12/

This chapter reviews specialist performance during the Oc¢tober market break.
The first portion of the chapter examines the specialists’ performance in attempting to
contribute to the depth, liquidity, and orderliness of the market. The second discusses
the adequacy of specialist capital.

b. Methodelogy

Over the past 25 years, the Commission has analyzed specialist performance on
the NYSE several times. Inits 1963 Report of the Special Study of Securitics Markets, 13/
the Commiszion ¢xamined in depth the exchange markets and the NYSE specialist
system. Althoegh the study did not find widespread abuses or patterns of ilegality
among the NYSE specialists, it did find serious problems in the specialist system as it
operated at that time and in it5 surveillance and regulation by the NYSE. The Study's
recommendations regarding the specialist system resulted in a series of sigaificant
regnlatory chanpes relating to, among other things, the specialists' obligation under
Section 11{b) and ¢xchange surveiilance of specialists and their capital compliance,

The 197] Institutional [nvestor Study Report 14/ analyzed general market makiog
perlformance of 30 NYSE specialist units and the impact of mstitutional trading on the
specialists' market making (unction. The study examined the ability of specialists to
handle price disparities and {luctuations and to provide liquidity and depth to the
marke! through their stabilizing activity. By grouping NYSE specialists into high,
medium and low proprietary activity categerics, 15/ the study concluded that “high
inventory” specialists did a better job than the others in stabilizing price flucteations in
their stocks and were more willing 1o adjust inventories 1o provide liquidity and
decreast day-10-day price changes. The medium/low activity groups were leas likely ta
purchase stock to improve liguidity and reduce price disparitiess. Overall, there were
wide variances in market making performance among specialists.

In addition to these two extensive studies, the Division of Market Regulation
("Division™) staff consistently has reviewed various aspects of the NYSE specialist

12/ A stabilizing trade is 3 purchase (sale) at a price 1that is below (ebove) the most
recent difierent price of the siock. For example, if the stock trades at 50, 50
I/2,and 50 1/2 again, if the specialist 50ld at the 50 172 trades the sales would be
stabilizing. If the specialist had bought at the 50 1/2 trades, they would not be
stabilizing.

1Y/ SEC, Report of the Special Study of the Securitics Markets, H.E. Doc. No. 93,
Bd8th Cong., Ist Sess (1963)

S

SEC, Institutional Investor Study Report of the Securities and Exchange
Commission, H.R. Doc. No. &4, 92nd Cong., 2nd Sess. {1971),

153/ High category specialist units had average nct proprictary activity cxceeding
$135,000 per day, medium category units had between $90,000 and §1355,000 and
lower category units had net proprietary activity below 590,000 per day.
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system. |16/ Further, the Division, as part of its oversight responsibility over self-
regulatory organizations ("SRQOs™), regularly examinesand reviews NYSE surveillance of
specizlist performance,

To analyze specialist activity during Octaber 1987, the Division concentrated on
&7 stacks. These issues contain 50 of the most heavily capitalized stoeks as well as
several less active issues and takeover stocks selected Cor comparison purposes. Qf the
&7 stocks, the Division selected nine for 2 more in-depth review of specialist activity
during Dclober 19and 2¢: Coca-Cola, Daytan Hudson, Exxon, General Electric, General
Motors, Household International, International Busingss Machinegs, Merck and Co,, and
Mewmaont Mining, 17/

The Drivision examined the general indicators of specialist performance for the 47
securitics {(continvity, depth, quote spread, and specialist participation) as well as
specialist handling of openings and trading kalts. The Division also examined specialist
activity during the key periods of declines and advances (the zlternoon of October 16,
the morning and alternoon of October 19, and the morning of October 207 to determine
whether specialists were buying or selling during steep price movemenls. Finalty, the
Division reviewed general measores of specialist performance for October 26 {(and laler
where availabie) to determine the cxtent 1o which specialist performance was still being
affected by the Ocrober 19 decling.

The Division obtained most of its data from the NYSE. This included audit trail
information, 18/ Form BI%s, 19/ and various measores of specialist activity (&.8.
continuity snd depth analyses). Part of the data was unavailable or unesable for some
of the 67 stocks 20/ Consequeatly, several types of analysis have been performed
vsing less than 67 stocks. Where this has oocurred, the number of stocks used is
shown. The Division, in conjunction with the Commission's Directorate of Economicand
Folicy Analysis {("DEPA"), alsoexamined broader measures of NYSE trading activity such

16/ See, ¢g. SEC, Staff Report on the Securities Industry in 1979 (Dircctorate of
Economic and Policy Analysis) {July 1980)

17/ These stocks are handled by nine dif ferent specialist units, comprising 16% of the
total number of specialist units on the NYSE,

18/ The audit trail is a transagtion journal that matches tape submissions with
clearing information. The audit trail provides time, price, siz¢ and participants
(including clearing members) of each trade, and whether the trade was agency or
proprictary. Even on normal volume days, however, the zudit trail is not
completely accurate, and the increased volume on thedaysin question exacerbated
that situation.

1%/ A Form %1 is compiled by a specialist firm to show its trading activity in
specialty stocks for the day, whether the proprictary trades occurred on an vptick
or downtick, and the changes in position in the specialist's trading accounts. The
forms are submitted when requested by the NYSE,

20/ The Division has relied upon data transmitted by the specialists to the NYSE.
The Division has not been able to verily the accuracy of all the data transmitted.
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as bid-zsk spreads. 21/ 1n addition, staff from the Division interviewed NYSE stalf
responsible for specialist surveiliance and the specialists in 12 stocks. 22/

£. Market Performaoce During the October Market Break

In reviewing the objective measures of specialist performance, severzal general
observations are important. First, specialist capital is limited; it is modest compared (o
the capital of upstairs firms (i.e., large firms which regularly Facilitate positioning Mock
orders away (rom the exchange floor). 23/ Second, the specialist system did not assume
that specialists would engage in unlimited buying and selling to carrect any magnitude
of imbalance; rather, it assumed that spacialists’ trading would be sullicient to keep the
markets orderly and continuaus. Third, upstairsfirm activity, whether block positioning
or cquity trading, was reparded ar providing an additional source of liquidity 1o the
specialists, an activity that became more important with the increasing institu-
tionalization of the market. During the market braak, these assumptions did not work,
Specialists were confronted with extraordinary imbalances that required unprecedented
capital commitments god the upstairs (irms did not provide the anticipated liguidiry,

Daring the week prior to the market break, the NYSE was subject to unusually
high wvolatility. The intra-day wvolatility experienced over the entire wecek was
particularly disterbing. Beginning on Wednesday, October 14, measures of intra-day
volatility began to surpass the average [or the previous several moaths;, for the week,
intra-day volatility more than doubled that for September. Further, the volatility during
the week was accompanied by increasing volume and selling pressure, culminating in the
then record yolume and Dow Jones Industrial Average ("DJLAY) paint 1oss on O¢tober 14,

During the weck of October 19, intra-day price volatility reached historic
proportions, For October 19 and 20, DEPA (ound that intra-day volatility measures
were 10 times higher than during August and September, and the volatility for the
entire weck increased IB0%. 24/

The volatility also was reflected in a decline in macket quality, DEPA foond that,
entering the week of October 19, the guality of the markets for NYSE issues had
deteriorated refative to those prevailing in Augustand Septembar 1987, especially in the

21/ At the end ol this Chapter there are various charis on market quality prepared
by DEPA. For most of the charts, DEPA has broken down NYSE issues by decile,
according to capitalization weight,

22/ The Division staff had an extremely limited time in which to review the relevant
information. The key NYSE data took weeks to collect and aggregate. Morcover,
because of the huge volume of data, it was not possible to anzlyze all of 1.
After analyzing the data, the Division also spoke with several specialists.

2}/ Iadeed, some market participants have criticized the specialist system as
inadequate in light of the increased volume and size of trading over the past
several years. Ses The Chicago Board of Trade's Response to the Presidential
Task Force on Market Mechanisms, December 1, (987, Part ] at 13-15.

24/ 35ee Charr 4-2. DEPA caicuiated price volatility relative to average trade price.
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latge capitalization stocks. Average quote size diminished and bid-ask spreads began o
widen, indicating specizlists® difficulty in maintaining deep and tight markets, 25/

The Division has ¢xamined specialist performance during the market brezk to
determine how specialist market making fared during thisstressCul period. The anatysis
contained in this section is divided into four sections. The Dirst reviews specialist
proprigtary activity during the ¢rucial periods of the market break -- the afternoon of
October 16 to the close on October 20. The stcond examings specialist performance
generally during October 19 and 20. The third revicws specialist activity on October 26
and after the break. The fourth discusses npstairs firm activity in relation to spegialist
performance.

(1) Specialist Proprietary Activity
{a) October 14 and 1%

Cn October 16, the last trading day belore Cctober 19, specialist acrivity was
mixed. Although the DJIA declined 108 points that day, only 36 of the 67
specialists 26/ were net buyers on Qctober 16, 277 By the end of Qctober 16, the
specialists had aet long positions in 57 of 67 stocks, The average peosition, however,
was only 33400 shares per long stock,

Nevertheless, some early signs ol the burden plaged on the specialist system
throughout the week of October 1% sorfaced on October 16 First, speciahist
participation and buying increased. The specialists' participation rate for the sample
stocks for theday, or TTY, 28/ increased to 12.63%, frema January through September
average of 11.7%. The heavier parlicipation occurred during record volume, so that
specinlists participation by share volume was even more significant, During the last
hour of trading on October 16, when the DJIA dropped 57 points and over 18 million

257 For example, the average bid-ask spread refative to share price increased from
$0.251n September 1o 30,32 during October 12-16for the highest capitalized NYSE
iszues, and from $1.65 t0 §1.97 [or the lowest capitalized stocks. Similarly, quote
depth as a percent of average trade size had decreased over 30% by October 15
from its level on September 18, 1987, for both the high capitalization stocks
(September 18 average of 245% [or bid, 313% Mor ask) and smaller 1ssues (3B5% for
bid, 271% for ask). Sge Chart 4-1.

26/ The same specialist may have been responsible Mor more than ooe srock, but we
refer to each stock as though it had a distinct specialist.

21/ Cellectively, the specialists in the 67 slocks were net buyers of 287,000 shares,
averaging 4,300 shares bought per specialist. Specialists overall thal day were net
buyers of 3.9 million shares. For October 14 to 16, specialists were buyers of 9.6
millicn shares.

28/ TTYVY, or "twice total volume,” indicates the relative lrequency of specialises”
proprigtary activity in their specialty stock. The equation represents specialist
purchases plus sales (pot netting) divided by twice the total volume, Because
specialists can never be on both sides of a trade for their own accounts, the
highest perceatage TTV they can achieve is 50%.
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shares of program related seiling reached the floor, an increased majority of specialists
ware bovers. During that hour, 35 specialists were net buyers, 19 were net sellers and
3 specialists were flat (proprictary specialist intra-day trading information was not
available Tor 10 ol &7 stocks [or October §6). Second, thers was mixed specialist
activity during the afterncon decline, sven though specialists were ¢alled on o
participate to a larger degree than normal, For ¢xample, the 22 specialists that were
net scllers or flat had a below average TTV of 3.35%,

Speccialists interviewed by the Division indicatcd that they were very nervous
during the weckend before October 19 concerning the possibility of massive zelling on
Cetober 1% This, along with the volatility experienced aon October 16, provided
specialists with a great deal of concern heading inte Monday merning.

Belore the opening on Qctober 19, specialists were faced with large sell
imbalgnees in many stocks. Some stocks had sell imbalances of several hundred
thouwsand shargs, 29/ The imbalances forced delayed opénings in a total of |83
stecks. 20/ Of the 30 DITA stocks, 13, representing 54% of the DJ1A's price weight,
were opened ad LOQD a.m. or later, 31/ Twenty-four of the 67 stocks studied by the
Dhvigion were also unopened by 10:00 am. Some imbalances facing specialists were
cxtremely large. For example, Eastman Koadak had a sell imbalance of 257,800 shares,
and Exxon, 361,200 shares.

In response to the imbalances, specialists moved down the prices of their stocks
at the opening to the point at which other buying interest would supplement the
specialist. In Coca-Cola, lor example, 273,700 shares traded at the 9:53 a.m. opening,
with the price dropping 3 1/2 points to 36 1/4 From the previous day's close. 1In
Eastman Kodak, 393,400 shares traded at the 10:40 a.m, open, with an opening price of
$76 per share, 13 1/2 points lower than the close on October 16, In Exxon, opening
{10:47 a.m.) volume was 1,380,000 shares, with 2 price of 40, down 3 172 points from the
previous close,

28/ The imbalances do not include limit orders, only market orders. The direction
and magnitede of the market arders, however, provide a reasonable approximation
of the total imbalance in each stock,

3/ If there is a large imbalance on on¢ side of the market that would cavse 2
substantial price change Mrom the previous day's close, the specialist may not
open the stock unless he has Floor OfTicial approval, A delayed opening in the
stock may be called because of the imbalance. During the delay, the specialist
will disseminate indications ol interest {issuing guote indications) to attract orders
on the other side to reduce the imbalance. Under NYSE procedures, the spacialist
is required to wait &t least 15 minutcs lTom the first indication before opening
the stogk. 3l morc than onc indication is issued, the specialist must wait an
additional 10 minuies if the last and preceding indications do not overlap or an
additional 5 minutes if the last and preceding indications overlap.

31/ The dramatic impact on the BJ1A is highlighted by the fact that only 40% of the
5&P 500 and 36% of the NYSE Composite [ndex (as measured by index value) were
not opened by 10:00 a.m, Similarly, on Cetober 20, although 53% of the DJIA had
net yet opened by 1008 am., only 38% of the S&P 500 and 34% of the NYSE
Composite had not opencd.
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By 10:00 a.m., the DJIA had dropped 68 peints, or 3.4%, to 2,178, with many
stocks still not open. 12/ Dwring this drop, most specialists were relatively heavy
buyers. Of the stocks opensd by 10 a.m., specialists were net buyers in all but five of
the stocks, and only in Schlumberger, Inc., was the specialist a significant seller (31,500
shares). 33/ The specialists wha were aet buyers averaged approximately 72,500 shares
purchased per stock. Asteming an average stock price of $30, 34/ these specialists
bought an average $3.6 million worth of stock at the opening in our sample stocks.

Considering the magnitude of the sell imbalances and the level of specialist
participation, the delayed openings and openings at prices substantially below the closing
pricc may well have been reasonable in most stocks, Nevertheless, the size of some of
the gaps raiscs cencerns. For example, Eastman Kodak fell 15% at the opsning, with
the specialist purchasing cver 130,000 shares. Similarly, the Coca-Cola specialist
purchased 88000 shares in the opening, aod the stock dropped 9%, 35/ In all, the
Division identif iod seven stocks in the pilot group whose prices dropped 10% or more by
the opening, or shortly theceafter, from their October 16 closiag price, and which had a
signilicant price r¢boend by noon. The Division appreciates that the specialistsin these
stocks were called on to accept substantial risks in positioning a large part of the order
imbalance in order to open the stock. Nevertheless, openings involving such large price
mavements followed quickly by price recoveries should be scrutinized by the NYSE to
assure that the specislist met his obligations to ensvure a fair and orderly market.

Duriag the remainder of October 19, specialists were subjected 1o unprecedented
velume and imbalances. Orders came in so quickly that specialists could not keep up
with the order flow. 38/ Although the DA {¢ll aver 200 points from 10:00 to 2:00, the
specialists were extremely mixed in their net buying and selling during this period.
During the middle of the morning, the brief rally in the DJIA allowed many specialists
to sell some of the long positions they had accumulated at the opening. 37/ Even after

32/ IF all of the DJIA stocks had opened together at %30 a.m., at their eventual
opeoing prices, the INIA would have dropped over 200 points at the opening, Dug
to the staggered openings, however, not all of the openings were rellected in the
average at one time.

a3/ Schlumberger had dropped 4 poiats (10%) by 10:00 a.m. {'rom its October L& close

34/ The average closing stock price For the &7 stocks oa October 16 was 358, The
opening prices [or the stocks on October 19 were much lower.

35/ Twenty minutes after the opening, Eastman Kodak regained cight of the 13 1/2

points lost in the opening. By | 1:30, Coca-Cola had regained most of its opening
loss.

38/ For the week of October 19 to 23, the typical NYSE specialist handled 3% more
trades than normal and 31% more shares per trade. These figures were even
greater on October 19 than for the rest of the week.

a7/ Maost apecialists do net use options or futures to hedpe their positions. The
specialists interviewed by the Division all stated that they do not hedge with
derivative products. The NYSE questioned all of the specialists, and found seven
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the rally, specialists were mixed as to their buying and selling, including specialists
whase stocks opened after 10:00 a.m. Indeed, some specialists weree net short for the
day by the «arly afternoon. B/

At 2:00, the last major wave of selling begam. Institutional buy orders had
dissipated, and the upstairs firms were not buying much steck, 33/ From 2:00 p.m. to
the close, the DIIA dropped over 200 points, although a minor rally occurred from 2:15
to 2:45. From 2:00 until 4:00 p.m., 3 majority of specialists were net buyers. Overall,
39 of the &7 specizlists bought more than they sold in those two hours. During that
period, however, the total net specialist buyiog and selling activity was almost flat. 40/

Broken down into hour time brackets, from 2 to 3 pam., 35 of the 67 specialists
were net sellers, aggrepating 434,800 shares sold. From 3 to 4 p.m, specialist buying
increased somewhat, as 47 of the 67 specialists were net purchasers. The total net
purchases amounted to only 655000 shares, and the net buyers averaged only
approximately 31,300 shares net bought per specialist.

Further, there were cxamples of heavy specialist selling during rapid drops in the
price of some stocks. For example, the Atlantic Richficid specialist was a act selier of
36,700 shares during the last hour, during which time the price of the stock fell from
around 72 to 65 (9.7%). The DuPont specialist was a oct seller of 68,100 shares during
that hour: DuPant stock Fell from 90 to 85 (5.5%). The BeliSouth specialist sold 188,700
shares {including 25,800 shart) while the price of the stock fell approximately 3 points
1o 29 (9.3%).

Some af the sclling occurrcd when an occasional blogck buy order reached the
[loar late in the day, allowing the specialist to sell some of his long position. For
example, the WalMart specialist soldd 208,000 shares during the last hour of trading, of
which 200,000 was against a block buy order. Similarly, the Exxon specialist managed
to sell short 106,300 shares, sll of which wes Iin the last trade against a block buy
order.

An analysis of five sclected stocks provides a capsule view of the specialist
activity on October 19,

that wscd derivative producis to hedge, but anly to a small degree.

A8/ By 200 p.m, spacialists had a long position of less than 10,000 shares (or were
short} in 14 of &7 stocks.
39f  Seginfrg for a discussion of upstairs Dirm activity. From time to time during the

lagt hzlf heour, however, a large buy order hit the floor in a few stocks.

40/ The net sell figure averages cut fo approximately 560 shares sold per specialist
during that period, which represents a very small percentage of actual specialist
activity. That figure may be skewed somewhat by the trading activity in WalMart
Stores stock. From 2 te 4 pan., the WalMart specialist sold 233,300 shares.
Taking that figure cut of the sample, specialists were average net buyers of
approximately 9,900 shares, still a small portion of their overall proprictary
acrivity.
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1. Merck opened at 10:47 at 162, dowan 22 points. The specialist hovght 106,000
shares and sold 45,000 shares until 11:00 (the majority of selling occurred from 10:50 1o
11:00 as the stock rebounded). The specialist's activity was mixed generally from 11:00
until shortly before 3:00, with the stock trading up atf severa! points, peaking at 175,
bui returning to ground 164 shorly before 3:00. During the last hour, the stock
dropped 13 points to 152, but there was less specialist activity than in the morning.
During this pericd he beught 34,000 shares and sold 5,000 shares. For the day the
specialist wax 3 net buyer of 73,600 shares.

2. Coca-Cola opened at 953 at 36 174, down 4 172 points. The specialist
bought 87,000 shares from the opening until 10:00. His activity was primarily as a seller
until approximately 300 p.m., with the stock trading up briefly before declining to 35.
During the last hour, the stock dropped five points to 30; the specialist bought 84,000
shares, but sold 81,000. For the day, the specialist was a net seller of 5,700 shares.

3.  IBM opened ar 10:d4 at 124, down abou? 10 points. The speciaiist bought
120,000 shares and sold 60,000 shares by 11:00 a.m. The stock remained steady until
1:00, during which time the specialist was primarily a seller. From L1:10 to 2:00 the
stock dropped about 10 points, with the specialist buying 65,000 shares and sclling
52,000, From 3:00 until the end of trading, IBM dropped from 116 to 103, during which
time the specialist bogght 42,000 and s50ld 80,000 sharcs, For the day the specialist was
2 net seller of 24,300 shares.

4.  General Motors opeoed at approximetely 9:30 at 65, down one peint. From
9:30 to 10:00 the specizlist bought 50,000 and sold 29,000 shares. From zround 1:00 to
the close, General Motors dropped 14 points to 50, with the specialist boying 157,000
shares, but seiling 161,500, For the day the specialist was a net buyer of 26,600 shares.

5. Exxon opened at 10:47 at 40, down 3 1/2 poiots. The specialist bought
102,710 shares of the 1,380,800 share opening. From ]2:00 to 2:00, the stock dropped
six poings to 34 1/2, with the speciatist a net buyer of 78,000 shares. From 2:30 to
2:55, the stock rebounded 2 1/2 peints to 37, and then deopped to 33 172 av 3:58, before
r¢bounding to 35 at the close. From 2:00 toc 4:00, the specialist booght 27,000 shares
and sold 257,000 shares, of which 106,500 shares were sold short on the last trade of
the day. 4]/ For the day, the specialist was a net seller of 23%000 shares.

Some interesting points emerge reparding specialist trading on October 19, First,
vot surprisingly, most specialists were net buyers for the day. For 50 of the 87 stocks
surveyed, speciaiists were net buyers, with an average of approximatzly 44,500 shares
net bought that day, or approximately $2.2 million per stock. Overali NYSE data
indicates that specialist vnits increased their net long positions by $470 million during
the day on October 19, As discussed in more detail in Section B of this Chapter, these
long positions were enormouns compared (o the positions nermally maintained by the
specialist {irms, and substantially depleted specialist buying power. Compared fo the
buying power of the large trading or investment banking houses, however, thess
positions were not particularly large. For example, four large broker-dealers lost $421
million om their equity portfalios fram October 16-30, 1987, Further, 15 of the major

investment houses suffered combined equity portfolic losses during that two week period
of between $800 and $900 million.

4t/  On the last trade, Exxon rose a point on 135,000 sharas.
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Second, the specialists were forced to participate in far more trades on October
19 than usual. From January to September 1987, all specialists had a cnmhinpd TTV_nI."
11.7%. On October 19, the TTY increased to 17.5%. This increase is mors Impressive
considering that the volume on this day was almost three times the mverage.
[nterestingly, the TTY varied significantly among stocks. For example, Exxon and R.J.
Reynolds had TTVs of 6.5% and 8.8% respectively, while WalMart had 2 TTY of 27.7%.

Third, the performance of specialists varied greatly. 42/ While most specialists
were buvers on the 19th, some were significant sellers. Buying and sciling activigics
also varied greatly in the last hour of trading. Moreover, as discussed above, specialists
differed in the amount they participated in trading, Some of the diffeérences in the
specialist performance may be attributed to the order flow peculiar to the various
stocks. However, the trends were $o strong and pervasive mcross stocks thut‘thc
differences szem 1o have derived primarily from individual specialist skills, capatal,
willingness to accept risk, and trading strategics. One explanation Juggested for
specialists selling ar tack of buying in some stocks is that they were increasingly long
in other specialty stocks, and thus did not want to raise their long exposure in all
stacks. The Division believes that all stocks should be subject to adequate specialist
petformance; activity by a specialist in ong specialty stock is not relevant to evaluating
performance in & different specialty stock.

b. QOctaher 20

Frior to the opening on October 20, specialists again faced large order imbalances
in a great number of stocks. Unlike Monday, however, the imbalances were mixed from
siock to stock, with the most significant imbalances on the buy side. As a result of
these imbalances, and the prior day™s unprecedented velume, many stocks delayed
cgpening on the 20th. Fifteen of the 30 DJIA stocks, representing 52.3% of the price
weight, were aot open by 10 am. All together, 92 NYSE stocks had delayed operings
on the 20th, including 26 of the 67 stocks studied by the Division,

One of the important aspects of the deleyed openings on October 20 was the size
af the bid-ask spreads in the pre-opening indications. The siz¢ of the spreads in many
of the indications were so large as to provide little guidance as to where the stock
might eventually open. Faced with the record setting market deops and volume of the
preévious two trading days, and another surge of pre-apening orders on Tugsday morning,
it appears that a number of specialists were poable (o identify opening prices for their
stocks. For example, General Electric, which closed at 41 7/8 on Monday, had an iaitial
pre-opening indication of 45 bid, 65 ask at %:52 a.m., then another indication of 49 bid,
55 ask, at 10:31 a.m., before opening at 10:55 a.m. at a price aof 46 1/2. Newmeat
Mining, which closed at 33, had a pre-opening indication of 22 bid, 33 ask at 12:29
before opening at 1118 p.m. at a price of 29, The LP. Morgan specialist, whose stock
had closed at 27 3/4, put out pre-opening indications ol 3% bid, 45 ask, then 40 bid, 50
ask, befare opening the stock at 47 at 10:08 a.m., up 69% on 300,000 shares.

42/ TheMYSEalready has endertaken severalinvestigations of specialist performance
during the week of October 19 which have resulted in specialists in two stocks
agreecing to withdraw ag specialist in those stocks.
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Many specialists did oot even put out & pre-cpening indication until severzl hours
after 9:30. For example, Goodyear, which closed at 39, had a pre-opeéning indicetion of
30 bid, 40 ask at 12:20 pm. 43/ A number of smaller issues did not have opening
indications until aftzr 2:00 p.m.

Ason October 19, the substantial imbalances resulted in some large gap openings.
For example, Allied-Signal had a pre-opening market order imbalance of 86,000 shares,
and openad at 10:26 a.m. at 33, up 5 poiots on 150,000 shares. General Motars reported
a market order buy imbalance of 324,100 shares, and opened up L5 points at 65 on
360,500 shares, Exxon had a market order buy imbaiance of 107,200 shares, and opened
5 points higher on 1,065,000 sharss. Further, many specialists opened up their stocks
on gapy without putting out pre-opening indications; still others had significant gap
opcoings on seemingly small imbalances. For example, the Atlantic KichField specialist
had a market arder buy imbalance of 13,000 shares. The stock, however, opened up 10
points at 375 per share on total opening volume of 267,600 shares.

Specialists were extremely heavy sellers on the opening transactions and during
the first 30 minutes of trading on October 20, as many wsed the opporiunity to liquidate
their farge positions from the previous day. Specialists in 35 of the 41 stocks opened
by 10 a.m. were net sellers. Cumulatively, specialists 1n those stocks sold 2,691,100
shares, or approximately 65,600 shares per specialist

Specialisis also were sellers [or stocks experiencing delayed openings. For those
stocks, 44/ specialisis were net sellers of 426,700 shares at the opening, for an average
of 17,800 shares sold per specialist. By 10:3) a.m., most stocks had opened, including 26
of the 30 DJIA stocks and 60 of the 67 stocks studied by the Division. During that one
hour period, the DJIA had risen 196 points, a gain of 11.3%. A sigmificaat portion of
that risc apparently was a result of the large gap openings. Eighteen of the tweanty-six
DJIA stocks open by 10:30 opened at prices two or moré points higher than their
closing prices on the 19th. The percentage price gain resulting from gap openings
ranged from a 6.8% rise in Texaco to a 33.3% rise in Coca-Cola, 43/

It i3 difficult to goneralize on the performance of WYSE specialisis during the
ocpening on October 20, With the unprecedented volatility of the day before and the
uncertainty entering the opening, it was incvitable that the market would need time to
find itz place, and that each specialist would need time to sort oui 2 particular stock’s
sitnation. The fact that over 85% of the S&P 500 stocks opened by 10:00 a.m. in these
circumstznces is testimony to special ¢fforts undertzken by some of the specialists. On
the ather band, unusual circomstances, even in the extreme case of October 20, can not
excuse specialist inadequacy, The Division has noted several instancey of specialist
performance in opening their stocks that raise questions about the specialist's

43/ Immediately before Goodyear opened that day, it had a market order imbalaace of
-75,800 shares. The imbalance was probably greater carlier in the day.

44/ Two stocks, DuPont and Digital, were excluded from the analysis of the Cctober
20 opening, because they remained closed until 12:52 and 2:1Q, respectively,

45/ For the 18 stocks with gap cpenings on October 20, Five had increases of less
than 10%, 7 had increases of 10% to 19%, and 6 had increases in exceas of 20%,
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maintenance of a fair and orderly market. 46/ The Division also is concertied about the
dissemination of gquote indications in some stocks that were 50 wide as not to be us:rul
in communicating a likely opening price and the failore to disseminate pre-opening
indications in securities that opened significantly away from the previous day's close.
As with October 19, the Division believes openings on QOctober 20 deserve scrutiny by
both the Commission and NYSE.

The rapid morning rebound in the DJIA did not last. From 10:30 uatil zoon, the
DA lost 209 points, or 10.8% of its value, eliminating the gains made during the first
hour. 47/ For 15 of the 18 gap-opencd stocks, the opening price represented the high
price for the day, For ¢xample, Atlantic Richfi¢ld opened up at 75 at 10:27 a.m., up I0
points From the close, but lost five points 11 the aext 30 minutes and five mere points
in the following 30 minutes. In all but three of the gap-opened stocks, the price {ell
below the previous day's close by noon. For two others, the opening price was not
exceeded until alter 3 p.m., and then only alter the prige of those stocks had dropped
precipitously during the course of the davy.

From 11:00a.m. until noon, specialists became net buyers as prices dropped during
that period. Of the 67 stocks, 59 maintained trading during that period. Of that
group, 34 specialists were net buyers, purchasing a tetal of 1,574,200 shares, or 456,300
shares per specialist. While this is significant activity, it is considerably smalier than
the selling activity done by the specialists at higher prices on the opening transactions.
The 25 specialists who were net sellers during that period sold in smailer amounts,
totalling 625,300 shares sold, or approximately 25,000 shares per specialist.

Around mid-day, cvidence of a de facto market halt begarn to emerge. The other
cight of the 67 sample stocks did not trade at all from 11:09 t¢ noon. An additional
gight of the 67 siocks called trading halts during that hour; thus, trading in 16 of the
67 was halted. Market-wide, trading halts were called in 167 stocks on October 20, 141
of which were commenced between 10:30and 12:30, duting the rapid price drop i'rom the
market’s opening rise. Agxin, these halts were called because of large order imbalances.
Unlike the delayed openings of earlier that morning, the majerity of significant
imbatancey were sell imbalances. While it is impossible to reconstruct the exaci
tmbalances at the time, the specialists in the 16 stocks examined provided
approximations of the imbalances. 48/ Thesell imbalances ranged {from 30,000 shares in
Westinghouse Elgetric to over 800,000 shares in Primerica Corporation, and averaged
aover 200,000 shares. Further, there were some instances where stocks which had
delaved openings with large price increases halted trading shortly after opening with
sell imbalances, For example, [BM gpened at 10:23 at 120, up 16 3/4 from the previous
day's close. By 11:34, the specialist asked [or a trading halt as the price had receded
1o 112 and che specialist had a 300,000-500,000 share sell imbalance. The specialist for

46/ S¢g aote 42 concerning NYSE specialist surveiilance,
47/ The S&F 500 furture declined from 229 to 183 (21.8%} during thiz time.

48/ The NYSE does not keep records of share imbalances when halts are called. In
the Future, the Division believes the NYSE should record the amount of order
imbalances at the time it determines to halt trading in 2 stock, Dwring the
Division's analysis of the NYSE data, the Division requested the NYSE to ask the
specialists to give their ¢stimates of the imbalances at mid-day on October 20
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Scars, Rocbuck experienced a similar situation, Sears opened at 10:03, up 7 1/4 to 38
By 11:24, the price had dropped back to 34, and trading wes halied with 3 il
imbalance of 370,000 shares. The Philip Morris specialist opened at 10:16, up 7 1/2
paints to 95. At 11:31, trading was halted at 77 £/2, with a sell imbalance of 125,000
shares.

In interviews, the specialists all claimed that they stopped trading, not because
they could not afford {0 buy more stock, but because as a business matier they did not
want o buy more, Many lest substantie! wmounts on Monday as » result of the heavy
proprietary trading they undertook as part of their specialists’ responsibilitics. With the
market declining so swiltly on Tugsday, they did not want to repeat Monday's
experience of heavy buying. Essentially, at that point in time on Tuesday, the
specialists concluded that there was almost no buying interast in their stacks {which
represénted a large percentage of the capitalization of NYSE listed companies) at
current prices. They would begin trading their stocks only at a price that would
attract other buyers, 4%/

Driscussions with institutional investors and broker-dealers indicate that the de
facto market halt allowed investors to reassess the market, During this perigd,
additional buying intersst résponding to quote indications put out by specizlists
reassured 1nvestors that the market declinge did iodeed have a hottom. This helped
attract additional buy orders back into the market. For exampile, Merck, which had a
500,000 shars sell imbalance when halted, had a 14,000 share market order imbalance to
stll before recpening. 1BM's 5211 imbalance was ¢liminated before recpening.

The quote indications for most of the halted stocks, while large For normal times,
do not appear cut of proportion considering the heavy sell imbalances and market
volatility., For example, IEM had arn indication of 105 bid, 120 ask before reopening at
112, its price before the halt; Eastman Kodzak had arn indication of 38 hid, 43 ask belore
reopening at 43, of f ong point: Primerica Corp. had an indication of 27 bid, 32 ask
belore reopening at 32, its price before the halt; and Philiip Morris had an indication of
74 bid, 80 ask before reopening at 79, 1 1/2 points from its halted price.

2, Geperal Market Makiog Aoalysls
a. Coatinulty

Inanelyzing NYSE specialist performance and market quality during the October
market break, the Division reviewesd much of the same data wsually employed in NYSE
specialist evaluations to determine the overall guality of the market. First, the Division
reviewed continuity data for 57 stocks. S0/ Continuity exists if each succeeding
exccution price within the auction market process for a vingle 3tock bears a reasonable
relationship to the execution price which immediately preceded it. Therefore, continuity

49/ The S&P 500 future halted trading at 12:15 p.m. and reopened at 1:05 p.m.
50/ For 10 of the 57 stocks, not all of the data was available in time to include in
every aoglyvein. The geoup of 37 stocky, however, containt all DJIA iysues as well
a5 some smaller capitalization and takeover atocks.
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is best evaluated by examining changes in the price of ¢onsecutive transactions over 8
given period of time, 31/

Data for October 19 revaal that continuity was well below average in the markets
for the selected stacks. The Division caleulated trades moving the market /8 of a
point or less as a percentage of overall trades for thas day. On average, omly 73.90%
of trades were within the 1/8 point or better range, as compared to 92.59% within that
range for the same stocks for September 1987, Historically, in 1986, 90.2% of all trades
executed in all stacks on the NYSE were within the 178 point parameter; in 19835, the
Figure was $2.3%. 52/

AV 57 stocks experienced at least a minimal decline in continuity, ranging from
declines in excess of 25% ia highly capitalized companics such as Eastman Kodak (97.5%
September avernge decreased to 67.4%) and Atlantic Richfield (91.2% to 63.0%) to 7.8% in
Exxon (99.2% to 91 4%}, 7.6% in General Motors (97.8% to 90.2%) and 3.2% in T:xqm
(99.9% to 96.7%). Many stocks with lower average trading volume, although having
continuity figures comparable to the higher capitalized stocks for Sepiember,
experienced more dramatic declines in continuity. For example, Househoid International
declined 45.0% from its September average (§4.3 to 39.8); Irving Bank, 40.9% (20.1% to
49.2%); and Bell and Howell, 33.6% (75.8% to 42.2%),

For October 20, decreased overall coptinuity, with more dramatic drops in amaller
stocks, continued, Again, all 57 stecks showed a decline in continuity from their
September averages (43 of the 57 experienced further declines from October 19), with
69.28% of the transactions rasulting in price movements of 1/8 point or less,
repretenting a deeline of 23.31% from September and a Turther decling of 4.62% from
October 19.

The Division alse explored whether the market experienced a greater percentage
ol excestively wide price movements during QOctober 19 and 20. Again, using September
2% & compRrison point, the percentage of large price jumps {1/2 point or mofre)
increased deamatically over those two davs. For September, anty 0.26% of transactions
in the 57 stocks were /2 point or more. For October 19, that figure rose to 3.839%,
and for October 20, it increased further to 7.81%,

The Division continued an in-depth sxamination of the sample nige stocks in its
review gf specialist performance and market quality. The percentage of trades by price
change for the nine stocks Ter October 1% and 20 are as follows:

51/ The Presidential Task Force found the usefulness of continuvity and depth as
measures of peeformance 1o be negligibie on COctober 19 and 20, (Sz¢ Report af
the Presidential Task Force on Market Mcchanisms, January 988, at p. VI-12-
40). The Division believes that continuity and depth provide useful supplemeants
to analysis of actueal specialist transactions, even during periods of volatility.

52/ NYSE, Fact Book at 15 {(1987). The fact that the September average for the 57
stocks was higher than the total 1986 average may be dus 1o the Fact that the 57
stocka are, on average, more highly capitalized and more tiquid than the average
NYSE stock. Included within the group of 57 securities are 29 of the 30 leading
stocks 1o termy of market value and 20 of the 25 most active stocks for 1986,
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Qctober 19 Qctobar 20 September
AVEIRRS
Dayton Hudson (EYH) - closing price, 10/06/87 - 44 1/4
% 0-1/8 T1.7 69.3 979
%> 1/2 0.3 3.8 0.07

General Electric (GE) - 50 3/4

% 0-1/8 83.2 21 G984

% 1/2 0.4 0.3 0.05
General Motoes (GM) - 66

% 0-1/% 90.2 78.4 7.8

%= 1/2 1.0 1.5 9.1

Household International (HI} - 52

% 0-1/8 398 412 4.8

% > 1/2 133 13.4 0.03
International Businesy Machines (IBM) - 135

% 0-1/3 16.6 2.1 97.4

9% = 1/2 7.0 B2 0.07
Coca-Cola {KQ) - 40 1/2

% 0-1/8 86.7 857 56.5
% > 1/2 0.8 0.7 0.0%

Mergk and Co. (MRK) - 184

% 0-1/8 66.8 514 §7.2
% p» 1/2 238 39.3 i3
Newmont Mining (NEM) - 43 5/3

% 0-1/8 53.0 48.6 93.2
%172 5.7 16.9 03
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Exxon {XOMN) - 43 3/4

% 0-1/8 914 86.4 99.2
% =172 L8 1.0 0.08

From the sample group of stocks, we can conclude that cnntinuit;r on October 19 and 20
was down significantly market-wide, regardless of the characteristics of the stocks. 33/

b. Depth

To assess further the quality of the market on October 19 and 20, the staff
reviewesd trading statistics to analyze the depth of the market faor 57 NYSE stocks.
Depth is measured by assessing price changes over continuous trades tetalling 1,000
shares in a given stock {but excludes block trades). As with its analysis of continaity,
the stall followed NYSE format and calculated depth as a percentage of trades of 1,000
shares that moved the market by 1/8 point or less as a percentage of total 1,000 share
sequences. The depth of the market continued to demonstrate a significant decline,
using the 1/8 point dividing line. Fifty-fonr of the 57 NYSE stocks experienced a
decline in depth on Octaber 19, as compared to their September Figores, 54/ ranging
Irem significant declines of 50.5% by Household [nternational (32.0% ro 31.5%), 42.0% by
MNewmont Mining (93.5% to 51.5%), and 36.8% by DuPont (97.2% to 60.4%), t0 minimal
declines of 1.5% by Texaco (100.0% to 98.5%) and 2.2% by Exxon (9959% to 37.7%),
Owverall, the 57 stocks declined on average 18.38% [rom September, dropping from 92.50%
to 74.12%.

These figures did not improve (or October 20, and, in some gases, the depth
figures deteriorated further. The percentage of trade sequences of L0 shares moving
a stock’s price by 1/8 point or less dropped farther that day, to 67.62%. Fifty-six of
the 57 stocks declined from their September figures, and 44 of the 57 experienced
further declines from their October 19 performance. 33/ The declines were significant
regardless ol price, liguidity, or capitaiization.

As with the continuity figures, the number of large price movements in the depth
analysiz increased for Qctober 19 and 20. For September, the number of 1,000 share
sequendces resulting in price changes of 1/2 point or more was 0.02%. In Tact, the
majority of the sample stocks had no price changes of 1/2 point ar more For the month

3Y/ Weobserved significant continuity decreases in high and low capitalized stocks,
high and averaged priced stocks, as well as very liquid and 1ess liquid stocks.

24/  Only Merck {(64.7% 1o 65.4%), a high priced stock with the lowest depth average
for September among the pilot stocks, and F.W, Waolworth (95.0% to §5.3%)
registered an increase. The depth figures for price changes of = 1/2 point for
Merck on October 19 indicate a huge increase. Navistar, the only other issue not
to experience &8 decline on the 19th, was priced in the 3-8 dollar range. Its depth
figures for October 19th matched its September figure of 100%.

25/ Onmly F.W. Woolworth experienced increased depth from its September performance,
and that increase was minimal {(95.0% to 97.2%).
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of September on 1,000 share sequences. For October 19, that Tigure increased 10 3.55%,
and, oo October 20, the figure was 7.95%.

The depth figurea for the nine selected stocks are g Tollows:

October 19 Dceober 20 Scptember

Dayvton Hudson - closing price, 10/16/87 - 44 3/4

% 0-1/8 73.3 &85.1 990

% 172 1.3 2.7 0.0
Generel Electric - 30 3/4

% 0-31/8 ag.2 £9.9 9.2

% 2172 0.3 .3 0.0
General Motors - 65

% 0-1/8 199 854 087
% 3172 0.7 0.6 0.0

Houschold Internatiopat « 52

% 0-1/8 31.5 318 £2.0
% » 172 15.7 26.1 0.7
IBM - 115
%  0-1/8 6.2 9.7 97.5
% o 172 79 8.1 0.0

Coca-Cola - 40 1/2
% 90-1/8 91.5 ird 7.7
% 2172 0.7 0.0 0.0
Merck & Co. - 184

% D178 65.4 41.7 64.7
% 2172 2.2 41.3 kR

Newmont Mining - 45 3/8

%  0-1/8 51.5 1.7 93.5
% 212 10.5 8.3 0.1
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Exxon - 43 3/4

% 0-1/8 97.7 95.3 99.9
% » 172 1.6 0.0 0.0

As with the continuity statistics, the depth statistics were down market-wide on
October 19 and 20, regardless of the characteristics of the stocks.

£.  Spreads

Analysiz of the spread between the bid and ask in a particular security is the
third primary method of assessing spccialist performance. A wide spread vsually is an
indication of a disparity between buy and sell arders. Al times that disparity may be
too great for the specialist to bridge, and an exchange-approved trading halt may be
called for. Generally, however, specialists arc expected to narrow the quote by making
the necessary bid or of Fer for their own accounts. Analysis of the spread, therefore, is
an important indicator of the guality of the market. Marrow spreads indicace a highly
liquid market, in which the costs of boying and reselling stock are lower. When the
spread is wider and, therefore, transaciion costs are also higher, the specialists can
profit from the wider market. This occurs because a large portion of the dealer
transactions of the specialists are based on the quote; that is, the speciaiists buy at the
bid and sell at the ask, and their profit is directly related to the size of the spread.
Therefore, wide spreads may indicate, amang other things, the inability or unwiilingness
of specialists to meet their affirmative obligations to trade.

The NYSE traditionally evaluates specialist performance regarding spreads asan
analysis of percentage of spreads within a certain parameter, usually L/4 point. The
Commission fellowed that analysis, but also compiled data on the percentage of spreads
1/2 point or wider. Except for extremely high priced stocks, a 1/2 poiat apread is
generally considered wide,

The data examinegd for October 19 and 20 demonstrated a broad overall decling in
the quality af spreads in the stocks studied. On average, 75.29% of quotes for the
group of stocks For September had spreads of 1/4 point or less. 56/ Oo October 19,
the average figure for the 57 stocks had dropped to 32.01%. All but one stock
experienced a decling in spread quality for that day. 377 The largest declines for
individual stocks for the 19th were Bristed Myers, which Fell from 96.3% to 10.6%, 2nd
Eastman Kodak, which decreased from £3.9% to 5.5%. The smallest decreases were in
Texaco, which experienced a decline from 92.8 to 96.4%, and Navistar, a lower priced
stock, which experienced a decline from 100.0% to $5.5%. As with the analyses of

56/ Thisfigure represented an improvement over eecent historical market-wide data.
In 1986, 69.8% of spreads on the MYSE were 1/4 or better, in 1985 the figure was
70.6%.

537/ The one stock, Geico, i5 2 high priced, generally illiquid issus. The September
spread figures for Geico were by far the lowest {4.2%), and, even with its
improvement on October 19, 10 6.6%, Geico was in the bottom 10% of the stocks studied.
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continuity and depth, the decliney were significant regardless of price, capitalization or
trading volume,

Examining the percentage ol wide spreads for October 19 and 20 also yielded
significant results. For the 57 stocks for the month of September, only 6.55% of quote
spreads ware 1/2 point or greater. Further, even that average 35 colored by the
presence of two higher priced issues ia that group (Merck and Geico, which had 63.4%
apd 94.9% of their spreads, respectively, at 1/2 point or greater for September). On
QOctober §9, however, the 57 stocks had an average of 49.36% of spreads 1/2 point or
wider. Even the most ligueid stocks experienced dramatic increases in the occurrence of
wide spreads. 58/ Indaed, the largest overall spread increases were among the maost
highly capirtalized issues. For the L0 highest capitalized stocks, bid-ask spreads
increased from an August average of $0.24 10 $0.57 for the week of October 19,
compared to an increase from 50.21 to 30.29 for the lower capitalized stocks.

COn October 20, the spread figures <ontimied to deteriorate.  Owerall, the
percentage of spreads 1/4 point or less decreased fuorther to 24.26%, while the
percentage of spreads 1/2 point or wider increased to §2.23%. For all NYSE issues, bid-
ask spreads widened more than 50% for the week, and weee most pronounced on October
20, when spreads averaged 30.49,

The spread figures for the nine selected stocks are as follows:

September
Qctober 19 Qctober 20 Average

Drayton Hudson - closing price, 10/16/87 - 44 3/4
% 1/8-1/4 43.0 25.0 B3.3
% = 142 sy 82.0 18
General Efectric - 50 3/4

% 1/8-1/4 38.8 414 94.5
% 172 40.6 KAy 0.9

34/ For the 3 most active NYSE stocks for 1984, the Tigures are as follows:

Spreads > 1/4

September October 19
ATET 0.2 53.5
IBM 1.2 463
USX 0.4 203
Mobil 2.8 41.3
Eastman Kpdak 348 b6

The percentage changes for AT&T and UJSX are even more natable when thair
volume and moderate steck price are taken into ac¢count,
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General Motors - 66

% 1/8-1/4 64.5 316 97.9
%= 1/2 18.% 354 0.5

Houschold International - 52

% 1/8-1/4 38 {13 43.8

%> 1/2 913 85.6 1.5
IBM - 135

% 1/8-1/4 46.9 25.2 52.0

% > 172 46.3 71.8 1.2

Coca-Cola - 40 §/2

% [/8-1/4 41.5 47.0 B0.6
% > 1/2 0.1 27.2 0.4

Merck & Co. - 184

% L/8-1/4 1.3 .0 237

% > 172 98.1 100.0 63.4
Newmont Mining - 45 5/8

B 1/8-1/4 10.5 9.6 T4.4

%= 12 31.6 B&.& 8.4
Exxon - 43 3/4

% L/8-1/4 591 333 S95.6

0% > 1/2 205 385 0.0

The ninc stocks showed a sizeable widening of spreads on October [9 and 20.
Half of these stocks had significantly worse spreads on October 20 than on October 19,
Again, the deteripration in this market indicator occurred in all types of stocks.

DEPA provided data on the size of the specinlist’s quotes in NYSE stocks. Quote
size expresses the nsumber of shares bid or offered for a particular stock. Dwyring the
week of October 19, the share size of the bid end ask quotes {or all NYSE issues were
about 62% of the norm. Morcover, on October 19 and 20, the average size of guotes
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for mapy NYSE issues fell below the average trade size, whereas oo normal days
average quote size is generally 2.5 to 3.0 times the average trade size. In addition,
hundreds of quotes in IEM and several other cempanicr werc non-firm on Qc¢rober 19,
20, and 22. 3%/ These figures show the lack of ligquidity in the marketplace that day,
as well as the specialists’ unwillingness te make deep markets during a period of
extreme volatility.

d. Upstairs Flrm Activity

A pumber of large broker-dealers operate so-celled block trading desks and/or
cquity trading desks. These firms, called "upstairs” Cicms {as opposed to specialists and
other traders on the Floor of the NYSE), provide an additional sovrce of liquidity for
NYSE-listed issues through their trading activities. The block desks provide liguidity by
their ability to “shop® their customer's block order upstairs and find contra-sice interest
for the order. In addition, these (irms will often take 8 position by buying the block
from the customer and selling it to other customers, and the opposite for orders to buy
blocks. The risk these Firms take in positioning the blocks helps to smooth the impagt
large bBlock frades would otherwise have on a stock™ price. Without this liguidity,
institutional orders would be "worked® against incoming order flow and slowly liquida-
ted, or specialists would be forced to be the ¢ontra-side to large blocks, which could
result in trades at gapped prices.

On October 19, the activity of most block desks and trading desks was reduced.
Through interviews with the block desks of several major trading f1rms, the Division has
found that most Firms did much less proprietary trading on October 19. Same block
positioning was effectuaied for clicnts, but on a much reduced scale. Morcover, firms
generally were unsuccessful in “crossing” blocks upstairs. Basically, the firms reported
difficulty in finding institutional clients willing to buy a piece of a block.

Diata collected by the Division on upstairs firm proprietary sctivity suggest that
upstairs firms were mixed as to buying and sclling on October 19. A sample of 14 larpe
upstairs trading Firms shows purchases of 33,264,125 chares and sales of 27,359,099
shares of NYSE stocks on October 19, resolting in net buying of only about 460,000
shares per Firm lFer all NYSE issoes. This is consistent with data the Division has
received Mrom seven large trading desks for Cetober 19 for the 67 NYSE issues. Most
of the firms were sellers in most of the issues on October 19; only twe firms did
significanr buying {and only in a few issues). 60/

These results are alse consistent with data collected by the Securitics Indostry
Association ("SIA"). The SIA's data indicate that upstairs {irms were net sellers lor
mwost of early October as the market declined. 81/ From Cctober 1 until October i4,

22/ A non-Tirm quotation means that there j3 no assurance that an order can be
executed for the guoted size at the bid or ask price.

60/ MNo firm had activity in all 67 issues, and some had no activity in most of the 67
1ssues.

i1/ Thse SIA datn came From forms filed by firms with the NYSE weekly, listing
round-lot share volume sff2cted on the NYSE. Thess doata are published in the

Wall Steeet Journal
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upstairs Tirms were npet sellers of 14 million shares for their proprictary acgounts.
Thus, firms were reducieg their eguity exposure a5 the October market decline began,
On Ogtober 15 and 16, ¢he firms changed directions, and were net buyers of 5.1 and 4.7
million shares, Then, on October 19, Tfirms turned sellers again, and sold a net 4.6
million shares.

The uncertainty as to haw Tar the market woeuld drop on Qctober 19 made firms
unwilling to buy stocks that were cheaply priced compared to the prior week, and
spurred them inte szlling stocks hought on the previous two trading days. This upstairs
seiling is in contrast ta the specialists’ net buying of 21.2 million sheres on October 19,
Thus, the upstairs firms provided little or no buying support to the market oo October
19,

On October 20 and 23, upstairs Tirms continued to seli, and were net selleres of
94 and 17.7 millicn shares on those days. Specialists were pet sellers of 9.1 and 182
million shares on O¢tober 20 and 21,

e. Dctober 16 and Afterwards

For severai weeks following October 1%, the stock market continued to experience
heavy volume and daily price movements that, comparsd to 1986 trading, were quite
large. For example, on October 26 the BI1A dropped 157 points {8.0%} on 331 million
shares (in a shortened trading day}; on October 29 it rose 91 poiats (4.9%) on 309
millipn shares, on November 3 1t dropped 51 points (2.5%) on 243 million shares; and on
November 12 it rose 8] points (3.2%) on 240 million shares. Eveo when volume
stabilized, swings in the market kept occurring. 62/

It is reasonmable te assume that part of the reason for thess relatively large
changes was that the willingness of the speeizlists and the upstairs firms to take large
positions diminished greatly in light of the market crash, Indged, with historical
measures of volatility rendered absolete by October 19 and 20, the willingaess of all
market participants to take risks was substantially reduced. §3/ Although Fear of
increased market volatility has affected all market participants, the Division has given
particular attention to whether specialist performance has continued at a diminished
level since Octobar 19,

Tog determine the extent to which specialist perfarmance has cantributed to the
market spikes, the Division examined sample specialist activities on Oetaber 26 and in
late November, ©On October 26, the DITA opened shacply lower, down 735 points by
1G:00. There were numerous delayed openings, with 75 of the S&P 300 stocks failing to
open by 10:00. Except for briel rallies of 10 to 15 points at 10:15 and 12:50, the DJA

62/ For example, oo November |7 the DIIA apened at 1,947, dropped to 1,895 by
noon, then rose to 1,922 at the close oo 180 million shares. By January,
volatility Figures were still high. The histarical 3 day volatility for the 5&F 500
index for January 15, 198% was 38%, compared to 16% For September 15.

83/ Interviews with major block desks in December indicate that institutional buying
5 still reduced Mrom pre-break days, and that block pesitioning activitics are
more restrained.
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fell steadily the rest of the day, with a 35 point drop during the last hour of trading
(1:00 to 2:00).

The specialists were overwhelmiagly net buyvers in early trading, Of the 55 ol &7
sample stocks that opensd by 10:00, specinlists were net buyers i 48, The size of their
bBuying was much smalier than on Octobar 19, averaging only 21,000 sharés per net
buyer. If the two largest buyers are excloded, the net buying comes to 16,700 shares
per buver. The volume of activity on QOctober 26, however, was lower than on the
previous Monday, with 200 million shares traded by noon as comparad ta 259 millipn
shares traded by nooa cn Cetober 19,

After the opening buving activity on Cctober 26, many of the specialists turned
net sellers, but not in large amovnts. From 10:00 untit 1:00, when the DJIA dropped 30
points, specialist activity coatinued 1o be mixed, with slightly more buying than selling.
During the last hour of trading. even though the DJIIA dropped almaost 2%, specialists
were nof significant buyers. Only 34 of the 67 specialists were net buyers during the
last hour, while 31 were net scllers {two had little or no activity). Faor the davy,
specialists were net buyers, but 2t a much reduced level From Cotober 19. For the day,
all NYSE specialists were net buyers of 4.4 million shares, totalling $176 millicn. In our
sample, 42 of 67 stocks had net buying for the day.

The other indicaters of specialist performance (continuity, depth, ard spreads)
showed improvements from October 19 aod 20, but stil! were considerably below prior
averages. Continuity analysis revealed that 82.72% of transactions on the 26th resulied
in price changes ol 1/8 point or less, an improvement of 13.4% from QOctober 20, huot
still significantly lower than the September average of 92.58%. Large price changes
f» 1 /2 peint) occurrad 1.56% of the time, still vp Mrom the Scpiember average of 0.26%,
but lower than the 7.81% lor Ocraber 20.

Spread data for October 26 displayed similar trends. Spreads at 174 or less
improved almost two-lfoid from Cctober 20, to 46.97%; however, this was still
significantly lower than the September average of 75.29%. Wider spreads remained
prevalent, as well, with 31.14% of sprecads on October 26 set 1/2 point ar wider, as
compared to 62.23% for October 20 and 6.55% for the month of September.

Depth figures For October 26 were similar, For the day, 81,18% of 1,000 share
sequences were done at i/8 point change or lest and 2.32% done at 172 point or more,
compared to £7.62% and 7.99% for Cctober 20 and 92.5% and 0.02% [or September.

The Division also examined some general indicators of specialist performance for
November. Performance improved significantly, but was not back to the levels for
September. First, specialist continuity figures for the month of November show that
86.4% of all trades took place at variations of (/8 point or less. This iy better than
the 66.5% for October 20, but less than the pre-Cgtober average of over 0%, Second,
the depth statistics for sequences ol 1,000 shares moving the market | /8 paiat or less
were 83.2% for November, an improvement I'rom October 20, but still below the %2.5%
figure for the pre-break period. Third, spreads of 1/4 or tighter occorred 6§1.4% of the
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time in November, compared to 24.3% for October 20 and the 70 to 75% range for pre-
October. 64/

The improved figores for specialists 1n November coincided with the reduced
necessity to trade. The overall TTY for specialists normally is 11.7%; 65/ but it was
17.5% and 18.1% on Dctaber 19 and 20. Doring the [irst week in November the TTY
declined to 13.7%, and further declined to 12.3% a3 of November 23.

Iointerviews with Division stafT, specialists evaluated their performance since the
week ol October 19 in a menner consistent with these date. They agreed that their
trading was still alfected by the market crash, and suggested that it may be several
mare months before their performance reterns to pre-crash levels. The specialists were
particularly worried about the mpact of program trading. Some stated that they
monitor the S&P 500 futere's valoe constantly, and become apprehensive when the
future is trading at a sizeable discount or premium.

[, Analysls

The Division’s analysis suggests a tumber of general conclusions about specialist
performance during the market break, Notsurprisingly, the availzble data indicate that
specialist performance in the aggregate dechined on October 1% and 20, and overall
indicators of performance show that markets were much less liquid on these days,
Monetheless, the Ddivision believes that most {but nor all) specialists performed
reasonably in light of the unusual circumstances of October 19, Although subject to
extraordinary pressure, they increased theiraggrepate buying activities and maintained
reasonably regular markets in their stocks. Without the substantial specialist buying on
Cerober 19, it is highty likely thal the market decling would have been even worse.
Specialists often were the primary, and somgtimes the only, buyers during the marning
of October 19, and many were substantial buyers during the afternoon of October 19,
Very little buying was¢ffected by upstairs trading Firms, Nevertheless, specialist buying
on Qctober 19, while gxtremely large when compared to usual activity, was not
particolarly large compared to upstairs firm trading. Morecover, although specialists
were substantial buyers at the opening on October 19, when the final wave of sell
orders came late in the afterncon they were incapable of stemming the subsequent
decline,

While most specialists performed well under the circumstances on the moroing of
Qcuober 19, there were several instances of questionable specialist activity. A number
of stocks were opened at prices well below their Octeber 16 close, without large sell
imbalances or substantial specialist buying. Moreover, while specialists in the zggregate
were net buyers, a disturbing number were net sellers on October 19 in securitics whose

£4/ A Kidder Peabody study kas found that as of November 3, representative bid-ask
spreads for S&P 500 stocks were $0.29 per share, as compared o $0.23 per share
on Scptember |, 1987. As a perceat of stock price, the November spread was
-77% of market value, compared to .45% on September 1. S. Bodurtha, The Impact
of October 19 on Transaction Costs in the Equity and Stock Index Futures
Markets: A Preliminary Update, Kidder Peabody & Co. {undated).

&5/ That Figure represents the average for Januvary to September 1987,
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prices dropped suvbstantinily. This problem was highlighted in the afternoon, when
speoialists reduced their buying and the instances of poor performance ineregied.

The Divisicn believes that on October 20 specialist performance was uniformiy
weak, and refiected the panic end exhaustion prevatent on the NYSE floor. General
measures of market making performance were Jowest on that day, spreads were
extremely wide, and markets were thin, Moreover, there were several stocks in which
the specialist’s handiing of the opening was questionable. Finally, during much of the
morniog specialists in several stocks had Jdifficulty 1 even making 8 market.

1o part, specialists’ difficulties on both October 19 and 20 underline the important
fonction of upstairs trading ead block poaitioning firms. The absence of apstairs [irm
participation during October 1% demonstratas the precarious position of the specialistin
the current instituticnal market. IF market participants come to rely, and expect,
substantial liquidity in equity products -- whether through stock equivalents in lutures
or upstairs block positiooing -- and that liquidity suddenly evaporates (ot is simply
overwhelmed), the specialists will be cailed upon to act as the boyer (or seller) of last
resort, §0/ Under circumstances such as those encountered on October 19, this 15 a role
the specialist cannool, and should not, be expected to perform.

We also belicve it is important to emphasize that the market break has had
lasting elTects on specialists. The initial result was an increased receptivity Lo
acquisition by integrated firms with more capital, as illustrated by the acquisition of
AB. Tompane by Merrili Lynch, Qb the negative side, the stock market has become
more volatile and less liquid as measured by traditional standards. While specialist
performance was closer to normal indicators by lzte November, it was still more
sensitive to supply and demand disparities than before the market break. 7/ 3ome
specialisis may have developed a “flinch” reflex whereby whenever substantial buy or
scll orders eatered the market, especially when accompanied by significan{ disgounts or
premiums in index futures, trading prices would change more rapidly than before. Due
to the diminished upstairs firm participation, and fear of sudden program orders,
specialists, when faced with order imbalances, may be wiiling to let the price of their
stocks rise ar Fall farther before they become participants. This could acggunt, in part,
for relatively large market moves with lesser volume during late November and
December. 88/ Although more analysis should be done to test this assumption, the
increased market volatility since October raises continuing concerns over liguidity in the
market and the specialists’ performance during volatile periods,

Finally, the analysis done by the Divizion raises many questions about apecialist
performance during the market break. Individval performance varied greatly, and not all

66/ It may be particularly important to review the specialists’ roie during periods of
heavy program trading. Brief periods of program trading may overwhelm the
specialists’ ability or willingness to provide liquidity ¢xcept at a price gap.

67/ Ineffect, ail market participants are today payiog a risk premium as the market
adjusts to the new volatility measures.

&8/ This ¢could also account, in part, for the hoge one-day decline in the DJIIA on
Jenuary &, 1988, when the DJTA dropped 140 poiaty, including over 100 peints in
the last two hours of trading.
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specialists performed adequately during the relevant period. The staff believes that,
whatever the structural implications ol the Ogtober market break regarding program
trading and the institutionalization of the markets, the NYSE must zssume greater
cesponsibility to mooitor the performance of individual specialists. As a [irst step, the
NYSE should evaluate the apprepriatensss of all gap openings and (rading halts on
Cctaber 19 2ad 20 as well a5 the compliance by individual specialists gencrally with
their affirmative and negative macket making cbligations.

In conducting its cvaluations, the NYSE should not be hesitan? to use its
authority vnder NY5SE Rulc 476 10 rcallocate stocks. This rule allows the NYSE to
withdraw a specialist’s allocation in one or more stocks if, alter a disciplinary
procecding, the specialist is found responsible for a substantial or continued failure to
maintaio 8 fair and orderly marke:. This disciplinary power is in addition to the
MNYSE’s reallocation authority under Rule 103A. 65/

In the past, the NYEE has been reluctant to use jts reallocation powers. From
1978 until very recently, no specialist had been subject to reallocation. Since the
market break, two specialists have relinguished their registration in a specialty stock in
connection with performance during the week of October 19, and the NYSE is
investigating others, 70/ The Division will review carefully the willingness of the NYSE
to use i3 reallocation and other enlorcement authority to address poor specialist
performance during the market break and therealter.

Iz addition, the market break highlights the need for the NYSE to reevaluate its
performance measnres. For over 10 years, the Commission has had a continuing dialogue
with the NYSE over the proper method to evaluate specialist performance. The NYSE
has devised performance measures that uss absolute standards to evaloats performange,
such thata specialist has to be graded below a certain unacceptabla level on the SPEQTLS
or other performance ¢riteria to be subject to reallocation. The Division has found
these measures to be only a limited deterrent to substandard specialist performance
because it 1s extremely unlikely that a particular specialist would be rated unaceeptable
under thase standards. 72/

The Commission has urged the NYSE to adapt relative performance measures 5o
that specialists whe were regularly among the lowest ranked specialists would be subject
to performance reviews, regardless of whether their performance met an arbitrarily

69/ Rule 103A permits reallocation if a ¢pecialist’s performance is below acceptable
levels of performance, as mezsured by specialist evaluation guestionnaires ("SPEQ")
filled out quarterly by floor brokers. The NYSE is in the process of amending
the rule to include other indicia of performance.

The allected stocks were I.P. Morgan & Co. and Gould, Inc.

E B

The SPEQ provides different categories of evaluation. The floor brokers rank
specialists on a numeric scale in each category, and ¢ach specialist’s scores are
totalled oo an adjusted basis. A total scorc below a certain level set by the
exchange 15 deemed substandatrd performance.

12/ 5g¢, e, letter from Douglas Scarff, Director, Division of Macket Regulation, to
John Phelan, President, NYSE, dated November 10, 1981,



4-29

determined level of unacceptable performance. A NYSE task force headed by then NYSE
Chairman Batten on the spacialist system in 1976 made [indings consistzat with the
Commizssion's views. 73/ Monetheless, the NYSE has retained ity absolute measures
because it believes that relative standards may punish a specialist whose performance is
not necessarily unsatisfectory.

The Division's {indings on specialist performance during the market break
underscore the reed [or relative measures. Both the Division and the Presidential Task
Farce have found a wide disparity in specialist parformance during this period. 747 If
on¢ or several spegialists’ performance are widely divergent from the best performing
enits, then the NYSE should ensure that these specialists have their performance
reviewed and, if necessary, reallocate stocks. 75/

The Division does not conclude, however, that the specialist system itself shonld
be substantially revised. As is discussed throughout this Report, each form of market
making system had difficulty handling the cxtragrdinary volume and risk exposures
during Qctober. In neither our interviews with upstairs trading firms nor surveys of
institutional investors was the specialist system singled out as performing parcicularly
poorly. While, as discussed later in this Chapter, steps to ensure that specialists have
access to sufficient capital are needed, it should be emphasized that we do not believe
that additional specialist capital would have improved substantially overall specialist
performance during the market break. 76/ Instead, the Division believes that ongoing
analysis by the NYSE and Commission 18 pecessaty to evaluate individual specialist
ciforts to maintain fair and ordezly markets.

2.  Amerlcan Stock Exchange ("Amex")

a. Introduction

The Amex 15 the smallest of the three major marketplaces for primaey listings in
the .S, with 843 listed common stocks and warrants, Aside from several dozen listed
1ssues with high capitalization and active trading, Amex 155uers are generally smaller
companies whose shares are lower priced with average daily volume much less than
MYSE issues.

11;" The 1976 New York Stock Exchange Report of the Committee to Study the Stock
Allocation System, at p.3.

74/ Report of the Presidential Task Force on Market Mechanisms, January 1988, at
49-50 and Study YL

75/ Mareover, the Division further believas that in light of the increased volatility of

the marketplace, poor performance during volatile periods such as the market
break should be weighed heavily against any specialist in allocation determinations
for new listings.

76/ The Division indicated in Chapter Three, supra. that it may be appropriate to
consider the trading of market baskets en the loor of the NYSE, As discussed in
detail in that Chapter, such a step might alleviate some of the order imbalances
now tmposed on specialists in individual stocks as a result of program trading.
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The Amcx operates a specialist system almost ideatical to the NYSE. The Amex
imposes aff irmative and negative obiigations on its specialists cquivalent to thosc of the
MYSE. 77/ The Divisien undertook an cvaluation of Amex specialist performance during
the market break to determine if the Amex specialists fulfilled these obligations.

The Amex market wassubject to extreme volume and volarility during the October
16 10 23 period, but 1ts decline followed a slightly dillerent pattern lrom the MYSE,
On Friday, October 16, the Amex expericnced a recordbreaking day, with 18.4 million
shares changing hands in 15,097 trades. 78/ The Amex Market Valug Index dropped
12.25 points, 3 3,7% decling, compared to the 4.6% decline in the DI1A. On Qectober 19,
the Amex went through 3 steep and active sell-off, similar to the NYSE, with 354
million shares traded 1n 28,838 transactions, approximately thres times the volume and
aumber of transactions of the average trade day in September 1987, Large sell
imbalances 10 major Amex stocks causcd delayed openings in s¢veral ol the heavier
capitalized securities, and the Amex Market Value Index dropped 2% in the Mirgt hour of
tracdding. Thercafter, the Amex capericnced a "gradual™ 1 1% decline for the rest of the
day, with no major railies and only a brief period arpund noon when the market
stabilized for an hour. The total 13% decline lor the day on the Amex was not as steep
as on the NYSE.

The next day, Getober 20, the Amex continved its decling, with a third straipht
day of record-breaking volume. From 9:30 am, until 11:15 am., the Amex declined
slightly in value, In contrast to the opening rally on the NYSE. Around 11:15 a.m. the
Amex had 2 7.7% decline in approximately five minutes, and declined another 3.2% by
3:00 pm. During the last hour the Amex rallied 2%. For the day, the valee of stocks
tradcd onr the Amex dropped 9% with 43.4 million shares trading in 31,010 transactions,
in contrast to the DJ1A which rosc 6% that day. The remainder of the week of Ocrober
19 and Monday, October 26 saw high volume and heavy selling, pushing the price of
Amex-listed stocks downward. 794

17/ Amex Rule 70,

78/ 1n September 1987, the average volume per day was 12.4 millien shares traded in
9,681 transactions.

1%/ ©On Wednesday, October 21, the Amex Market Yalue lndex rose 23.84 points, but
resumed its Fall the remaindear of the weesk,

Closing
Yolume Trades Amex Market

Yilue Ingdex
October 16 18.4 million 15,097 32355
Ocrober 19 354 miilion 28,338 282.50
October 20 434 millipn 3010 25815
October 21 34.5 million 30,895 282.00
Ootober 22 26.6 million 22,028 269.02
Oetober 23 1.7 million 13,434 26421
October 26 22.4 million 15,925 239.87
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Part of the difference between the Amex and NYSE market movements can be
attributed to the normal lag in movements between large capitalization stocks and
secondary stocks. Perhaps 85 imporiant, stock index baskets are comprised mainly of
NYSE issues, o that index arbitrage and portlclio insurance selling do oot affect as
many Amex stocks directly. 80/

To determine how the specialists on the floor of the Amex reacted to the heavy
volume and the extent to which they satisfied their market making respoasibilities, the
Division analyzed data oo the performance of the specialists respopsible fer aine Listed
stocks: Amdahl Corporation ("Amdahi*}, Dillard Department Stores {"Dillard"), D¢
Lavrentiis Entertainment Group, Inc. {"DEG™), Giant Food lnc. ("Giant Foed"), GTI Corp.
{*"GTI"), The New York Times Co., Unicorp Americar Corp. ("UAC"), Wang Laboratories,
Inc. ("Wang"), snd The Washington Post. Some of these stocks were chosen for
evaluation becausc they are among the Amex's most active listed companies; others were
selected because they cxpericnced serious problems during the market break, such as
trading halts and wide price swings, Four of the stocks are in the S&P 500. §1/ The
Amex provided audit trail infermatien on the nine selected securities for October 16, 19,
20, and 26, The information was examined to assess specialist markest making
perf ormance during this period, with emphasis ont price continvity, 82/ size af quatation
spreads, 83/ and the positions the specialists assumed in their stocks. B4/ Comparisons
were made to historical data provided by the Amex, 85/ Finally, the Division examined
delayed openings and trading halts generally on the Amex to compare the disruptions in
that market to those experienced on the NYSE.

Seven Amex stogks are included in the S&P 500,

Amdahl, Bxillard, Wang, and Giant Food.

B EEB

Amex Rule 170, like NYSE Rule 104, requires specialists to assist in the
maintenance of fair and orderly markets in their assigned securities when trading
For their own account. To this end, transacticns effected by specialists in
assigned securities should be reasopably caleulated to reduce the possibility of
extreme price fluctuations. To assess specialists' maintenance of continuity in
their stocks, the Division reviewed trades in the nine selected stocks (or price
thanges of 1/8 point or less and 1/2 point or mare oo Ccieber 19 and 20

&

Quotation spreads were examined 1o aseertain the pereentage of quotes resulting
in spreads of 174 point ar less and 1/2 point or more.

S

Specialist positions in the nine selected stocks were examined io determing
whether the specialists were willing to support the market by buying and sclling
stocks For their own aecounts to relicve imbalances between supply and demand.
To obtain specialist participation rates in the selected stocks, the Division stall
reviewed data provided by the Amex that track and tabulate specialist positions
(L., the number of shares bought and sold by specialists for their dealer account)
in the selected stocks. The Division Found several discrépancics between the data
iovolving opening positions and the trading by the specialists. The Division has
not been able to verify the accurecy of the specialist data it reeeived.

85/ Division staff also interviewed three floor brokers and thres specialists.
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b. General Analysis of Market Making Performance

Entering October 19, the Amex specialists were long in eight of the nine stocks,
with total net long position in the nine stocks 98,174 shares. This was aot due to
across-the-board buying activity on Qctober 16, Although the Amex [loor brokers and
specialists intseviewed reported that specialists took on heavy positions on Friday,
October L4, the data did not completely suppert this ¢laim. Specialists in five of the
nine selected stocks did increase their jong positions on October 16, but only by a total
of 41,339 shares. Three of the nine sold more than they bought on the 1&th, and ¢ne
purchased onty 2% more stock than he sold. The latter four stocks were subject to
price flugtuations throughout the day, with each declining 8%, 6%, 3%, 2% for the day.
The specialists’ TTY in all ning stocks, however, increased substantially for the day, and
averaged 26%, compared to 5 September average of 14.7%. The specizlists generally
¢ntered the market oo October 14 on the buy side at the gpening, but as the day
progressed they became setlers, This pattern was lairly consistent, but not uniform, for
the sample stocks for October 19, 20, and 26,

{n October 19, specialist activity was mixed again, as three specialists sold more
than they purchased, 36/ and three others accounted for over 20% of the s¢ll volume in
their stocks. 87/ Each of these six dropped a minimum of 7% during the day. 88/ For
the day, the five stocks in which specialists were net buyers had total net specialist
purchases of 140, 580 shares, while their stocks' combinad volume was 1,332,500 shareas,
TTY for the day for the eight stocks that traded was mixed, as some were higher than
the September averages and some were lower. This trend continued on Octaber 20,
when specialists were net buyers in only three of the five sample stocks that

86/ Dillard, DEG, and Wang,

&1/ GTI, Giznt Food, and New York Times.

&8/
MNet

Oct. 16 Oct 19 Specialist Closing

Close Close % Drop in Price Activity  Positipng
Drillard 42 3% THa = 2,100 Long 10,907
DEG 4 5/8 37/8 16% - 200 Long R00
Wang I6 3/4 12 1/4 27% 23,500 Long 11,097
GTI T 1/4 4 1/8 d43% +21,500 Long 17,717
Giant 31 5/8 25 5/% 190 +27.800 Long 42,789
NYT 35 7/8 29 1/4 1595, +25.500 Long 40,341
Amdahl 43 33378 22% +62,100 Long BY.385
UAC o172 8 6% + 3,2R0 Long 13,329

The Washington Post did not trade on Octeber 19 and 20 and is therefore not
included in our calculations for these trade dates. The Washington Post was
trading on Oc¢tober 26 and is included in our figures for that day. Sgg discussion

nlra ar 4-36,
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experienced a price decline that day. 89/ The specialists TTV for October 20, however,
was generally higher than in September.

The following Monday, October 26, volume remained high at 22.4 millicn and the
Amex Market Value Index contincued its descent to 239.67. Specialist proprietary
activity was mixed as to net buying and selling, and participation levels were generally
lower than the previous week. 99/

The Amex specialists in the nine stocks experienced deteriorating continuity and
had wider spreads beginning on October 19 and into October 20, as hagd the NYSE
specialists. Reduced continuity was more pronounced on October 20 thae an the 19th in
the cight selected stocks that traded. The declinegs in continuity, however, were
pencrally not as extreme as they were with the NYSE stocks reviewed.

..

September
October 19 Cctober 20 Average

Amdahl {(AMH) - closing price, 10/16/87 - 43

% 0-1/8 596.2% £7.2% 97.5%

% .12 1.9 1.7 4

GTI Corp. (GTI} -7 174

% 0-1/8 £2.9% 95.3% 97.1%

8§39/ On October 20, the specialists in 4 stocks were net buyers and 4 were net sellers,

Het

Oct. 19 Oct, 20 % Change in Specialist

Close Closg Price Activity
Dillard 39 34 {13%) 2,500 net purchases
DEG 17/8 3172 {10%) 4,500 net sales
Wang 12 174 L1 1/4 (8%} 800 net purchase
oGTI 41/8 4 1/8 . 15,800 nect sajes
Giant 5 5/% 29 13% 1100 net purchases
NYT 29 1/4 32 3/ 10% 31,200 net sales
Amdahl 33 3/8 30 5/8 (5%) 68,600 net 3ales
UAC 3 6 5/8 {17%) 15,600 pet purchases

93/ On October 28, five specialists were net buyers, while the remaining four
specialists were net sellers. Overall, the participation rate for specialists in the
nine selected stocks was 18% as compared to the September average of 14.7%, and
participation ratee of 26.9%, 21.7%, and 22% for October 16, 19, 20, respectively,
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Unicorp American Corporation (UAC) -9 172

B O 1/8 71.4% 5% B4.1%
o= -1/2 4.5% 8 o

Wang Laboratories, Inc. (Wan.B) - 15 3/4

o 0-1/2 EL.9% 71.5% 99.5%
. 1/2 2 1.3 ]

Dillard Department Stores {DDS A) - 42

% O-1/8 5% 43% B6.9%
% > - |/2 2 1 70% 0

DeLaurentiis Entertainment Group (DEG) - 4 5/8

%0-1/8 8% 79% 97.8%
% »-1/2 0 Q 1

Giant Food Stores (¢GFS A) - 31 5/8

% 0-1/8 E4% 63% 86.2%
% x- 172 | 4 2

The New York Times (WYT A) - 35 7/8

%0-1/8 19% 0% 21.4%
% - 1/2 l 2 0

Quetation spreads at 1/4 point or less in the eight stocks overgll also decreased
signilicantly wheno compared 10 the September averages, and spreads at 1/2 point or
greater in the selected stocks increased when compared (o the September averzges, As
with the NYSE stocks, the spreads uwsually widened more on Octaber 20 than on
Cciober 19,

Spreads
September
October 19 October 20 Average
Amdahi (AMH) - 43
% < 1/4 89.5% 99 9% 09.9%
% = | /2 10.5 0 o
OT1 Corp, {(GTI -7 1/4
% « |/d 1 340% 100% 100%

% > 1/2 ¢ 0 o
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Uticorp American Corp. {IJAC) -9 172

% < 1/4 95.5% 54.5% 77.8%
% > 1/2 4.5 G| D

Wang Laboratories, Inc. {Wan.B) - 16 3/4

% < 1/4 18.7% 62.8% 99.5%
% > 1/2 59 L8 i

Diliard Department Stores (DES A) - 42

% < 1/4 6% 5% 99.2%
%> 1/2 4 1) .

DeLaurentiis Entertzinment Group (DEG) - 4 5/8

% < 1/4 100% 99% 100%
% = 1/2 0 0 0

Giant Food 5Stores (GFS A) - 31 5/8

% < 1/4 80% 1 7% 39.4%
%2 1/2 7 6.2 8

New York Times (NYT A) - 35 7/8

% < 1/4 52% 16% 99.7%
% > 172 2 1 §

t. Tradiog Halts and Delayed Openings

The Amex, like the NYSE, ¢xperienced severe liquidity problems during the week
of October 19 that reselted in oumerous delayed openings, trading halts, and failures to
open stocks. While the ingidence of delayed openings was comparable to the NYSE, there
were mors ¢ases of extremely long delays. OF all Amex listed stocks, 26 experiznced
delayed openings on October 19. Ten opened by noon, Five by 12:34 p.m,, five between
i:15 pom. and 2:52 p.m., and six did not open on the 19th. 21/ Ten stecks experienced
trading halts on October 19, One halt lasted ) hour and 48 minutes, two lasted for !
hour and 22 minutes, two opened within 50 mijnutes, and five reopened within 30
ninutes.

@1/ Of the six stocks that did not open on October 1%, Four stocks did not open
because of arder imbalances, while the remaining twa stocks failed to apen due to
pending and/or dissemination of news.
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Cn October 20, 30 stocks experienced delayed openings. Ten opened by noon, six
by 2:15 pm., four by 3:02 p.m., and ten never opened that day. 92/ One hondred and
three stocks experienced trading halts. Twenty-eight lasted for over four hoors, 10
lasted from thres to four hours, 22 lasted from two 10 thres hours, 27 lasted from | to
2 hours, and 16 reopened within an hour. In addition, of the nine stocks we examined,
Diliard, Amdahl, Giznt Food, The New York Times, and Wang cach experienced trading
haits and/or delayed openings, sometimes accompanied by gap pricing upon reopening.

The Washington Post, one of Amex"s top ten listed companies by market
valuz, 937 did not trade on October 19 and 20. On Friday, Octaber 16, the price of
The Washington Post stock dropped steadily from its opening price of 235 to ¢lose at
221, On that day, 14,700 shares traded in 40 trapsactions, with the specialist
participating in 21.5% of the volume primarily as a buyer, At the end of the day the
specialist was long 16,413 shares. The Washington Post did not open for trading on
Monday, October 19, due 10 pre-opening sell order imbslances of 2,400 market orders
and 2,100 limit orders priced between 177 and 240, The specialist posted two
indications at 1006 a.m. and 2:01 p.m. 94/ of a 180 bid and a 210 ask and a bid-ask of
130 and 200, respactively, 85/ The stock did not open for trading uatil 12:11 pom. on
Qctober 21, 96/ The stock opened at a price of 194, down 27 points, on a volume of
11,400 shares. The audit trail data indicates that the specialist was a seller of 8,000
shares. The stock rose to 204 by 3:20 p.m., during whi¢ch time the spegialist was almaost
exclusively a seiler. The stock dropped to 199 on trades of 5,200 shares, of which the
specinlist bought 100 shares.

The opening quote on Maonday, October 26 was 175 bid, 185 ask. As a result of
an imbalance of orders, no trading oceurred watil 11:53% am., when & 800 shares were
sold at L80. 97/ Within twenty minutes, the price dropped another nine points to 171,
with the specialist purchasing 100 shares ol the 2,200 shares that traded. From 12:22
p.m. 1o 1;32 p.m, the price remained stable at 173 and then dropped a total of § points

927  Order imbalances precluded trading in 7 of the 10 stocks; the remaining 3 stocks,
on the other hand, did not open for trading because of pending andfor
dissemination of news,

Amex 15936 Fact Book, at 13,

g3/
94/ The specialist had a market order imbalance of 6,960 sell orders and 7,600 limit
orders at 2:01 p.m.

23/ Amex specialists often post indications during 2 delayed opening (or a trading
halt) in a stock when it appears that they will open (or resume trading) for
trading in a stock within a short period of time. Anindication generally signifies
the price level at which a stock is expected to open,

96/ The Amex informed the Division that part of the reason for halting trading in the
stock on October 20 was that important news was about to be disseminated by
the company. The only news released over the tape during the week occurred on
Oc¢tober 20 concerning significantly positive earnings results by the company.

97/ Five hundred shares were bought by the specialist.



4-37

in Tour trades totalling 400 shares, of which the specialist bought 300 shares. The
stock closed the day a1 165,

There wes no trading in ¢lasses A and B of Restaurant Associates on Cotober 19
and 20 becavse of order imbalances 98/ Their last trades on October 16 occurred at 17
1/8. On Wednesday, October 21, their openings were delayed until 10:46 a.m. when
4,000 class A and 8,500 class B shares were traded at 12, On Thursday, October 22,
they opened for a short period but trading was halted at 943 a.m. because of an
imbalance of arders. They resumed trading at 1:31 p.oi. with 2,700 shares trading at 12
1/4 and 2,300 sharcs trading at 12 172 (or the class A and B stock, respectively,

d. Individual Specizllst Performapoce lo the Sefecied Stocks
1. Amdahl Corporation

Entering Octaber 19, the specialist was long 22,828 shares. On October 19, the
opening of trading in Amdah] was delayved due to an imbalance of sell orders; the stock
opened For trading at ;15 p.m. at a price of 35 1/2, down 7 1/2 points from its closing
price of 43 on October 16, Opening volume was 220,000 shares, of which the specialist
purchased 51,500 sharcs (or 23.4%) ac dealer lor his own account.

ATtcr the opening, the price of the stock roze For approximately 20 minutes, then
began a gradual degling of very small price variations, until 3:22 p.m,, at which time the
¢xchange halted trading in the stock for the remainder of the day duc to an order
imbalance. 99/ At that paint the specialist was long 83,385 shares, and was 3 net
buyer, with purchases for his dealer account exceeding sales by nearly 3 1o 1. After
the cpening, however, the specialist’s trades were net buys by only 9,800 sharcs.

On October 20, Amdahl opened at 33, down 3/8 paint on volume of 51,400 shares,
The specialist was a buyer on the opening, purchasing 3,900 shares for his dealer
account., Trading in the stock was halted at §11:02 a.m. due to an order imbalance. The
linal quote displayed prior to the trading halt indicated 28 bid-32 ask. Upon the
resumption of trading at 1.58 p.m., the price of the stock plunged four points [12%)
from 33 3/4 to 29 3/4 on volume of 70,000 shares. The spocialist made a single
purchase of 100 shares as dealer [or his own account on the reopening of trading. The
stock closed down (8%) for the day at a price of 30 5/8 on volume of 645,100 shares.
The specialist was a net seller For the day with sales exceeding purchases by 2 to 1.

98/ At %30 a.m., there were no pre-opening orders to buy or sell any shares of class
B of Restaurant Associates. Thus, according 1o the Amex, the order imbalance in
class B occcurred withian the trading crowd, thereby making the task of
reconstricting and providing precise order imbalances to the Commission extremely
difficult and time consuming. At 9:43 am., there were noorders to buy shares of
class A of Restaurant Associates, but there were 15,000 orders to sell at limit
prices between $14-815,

99/ At 1:38 p.m., the stock dropped 1 5/8 points in ong trade of 30,000 shares.
The specialist was the principal buyer in the transaction, purchasing 29,000
shares for hig dealer account.
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2. GTI Corporation

The stock of GTI Corporation opened down 1/8 point at a price of 7 1/8 on
October 19, The price of the stock declined for the réemainder of the trading session
and closed down 3 1/8 points (43%) at a price of 4 1/8 on volome of 39,500 shares.
The specialist was a major participant in the market on Dc¢tober 19, principally as a
buyer. His participation rate was 39.4%, compared with an average September 1587
participation rate of 9.9%. HBe bought 34,400 ang sold 12,500 shares during the day,
resulting in a net long position of 21,900 shares at the close of trading. 100/

On Detober 20, the price of the stock generally remained around 34, GT) ¢closad
unchanged for the day at a price of 4 1/8 on volume of 72,500 shares. The specialist's
participation rate for the day was 21.2%, well above his September average ol 9.9%,
The specialist was primarily a sellar on the 20k, in contrast 1o his activity on Qetober
19. The specialist sold throe times as many shares from his dealer account as he
purchased. Eighty percent (80%) of his sales occureced Mrom 10:00 a.m. to 11:40 a.m. a3
the price of GT] rose 5/8 point.

3. Unlcorp Amerlcan Corporaticn

On October 19, Unicorp American Corporation opened down 1/2 point 2t 3 prize
of § on volume of 4,100 shares. The price of the slock continved this downward trend
for the remainder of the day. Unicorp American closed down 1 1/2 points (16%) at a
price of & on volume of 25 500 shares. The specialist was a net buyer on October 19,
purchasing 5880shares while selling 2,600 For his dealer account. His participation rate
for the day was 16.6%, a 2.3% dectineg from his Scptember average parti¢ipation rate
{18.5%).

On October 20, Unicorp opened down | 1/4 points (16%} at 2 price of 6 3/4 on
volume of 16,700 shares. The speeialist was the primary purchaser on the opening,
buying 16,1030 shares {or 96.4% ol the volume] as principal (ot his proprictaty account,
Unicorp ¢losed down | 3/% pointg (17%) for the day, on volume of 35,500 shares. Alter
the opening, the specialist purchased 3,600 shares and sold 3,900 shares for his own
account; his net purchases Tor the day toraled 15,600 shares. The specialist's
participation rate for October 20 was 39.2%. twice the Ogtober 19 participation rate and
September average participation rate,

4, Wang Laboratories, Inoc,

On Getober 19, trading in Wang Laboratories opened at 11:02 a.m., down 3 5/8
points {22%) at a price of 13 1/% on volume of 216,200 shares. The specialist was a
buyer on the opening transaction, purchasing 33,600 shares as principal lor his
proprietary account, During the lollowing hour, Wang traded within the $13-%15 range
until 2:00 pam., at which time the stock began a sieady decling into the $12 range on

100/ Asindicated above, the Amex provided data detailing specialist positions during
the market brezk. There appear to be discrepancies in the data which Amex
of ficials attribute to "DKs" (doa™t know trades) or trades that appear to be
misplaced. The data provided by the Amex indicate that the specialist in GTI
closed long 17,717 shares on October 1%, 2 4,000 share dillerence {from our
calculations computed from Amex audit trails.
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1/8-1/4 point trades. The stock contrinued to decline falling into the $11 range at 3:00
p.m,, but ¢losed at a price of 12 1/4, down 4 172 points (27%) for the day. Total
trading volume for the day was 867,500 shares. The specialist was a net seller that day
of 23,500 shares. The specialist's participation rate for the day was 12.3%, exceeding
his average September participation rate of 7.9%.

On October 20, Wang ovpened up 3/8 point 2t a price of 12 5/8 on volume of
51,500 shares; however, the specialist did not partigipate in the opening trade. The
price of the stock gencrally rose during the next one and a half hours, but began 19
decline into the $11-512 range at 1100 a.m. Wang ¢ontinued to trade down into the 59
range shortly after noon, but rebounded back into the $10-%11 range, eventuoally closing
ata price of 11 1/4, down 1 point {§%) For the day. Total share voleme was 1,270,800
shares.  Although the specialist was a net buyer oo October 20, his purchases as
principal exceeded his sales by a slim margin of 800 shares. His participation rate of
13.3% for the day was well above the 7.9% average participation rate lor Seplember.

5. Dillard Department Stores

On October 19, Dillard stock opened at 40 3/4, down 1/4 point. The price of the
stock declined to iis low for the day ol 37 1/4 at 11:03 a.m., and then rose (¢ botween
38 and 39 where it remained for the day. Dillard closed at 3% (down 7%) on volume ol
178,500 shares. The specialist was a net seller of 2,100 shares, and had a participation
rate of 20%. MWost of his participation on the buy side occurred during the first hour
ol trading: most of his participation on the sell side accurred from 12230 p.m. to 3:30
p.m., when the stock rose 5/B point. At the ciose of trading, he had a net long
position of only 10,507 shares.

On October 20, Dillard opencd at 38 1/4. By 12:22 p.m. the stock price dropped
from its apening price to 35 1/2. At that point the specialist had bought 9,800 shares.
A rrading halt was called at 12:38 p.m., and one hour and thirty-seven minutes later the
stock reapened at 353, with the specialist purchasing 3,000 of the 10,400 shares traded at
the recpening. The stock cioscd at 34, down fFive points (13%). The specialist’s
participation rate was jow, 9%, and he bought oniy 2,500 sharcs more than he sold.
Moreover, as the data indicate {zeg, tables on pages 4-33 through 4-33} the price
continuity and quotation spreads Mor Dhllard substantially worsened on October 20

6.  DelLaureniiis Entertainment Group ("DEG™)

DEG opencd at a price of 4 1/8, down [ /2 point, on Monday, Qciober 19, with
the specialist purchasing 3,300 of the 5,500 shares that traded at the opening. In the
opening hour the stock continued to drop another 1/2 peint, to its low of 3 578, It
Fluctuated between 3 5/8 anad 4 lor the remainder of the day, and closed at 3 7/8 (down
16%), After the opening, the specialist purchased 300 shares and sold 5,300 shares
during the davy.

On October 20, DEG opened 2t a price of 3 3/4, down L/8 point. Trading was
halted at 12:4]1 p.m., shortly after the stock hit its low of 3. Prior to the hait, the
specialist was a net seller of 6,500 shares {out af a total velume of 23,200 shares)
When the stock reppened fifteen minutes later at 3 3/8, the price stabilized and ¢losed
at 3 {/2. For the day, the specialist sold 10,500 shares and purchased 6,000 shares.
Yolume for the day was 28,100 shares.
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7. Giant Food Inc.

On October 19, Giant opened 2 1/2 hours late, at 30, down 1 5/8 (5%). On the
wpening trade, the specialist purchased nearly hall (25,100 shares) of the opening volume
of 56,600 shares. The price declined slowly throughout the day to close at 25 5/8
{down 19%) on volume of 158,400 shares. For the day the specialist bought 59,700
shares and sold 31,900 shares. Fifty-seven percent of the speciglist’s buying aoccurred at
the opening. Eighty-twe percent of his selling occurred from 1:00 pm. 1o 2:00 p.m.
when the price of the stock increased by a quarter of a point.

On October 20, Glant opened at a price of 25, down 5/8. The day’s volume
increased to 171,100 shares and the price fluctuated between 24 178 and 29 1 /4. The
price hit its low for the day within 40 minutes of opeeing, and climbed slowly to its
high of the day shortly belore the close. More than 74% of the specialist's buying
eccurred during the first two hours of trading, 58% of his selling pecurred during the
last hour and one-hall. The specialist hought 47,800 shares and sald 46,700 shares for
the day.

8  New York Tlmes

The New York Times opened on October 19 at 11:23 am. at 31, down 4 7/8
{13.6%). The specialist purchased 118,000 shares of the 211,700 shares at the opening.
A half hour later the stock rose ta 33, but for most of the day it traded between 31
and 32 5/8. After a 739,400 share volume day, it closed at 29 174 (down [9%). Overall,
the specialist bought 231,600 shares and sold 206,100 shares. Almost half of his sales
ceourred From F1:30 am to 1:00 pomy, when the stock rose 1/2 point. From 100 to 300,
during which time the stock dropped 1/2 point, the specialist purchased 5,700 shares.

On October 20, the New York Times opened up 2 3/4, at 32, The price remained
above 32 for two hours, when it dropped in an hour to 28 3/4. The price slowly rose
again to close at 32 3/8, The specialist sold 156,700 shares and bought 125,500 shares.
Tweénty-one percent of his sales occurred at the opening and 30% of his sales occurrad
From 950 am. to 1042 am. during which time the price of the stock rose 1/8 point.
During the stock™ drop, the specialist was 4 net purchaser of 31,100 shares.

e, Aonalysis

The Division's analysis of specialist performance on the Amex indicated a general
decling in performance on both October 19 and 200 As discussed above, 10 almost all
the stocks examingd there were substantial decreases in continuity and the number of
quotes with spreads at 1/4 point or less. Our analysis indicates, however, that the
specialists’ performance as indicated by these measvres was mixed.

Specialists’ performance in buying and selling participation also was mixed. The
majority of specialists examined entered the market lomg on October 19, but not
substantially, Although a number of the specialists ingreased their long positions on the
19th, three of the specialists examined decreased their long positions. The Division
would have expected almast all specialists to be substantial net buyers an October 19
and toend the day substantially long. Cn Gctober 19, specialists were buyers primarily
at the opening and throughout the morning, and were more likely to be sellers in the
alternoon as the market decling continued, The Division identificed several situations
that raisc questions as to specialist performance. Some stocks opened on October 19
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significantly down from the previous day's close, but not all of these had substantial
specialist buying at the apening.

Specialist performance was poorer on October 20 than it had been an October 19,
For example, spreads were considersbly wider ¢n the 20th. From our analysis, it
appears that some Amex specialists camg into the 20th unwilling to increase their long
positions substantially. In [act, ong of the specialists who was 2 buver on Cctober 19
became 2 substantial seller on the 20th, gven though his stock [ell for the day.
Further, the four specialicts that ware net buyers on the 20th did not substantially
increase their long positions, but attermpted to remain relatively flat in their overall
positions. To some extent this was doe 1o the more moderale price changes these
stocks experienced as compared 1o the overall Amex market.

An ¢xamination of individual stocks highlights the differences in per{ornance
among specialists. Some specialisis® trading activities were designed to support a
stock’™s price, while other specialists were much less active in maintaining as orderly a
markeat.

As noted above, Tour stocks never gpened on October 19 and seven stocks never
opened on Octobar 20 due to trading imbalances. In contrast, the NYSE, which trades
more than double the number of common stocks as Amex, failed Lo open trading inonly
one ¢ommon stock on the 19tk and one other common stock on the 20th due to
imbalances. Amex was unable, however, t¢ provide any market for a total of 11
dilTerent stocks on the 19th and 20th. As discussed above, this included the Washington
Post, ong of the most heavily capitalized stocks on the exchange. The Division is
concerned about the inahility of Amex specialisis to provide a tiguid open market in
these 11 stocks.

Insummary, the Division observed mized specialist pecformance on October 19 and
20. Although some specizlists appeared to perform well under adverse conditions, others
did not. For stacks with large price movements, the Amex should evaluate whether
individual speciaiists performed adequately in Tolfilling their responsibilities to maintain
a [air and orderly market. Further, the Amex should examine delayed openings and the
large number of trading halts to det¢rmine whether the halts were justified and the
stock was opened of reopened in a timely fashion at a fair price. 10!/ I[n addition, the
Division is particolarly concerned about the number of stocks that could not be opencd
due to order imbalances. As noted, a major Amex stock did not trade at all during
October 19 and 20. The Division will moniter closely Amex's review of specialist
performance in these stocks.

101/ Meost of the analysis and recommendations in this section are similar to those set
forth in the section on NYSE specialists.
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3. Regional Exchroges

a. Introduction

There are nine registered national securities exchanges. 102/ Five of them, the
Boston, Cincinnati, Midwest, Pacificand Philadelphia Stock Exchanges, account for most
of trading in exchange listed securities ¢conducted outside the NYSE or Amex. 103/
Regional stock exchanges provide two types of equity markets a primary or sole
marketplace for smaller, aften local, companies and a secandary market for larger
companics traded on the NYSE and Amex. The growth of the NASDAQ system during
the 19705, however, enabled it to replace the regional exchanges as the largest
marketplace lor smaller, grawing companies. Consequently, today most of the volume on
regional exchanges derives from trading in NYSE and Amex listed securities.

102/ Thenineare the Amex, Boston Stock Exchange{"BSE"), Cincinnati Stock Exchange
{"CSE"), the Chicage Board Options Exchange ("CBOE"), Philadelphia Stock
Exchange {"Fhiz"), the Midwest Stack Exchange ("MSE"), the NYSE, the Pacific
Stock Exchange ("PSE" with MMeors in both Los Angeles and San Francisco, and
the Spokzne Stock Exchange ("SSE"), The Intermoauntain Stock Exchange became
inactive on Qciober 31, 1986 and currently trades no securitics.

103/ The CBOE currently trades only options, The Commission, however, is revigwing
a proposed rule change (rom the CBOE (SR-CBOE-85-50) that would permit it to
trade equity securities, The S5E differs from the other regional ¢xchanges in
that trading aon the S5L is generally limited to smaller, local companies for which
it is the sole marker. In addition, due to its small size, the limited volume of
shares traded, and the local nature of the stocks traded, the S5E is exempt from
the requirement under Rule 114z3-1, 17 CFR 240.11Aa3-1 {1987), to submit
transaction reports and last sate reports on S5E listed stocks to the consolidated
transaction reporting system. For thesz reasons, the 55E is not inctuded in our
analysis of thc performance of regional stock exchanges during the October
market break,

Listed below are stock market statistics on the volume of equity sales on US.
securities exchanges (except for the SSE) lor the month of September and
Cetober 19 and 20, 1987, The NYSE and Amex rank [irst and second,
respectively, in torms of shares traded. The WYSE and Amex difTer Mrom the
regionals exchanges io that they are a primary market for the stocks they list,

Regisierad
Exchanpas September Ociober 19th Qctober 20th
{data in idata in {data in
thousands) % thousands) % thousands) %
New York 4,066 581 (B3.13%) 359819 (E7.26%) 397,711 {R6.00%)
American 206,647 (3.45%) 35410 {5.15%) 43,430 {56.25%)
Midwest 260,395 (5.32%) 22,71 {3.30%) 25,574 {3.68%)
Pacific 156,789 {3.21%) 15,899 (2.31%) 14,746 (2,12%)
Boston 66,547 (1.36%) 5,189 (.75%) 5952 (86%)
Philadelphia B2 454 (1.28%) 6,749 { 98%) 4.501 (93%)

Cincinnati 12,336 (.25%) L5388 {23%) 1,447 (21%)
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To function as secondary markets, regional exchanges routinely apply for and
obtainvnlisted trading privileges in NYSE/Amex listings, pursuant to Section 12(){ 13(B}
of the Exchange Act and Ruole 12f-1. ]04/ The exchanges' role as secondary markets is
also {acilitated by the [ntermarket Trading System ("IT3"). 103/ ITS links the primary
and secondary markets by computer in 1,523 stocks ]06/ Authorized in 1978, ITS
constituted a step toward the creation of the national market svstem, because the
linkage permils orders entered in one market to he executed on another, if” a superior
price and comparable size are available. 1TS also has provided regional specialists with
an efficient, low cost method of reducing stock position: in order to limit their
exposure. JO7/

Each of the regional stock exchanges {except the CSE) uses a specialist system
like that on the NYSE. The listings are allocated 1o specialists on each exchange.
These specialists must maintain continuous, two-sided quotations in their stocks, and
theoretically compete against specialists on other regional exchanges and the primary
market specialist. The quotations of sach marketplace are displayed for cach stock
through the consolidated quotation system. In addition, to compete for order (low, the
regional exchanges have implemented smail order routing and éxecution systems, or
have, at a minimum, implemented rules that guaraniee the execution of transactions in
securities traded via 1TS at the best 1TS displayed price lor a specific number of shares.

To examing the performance of the regional specialists or market mekers during
the October market break, the stafT selected 22 stocks that trade on most, if not all, of
the regional ¢xchanges. The issues represent 2 cross section of the 67 issues reviewed
for NYSE specialist performance. Seven are active, highly capitalized stocks {"blue
chips™); three are takeover targets; and the remaining 12 issues are less active, smaller
capitalized issues ("small cap”). 108/ The data available to avaluate regional specialist

184/ 17 CF.R. Section 240.12F-1. Securities may be multiply listed. Many large
corporations maintain listings far their common stock: on a primary exchange
{1z, the NYSE or the Amea) and on one or mare regional exchanges.

105/ See Chapter Seven, in[ra.
1068/ As of November 30, 1987,

1077 Due to the relatively limited capital resources of most regional specialists, it is
necessary for them to be able 10 reduce or “lay ofF* stock positions assumed in
the course of their market making activities, and thereby reduce their exposure.
Accordingly, regional specialists frequently utilize ITS as a vehicle ta lay ofT
their positions on primary markets, such as the NYSE or Amex.

JOB/ The Z2 stocks (znd their corresponding symbals) are listed below by category.
The seven blue chip stocks are: Coca-Cola Company ("KO"); Eastman Kodak
("EK"); General Motors (*GM"); [nternational Busingss Machines ("IBM™); Merck &
Company, Inc. ("MERK"™); USX Corporation ("X"); and Zernith Laboratories, Inc.
("ZEN").

The 12 small cap stocks are: Bell and Howell Company ("BHW"};, Cineplex Odeon
Corporation ("CPX"); GEICQ Corporation {("GEC"), Genrad Incorporated {"GEN");
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performance are limited because it is dillicult to devise usefv]l market making
measurements Tor non-primary specialists. Thus, the staff concentrated on the following
areas of specialist performance. First, were the specialists net boyers or sellers on the
relevant days? Second, what size positions did the specialists take? Did they increase
or decrease their positions? Third, how did specialists iay of T their positions and set
their quotations?  Finally, did specialists attempt 1o better the primary market
quotation?

In revigwing the performance of the regional exchanges, the Divizien examined
specialist proprietary trading data for October 16, 19,20, and 26, and regional exchange
audit reails. The data analysis was supplemented by interviews with specialists, floor
brokers, and officials of the five regional exchanges.

k. Reglosal Performanpce Genernlly

The Five regional exchanges experienced dramatic increases in the number of
exccutions and the volume of stocks traded during the October market break, 109/ On

Harley Davidson {"HD1"); Helly Farms {"HFF"); Houschold International, Ing, ("HI™);
Malaysia Fund {"MF"}: Ryland Group, Inc. ("RYL"}; Shoe-Town, Inc. ("SHU"); Towlc
Manufacturing Company ("TOW"); and Universal Matchbox Groep, Ltd. ("UMG"),

The three takeover stocks are: Davyton-Hudson Corporatian {("DH"};, Lone Star
Industries, Inc. ("LCE"} and Newmont Mining Corporation ("NEM").

105 Trades and Share ¥olume on
the Five Regional Exchanges
S¢piember Qeiober 19th
1987 {and as 2 % {and as a %
Averase of September) ol September)
BSE
tradgs 3,107 10,023 (323%) 11,076 (356%)
volume 3,030,406 5,189,105 (171%) 5,952,065 (196%)
CSE
trades 492 G903 (183%) 1,087 {220%)
volume 939,400 1,588,000 {169%) 1,447,900 (154%)
MSE
trades 13,969 37,424 (267%) 46,722 {314%)
volume 12,326,418 22,711,906 (184%) 25,574,422 (207%)
Phlx
trades 5482 17085 (311%) 13,246 (275%)
volume 3,136,090 6,749,700 (215%) 6,501,100 (207%)
PSE
trades 11,527 37,175 {323%) 35877 (A1 1%)
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October 19 and 20 the number of transactions on the BSE, MSE, Ph!x, and PSE was
approximately three times the average daily number of transactions for September 1987,
and the share volume on those exchanges was approximatcly double the average daily
volume for September. The number of transactions and the share volume on the CS5E
for October 19 and 20 was approximately doubie the daily average for September

1987, 110/

From the available data and interviews, the staff reached foer conclusions about
regional specialist performance. First, regional spectalists throughout the four day
period were more often net seilers than net buyers. Even on October 19, selling
specialists outnumbered buyers. The selling trend was especially pronounced in the blue
chip and takeover stocks, For example, three of the five regional exchanges (BSE, CSE,
M3E) weree net sellers of Eastman Kodak on the 16th. On the 19th, again, three of the
five regional exchanges (CSE, Phlx, PSE) were net sellers resulting in a2 combined net
change in position for the specialists and market makers in Eastman Kodak on all the
regional exchanges for the 19th of -53,327 shares. Only on Monday, October 26, were
mare regional exchanges net buyers (BSE, MSE, Phix, and PSE) than net sellers (CSE).
The total for the combined net change in pesition (o all regional markets from October
16, 19, 20, and 26, on Eastman Kodak was -50,509 shares.

Similarly, specialists on all five regionals were net sellers Mor General Motors on
the 19th, producing a combined ner position change lor all regionals of -89,278 shares.
Of the seven bluz chip 155ues in our sample, specialists at the regional exchanges were
net buyers lor the Four day period anly in USX, with a cambined aet change of +20,292,
All the other blue chip issues sampled ¢nded the four day period as net selling issucs
with combined net changes for all regional exchanges of -4,019 for 1BM, -3,793 shares
lFor Coga-Cola, -2,7483 shares for Merck, and -139.393 shares for Zenith.

Specialist activity was mixed for small cap issues in our sample. Except lor
October 16, when scll activities predominated on the regional exchanges, speciaiists
tended to be buyers more than scllers. On October 19, specialists were net buyers in
six of 10 secondary issues. 111/ On October 20 and 26 no beying or selling trend
emerged.

Interastingly, the increzsed trading activity by the regional specialists was due
primarily to increased small order flow. The percentage of block volume on the
regional exchanges a5 compared to the September 1987 average did not increase nearly
as much as the percentage increase for small orders. ]2/

volume 1,379,676 15,899,200 (215%) 14,746,000 (200%)

1183/ This section only examines 1he performance of regional specialists during the
market break. An analysis of the individueal performance of the five regional
exchanges is set forth in Appendix F,

111/ Although the Division's sample group of stocks contained 12 secondary issues,

only 10 of these were traded on the regional exchanges during the period of the
market break.

112/ Sece the chart 10 Appendix F ar F-9.
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Second, regional specialisis and market makers throughout the four day period,
and cspecially on Getober 19 and 20, generally did not assume large closing positions,
except an the C5E 113/ Among Lhe four regicnal exchanges utilizing the specialist
system {(the BSE, MSE, Phlx and PSE), specialists tended to 1zke cither relatively smajl
long closing positions or relatively larger short closing positions. For example, long
¢losing positions for the 19th in Eastman Kodak ranged from long 978 shares on the
BSE to long 3,800 shares on the MSE. The only short ¢losing position in that stock
was by the PSE specialist an th¢ San Francisco ("SF™) trading floor, shart 6,192 shares,
On the 20th, the only long closing position in Eastman Xodak was on the Phlx, long
1,053 shares, with the other regional exchanpes ciosing with short positions ranging
from shert 3,840 shares on the BSE to short 156,362 shares by the PSE's Los Angeles
("LA™) specialist.

Asa further example of the relatively small closing positions assumed by regional
specialists among the four exchanges, on QOctober 18, when the DJ1A declined 108 points,
no specialist assumed a long closing position of 10,000 shares or more lor the seven
blue chip issues in our sample. On October 19, again, no specialist on the four
regional exchanges closed with a long position of 10,000 shares or more in any of the
blue chip issuecs. 114/ On October 20, PSE spccialists closed with short positions of
10,000 shares or more in four issucs: Eastman Kodak (short 32,114 shares), General
Motors (short 14,665 shargs), 1BM {short 21,579 shares); and Zenith {short 12,244
shares), The MSE specialist for 1BM closed with a short position of 11,169 shares. No
other specialist in any of the other blue chip issues on the four regional exchanpes
closed with positions, long or short, of 10,000 shares or mote on the 20th. On the
26th, again, no specizlist in the seven blue chip issues on the four regional exchanges
closed with a position, long or short, of 10,000 shares or more, )15/

Similarly, of the 12 small cap issues in our sample, most specialists on the
regional ¢xchanges during the foer day period ¢closed with a pasition, long or short, of
not more than 2,000 shares. 116/ For the three takcover issues in our sample {or the
four day period, there was only one instance in which the specialist closed the issue
with a positien of 10,000 shares or more {Newmont Mining closed short on the MSE on
October 20, 12,465 shares).

in contrast to the other exchanges, CSE market makers frequently assumed
relatively large, usvally long, positions lor the Tour day period in the seven blue chip
i3sucs in our sample, although the data docs net specify the degree to which rthat

see jnfra for CSE discussion.

: E

14/ Specialists on the PSE's LA and SF trading floors both closed short on the 19tk
in Zenith with 2 combined short position of 10,119 shares.

E

Indzed, our data indicate that throughout the four day period for the seven biue
chip stocks, specialists on the four regional exchanges assumed closing positions,
iong or shory, of greater than 4,000 shares only 29 times. Accordingly, the vast
ma jority of closing positions were substantizlly under 19,000 shares.

J1§/ One specialist on the BSE closed short more than 2,000 shares on two occasions,
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trading activity was du¢ to trades executed on the CSE or in the third market. J17/
These positions were typically much larger than the pesitions of specialists on the other
regional exchanges. For example, {for IBM on the 19th apd 20th, CSE market makers
had combined closing positions long 142,117 sharesand 111,263 shares, respectively, The
largest closing positions for 1BM on those davs amaong the other regional exchanges was
MSE on the 19th, short 2,549 shares, and PSE on the 20th with 2 ¢combined closing
position short 21,579 shares, Nevertheless, activity on CSE's floor in IBM was relatively
iow on October 15 and 20. On October 19, for example, cur data indicates OSE market
makers bought a total of 3,281 shares and sold 3,190 shares on the CSE floar or
through 1TS. On October 20, CSE market makers in 1BM bought a total of 55 shares on
the floor and sold a total of 10,952 shares. Accordingly, it appears that the substantial
long positions of CSE designated dealers may have been primarily the result of their
upstairs market making activity. 118/

Third, as discussed elsewhare, although regional specialist usage increased
dramatically during the markest break, in the view of the regional specialists, ITS did
not provide a sufficient means to lay off positions acguired on the 19th and 201h.
Accordingly, many specialists used the services of NYSE member Firms that had direct
access to the NYSE floor, so called "correspondent brokers.” to lay of I their positions
on the primary market 1]9/

117/ The data provided by the CSE on designated dealers’ open/close positions include
not only trading done on the [loor of CSE and through ITS, but also over-the-
counter trades. Accordingly, although many of the open and close positions
indicate very large long positions, most of the buying and selling activity
accurring on the CSE TNoor or through ITS in the stocks examined was very small.
Inaddition, as noted below, C3E market makers entered October 19 very longand
proceeded to reduce their positions by selling throughout the day. Despite this,
their positions at the close were substantially higher than those of the other
regional specialists.

118/ We also note that the CSE uses competing marker makers rather than a single
specialist for 2 security.

1187 In addition to the delzys encountered with ITS, regional specialists and lloor
brokers we spoke with stated that they had dilfficulty obtaining accurate and
current quotations from other markets (g¢e Chaptet Seven infrg for a discussion
of quote reporting).

There appear to be two reasons why the regional specialists perceived that the
market information they received was not accurate or current. First, under the
extremely last markel conditions of October 19 and 20, i1 may have been
impossible toavoid a gap between execntion prices and the prices being displayed
te the regional specialist on the high speed tape. Second, because regional
specialists generally were required to forego ITS and obtain executions on the
primary market through a correspondent broker, delays in those executions
combined with the extracrdinary price volatility frequently resulted in orders
being executed at prices that were dilfferent from the guoted price at the time
the order was sent.
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Fourth, as a respense to the tremendous volume and price volatility encountered
generally on the 19th and 20th, regional specialists generally acknowledge that they
widened their quetation spreads and avolded bettering the NYSE or Amex quate.

C. Anpnalysis

In reviewing overall regional exchanpe specialist performance during the market
break peried, the role of the regional markets must be considersd. Under normal
trading conditions, the rcgionals compete For order flow on ITS isgues. Regional
specialists generally do not take particularly aggressive positions io buying and selliag
as do the primary market specialists. Instead, the regional specialists generally buy and
s¢ll az the trading day dictates and lay off any particularly large position on the
primary market. As discussed above, the inability of specialists te be assured that
positions could be l2id of [ on the primary market had an effect on the positions the
regional specialists were willing to take. The overall data substantiate this conclusion;
the majority of specialists we examined sold more than they bought on Getober 19 and
did not take on large positions despite the explosive growth in volume, |20/ Moreover,
it appears many of the specialists had difficulty pricing orders because of the first
moving market and, accordingly, did not sttempt to batter primary market quotations.

Despite these problems, the regionals provided an glterngtive market for many
small customer orders. Comments From member firms and from Cloor brokers indicate
that some firms on October 19 began 1o reroute orders o the regionals when gueping
problems on the NYSE developed. As explained in more detail in Chapter Seven on
order routing systems, these orders soon overloaded the regional systems. Thus, during
the week of October 19, the regionals generally did not provide better or quicker
markets than the NY3E, Moreover, with the exception of the C5E, regional specialists
esientially took no meaningful long positions in the face ol selling during the market
break. It 1s debatable whether in view of their smaller capitalized specialists, and the
sudden inllox of volume, regional specialists could reasonably have been expected to
assume such positions. Mevertheless, the Division believes that the regional exchanges
should reevaluate the capacity of their specialists to handle increased order Tlow,
Basically, the regionals function as supplements to the NYSE through their small order
¢xecution systems and supplemental specialist markst making. ln addition, they provide
a forom for executing Block transactions. The QOctober market break showed that the
regionals need 1o improve in these areas.

: § Equity Speciallst Capital
1.  Regulatory Capitnl Reguirements
a. Organlzpilon of Specialists

Most of the national securitie¢s sxchanges have rules that allow and provide lor
the formation of *specialist units”. The composition of each specialist unit varies not

128/ Asnoted in the section discussing the CSE {see Appendix F, infra), its experience
was shightly different, with the designated market makers willing to take on or
maintain substantial leng positions on the 15th, This, however, appears 1o be the
result of upstairs market making activity rather than active buy and sell activity
en CSE or through ITS executed orders.
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only from exchange to exchange but also within the exchanges themseives. The
components of a specialist unit may include one or more individuals, partnerships,
corporations, joint accounts, of combined books, Partnership and corporations teke the
conventional legal Nerms, A joint account is basically 2 joint venture by two or more
individuwals, partnerships, or corperations. Ia 3 joint sccount, the participants keep
separate books [or brokerage orders, but maintain 3 single trading account. The
combined book is the converse of the joint account. In a combinged book, the
participants, who again may be individuals, partnerships, or corporations, maintain
separate trading accounts but are partners for the purposes of the brokerage aspects of
the businsase,

The NYSE currently has 440 members registered as specialists. On October 19,
1987, there were fifty-five specialist units at the NYSE. Forty-eight of these units are
comprised of individueals registered asspecialists whoare all representatives of the same
broker-dealer firm {ig, there is only one broker-dealer irm represented in each of
those specialist gnits). The remaining seven units are comprised ol combinations of
broker-dealer firms.

The Amex has 212 members registered as specialists. These 212 specialists are
associated into twenty-one specialist units; each unit is comprised of three 1o filteen
gpecialists. "Upsrairs” member firms 12] 7 are involved in {ourtcen of the tweniy-one
specialist units esually intha Torm of a joint account between the upstzirs firm and one
or more individuals or firms. Specialists on the floor of the Amex trade both equity
securities and option securities. 1227 Most Amex specialist units are comprised of both
equity specialists and option specizlists, but a few unitzs are comprised anly of equity or
option specialists. Each specialist within a unitis allocated anywhere lrom one to forty
equily and/ar option securities,

The MSE has eighty-seven members registered as equity specialists who are
associated into forty specialist units. TFhe BSE has twenty-one specialist lirms
comprised of thirty-cight equity specialists. The Phlx has twenty-three equity specialist
units. The PSE has seventy-two registered eguity specialists, thirty-six sach at its Los
Angeles floor and its S5an Francisco (loor. The specialists at the PSE operate
individually. The specialists at the MSE_ the BSE, and the PSE make markets in only
equity securities. Two of the Phlxs specialist units are alse option specialist units.

b.  Self Clenring v. Introduclng Speclalists

Specialist units ¢can be characterized as either "self-clearing” or "introducing ®
Both salf-clearing and introducing spacialist units conduct their own trading transactions
both as brokers and as dealers on the floor of the exchange, If a specialist unit is
sell-clearing, it processes the paperwork, makes the comparison and any necessary

121/ An"upstairs” member firm for purposes of this portion of the study is a firm that
has public customers.

132/ Options are traded at the NYSE, but enly three of the lifty-five specialist units
referred to above are specialists for both equity and option securities. For
purposes of this study, any reference to NYSE specialists refers only to equity
specialists or the equity market making of the three specialists units which are

also option specialists.
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settlement of discrepancies between the buyer’s and seller’s record of the size and price
of the trade, and, most importantly, arranges foancing for its own positions. If a
specialist unit does not clear its own account {ig, it “introduces™ its securities
transactions to anather broker-dealer), it relies on someont gls¢ to prodess, compare
and settle, and Cinance its securities transactions. Approximately thirty of the NY5SE™
fifty-five specialist units and ten of the Amex’s twenty-one specialist units introduce
their security transactions to clearing brokee-dealers. Fourteen of the MSE's forty
units and eleven of the Phix's twenty-three specialist units introduce their zccounts.
Nineteen of the twenty-one specialist units 2t the BSE clear their accounts through the
Baston Stock Exchange Clearing Corporation. All seventy-two specialists at the PSE are
self-clearing.

¢, Finascial Responsihility Rules For Specialists

The Secerities Act Amendments of 1975 ("1975 Amendments®) amended Section
23(a) 1) of the Exchange Act ta autharize the Commission to classify persons for
purposes of implementing the provisions ol the Exchange Actand 1o prescribe dil ferent
requirements for the dif ferent classes with respect to minimum financial responsibility
requirements for brokersand dealers, The Uniform NMet Capital Rule {™netcapital rule”),
Exchange Act Rule 15¢3-1 (17 C.F.R. Se¢. 240.13¢3-1), i5 the Commission™ tule which
sets forth the firancial siandards lor brokers and dealers. The Rule classifies
specialists as a1 separate ¢lass of brokers and dealers and cxempts certain specialists
from its requirements. The separate classification and exemption is granted to
specialists who among other things (i) limit their activities to trading with only brokers,
dealars, or other members of the exchange on which they act as specialists, and {ii) arg
subject to the capital regquirements of that exchange. 123/ Thirty of the NYSE's filty-
five specialist units and a majority of the Amex™s specialists are currently exempt From
the net capital rule.

Both cxempt 2nd non-cxempt specialists are subject to their exchange’s financial
responsibility rules. Each exchange hasrulesprescribing specific financial requirements
lMor its specialists. MNYSE moembers registered as specialists must be able (o assume
positions of [ilty trading units {5,000 shargs) in each common stock for which they act
as specialists. 124/ NYSE specialists also must be able to establish that they can meet

123/ Rule 15c3-1{b)(1) provides: The provisions of this section shall not apply to any
spegialist whe does oot transact a business in securities with other than membetrs,
brokers or dealers and who is in good standing 2nd subject to the capital
requirements of the Amex (if he 15 not alse a clearing member of the Options
(Clearing Corporation), the BSE, the MSE, the NYSE, the PSE, the Phlx (il he is
not also a clearing member of the Options Clearing Corporation) or the Chicago
Board Options Exchange ("CBOE™ (il he is not also 3 ¢clearing member of the
Cptions Clearing Corporation) provided chat this exclusion as to a particular
specialist of any exchange or as to the ¢xchange itself, may be suspended or
withdrawn by the Commissicn at any time, upon ten (1) days written notice to
such exchange or specialist, il it appears to the Commission that such action is
ne¢cessary or appropriate in the public interest or for the protection of investors.

124/ NYSE Rule 104.20{1). Furthermore, Rule 194.20{2) requires that a specialist be
able to assume a position of 10 trading units in each convertitle preferred stock,
of 400 shares in cach of the 100 share trading unit non-convertible preferred
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with their own net liquid assets 125/ a5 minimum capital the greater of $100,000 or 25%
of their position requirements. JJ6/ Amex members registered as specialists must
maintain the greater of a cash or liguid asset position in the amonnt of $100,000 ar in
an amount sufTicient to assume a position of twenty trading units (2,000 shares) in cach
security for which they act as specialists. 127/ The other stock exchanges (eollectively
referred to as the "regional exchanges™) have rules similar to the NYSE which require
their respective specialists to maintain 4 minimum czpital requirement in liquid assets
and/or to be able to assume a certain size position. 28/

In addition to their financial requirement rules For specialists, the exchanges also
have maintenance margin rules. 128/ These rules set [orth the equity level which must
be maintained in ¢ach margin account which is carried or cleared by a member of that
exchange., Basically, the NYSE and Amex rules require that 2 margin of 25% of the
market value of long security positions and 30% of the market value of short secority
positions must be maintained in the margin agcount of each customer {including a
specialist or another broker-dealer). These rules provide an exemption For specialist
agcounts whereby a specialist’s positions may be carricd vupon a "good faith®™ margin
basis which is satisfactory to the specialist and the member carrying the account. 130/
These rules also provide a simoilar exemption in the case of a joint account which is
carricd by a member and in which the member participates. The carrying member is
required by these rules to take a charge to its own net capital for any deficiency
betweean the amoont actually deposited with it asz margin and the amount specificd by

stocks, and of 100 shares in cach of the 10 share unit nor-convertible preferred
stacks.

k&

"Net liguid assets™ is defingd by WNYSE Rule 104.20 as "The exgess of cash or
readily markeiable securities over liabilities For 2 specialist who neither carries
nor services custamers' zeccunts and who does no business with others than
members and member organizations” and as to other specialists as the "excess net
capital competed in accordance with the provisions of Eule 325 [NYSE capiral
requirements Tor members), .. "

NYSE Rule 104.20{4).

AMEX Rule 171,

kEE

MSE Article XiI, Rule 3: Phlx Rule 703; BSE Chapter X XII, S¢e. 2, and PSE Rule
¥, Sec. 2al

g

NYSE Rule 431 AMEX Rule 462; PSE Rule X{; and MSE Article X, Rule 3; and
PHLX Rule 722,

Regulation T (12 C.F.R. Sgg, 220), issued by the Ferderal Regerve System’s Board
of Governors to regulate extensions of credit (including initial margin
requirements) by and fo brokers and dealers, allows a clearing broker-dealer 10
finance specialists’ market making transactions on a "geod faith™ margin basis,
(12 C.FR. Sec. 220.12)

g

Te gqualify for this exemption only tramsactions in securities in which the
specialist is registered can be carried in the account.
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the rule, 3]/ NYSE Rule 431 and Amex Rule 462 provide a similar exemption for
option specialist accounts whereby a specislist’s positions may be carried on a margin
baxis which 15 satisfactory to the option specialist and the member carrying the account,
The maintenance marcgin rules of the varipus regional exchanges are substantially the
same as the NYSE™ and Amex's.

The stock exchanges, as s¢1f regulatory organizations supervise and monitor their
members’ opérational and Tinancial conditions. Each ¢xchange has its own system of
oversight which includes examinations, surveillance, and mandatery reports. Each
exchange which is the designated examining authority 132/ For one of its members,
including 2 specialist or specialist unit, receives a copy of that member's FOCUS report. ]33/
Furthermore, exchanges have guidelings whereby a member will be givena higher degree
of surveillance becavse of exchange rule viclations or capital deficiencies and during
certain market conditions.

The NYSE's system for monitoring its specialists during normal macket conditions
includes requiring each specialist or specialists operating as a joint account 1o prepare
and submit to the NYSE on a quarterly basis the "Financial Report for Specialist”. L34/

131/ 5S¢ .5, NYSE Rule 431(e)(5)A).
132/ See Chapter Five infra at note 52,

123/ Exchange ActRule 17a-5{17 C.F.R.5%z¢. 240.17a-5) requires ¢ach broker or dealer
who ¢lears transactions or carries customer accounts to file Part 1 aof Form X-
17A-5 (Form X-1TA-5 i5 the Commission®s Financial and Operaticnal Combined
Uniform Single Report or FOQCUS Report) monthly and Part 1T gearterly. This
includes those specialists who are subject to the net capital rule. Ryle 17a-5
requires #ach broker or dealer who does not clear transactions or carry customer
accounts to Tile Part 1[A quartzrly. This filing requirement is applicable 1o
specialists who are exempt from the Net Capital Rule.

Rule 17a-3 also provides that the above filing requirements shall rot apply to a
member of & national security exchange if the information required by Form X-
17A-5 ismaintained by the exchange and is forwarded to the Commission pursuant
to a plan that has been approved by the Commission, Pursuant to tts plan, the
NYSE receives and transmits to the Commission twice a year the FOCUS Reports
of its specialists who do ne public business. The Amex receives the FOCLUIS
Reports of its specialists only once 3 year.

124/ The Financial Report [or Specialist was developed by the NYSE as a replacement
for data once gollected in the SEC's Quarterly Survey of Specialists. It contains
infarmation such as: {l) assets and 1iabilities (each broken down into those
directly identified with NYSE specialist activities, those directly identified with
other activities, and all others), (2) revenues and expenses {¢ach broken down
into principal activities in NYSE assigned specialty issoes, agency activities in
NYSE assigned specialty issues, and other lines of business) [3) supplemental
information {such as the monthly average of long and short posicions in both
specialty and non-specialty securities, volume of transactions both as principal and
as agent, and market value of collateral supporting secured demand notes); {4) an
NYSE Rule 104.20 capital requirements calculation (s¢¢ notes 124-126 sypra and
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Each specialist unit 2150 15 required to submit to a financial examination of its books
and records conducted by NYSE examiners. This¢xamination isconducted annually for
all specialists unless the specialist conducts business other thap its floor business as a
specialist, and then an ¢xamination is conducted twice each year. In the event a
specialist unit is in violztion of or near the minimum capital level the ¢xchange
requires, that unit will be placed on a special surveiliance list.

Inunusual or volatile market situations, the NYSE hasestablished "early warning”
signals that trigger a more intense lovel of surveillance of its specialists. Specilically,
on any day the market, as measured by the Dow Jones [ndustrial Average, gains or
declines a certain percentage, at the end of that day's trading the exchange will
conduct spot checks of wariows specialists’ capital levels. In addition, if there is an
unusually large volume of trading in 2 security, the exchange will examine the capital
situation of the specialist making the market in that security. Duoring the period
between October 1% and Ocrober 28, the NYSE made daily checks of the capiral of 2ach
of its gpecialist units.

The Amex, in itz oversipht of its specialists, uses different procedurgs for
monitoring the specialist units that introduce their security transactions and the
specialist units thet clear their own security transactions, In the case of an introducing
specialist unat, the Amex receives a daily report of each unit's equity. This report is
produced by the lirm which ¢lears the account. Some units have more than one
clearing account, especially if the unit makes 2 market in ¢quities and options. In such
a situation, ¢ach clearing firm which carries an sccount for the unit will send a daily
repart to the Amex containing the wnit’s ¢quity in that aecount. In the case of a self-
clearing unit, the Amex receives a monthly report of the equity of each individual
specialist within that unit but do¢s not receive a daily report. If the Amex receivesa
daily or monthly report which reveals thal a specialist or unit is at or below 120% of
its minimum financial requirement, as imposed by the Amex, 1t monitors that speciaiist
or pnit until it is above the 120% level.

The Amex also has early warning signals which during volatile markeat situxtions
trigper a more intense level of surveillance of its specialists, On any day in which
there is 2 three percent gzin or decline in the Amex composite index, the Amex stalf
will conduct a telephone survey ol the specialists in order 1o monitor the speciaiists’
linancial ¢onditions.

2. Estlmates of Actual Capltal Avallahle te Speclalists

The tables below, *“NYSE Specialists Positions” {Table 4-1) and "Amex Specialists
Positions” {Table 4-2), sat Forth for the fifty-five NYSE specialist units and the twenty-
one Amex speciglist units, respectively, the aggregate daily totals Mor September 2 (a
normal trading day) and various trading days from October 14 1o October 27 for the
NYSE and various trading days [rom Qetober 15 to October 30 for the Amex in each ol
the following categorizs: (1) market value of long security positions; (2) market value ol
short security positions: {3) total market value of long and shart security positions; (4)

accompanying text), and (5) an "Excess Net Capital Modification” calculation,
This report is sent by the specialist to the MYSE linance divisien and 15 used lor
statistical purposes only. It is not sent to the NY3E division responsible for
surveillance and is not wsed lor regolatory purposes.
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net liguid assets/equity; (5) margin required; (&6} excess equity; and (7) buving power.
Except where noted, they are based on data supplied by the NYSE and the Amex.
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FOOTNOTES FOR TABLES 1 & 2 135/ 136/ 137/ 138/ 139/ 140/ 141/

138/

141/

The term "net liquid assets™ as definad by NYSE Rule 104.20 (52 note 125 syprg)
is used when referring to a sell-clearing specialist unit. The term "equity” refers
to the equity of an introducing specialist unit in its account at its clearing firm,

Net liguid assets/equity reflects only the amount that is committed to the
spegialist units, It does not reflect the total financial resgurees available to some
specialist units,

NYSE Rule 431 sets forth the maintsnance margin rule for margin accounts
carried by NYSE members. S¢c notes 129-11 supra and accompanying text.

Although specialist units that ¢clear their own accounts are not subject to the 25%
or 30% margin requirement{j,c.. any margin accounts they have are not ¢carried by
other exchange membeérs but are financed by some other means such as bank
lending), 25% is psed to ¢alculate their margin, This is done because, as 2
general rule, lenders such as banks will lend only up to 75% of the market value
of securities pledged as collateral.

The "margin required” figures in Table 4-1 are calculated using a straight 25%
requirement for both the long and short security positions of both clearing and
introduocing specialist units.

"Excess equity” is net liguid asseis/equity minus the margin required,

"Buying power” is calculated as foliows: buying power ={l/maintenance mzrgin
requirement) multiplied by the excess egunity. The buying power figure reflects
the approximate dollar value of securities a specialist could purchase using his
excess #quity while retzining equity sufficient sither to meet the maintenange
margin regquirements on the new positions (il he is an introducing specialist) or
for the difference between the market value of the secarities purchased and
pledpged as collateral and the actuai loan valee (if he is a self-ciearing specizlist).

For purposes of Table 4-1, buying powsar will always be four times the excess
equity since 23% is the margin requirement used llor all security positions and
types of specialist vnits,

Equity reflects only the amount that is committed to the specialist onits. [t does
not reflect the linancial resources available to spme specialists units.

Amex Rule 462, which is substantially the same as NYSE Rule 431, sets forth the
maintenance margin rule for margin accounts carried by Amex members. See
notes 129-31 and 136 juprg and accompanying text.

The™marginrequired™liguresin Table 4-2areactual margin calculations supplied
by the Amex.

"Excess equity” is equity minus the margin required.
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From information reccived from the NYSE staff and from Table 4-1, it appears
that NYSE specialists had increased their agprepated positions by October 19 1o at least
twice narmal size. Tt also appears from informatioon reeeived from the NYSE stalml that
some individual spacialists at the MYSE increased the size of their positions to four
times normal size. This increase in the size of positions caused a reduction of the
amount of excess equity, which in turn resulted in a loss of approximately one-hall the
normal buying power ol the specialists by the close of trading on the 19th. 142/

At the end of trading on October 16, only one ol the NYSE [ifty-Tive specialist
units had no buying power because its margin requirement was in gxcess of its net
liquid assets/equity. By the end of trading on October 19, thirteen vnits had no buying
power. At the end ol trading on October 20, five of the thirteen units from the
previpus day had excess equity and buying power, and one additionzl unit no longer had
buying power; thus a total of nige units had no buving power at the close on October
20. At the close on Cctober 21, 22, and 23, threg, two, and two wnits, respectively,
had ng buying power. Four units on October 26 and (wo units on Ociober 27 had no
buying power.

At the ¢lose of trading on October 19, the majority of the total buying power
posscssed by the WYSE specialist units was held by a small number of units. Of the
total $1,229 million of buying power held by the Filty-five NYSE units at the close on
October 19, over one-half (54%) was held by onky ¢ight units (14.5% of all uniis); cach
of these ¢ight units had in eaxcess of $58 million buying power. Twenty-three of the
fifuy-Tive units (42%) had less than §5 million buying power at the clasc of trading on
Cctober 19,

As can be observed Mrom Table 4-2, the increases and decreases in the Amex
specialists' short and long positions closely reflect those of the NYSE specialists. From
information received from the regional exchanges, it appears that their specialists, for
the most part, were able to maintain their usual levels of positions. 143/ Ewven with
regular position levels, those specialists with long positions still suffered losses because
of the decling in valoe of the positions held,

The discussion and data above demonstrate that the capital and buying power of
many specialist Mirms ¢an become eroded during a major market break. While specialist
capital appearssullicicat in normal trading situations, the stafl is not confident that it
will continue to be sufficient il the markets continuc to be substantially more volatile.
Morcover, the capital required by NYSE rules is very low relative 10 even normal
demands on specialists. Although additional capital would probably not have retarded o
any great degree the market deching of October 16 and 19, the stafl believes that
additional capital needs to be available to the specialists to ensure that, in any future
down market, the specialistsavoid reaching the limit of their buying power or becoming
in jeopardy of failing.

142/ S¢r note 138 supra.

143/ See discussion suprz at Section A3
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The stafl hasevaluated the likely impact on NYSE specialists if an additional 250
point (14%) drop in the market occurred on October 20, 1447 Qur calculations assumed
that specialists would have had to be net buvers of additional stock on that day af
apptoximately $224 million (1/2 their net purchases on October 19}, Our calculations
further assumed specialists’agprepate equity would have been reduced Mrom 3612 million
to approximately $42% million and aggrregate excess equity from $272 million 1o
approximately $92 million. Based on these calculations, specialists would have
experisnced 2 reduction of buying power lrom $1,229 million to approximately 5368
miilion. Morcover, we believe it likely that an additional 15 to 20 specialist units
would not have been able to meet the 25% maintenance margin requirement (e, their
buying power would have been exhausted).

Given the eflfects on the specialists® capital of Qctober 1% and 20, and the
potential need for substantial borrowing, we cxamined the ability of specialists to oblain
additional financing from their clearing ficms or banks. The stal s anaiysis suggests
that the major specialist clearing firms had access to substantial capital and were
willing or at least likely to increase financing to the specialists units which cleared
through them.

The stalf contacted the twa largest specialist clearing [irms, Spear, Lecds &
Kellogg (*SLK") and Wagner Stott Clearing Corporation ("W3CC™), SLK clears lor ten
NYSE specialist units and is invelved in clearing twelve Amex specialist units. WSCC
clears for seven MYSE specialist units and is involved in ¢learing &ight Amex spacialist
units, WSCC i5 also involved in the clearing ol several of the regional exchanges’
specialists’ accounts. SLK personnel informed the stalf that, during the week of
October 19, it had been ready to extend substantial additional financiag to the
specialists who clear through it and did in fact increass the level of linancing to its
introducing specialists by at least three times the normal amount. WSCC stated that it
did not have to address the question ¢f how much inancing it would have extended to
s introducing specialists because none of their specialist accounts fell below the
maintenance margin W3CC requires., Although it did not have to exiend emergency
financing to its introducing specialists, WSCC stated that it had substantial capital
available for its intreducing units had it been needed. The stzll believes that both
firms had the Minancial ability 10 increase lending to specialists.

Specialists that are self-clearing also finance their positions in secaritigs through
their own equity and funds borrowed from banks., Some Mirms tead o rely most heavily
on their own equity and rarely borrow (rom banks. Few, if zny, specialists maintain
committed credit lines from banks. 145/ Moreover, because specialists tend 1o have
lower capital needs and utilize fewer bank [acilities than integrated broker-dealers, they
tend to have few lending relationships. Specialists generally concentrate most of their
borrowing with a single bank. Since banks do not commonly establish lending
relationships on short notice, an adverse credit decision by a specialist’s primary lender
could have a substantial impact on the specialist®s short-tcrm liquidity. Because of the
s1al(*s congern over potential specialist lrquidity problems, the stall interviewed several

144/ For purposes of this analysis, short positions were disregarded because of the
small dollar amount they represented in relation to the dollar amouat of the Jong
positions,

|45/ Se¢ Section B.5.a. infrg reparding the establishment of lines of credit.
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specialists, and the major banks that lend to specialists, regarding financial
arrangementis during the market break.

Most of the specialists that borrow iram banks do so fargely from a handful of
the major New York banks. Generally, banks will advance specialists from 75-90% of
the market value of their collateral 146/ Because most specialists have less capital
than major broker-dealers and are less diversilied, they are generally perceived to be
greater credit risks by the banks. Thuos, with some ncotable exceptions, specialists
generally must borrow on a fully secured basis using securities pledged through the
Depository Trust Company.

Specialists’ overall inventoties grew from the 181h through 20th as they attempted
to maintain two sided mackets, in contrast 10 those of many broker-dealers, wha appear
to have reduced their proprietary pesitions in order to limit their exposure during the
break, Information received from the NYSE reveals, for example, that two self-clearing
specialists in¢reased their lean amouents Mrom §14.1 million and $3.6 million on October
19 to $45.5 million and $156 million, respectively, on October 26. Many banks believed
that they faced their greatest credit #xposure from specialists, arbatrageurs, and other
smaller broker-dealers that were less well capitalized. Thus, during the period when the
specialist Tirms were experiencing their greatest need for financing, banks were acting
cautiously regarding their credit exposure to specialists. Some banks ceported, however,
that they were encouraged by the value of the specialist *[ranchize” and because banks
ked always been repaid for credit extended to failed specialists. One bank indicated its
awareness on the morning of October 19 that at least one specialist firm to which it
loaned funds was out of margin and noted the firm's failure to respond to the Monday
morning margin call. Apart from a [ew firms that were known 1o be &xperiencing
prablems, however, thare was no general consensus about which other firms might be in
trouble.

Because of the velatility of security prices on October 19 and 20, banks were
uncertain about the value of the securities pledged by specialists. Some banks reacted
to this concern by making intra-day margin ¢alls apainst ali of their customers based on
an assuomed decline in market value, At other banks, specialists were among 3 handlel
of lirms singled out for intra-day margin calls that were used as a means of "testing”
the capital of the specialists. Gther banks (including the bank with the largest number
of lending relationships with specialists) rather than using sweeping intra-day margin
calls lowered their advance rates to specialists on the 19th and 20th by 5%. In this
manner, the banks spught to obtain Turther security for their loans by requiring the
firms (o ¢commit more of their own capital to ligance positions, and thus, to provide the
bznks with an additional "cushion” zgainst further market declines. However, inlight of
the banks™ desire to maintain lending relationships with their customers, some banks
indicated to the speciaiists that if their requests For additional collateral presented
difficulty, they would be willing to try to reach an accommodation. Nevertheless, as
noted carlier, most specialists would have had few short term alternatives ta complying
with the banks' requests.

146/ As discussed in Chapter Five, Section C, infra, there are specific exemptions in
Regulation U that permit banks to lend on a good faith basis to [inance the
positions ol specialists. fee 12 CFR Sec. 221.5(cHi0Y.  Since the collateral
requirement under Regulation U is not specific, banks individoally determine the
amonnt of credit they will advance against collateral.
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Discussions with banks suggested that most specialists’ borrowing did not exceed
the banks' internal puidelines during the break. Specialists after October 19 seemed to
have simply sought assurances that credit would be availakle at the time of actual nged.
Later in the week, when it appearsd that specialists had suf{icient capital to continue
eperation, banks appeared willing to relax advance rates somewhat to accommodate their
customers, On October 26, the settlement date Tor October 19 trades, banks reported
that no problems were experienced.

Five self-clearing NYSE specialist units were contaceed by the staff to ascertain
the attitude of the banks with which they dealt regarding the extension of any
emergency credit or additional Minzncing for stock settlemenis they may have required
during the Gcotober market break, Onespecialist inTormed the stalf that the unit's bank
contacted it during the week of October 19 to obtain information not only about the
unit's Financial condition and security positions but also to ingquire about the partnery’
personal assets. This specialist stated that its bank between trade date of Qctober 19
and settlement date of Qctober 26 was somewhat apprehensive sbout extending the unit
the additional credit it required for trades occurring during the week of Qctober 19,
On Monday, Getober 26, the bank did lend the unit money at 30% of the market value
of the securities pledged as collateral {*loan value™) as opposed to the 75% it usually
based its loans on.

Another specialist informed the staff that both the banks with which his unit
dealt with acted very favorably toward the unit and had expressed no reluctance 1o
exrend the anit further grediv. The unit, which usnally borrowed at a 70% lean value,
asked both banks if it could increase its borrowing to 753% or 80%. One bank agreed to
75%, whilc the other bank advised against the request. The three other specialist units
contacted stated that they had encountersd ne difficulty in obtaining any loans or
financing that they had required.

The staff ajso was informed by NYSE peérsonnel that in response to concern
expressed by some of their specialists and upstairs (irms, the NYSE stalf during the
week of Ocrtober 19 contzeted several of the larger banks that fipance many broker-
dealers. Upon inquiry to these banks about the possibility of (irms obtaining any
needed additional capital, the NYSE personnel learned of ne unusual restraint being
placed on specialist Financing.

3. Aoalysks of Specialist Fallures Due 1o Market Making Losses

On Wednesday, October 14, as the market began its decling, the staff began
contacting the sxchanges and the NASD at least once a day to determine whether
specialists or other broker-dealers were caperiencing capital or liquidity problems
because of the drastic drop in the value of securitics and to identify what remediai
actions were being contemplated or implemented by either the exchanges and the NASD
ot the [inancially troubled broker-dealers themselves. These contacts continued on a
daily basis throughout Friday, Qctober 23

On Tuesday, October 20, inquiry was made by the stafl to the appropriatc
personnel at the NYSE, the Amex, and the regional exchanges to ascertain the financial
conditions of their speacialists. The NYSE informed the staff that it had placed twelve
of its fifty-five specialist units on "closer than normal” surveillance because ol its
concern about those units’ Financial conditions. The NYSE was particularly coneerned
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about the lnancial diffigulties being experienced by two specialist units, one af which
was A.B. Tompane & Co. ("Tompanz™).

At the close of business oo Monday, Octaber 19, Tompane held long and short
security positions with a total market value of $43 million and had net liquid assets of
only $4.3 million or 10% of the value of its total loog angd short positions.
Subsequently, Tompane and Merrill Lynch Specialists, Ine. ("Merrill®) (a subsidiary of
Meerill Lynch, Pierce, Fenner & Smith locorporated and a specialist [irm at the Phlx
and PSE) eatered into an agreement whereby, beginning on Monday, Octaber 24,
Tompane merged its operations intg Merrill, and Merrill assumed Tampane's specialist
baoks. Merriil paid ali of Tompane’s outstanding bank loans during the week of October
19. Merrill accomplished the acquisition of Tompane without the vse of any cutside
financing.

The other specialist firm about which the NYSE was particularly congerned held
long and short security positions with a total market value of $26.5 million and had net
liquid assets of only $1.9 miilion or 7.5% ol its long and short security positions at the
close of business on Monday, October 19, By che close of business on Thursday,
October 22, it was able to reduce its long and short security positions to $9.8 million
and to increase its net liguid assets to $5.4 million or 55%.

A third specialist unit that waz placed on "¢closer than permal™ surveillance,
Beauchamp & Co. (*Beauchamp®), had 3t the close of business on Monday, October 19,
squity af only 4.8% of its sccurity positions. It was able to raise 15 equity to 14% on
Thursday, Getober 22, but its cquity fetl to 12% on Friday, October 23, SLK, which
clears Beauchamp's sccount and is currently taking a capital charge lTor Beauchamp's
margin deliciency, is awaiting (inal approval from the NYSE of its acquisition ol the
specialist’s operation.

Accarding to information received by the NYSE, the other specialist MNirms which
had been plaged an special surveillance have since resolved their financial difficulties by
either reducing their positions, obtaining additional capital, or through agreements with
their clearing broker-dealers. In the last situation, the broker-dealer that carries the
introducing specialist’'s account is taking the appropriate capital charge required by the
exchange's net capital rule for any difference between the exchange’s maintenancs
margin requirement and the margin actually deposited by the introducing specialist unit
with the ¢learing broker-dealer. The table below, "NYSE Specialists Placed an Special
Surveillance” (Table 4-3), lists the long sccurity positions and equity percentages on
October 19, 22, and 23 for the specialist units which were placed on speeial
sucveillance.
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Information recently received from the NYSE reveals that in addition to the 12
specialist units listed an Table 4-3, four additional specialist units were placed on
special surveillance. The Four units were plaged on special sorveillance lor low
percentage of net liquid assets/equity to total market value and/or high percentage of
bank bhorrowings against ¢ollateral.

Two additional NYSE specialist units are in the process of selling their specizlist
aperations tg, or merging with, an upstairs firm or an affiliate of an epstzirs firm. At
present, Carl H. Pforzheimer & Co. is awziting firal approval from the NYSE of its
proposed merger withan allilizte of Drexel Burnham Lambert, Inc. The other specialist
unit, Asiel & Co. {"Asiel™), is selling its specialist operation to Bear, Stearns & Co.
Personnel at Asicl informed the stafl that the sale was not because of any financial
difficulty the specialist operation had ¢éncountered but because the specialist eperation
does not fit into the Mirm's long term plaos and because of impending personnel changes
within the lirm. The specialist aperation is the smallest of five departments that the
firm operates,

The Amex informed the staff that two of 115 twenty-one specialist units, Damm,
Frank & Co. ("Damm Frank®) and Santangelo & Co. ("Santangelo™), experienced sérious
financial difTigulties. Damm Frank suffered serious losses on Friday, October 16 and
Monday, October 19, At the close of Business on Monday, October 19, Damm Frank had
long and short security positions with 2 total market value of $7.4 million, The Amex
calculated the required margin to be $2.1 million, but Damm Frank had equity of anly
212 million or a margin deficit of approximately $2.0 mitlion. As a result of the losses
suffered and its financial condition, Damm Frank did not belicve it had enough capital
to continue 1o operate and to Culfill its function as a specialist. Therefore, Damm
Frank entered into an agreement with Bear Stearns & Co., which ¢leéared Damm Frank's
account, whereby efTeciive as of the opening of business on Monday, October 19, Bear
Stearns & Co. took over Damm Frzok's specialist operations.

The stalf was Forther informed by the Amex that its other specialist unit which
e¢xperienced financial dif ficulties, Santangelo, had been sulfering losses throughout the
year. At the close of business Monday, October 19, Santangelo had long and short
security positions with g total market value of §117.8 million. The Amex calculated the
required margin to be 31).6 million, but Santangeio had equity of only .84 million or a
margin delicit of approximately $10.8 million. Santangelo entered into an agreement
with SLK (SLK cleared for and had provided subordinated loans to Santangelo) whereby
beginning at the opéning of business on Wednesday, October 21, SLK took over
Saniangelo’s specialist gperarions. According to the Amex personngl, neither Demm
rrank nor Santangelo was ¢ever in violation of the Amex minimum capital requirements.

The regional exchanges informed the staff that altheoagh the majority of their
specialists had suffered sericus losses, the specialists had remained in compliance with
appiicabie minjmum capital requirements or were in violation Mor oniy a very short
pericd 147/ There were no specialist units at the regional exchanges that failed or
wiere tiken over.

147/ E.g. the staff was informed that one specialist at the PSE required additienal
capital and that margin czlls were made to a few firms at the BSE, but the calls
were met expeditiously.
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4. Additional Capital for Specialists

Inan elfort to inerease the ameount of capital available to its specialists, both the
NYSE and the Amax recently amended their rules 148/ te ease restrictions imposed on
approved persons 149/ or member organizations afTiliated with specialists to (acilitate
gentry nto the specialist busingss by the larger and more capitalized upstairs firms.
Prior to the approval of those amendments, few NYSE or Amex upstatrs firms were
affiliated with specialist units because any activity that an approved person might have
in a security for which ity affiliated specialist was acting as 2 specialist would be
subject to the restrictions that these two exchanges impose on their specialists, 150/
The rules, as amended, exempt an approved person [rom the restrictions imposed on
specialists 131/ if the aporoved person is able 1o establish and the exchange approves
an organizationzl separation, commonly referred to as a “Chinese Wall" between the
approved person and the affiliated specialist vait on the Moor.

Although both the NYSE and the Amex took a positive step toward procuring
stronger capital (pundations Mor the specialists on the Floer of their exchanges, it is
unclear whether a substantial number of independent specialist units will be acquired by
major upstairs firms in the near Toture. Accordingly, the stalf believes that further
analysis of the specialist [inangial responsibility system must be condocted.

5. Amalysis
a. Capltal Adequacy
The stalT is concerned that the present minimum capital requirements imposed by

the NYSE, the Amex, and the regional exchanges does not reflect the actual capital
needed 10 ¢nsure the maintenance of fzir and orderly markets in different types of

148/ The Commission approved the proposed amendments to NYSE Rule %8 and Amex
Rules 190 and 193 in Release Mo, 34-23768, 51 Fed. Rep. 41,183 (1586).

149/ In gencral, the term *approved person” refers to 3 person who is npot a member of
the exchange, but who either controls 2 member organization or is engaged in the
securities business and is controlled by or under commeon control with a member
or member organization.

130/ Basically, the NYSE and Amex rules prohibited approved persons alFiliated with
specialists from trading or promoting specialty securities, The regional exchanges
did not place similar restrictions on approved persons affiliated with specialist
units.

131/ The NYSE rule amendment approved in Release Mo, 34-23768 retained the
prohibition preventing an approved person [rom acting as the managing
underwriter of 2n of fering of stock, or securities convertibie into that stock, of
an issuer in whose securities the specialist 15 registered. The Amex rule
amendment contained no such prohibition. In Release No. 34-250535, 52 Fed. Rep.
41520 (19871), the Commission approved another NYSE rule amendment further
liberalizing NYSE rules to allow an approved person to act as the managing
underwriter of an offering. The NYSE amended this rule, in part, to {acilitate
the acquisition of Tompane by Merrill Lynch.
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securities. For example, 5100000 of capital i3 iosulTicient lor a specialist making a
marketin a high priced, active security, Similarly, many illigquid securities may require
cpecialists to take substantial risk positions requiring 2 more substantial capital base,
This was exemplificd by the two Amex specialist uaits, Damm Frank and Santangelo,
which although having positions to equity ratios of substantially less than 10%, never
violated the Amex’s financial responsibility rules. The staff believes that further
analysis of more flexibie capital requirements based on the securities far which a
particular specialist makes a3 markel is appropriaie.

Enlight of the dependence of self-clearing specialist firms on bank (inancing, the
stafl also is concerncd that many s¢lf-clearing specialists presently have no established
lings of credit with banks. We recognize, however, that many banks reguire tines of
credit 1o be gstablished for 2 minimum of 5100 million. Accordingly, the cost of
establishing and maintaining such a large line of credit may be very difficult for the
smaller specialist units. The s1alT, however, believes that the feasibility of establishing
lines of credit should be explored by the exchanges. Where a specialist firm is unabie
to establizh such a line, the ¢xchanges should consider alternatives such as applying a
higher per share capital requirement on that firm or even requiring thatr it clear its
security transactions through a firm with an established line of credit,

Another means of ensuring the availability of any additional capital required by
specialists would be the developmem of a private emergency lund to support the
specialists' trading MTunction. Such 2 fund could operate either to provide financing to
specialists in emergency situations or 10 purchase positions directly from the specialists
to reduce the specialists’ exposure and (inancing needs, 3uch a Tund would provide a
salety net for the specialist sysiem. There are several guestions associated with this
proposal, however, that must be resolved. First, who should be required o contribute
to the fund? Should all members of an exchange, regardless of the amount of their
business on the exchange be required (o contribute? Should issuers of sgcurities listed
on an exchange be required te contribute? Or, should investors contribuie in the form
ol a Mee on cach transaction? Second, and closely related, what should be the basis on
which contributions should be assessed? IT atl exchange members are required 1o
contribute, wouid they contribute some flat fee or & variable fee based on a standard
such as that vsed by the Securities [nvestor Protection Corporation, Lg. a pereentage
of the year's gross reveaues? 1 the issuers are to contribute, would they contribute
based on the number of shares traded, the number of shares outstanding, or 5 Mat fee?
[f investors are to contribute, would they contribute a "per transaction” fe¢ or a Mee
based on the percentage of the value of the securities purchased or 50ld? Third, who
would administer and make the decision to commit the assets of the fund? Would each
exchange have a "fund administering” body, or would an independent body be ¢stablished
for each exchange, or would there be one administering body for all speciatists ar all
the exchanges? Fourth, il one or more specialists have to draw on the (und, would the
purchases of securities be made on behall of the fuad or on behall of the specizlists
with the securities parchased held as coilateral for the laoan from the [Tund?
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b. Capital Rule Exemptina and Specialist Manitoring

As previously stated, 1527 the net capital rule exempts certain specialisis from its
requitements. Ina 1975 release, 1537 the Commission solicited the views of interested
persons on whether appropriate net capital ccquirements should be applied to specialists.
In that releass the Commission stated while unique capital requirements might be
appropriate for specialists who do not deal with the public, it did not believe that the
exemption should continue indefinitely. Although comment letters were received and the
issue was studied, no net capital requirements were impossd at that time.

The Study has revealed limitations in the exchanges” current monitering of their
specialists.  Although the Amex receives daily equity reports of its introducing
specialists’ eguity {but not its self-clearing specialists) and the NYSE conducts checks
during heavy trading, 154/ neither of these two exchanges recelves a daily equity and
positions report from all 115 specialists, Further, while the NYSE has a system of spot
checks based on overall volatility or large trading volume in a particular stock, the
stalf does not believe that either sxchange has a satisfactory system of ¢arly warning
signals.

As # result of the staff's concerns regarding the availability of capital fer
specialists, today's more volatile market conditions, and the state of the exchanges'
specialist surveillance and monitsring system, the staff is ¢urrently examining the
ramificationsof eliminating the specialist exemption and applying the net capital rule to
all spacialists. |55/ The Division also believes that the Commission and the exchanges
should review methods t¢ improve specialist surveillange systems,

See note 123 zyupra and accompanying text.

B

Neotice of Solicitation of Comments Relating to the Application of Net Capital
Requirements to Monseipal Securities Brokers and Municipal Securities Dealers and
Specialists, Release No, 34-1156], 40 Fed. Reg. 33,747 {1975); See also Extension
of Comment Period Relating to the Application of Net Capital Requirements to
Municipal Securitias Dealers and Specialists, Release No. 34-114654, 40 Fed. Reg.
43,743 (1975).

See discussion supra pages 4-52 and 4-53.

E E

See discussion infra at Chapter Five, Section D concerning application of the net
capital rule to options market markers.
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QUOTE DEPTH AS A PERCENT OF AVERAGE TRADE SIZE
{50 Sample Stocks)

I Dwecibe Ard Decile Sh Daecile Tth Dwecibe Hi Declle
Bid Ak Bid Ask Bid LE Bid Ak Rid Ak
August 1014 250 148%, 309 327% 223%0 245%a 1955 201 Ta 27T % 31T
August 17-21 256 08 438 280 215 255 187 165 390 EHE}
Seplember R-11 241 2B1 428 250 157 o 217 204 320 211
Seplember 14-18 243 LHK LTk} 155 13 138 213 240 .5 271
October 12-16 228 233 277 178 142 14 2149 157 2N 26
October 1923 LL0%% T28% 159 1 20%0 156 % 910h 1090y 126% iR3% 12210
Oxtaber 15 154%y 147%, ZT2% 160%s 131 ¥, 1% 2365 166% 153% 151%0
1% &5 73 177 119 87 71 924 100 o 121
0 0 B 113 120 87 AD by 60 161 95
21 128 207 2532 124 134 112 102 g5 142 ([FL)
2 141 146 211 132 11 H]| 1 il 1 W
1 187 T 211% 205%, 113% 1415 % 108 %, | 65 % 248% 224% 181%
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PRICE VOLATILITY RELATIVE TO AVERAGE TRADE PRICE

{Each Stock and Day Given Equal Weight)

15t Decile Ind Decile Sth Deeile Tih Decle th Decile
August 10-14 437 (0.98) 444 [1.4%) 4i.8 f1.003) 731 (E ) w2 (1.12}
August 17-21 44,1 (W1,559) 48] (1.007) 74 .92 7461 £1.22t Hid. 2 1.0
Seprember 811 4]1.8 (0.94) 482 (1.07) 47.3 (1. 16) T84 £1.26) 573 [0.%0)
Seplember 14-18 3.0 (1.G) 422 (.93 441 t108) 48.4 (078} 573 (Lyl)
October 12-16 B24 (2.0 73R (1.63) 1.5 (135 347 (1.5%8) 856 (1.52}
October 19-23 2477 (5.58) 254 8 [5.64) 1852 (4.54} 2600 F (4.1 2665 14,25}
October 16 188.40 (4.22) L2309 (2.68) [47.3 (340 G2l {[.47 165.4 (2.64)
19 4237 (Y.49) 3252 (¥ 260k 4 (6.39) 421 .6 [5.73) 299.1 (4.77)
20 a6 3 (9.12} 42461 [%.45) 2654 (6.52) T4 {6.05) 154.8 [5.65)
21 453 (2.14] i76.1 (3.9 7.7 f4.21} 204.3 (3.2 LA (487}
2 207.0 (4.65) 24 (4.7 1392 (3.42) 1891 13.04) 223.2 {3.56)
23 .0 12400 1332 {2.95) B3.3 (2.18) 108.7 (1.74) 1500 (2,40

Mate Fieneres in parerethoses repaesen? mndes, values, aonh " EOD eguad o aple aserage of saboes boe wechs ol Aogust 17220 and Sepreinber 14-15%
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MODIFIED GARMAN-KLASS PRICE VOLATILITY INDEX
(Daily High-Low Price Range Ralative to Dally QOpening-Closing Price Change)

1st Decike Jrd Derike Fih Ierite Tih Dreribe Hh Deche
August 10-14 117.6 (0.95) 145.2 {1.18} 116.6 {0.97) 3253 [1.32) 193.1 i1.15)
August 17-2] 124.9 i1.00) 126.8 {103} 108.6 {0.91) 2300 {1.34) 194.1 {i.16)
September 8-11 1389 (112) 134.3 (1.09) 140.7 {1.17) 2257 {1.32) 13R.6 10.82)
Scptember 14-18 123.9 [1.00) 11%.2 {0.97) 1209 {1.09) 124 (0.66) 141.9 10.84)
October 12-16 300.8 (2.42) 201.1 {1.63} 2139 {1.7%) 136.7 (0.40) 237.8 {i.42)
October 19-23 836.0 (6.72) 857,00 (6.97) 4115 (3.99) 7817 {4.58) R47.0 {5.04)
October 16 $34.8 (4.30) 3011 (2.45) 160 .4 13.01} 159.8 (1.11) 369.0 (2.20)
15 L3400 (10.17) 1.011.4 (8.22) 87,6 (4.91) 668 4 (3.90) 84d.4 {5.02)
20 1,082, {8.70) 14212 (11.55) A38.9 £5.34} 1,039.6 (7.82) 11408 {6.79)
21 324.2 (2.61) 4186 (3.409 465.7 (1.89) 608.2 {1.55} 3369 {5.58)
22 564.2 {4.54) 553 % (4,50 2 £2.70} 5638 (3.30} 712.3 {4.24)
23 1218 {2.59) 346 {3.12) 250 4 (2T 1735 12.18) 413.2 (2.5

Bote: Frigures un parentheos represent indes valucs, with L0 cgual to simple ascrage of salues tor wecks of Awgust 17-21 and Sepiember 14-18.
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AVERAGE BID-ASK. SPRAEAD RELATIVE TO SHARE PRICE
{Cents per Dollar of Share Price)

Iu Decie Jrd Decile 519 Degilg th Declle 9N Decile
August 10-14 0.237 {0.98) 0.752 {1.05} 1.063 (0.93) 1.385 (0.98) 1.823 (1.09)
August 17-21 0.225 {0.93) 0.666 (0.93) [.204 i1.06) 1.343 (0.95) i.80% {1.08}
Seplember %-11 0.243 {1.01) 0.77} {1.07) 1.266 (1.11) 1.475 {1.05} L.778 (1.06)
Sepiember 14-18 0.258 (i.0T) 0,710 (1.07) 1.070 i0.94) 1.473 {L.05) 1.533 {0.,92)
October 12-16 0.324 (1.34) 0.821 (1.14) 1.218 (.07 1.437 (1.2} 1.975 (1.18)
October 19-23 0.830 £3.48) 1.682 (2.34) 2.235 (1.97) 2,793 (1.98) 3.698 (2.21)
Octobar 16 0.445 {1.84) 0.895 {1.25) 1.531 (1.35) 1435 (1.02) 2.27% {1.36)
19 0.859 {3.56) 1596 (2.22 2.422 (2.13) 1.703 {1.21) 3.450 (2.06)
20 L.0a0 {4.51) 2092 (2.91) 2.951 {2600 3338 (2.3n 4,208 (2.52)
21 0.672 (2.78) 1571 (2.19 1.881 (1.65) 3.047 (2.16) 3.852 {2.30)
22 {1866 {3.59) 1.560 (2.17) 2.047 {1.30) 2,700 (1.92) 3.597 (2.15)
23 0.676 (2.0 1.499 {2.09) 1.895 {1.6T) 2.500 {1.78) 3.401 {2.04)

Moie: Figures in parenthesis tepresent index values, with 100" equal to simple average of values for weeks of Augost 17-21 and September t4-18.
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