Chapter Five
ANALYSIS OF CAPITAL ADEQUACY

A. Introduction

All registered broker-dealers, other than sole specialists and sole market makers
on an aptions floor, are subject 10 the Commission™ net capital rule, Rule 15¢2-1 under
the Szcurities Exchange Act ol 1934 ("Exchange Act™ (17 CFR Sec. 240.15¢3-1), cven il
they do not carry customer accounls. ]/ The rule preseribes minimum ligqu dity
standards lor broker-dealers. [ts purpose is to ensure that broker-dealers maintaio
sufficient liquid assers to satislTy promptly the claims of customers and broker-dealers,
and to provide 3 cushion of liquid assers in excess ol lLiabilities to cover potential
market and credit risks. The rule helps promote the Tinancial viability of, and public
confidence in, the secuzities jadustry by protecting both customers and other broker-
dealers from ritks and expoturcs in the brokar-dealer 2/

There arc two methods [or determining required net capital, the basic {or
aggregate indebtedness) method and the alternative method, A broker-dealer that clacts
the basic methed Mfor computing its net capital must have net capital equal to at least 6
2/3% ol itsaggregate indebtedness or, stated conversely, the aggregate indéebtedness may
not exceed 1500% ol the broker-dealer’s nel capital. The rule defines aggrepate
indebtedness as the total money liahilities of a broker or dealer arising in connection
with any transaction. 3/ In z2ddition to this percentage requirement related (o
liabilities, the broker or dealer most maintain 3 minimum net capital regardless ol Qs
aggregate indebtedness, depending on the nature of its business. Under the basic
methad, each firm must maintain 2 minimum net capital of 2t least $25.000 unless it
carries no customer accounts and holds no Munds or securitics belonging 1o customers
znd otherwise limats its business zs described in particular seciians of the rule.

The rule prescribes additional capital requirements lTor 2 marker maker in
sccurities. A market maker is required 1o have and maintain net capital at least egual
to 32,500 for cach security in which it makes a market if the security has a rmarket
value of $3.00 or more and %500 for each security whose market value s less than
3500 The rule provides, however, thata market maker shall have minimum net capiial
of at least 325,000, but docs not reguire 2 marke! maker to have minimum net capital
greater than 5100.000 under these additional market-maker capital requirements. 4/

1/ Flocr brokers on an exchange also are exempt from the net capital rule under
ceriain circumsiances. Seg Rule 15¢3-1(0)(2)

2/ Al registered broker-dealers must also comply with the Commission's Customer
Protection Rule, Rule 15c3-3, adopted under the Exchange Act. [t reguires a
preciscaccountability for cusiomer Ffunds and securines held by the broker-dealer
and precludes the broker-dealer lrom using customer Tunds ar securilies (D
finance its own frading activifies or ¢xpenscs,

3 Ruole 15c2-Lick 1Y The rule specificailv exclodes certain Habilitics from aggregate
indebtedness, asually because the liabiliny is adeguately collateralized by an asset
al the broker-dealer,

4/ at¢ Rule 15¢3-1{a)(4).
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A broker-dealer that elects the alternative method of computing net capital must
maintain net capital equal (o at least 2% of its customer related receivables, kogwn as
aggregate debit items, computed in accordance wilth a prescribed Formula, 3/ The
broker-dealer also must maintain minimum net capital of ar loast $100,000.

Inaddition to the minimum reguiraments, the net capital rule and the rulesof the
various sell regulatory organizations congain carly warning levelzs below which a lirm's
net capital cannot fall without adverse conscquences. For example, a Firm may nol
withdraw equity capital 1n any form to pay sharchalders or paringrs il its net capital is
less than 5% of aggregate debet items (if it computes nct capital under the allernative
method}) or its aggregate indebtedness exceeds 1000% of its net capital (if it compuates
net capital under the basic method) 6/

Broker-deglers that do nor carry customer acocounts or hold customer Funds or
seeurilits and limit their securities activities as prescribed by the rule arc allowed to
maintain minimem net capital of 35,000 (rather than 3250001 provided they limit their
proprictary transactions (o ten or (ewer per year.  Most of these [irms are
"introducing® brokers, which introduce cusiomers to another broker-dealer (clearing
broker-dealer) or sell securitics on a best efTorts basis,

The term "net capital® 15 defined o the rule, 77 Generatly, net capiral i3
computed by adding to net worth, as computed under geaerally accepted accounting
principles, certain Liabilitigs subordinated to the ¢laims of customersand deducting Mram
net worth certain azsets not readily convertlible into cash and certain percontages of the
market values ol all proprictary positions. These percentage deductions, referred to as
"haircuts,” are intended to provide for the market and credit risk inherent in the Cirm's
securitics positions,

Under the basic method, a broker-dealer must deduer 30% {rom the market value
of its long or short ¢quity positions, whichever is greater, 8/ The fgsser of the long or
short positions receives a4 dedection of 3% on that amount in sxcess of 25% ol the
grealer position's market value. Conversely, under the alternative methed, the
deduction is 153% ol the equity positions held tong but 30% of the market valuc of Lhe
shorl positions in &xcess of 25% of the market value of the long positions.

The broker-deater must 5130 deduct rom net worth unsecured reccivables (except
those specified) and ccriain operational charges related to i1s inability to process
securities transactions el Ticiently. For example, a broker-dealer must charge its capital

3/ Sz Rule 15c3-3a.

&/ Inaddition, NYSE Rule 326 authotizes the NYSE, under certain Sircumstances, 1o
restrict 2 member carrying customer accounts from expanding its business or Lo
compel a redvction of business il its net capatal Malls below the catly warning
levels. See alsg NASD Section 3% Rules of Fair Practice.

1/ Bee Rule 15e3-1{¢)2)

g/ The amount of the haircul for a debl security depends on the issuer of the
security, ils maturity date and, as tocertzin debt, the rating ol the debl instrument,
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for szcurities transactions that remain open five days alter settlement date {aged fails
to deliver) and certain unreconciled ilems in the broker-dealer’s records. 9

B. Upstalrs Flrms
1. Consequences of the Market Break for Net Capital of Upsiales Firms 10/
&, Large lovestment Bapklog Firms and Wire Houses

In the coursc of the market break study, the Division examined the Minancial
statements for the month of Ocrober 1987 of (ifteen of the largest investment banking
and integrated retail firms (the latter are often referred to as “wire houses”). During
the month of October, thitteen of these fi2fteen firms reporitd a cumnulative pre-tax loss
of almost $700 millien. }|/ Two (irms reported gains--one of almost $17 million; the
other of less than $1 million. The losses were oot spread evenly among the thirteen
Firms. The lowest reported loss was approximately §5 million, while two of the firms
reported losses of approximateiy 5120 million each.

9/ A [ail to deliver ariscs when a sclling broker or dealer has not delivered Lo the
purchasing broker or dealer secoritigs at the setlemeny date, Subparagraph
(e} 2)ix) ol Rule 15¢3-1 imposes certain charges on a broker-dealer lor azed lails
to deliver.

10/ The Commission’s Directorate of Economic and Policy Analysis ("DEPA™ prepared
a study entitied "Financial Condition of Broker-Dealers, October 1937 in which it
cvaluated the effect of the markel break on the securities indastry. DEFA
compared 58 NYSE member firms’ linancial conditions on Qctober 31, 1987 with
their Financial conditions on September 30, 1987 A copy of the study is attached
herato as Appendix G,

11/  The losses for the month ol October al these |15 lirms in descending order of
magnitude were as Follows:

Lo For QO r 1987

$123.269.119
118,605,145
80,409,741
69,682,450
65,203,000
62,149,306
43, 869.215
40702, 143
14,857,684
18,522 B4
17,795 .00
16,891,173
4,820,000
+876,000 (GAIN)
+16,807,660 (GAIN)
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A substantial portion of the losses was attributable to realized or unvezlized
[osses from equity positions. Betwesn Oclober 14 and October 30, 1987, the lirms
reported combined losses of approximately 37965 million in their equily positions. Two
of the {irms last over 3100 million. Table 5-1 shaws the losses in descending order of
magnitude for fourteen of these Firms. One Tirm did not report ies losses resulting f'rom

its equity positions,

TABL -1
Losses in Egeity Pasitions Beiween
r 14 r

SI133 388,000
128,349,000
88,115,000
£13,074,000
72,000,000
£2.914,000
57,858,000
a0.674 000
50,100,000
44,500,000
17,733,000
5,000,000
2,862,000

{no loss reparticd)

TOTAL $796,561.000

In the case of four large investment banking lirms, losses in Firm proprietary
positions in equity securities to some degree were exacerbated by contractual
cammitments those (irms had made in connection with the underwrniting of the commoen
stock of British Petroleum ("BP"), The firms were part of a group of snderwriters that
had agreed to purchasze securities of BP from the British Government, as part of its
privatization program, at g fixed price several weeks before the securities could be
resold to investors in the United States, The October market break, however, occurred
alter the pricing and prior to the proposed public offering of the securitiezs. As 3
result, the securitics declined substantiatly in value: the broker-dealers, howsver, were
committed to pre-break prices, Moreover, the Firms were faccd with the substantial
risk of being unable to place the oifering at an acceptable price and therelfore being
lforced to absorb extremely large positions of BP into their inventories or sell the
securities inte the market at the risk of Turther depressing the price. Because the Bank
ol England ultimately determiped that it would offer 1o tepurchase the securities at a
price above the post-break market value, the kosses to the Tour broker-dealers were
substantially contained to pre-tax losses of approximately $325 million.

Many of thc Tirms also reported losses Trom error accounts and bad debts,
wialting approximately $235.8 million. Presumably, most of these losses arose From
Iosses in cash and margin aceounts. Table 5-2 details the 1osses in descending order of
magnitude,
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TABLE 5-2
Losses Mrom Error A n ngd B D

27358570
43222556
31,132,360
21,872,065
20,292,000
i5,584.215

BAIESEI
T.837.000
5,605,000
5,103,000
20601, 180
783.795
32020

o

0

TOTAL 3235835503

Despite these logsses, each ol these Tirms, as well as all other sizeable Tirms,
remained above the early warning levels discussed earhier in this chapter. At month
end.afer the Jasscs, the Miltcen Mirmsshowed a total ownership equity of approximately
L1569 billion, 2 total net capital of approximately %94 billion and ¢xcess net capital
above required minimum levels of approximate!ly $5.3 billion. In large part, the 1osses
were contained because of the diversified nature of the Mirms assets. The market value
of the equity positions of these firms a1 the ¢nd of September was only a relabively
smmatll fraction ol their total assets, From the financial reports, the market value of the
equily positions in almost every case was less than 20% of the wotal market value of all
securities positions and in most cases less than 5% of the total assets of the Firm.

TARLE 5-
Firm Eguity Posiuions s of September 30, 1987

51,480, 706,093
1,334 474,605
LITE 319,515
1LO16.961,18]

971 56510
852962286
641,352,000
432,639,640
399,627,000
393.847.077
274,634,000
2TLLT4B 471
VT4.374.960
162,208,834
91513000
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During the month of October, scveral iarge Firms respondod Lo thoir cguity Josses
and the volatiie market conditions by substantially increasing their notcapital through
imfusions ol equity capita! from parent or alTiliated entitics or through subordinated
borrowings, One firm added $100 million in eguity capital and %60 miilion in
subordinated borrowings, Another firm added $100 million in cquity capitai. A third
firm added eguity capital of approximately $600 million. Even without the infusicns,
however, all of the Tirms would have remained above the carly warning levels at the
end of Oataber. 12/

While large Tirms generally demonstrated substantial resibicncy during the marke:r
break because they had substantial capital and diversified inventory positions, the
problems encountered by certain large firms shoo!d be noted.

As publicly reporred, Charles Schwah & Co, Inc. {"Schwab™, 2 brokerage
subsidiary of the Charles Schwab Corporation and a member of 1the Now York Stock
Exchange, incurred a 322 miilion Fourth guarier Ioss hecause customers Falied 1o meet
margin ¢alls in connection with the O¢tober market break, The $22 million ¢harge was
mainly attribulable toa single customer's inabibity to meet margin calls in connection
with his investments in uncovered Standard and Poor’s 100 Index ("OEX") put aptions,
Schwab reportedly reached a courv-approved settlement of its claim of $84 million
against the investor atising from his unsecured obligations for $67 million in ¢cash and
notes. Pursuant to teims of the agreement, Schwab received 325 million in cash and a
full recourse, non-interest bearing 342 million note payable in cgual anneal instalimenis
over 4 period of 5 yvears. Schwab also established reserves totalling 313 million for all
gther onsecured customer receivables,

L.F. Rothschild & Co., Incorporated {"Rothschild™), a Mew York Stock Exchanze
member firm, carried approximaely 90,000 customer accounts for itself and asaclearing
broker-dealer [or introducing firms. Asa result of the sharp decline in equity markets
during the month of October, Rothschild incurred a loss of approximately 316 million,
which eliminated almost all of its net capital in excess of early warning levels. The
losses resulted From Rothschild's arbitrage and over-the-counter activities angd defaults
in the azccounts of customers introduced to it on a Tully disclosed basis by an
introducing firm. Although Rolhschild has maintained net capital in exeess of the
early warning levels, it has taken measures o reduce its risk partfolio in praprietary
positions 10 protect itsell in the event of further extreme market volatility. MMoreover,
as a result of an ongoing rcvicw of its busingss undertaken belore the cvents of
{ctober 19, Rothschild has impiemented cur-backs in itz public finance and munigipal
bond trading activitics, thereby substantially reducing its personnel. Rothschild also has
entered into an agreement with Broadeort Capital Corp. to clear it customar securitics
transactions through Broadcort on 3 Tully-disclosed basis.

b. Medium-Sized Firms
The Division also reviewed the financial reports of eight medium-sized firms, cack

carrying a substantial amount of customer accounts. These Mirms had mixed resulis in
October. Four Tirms had nct income Tor the month as Tollows:

12/ Some of the increascs in net capital resulted from reductions in securitics
positions and thos haircuts,
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Nt Worth Li¢t lncomg
$82,229,000 £137,233
10,400,000 40,220
9,140,600 235,850
61,987,264 111,358

On the other hand, Mour Cirms had losses for the month as fallows:

Met Worth Mgt Loss
337,987,970 21,379,853
95,409,291 6,974,709
28,003,758 1LE59.6572
109,785,517 0NT2057T0

Some ol the losses were caused by customer defaulis in cash and margin accounts;
however, most were atiributable 10 realized or unrealized losses in proprictary equity
positipns. ln addition o these [irms, other Firms sulTered losses that were material o
the firms’ netcapitalpositions. Forexample, one lirm which had tentative netcapitalliy
ol about %1 million lost 3455000 in October because of unsecured debits ("raceiy3bles™
and unrealized 1gsses in the Mirm's trading inventory, A sccond (irm lost almaost S
million in C¢tober 1987, primarily because of investment and trading aceount losses.
This represented some 30% of its October cxcess nel capital at the end of Ociober. A
third firm lost $573,000 in Getoper, or 23'% of its October 31 excess net capital. The
loss was caused primarily by unrealized declines in s inventory positions. Despitc these
relatively sharp losses Mor OQctober, only three (ivms carrying customer accounts had 1o
cease business because they were in viplation of the net ¢apital rule for reasons
stemming From the Ocweber marker break,

Firms characierized as trading or 2rbitrage (rms, with almost 0o other lines of
securitics business, sulfTered cxtremely large losses due to the market break. The
Drivision reviewed the MNnancial statements of five mojor arbitrage Firms, Those Mrms
lost approximalely 3462 miilion in Ociober. This lMNgure represents 8 loss of 41% of
their combined net worth. Each firm, however, had, 2t month end, net capital
substantially above the required level,

£, Upstairs Firms That Ceased Operations

Approximately &, 700 upstairs firms that do not solely transact business on the
MNoor of an exchanpe are regisiered as broker-dealers with 1the Commission. Slightly
less than 1% of that number ([iMty-2ight Tirms) were in violation ol the net capital rule
Mor reasons related to the October marcket break and ceased operations at least
tempararily. Aboul éne-hall or thirly of those broker-dealers did not recover from the
events of the week of October 1% The great majority af these Firms fell below the
required levels of net capital because of losses in proprictary accounts or expected
losses 10 cuslomers’ cash or margin accounts,  (Se¢ Yable 3-8 at the end of this
chapler.)

13/ Tentative net capital is the net capital of 3 broker-desler belfore haircuts.
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Of these, only one firm that carricd cusiomer accounts, H B Shaine & Co,, Inc.,
is being liquidated pursuant to pravisions of the Securities Imvestar Proteciion Ace of
1970 ("S1FA"Y and under supervision of a couct appointed trusice,

The nature of these Filty-cight Firms” business may be broadiy classified into 3
categories: (i) Tirms that carry customer accounts; (if) fitms whose primary business is
trading for their own accounts and which do not carry customer accounts; and {iii}
Cirms that introduce cusiomer accounts to carrying {or clearing) broker-dealcrs.

i Self -Clearing Broker-Dealers

Three broker-dealers that carry customers’ accounts censed operatians {at lcast
temporarily) because they were in violation of the net capital rule as a resuit of the
COclober 19 market break. 14/

H.B Shaine & Co., [ne {"Shaine™), located in Grand Rapids, Michigan, wasa NYSE
and NASD member broker-dealer and market maker in thirty-scven NASDAQ securities
The Tirm had two oflices, approximately {ifty registered ropresentatives, and carried
about four thousand cusiomer secounts. 1L ceased operations on October 19 because of
an inability fo meet an intra-day variation margin ¢all from the Opiions Clearing
Corporation ("OCC") stcmming from positions 1o uncovered GEX put options sold by
about twenty costemers. Although Shaine reported net capital of 3500000 0on September
30, 1987, the customers” accounts on whech the cuslomers defaulied liguidated 1o 2 total
delicit of abowt $3 million. During the week of October 19, 1987 a3 truslce was
appointed for Shaing undcr SIPA,

Two other broker-dealers closed temporarily because of capital deligicncies,
Lowell, Listrom & Co., Inc. was lorced 1o close Tor two businesy days because of a
decling in the macket value of proprictury seourifics relatcd 1o the October 19 market
break. An increase in the macket value of its proprictary securities and resolution of
aged Tailed to deliver contracts resulied in ity reestablishing ¢apital compliance.

14/ One other clearing Tirm ceased doing business during the October 1987 time
period; however, that firm failed because ol linancial difficullies gencrally
warelated to the October marker break, K.A. Knapp & Co., Inc. ("Knapp™}, 2
NASD member broker-dealer with headquarters in Grand Rapids, Michigan, had
experienced Finzncial problems prior 1o the markel break. Knapp acted as an
vnderwriter fora Mirm commitment of fering of shares in Centrac Associates, Inc.
{("Centrac") in Seprember 1987, The stock, issued at $5.00/share, was selling for
approximalely $3.00/share in early November and, aiter Centrac lited a petition
for bankruptcy on November 13, the stock had little or no value. Knapp had
approximately 130,000 shares ol Centrac long ininventory. Apparent!y, Knapp had
trouble selling its entire obligatien in part becauwse it was nol able to register
{"blue sky”) the issue in several states. The decline in value of Knapp's inventory
of Centrac stock and other debts Knapp had to Centrac in connection with the
of f¢ring resulted in an inadequate capital situation for Knapp. Knapp ceased
doing business on November 13 and commenced to sclf-liguidate on November 16
pnder the penersl supervision of the NASD. Knapp has negotiated a transfer of
its approximately 1,100 customer accounts to other broker-dealers. There is no
indication that any cestomers will sufl'er any losses,



5-9

West Wind Trading Co., which makes marketsinfour NASDAQ securities, suffered
trading losses in conneclion with the Oclober market break and ceased doing business.
The Firm, which primarily trades for its own account, had only one customer. It
withdrew sc¢uritigs Irom its proprictary account to satisfy a liability o its customer
and was able to obtaln suflicient capital (o reestablish net capital comphance and re-
gpencd on November 9, 1987

il. Tradiog Fitms

Five lirms that had no customers and whose primary business was trading For
their own aecounts ¢eased their securities operations at lesst temporarily because of
losses from the Qetober market break, The firms were: (4} AIG, Inc (b) Comdisce
Equities, Inc.; (¢) William D. Maver & Co.; (d) Metropolitan Sccuritics; and (c) Domestic
Arbitrage Group.

ANG, Inc. wasan options market maker that cleared its transactions through Bear,
Stcarns & Co. In¢. and 3150 togk positions in risk arbitrage sccuritics. As a result of
the market break, it lost approsimately 340 million in its arbitrage securibhies, As of
September 30, it reported net capital of $4 million. After the loss, its net capital was
in deficit 314 million.

Comdisco Equitics, Inc. ("Comdisco Equitics™), which cleared its securilics
transactions through Bear, Stcarns & Co. Ine, sulTered an unrealized loss of
approximately 5100 million in equities trading and closed on October 20, 1987, Its
parent, Comdisco, infuscd 335 miliion to bring it back into nct capital compliance and
re-opened on Qciober 22, 1987, Subscguent 10 the markel break, Comdisco Equities
reporied that it will withdraw [rom the risk arbitrage business. Comdisco Equitics 15
graduslly hquidating its market posilions,

William D. Mayer & Co. ("Maver™y was primarily an options market maker in listed
options that cleared its transaciions throvgh Weiss, Peck & Greer. During the week of
October 19, Mavyer lost %13 million in options market making and $7.8 million in the
value of securitics held Mor investment. s nercapital fell toa deficit of ¥13.6 million;
it had reported net capital of $3.8 million on Seprember 30

Metropolitan Securitics was an options market maker in listed options, and, in
addition traded aquity securities lor its own account. Ir lpst about 531 million an
options market making in October, s net capital was in deflicit at the end of Oclober
by approximately $41 million; as of September 30, it reported et capital of $7 million.

Domestic Arbitrage Group ("Domestic™) introduced customer transactionson a Mull
disclosed basis to Financial Clearing and Services Corporation ("FC5C") and was also a
market maker in approximately 230 NASDAQ siocks and 100 "pink sheet” stocks.
Domestic expericnced MNnancial difTiculties becauwse of 34.2 million in upsecured debits
resulting from its customers' liabilities to FCSC and a 51 million deeling in the value of
i1s proprietary inventory,

fii. lotroducing Broker-Dealers
&5 noted above, an introducing broker-dealer is ene that has 8 coniractual

arrangement with another Firm, the carrying or ¢le¢aring Firm, in which thecarryingfirm
agrees to perform certain services For the introducing Firm, Generally, the intreducing

-
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firm submits its customer accounts and customer orders to the carrying firm, which
executes the orders and carries the accounts. The ¢arrying firm™s duties include the
proper disposition of the costgmer moncys and zecuriries al1er 1rade date, the transfer
ta the cusiemer of the moneys and szecurities after setilement date, the holding of
customer securities and Monds, and the handling of the paper work associated with
carrying customer accounts.

Appraximately Fifty-Tive Firms that intredeced customer transactions ona fully
disclosed basis to clcating broker-dealers ceascd operations because of violations of the
nct capital cule cavsed by losses directly related to the ©ctaber market break. Most of
the losses resulied from delfaults by customers in ailing to make payment 1o the
clearing broker-dealers on unsecured monies owing to the clearing firm lor which the
introducing broker-dealers were contractually liable, The net capital rulg requires the
introducing broker-dealer to incur a deduction From its nct worth cgual 1o the amoun
of the unsecurcd delicit.

At least eleven of the filty-five introducing Mirms madc markets in over-the-
counter securities, The losses sustained by these firms were a result of wnsecured
customer debits lor which they were contractually liable and declines in the market
value of proprictary inventory. Three of the filty-Tive Firms also sulTered substantial
trading losses related 1o their gptions market making busingss,

Approximately 40% of the introducing lirms that ceased operations re-opened,
wsually within a weck alter their close. A number of firms Forced to close because ol
unsecured customer debits were able to ingrezse their not capital and therelore re-open
by e¢ntering imte subordination agreements with their clearing brokers. 15/ The
remaining Firms werz able to acquire addilional capital sufficicnt 1o bring them into
compliance with the Commission's rutes.

iv. Over-the-Caunter Matket Makers

As discussed above, the net capital rale includes certain additional capital
requizements for market makers in ever-the-coenter securities. 16/ Puring the neriod
foflowing the market break, twelve broker-dealers that made markets in over-the-
counter securities ceased operations. In some cases, the prices of the securities in
which they made markets fell dramatically. The customer obligations, in some cases
secured by the securitics, became uncolleciible, Frequently, the over-the-counter

13/ The net capital rule allows broker-dealers, lor purposes of computing net capital,
tcadd certain satisfactorily subordinared tahilities back to net worth. Rule 15c3-
td. When a hability is suberdinated, the lender has contractually apreed that
every ather unsubordinated creditor of the broker-dealer has a prior elaim to the
assets of the broker-dealer. For subordination agréeements to be satisfactory lor
purposes of the net capital rule, they must (i) meet the eriteria for acceptability
found in Rule I3¢3-1d, which, among other things, requires that they may not be
repaid within a period of less than one year; (i) be approved by the broker-
dealcr™s designated examining authority; and {iii) remain in the Fform found
acceptable by the sell regulatory organization which acts as the Firm's designated
cxamining authority.

16/  S¢e discussion supra at p. 5-1,
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market maker introduces its customer accounts to another broker-dealer.  As the
customer accounts of the introducing market maker become unsecured, the ¢arrving
broker-dealar and its customers become exposed to risk associated with the default of
those acCounts,

Or the twelve over-the-counter market makers that ceased operatiens during the
market break, ten introduced their accounts to other broker-dealers. All of 1the broker-
dealers that carricd the customer accounts of those Firms suffered losses (romunsecured
customer obligations of their introducing marke: maker Firms,

[naddition to direct losses from market maker Tailures, other Mirms and customers
are alse exposed to poiential macket losses when 2 market maker significant in a
particular security fails. Other less signilicant market makers may withdraw from the
system or may restrict their purchases, often resulting in 2 lree-Tall in the prices of
the sccurifics.

The cases of two firms are particularly notewerthy, Haas Securities Corporation
("Haas"), a market maker in ¢leven over-the-counter stocks and a member of the New
York $1ock Exchange, ceased operations on October 28, 1987, Haas, which introduced
customer transactions on a lully disclosed basis to Rothschild was forced to close
because stocks in its inventory plummetcd in market value and the receivables of
customers introduced to Rothschild were unsecured, resulting in a reported $15 1o 520
million net capital deficieney Mor Haas. Haas made markets in the following sacurities,
which declined precipitously in value from Friday, October 16 to Monday, October 19
{i) Big O Tire, Inc, which declined in value Crom 38 1/4 10 §3 1/4; {ii) Fountain
Powerboat Indusirizs Tnc, which dropped in value from %11 to $6; {111) TS Industries
In¢., which dropped from $27 to $20 3/4; and (iv) Flores de New Mexico Inc. and CLf T
Angle Etd., for which no quotes were avaitable on the NASDAQ screen on October 19,
but which had traded a1t $11 1/4 and $10 I/2 respectively at the close of October 16.

Pace Securities Inc, a New York Stock Exchange member Firm which introduces
its customer transactions on & fully disclosed basis to Edward A Yiner & Co., Inc.
("Viner"), ceased operztions because of dif ficulties related to customer transactions in
securities in which Haas made markets. Mary of Face’s cusiomers did not pay for their
orders and Pace therefore was left holding severely depressed stocks. The trades in
question, which resulted in $4.6 million 10 losses, involved Big O Tire, Ing, Fountzin
Powerboat Industries, Inc. and TS lndustries Inc. Pace reestablished ¢apital comphiance
pursuant to asatislfactory subordination agreement entered into with ¥iner, and resumed
operations on November 12, 1987,

2.  Margin Accounts

Broker-dealers extend credil Lo customers to purchase equity securities or options
in margin accounls. Margin is the cquity in the account {(ig, the value of the
securities in the account, minus any credit extended). When the customer buys
securities in 3 margin account, the securities act as collateral for the extension of
credit by the broker-dealer. 1 the customer sells securities short or sells vncovered
apticns, the margin protects the broker-dealer against 16ss due to adverse movements in
the prices of the securities sold shert.
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Minimum igitial margin requirements are set by the regulations of the Board of
{Governors of the Federal Reserve System ("FRB"). The various securities cxchanges set
maintensncc margin requirements,

While margin regulztions require broker-dealers to maintain ¢ertain minimum
margins and to liquidate customer collateral if margia is not provided withan certain
time limits, broker-dealers may also require their cestomers to provide margin that
cxceeds the minimums set by margin regulation. Similarly, broker-dealers are free to
require their customers to provide margin at any time prior 10 the expiration ol the
appropriate time periods set by the applicable sell regulatory organizations.

Margin procedurss vary among broker-dealers. Most broker-dealers notily the
customer thai margin is due by telegram or mailgram. If the customer does not rezpond
prompily, the broker-dealer liquidates positions in the customer's account until the
customer's ohligation to the Mirm is satisfied, o order to protect the Mirm against loss,
broker-dealers genecally, in the margin agreement with the customer, resarve the right
to hiquidate margin accounts at any time without notice to the ¢ustomer, 17/ Many
broker-dealers also restrict the ¢nstomer’s ability to enter into additional transactions
while margin calls are putstanding.

Broker-dealers that have [ewer, but more creditworthy customers, generaily
contact the customer directly when margin is due. The margin required by those Firms
often depends on the credit standing of the individuoal customer. Likewise, the time
required for payment is a function of the credit exposurs to the customer.

Immediately after the October market break, the Bivision collected margin account
information (rom approximately twenty-five broker-dealers. These broker-dealers were
sclected because of the size of their capital and the volume of their customer business.
At the time of the market break, the amount extended by broker-dealers through margin
accounts was signilficant. The Cirms that were contacted by the Division reparted credit
extended in securities accounts in excess of thirty-one billion dollars. Margin calis
made by the reporting firms increased substantially immediately after the market break.
Cn October L6, the Firms reported margin calls of $295.8 million. On Cectober L9, those
firms indicated that they had requested additional margin of 51.6 billion. On the two
days following, the margin calls totalled $1.5 billion and $1.1 billion, respectively.
Liquidstions as the result of the margin calls are described below. Over the two week
period Toliowing the break, the amount of margin ¢alls gradually declined to the level at
which they had existed prior to the break.

There is no federal regulation governing margin on commodities and commoditics
futures; Regulation T ol the FRB applies only 10 securities transactions. Nevertheless,
commodity futures customers ar¢ required 1o provide margin in accardance with the
rules of the commodities exchanges.

th October 16, approximately $944 million in commodity margin calls were issued
by the firms that provided data. Those firms issued over §11.6 billion in commodity

17/ Rule 10b-16 uwnder the Eachange Act requires broker-dealers to establish
procadures to assurs that ¢ach custemer is given or sent a writicn statement
disclosing the conditions under which additianal callateral can be required. Rule
10b-16(a){ 1)(vii).
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margin requests during the next four trading days. Cn Octaber 19, approximately 336
billion in margin was rcquested by the reporting Mirms. Gn Gctober 20, 21 and 22,
those Tirms made commodity margin calls of $2.7 biilion, $2.55 billion and $2.76 billion,
respectively.

Commeodity account margin calls mel by deposits of Funds or securities exceeded
the amount of sccuritics margin calls met by deposits by three times over the two week
pericd following the brezk. On Oelober 16, the broker-dealers reported deposits of
additional funds or securitics in commoditics accounts of $371 million. On October 19,
20, 21 and 22, those broker-dealers indicated that they had regeived deposits of funds
or securities into commaodities accounts of approximately §1.5 billion, 3842 million, $906
million, and $1.3 billien, respectively, Owver the same time period, funds or sccuritics
deposited in the securitics margin accounts of the broker-dealers that provided us
information amoeunted to approximately 365 million, 3613 milhion, 3277 million, 5538
million and $194 million, respectively,

The amount of margin liquidations that occurred in securitics accounts exceeded
the liquidations of commodities margin accounts by Mour times. Liquidations reported in
securities margin accounts on October 19, 20 2and 21 were approximately 3293 million,
3426 miliion and $327 million, respectively. Ower the same time period, commodity
account liguidalions were $686.5 million, $93.9 million, and $72.% million.

A number of reasons may account For the differences betwesn the amount of
commodity margin calls satisfied by customers in contrast to the amount of sccuritics
margin calls satisfied by customers. First. the ereditworthiness of the customers that
ynvest in the instruments gencrally differs. Lnsiitutional, rzther than retail, cuslomers
are mare likely to enter into commodity futures transactions. Furthermore, since thoss
transactions often consist of ofTsetting securitics and Mutures positions, losses in, Mo
example, Nutures positions can be balanced by gains in securitics positions.

Commodity account custamers who held long positions in slock index futures also
may have liquidated securities positions or transferred funds or sccurities into their
commoditics account in order to prevent liguidations ol their index-related lutures
positions at a substantial discount. Normally, index futures trade at prices ¢lose to the
composile prices of the related securities. As discussed in Chapter Two, throughout
various intervals during the markel break, the Standard and Poor™s 500 index [Tuture was
gelling at a price significantly lower than the composite price of the sccuritics
constituting the index. Al times, that discount approximated twenty pereent ol the
price of the securitics in the index,

3. Analysis

In general, we believe that the net capital rule adeguately measures the actual
and contingent risks for securities Nirms. The capital requised by the net capital ruie
and broker-deaiers' subslantial excess net capital provided a reasonable safety margin
during the October market break, at Jeast (or diversificd lirms, The market break,
however, demonstrated that several provisions of the net capital rule should be
reviewecd. Certain of those arcas arc discussed in Chapter Four and in a later section
of this Chapter relating to options marker makers {Chapter 5-D). The remainder arc
discussed below,
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a, Mialmum Net Capital Regulrements

The $25,000 minimum requitemenl under the basic method of caleulating net
capitalunder Rule 15c3-1 and the $100,000 requirement under the alterative method are
applicable to broker-dealers conducting a general scouritics business. This includes
broker-dealers that buy and sell stocks, bonds, options or municipal securities and/or
engage in firm commitment underwritings as managing underwriters grasmemhbersof a
syndicate. More importantly, these broker-dealers are purmitted to ¢arry the accounis
and clezr the tradzs of ¢ustomers. Thus, customer Tunds and securities continuousiy
Maw through these broker-dealers and consequently customer cxposure s potentially
high.

These minimum levels of capital required Tor transacling a sccuritics busingss
were established in the carly 1970 and have never been adjusted [or inflation. Two
developments raise concerns about the adequacy of the minimun capital requirements.
First, as discussed in Chapter Three, the increased volatility experienced in October
appears to be continuing, albeit 1o a lesser degree; higher mackey volatility increases
exposure to both customer market defaults and trading delauits.  Second, the
development of index optionsand futures has provided new leveraged products that have
increased the potential for substantial customer lossesand accompanying defaulisduring
4 market break. Considering the ¢ontinuing higher levels of valauility in the cquitics
macket 18/ and the demonstrated leverage ol certain new producis, the combination ol
which caused substantial losses to broker-dealers, the s1alT will review whether higher
minimum capital levelsfor Firms maintaining customer accounts would be appropriate.

Minimum capital levels FTorintroducing broker-deatersalso deserve regzamination
To qualify for the reduced minimum net capital requirement, & broker-dealer must
restrict its securities business to that permitted by the rule. In addition 1o baing
required to introduce all custamer (ransactions 10 another broker-dealer, the $35,000
broker-dealer may only participate in “best ¢fTorts” ar "all or rone” underwritings; it
must promptly ferward all monies and securities of custamers that may come into its
possession or control; and when acting as principal, it may only engage in "riskless
trades” that are cleared through another broker-dealer. These restrictions are designed
to minimize the risk of Joss associated with brokcr-dealers (hat handle customers'
moni¢s and securitics, 17 1the $5.000 broker-dealer operates its business beyond the
permissible scope of the rule, it is considercd to be operating 2 general securitics
business, and hence, subject to a $25,000 minimum nct capital requirement.

In general, cestomers sheuld not be exposed to risk associated with the operations
of an iatroducing Mirm. There are, however, certain siteations in which customers'
monies or securitics may bé at risk, First, these broker-dealers do in fact receive
customer funds and securitics, some On 3 routine basis, that are required to be
forwarded 1o carrying Firms. Sccond, il any of these firms (ail, their customers arc
often stranded; thecarrying Mirms will usuaily not aceept orders Mrom customers directly
because the carrying firms regard the customers as those of the introducing firms. As
a result, the customers may sellTer a perind of dliguidity until the accounts can be

1B/  Seez discussion guprp at Chapter Two.
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transfeered to another broker-dealer. Accordingly, the Division alse will review a
possible 1nerease in minimum capital requirements for introducing broker-dealers. 18-

The Division also belicves that a review of the minimum amount of ¢apital
necessary for one to qualify asan over-the-¢counter market maker shauld be conducted,
Thig review shovld include an analysis of the amount of capital necessary lor ¢ach
security, as well as the appropriateness ol the aet capital ceiling of $100,000 on a
market maker's minimum net capital requirement.

In reexamining the minimum capital réquirements, the Division, of ¢ourse, would
review the impact af any change on the securities iIndustiry. An increased requirement,
among other things, might require some broker-dealers to Jeave the business and might
reduce the ability of new firms to enter the business. On 1the other hand, an ingresse
M minimum gapital requirements would provide broker-dealers with a greater capital
cushion to withsiand unanticipated events and meet their obligations to customers and
broker-dealers. For those reasons, it also would provide greater protection for the
Securities investor Protection Corparation’s insurance fund, [f icis determined that the
minimum capilal requirements should be increascd, the Commission wouold, of course,
provide sufficicnt lead time 1o cnable existing broker-decalers 1o mect any new
requirements,

b, Commodities

We believe that the hairguts broker-dealiers ingur with respect to their commodity
lfutures positions should be reviewed. The hairculs under Appendia B of the net capitzl
rule, 20/ which largcly conforms with similar provisions in the CFTC's capital rule, are
dependent on the margin requirements of the various commaodities boards of trade and
clearing organizations, For example, the haircut a broker-dealer must incur wit
respect to an uncovered 21/ proprictary lutures position is equal Lo its margin
requirement if it 15 a member of 2 clearing organization. The haircuts thay futures
commission merchants {"FCMs") that carry the accounts of commodities Floor lraders
mus{ take are also based on the board of trade or commedity clearing organization
margin requiremcnts.

While those margin requirements may be adequate [or the purpose of protecting
clearing ¢orporations and FCMs against credit and delfaunlt risks, we believe that margin
requiremenis set by the sell regulatory organizations may beinappropriate lor measuring
risk for capital adequacy purposes. Capital adequacy rules provide conservative but
canstant risk measurement of all the transactions in the lirm, Futures margin
requirements, on the other hand, measvre risk for only particular transactions {which
may include hedges)and may permit grearer risk exposure than s warranted in a capital

189/ A 55000 minimum requirement may, however, still be appropriate for those
broker-dealers who do business selely in best efforis underwritings where they
handle no cash or securities.

20/  Appendix B to the net capital rule scis Forth the haircuts Mor commodities and
cemmodities futures posilions.

21/ The term "covered” is defined in 17 CFR Sec. LI7(). Currently, the CFTC
capital tule and Appendix B do not requeire deductions for covered Mitures contracts
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adequacy rule. Because of relatively low margin levels, those requirements must be
lNrequenily adjusied in reaclion to varying market conditions. As noted eardier, the
Chicago Mercentile Exchange's margin requirement Mor i1s Standard and Poor’s 500
Future was changed four times during the two weck period lcllowing the market break,
When margin requiremenis are used Tor capital purposes, rapidly adjusted margin
requirements, which cause sudden changes incapital requirements, make s difTical Moy
broker-dealers to plan capital employment ef fectively, During the period lollowing the
markst break, two broker-dealers were temporarily Forced our of compliancy with the
net capital rule solely because of wnanticipaled in¢reases in capital requirements
resulting from the Chicage Mercantile Exchange’s changes in 115 margin requirements.
Both broker-dealers were able to adjust theiwr positions or obtain additiona! capital
sulficient to regain compliance wih the rule

The Dhivision stall intends to review whether Appendia B ol the net capital rule
should be amended to require broker-dealers to take haircuts For therr securities refated
futures positions that are independenl of margin requirements Those haircuts should,
of course, be related to the volatility of the underlying sccurities,  Maorcover,
considérationshould be given toimposing additional deductions for concentrated Mutures
positions,

<. Haircuts on Equily Securities

Sinee 1975, the nctcapital rule has provided two scparate methods (or caleulating
haircuts related to a broker-dealer’s equily securrties positiens. 'The method used by a
broker-dealer depends on the election the broker-dealer makes with respacl to ils not
capital requirement, As noted above, those broker-dealers caleculating their net capitail
requirement undar the basic method incur a harrcutl equal fo 30% of the greater market
value of the greater of their long or short equity securities positions. That haircut is
increased by 15% of the market value ol the lesser of their long or short positlons, but
only to the extent that those positions éxeced 25% of the market value of the greater
of the long or shart positions,

Broker-dealers electing the alternateve method of computing net capital ingur g
13% haircut on their long cquity securities positions. That haircut is increased by 30%
of the broker-Gealers’ short equily securities positions, bul only to the exient those
short posiniens exceced 25% of the long positions. Although a broker-dealer electing the
alferpative method incurs 2 153%, rather than & 30%, haircut on equity securities
positions, the alternative method reguires maintcnance of higher minimum net capital.
The absolute minimum net capital is $100,000 under the alternative method, as apposed
o £25.000 required under the basic method

Generally, the haircuts prescribed by the rule take into account market risk,
credit risk, price volatility and liguidity of particelar securities. The haircuts on dehbt
sccurities include a series of percentage deductions that depend on the specific scourity
and the composition of the positions entered nto. The deduction for equity securitics
haircuis, however, has always consisted ol onc or two percentages broadly applied to
the cquity portfolio. The rcason lor this his been the greal variation of risk that
cxists with respect to different equity securitics  Ix¢pending on the amount ol shares
outstanding and the number of market makers willing to quole 3 particular issac, cquity
sccuritics vary in degrees of liquidity. The financial condition of issuers is also
disparzte. Tn order 1o make the calcalalion of the rule as simple as possible, the role
has generally treated different issues ol equity securities the same. Thus, the 15% 2nd
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30% haircuis in the present rule generally consider the various risks associated with
cquity securities without distinguishing between the particular positions.

Generally, the Division belicves that the haireut lzvels provided adequate
protection even during the period of extraordinary market wolatility that oscurred in
October. Nonetheless, the Division believes that in light of the October market break
and the increased volatility in the equity markets, the level and structure of eguity
haircuts should be reexamined. In particular, because liguidity levels are not the ~ame
For dif f¢rent types of stocks, the Division believes that consideration should be given to
establishing severa! levels of haircuts to distinguish among difTerent types of securities.
Moreaver, the Divigsion believes that the question whether equity halrents are g
sufficient leverage limiting device (or firms that do not carry customer accounts should
be examined. Virtually ali of the railures and episodes of serious Financial difficulty
that occurred during the market break involved these types of Tirms, that is, firms that
trade far their own accounts, act a3 marksr makéers or clear through other (irms.

d. Activitles of Affiliates

The October market break generalily demonstrated the resilience of the brokar-
dealer industry. In particular, the strong capital positions of the major Tirms and, in
many cases, their ability to obtain additional capital from their pareats, enabled them o
absorb substantial losses in their equity positions. Mevertheless, 1he Division believes
the Commission should evaluate circumstances where there may be potential lor a major
Cinangial firm failure. In this connection, the Division believes it is appropriate to
consider the activities of unregulated entities affiliated with registered broker-dealers.

The large investment banking lirms and wirg houses gencrally are owned by
holding companies that have other subsidiaries engaging in unregulated securities-
related or banking-related activities, These unregulated entities attain a degree of
leverage and take credit risks regulated broker-dealers cannor. 22/ Tn some eases, the
registered broker-dealer's parent{without the broker-dealer's capitalyar sasteraffiliaies
havesignilicantly less capital and financial resources than the broker-dealer. Moreover,
the Division believes that in many cases the creditors of those entities are indirectly
relying on the credit of the broker-dealer and the ability of the holding company to
shilt capital from the braker-dealer 10 the unreguiated entiey.

Bridge financing involving holding companics of investment banking firms isan
activity of particular concern. in & bridge lninancing transaction, the holding company
commils Hs own capital, often for acquisiltion-reiated or leveraged buy-out transactions

-

227 In 1985, scveral unrcgulated government securities allihiales of broker-dealers
failed due to fravdulent activity and a lack of accountability. In response, the
Congress ¢nacted the Government Sccurities Act of 19856, rcquiring the
registration and Minancial regulation of government securitics dezlers. Inaddition,
the Commission amended its linancial responsibility rules with respect to its
treatment of repurchase and reverse repurchase agreemenls. Bn particular, the
net capital rule was amcnded to require registered broker-dealers to take charges
wilh respect 1o fransactions with unrepulated affiliates in those instances where
the alTiliate does not allow regulatory cxaminers aceess to Lhe alTiliate's books
and records.
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af ¢certain clients. 23/ In connection with the Tinancing, the alTilinted broker-dealer
usually underwrites debt instruments of the client. The proceeds of that underwriting
are generally vsed (o satisly the obligation of the broker-dealer’s client wnder the
bridge financing. Until the proceeds are ¢coliected, the bzoker-dealer’s holding company
isexposed 1o the risk that the broker-dealer’s clicnt may defaulion its bridge MNnancing
obligation.

As a result of the market declineg, the ability of broker-dealers to market the
debt instruments, the proceeds of which were intended 1o sarisfy the bridge loan
cbligations ol the i3svers, was temporarily reduced, The events of the market break
demonstrate the potantial ¢xposure {1om unregutated financing activity. 24/

[n addition 10 bridge Tirancing, broker-dealer affiliates have expanded their
invelvement in other non-securities aclivities.  Some broker-dealers have farge
unregulated affiliates that desl actively in Foreign currencics, mortgages, and intergst
rate swaps. Those arfiliates gre often highly leveraged and exposed to substantial
market risk and credit risk refated to their transaclions.

The onregulated activities of an alfliliate of & broker-dealer theoreticaliy are not
directly relevant to the regulated broker-dealer’s capital, since the broker-dealer is not
cesponsible Tor the alfiliate's liabileties. Morcover, under the nor capital rule, capital
cantot be withdrawn (rom a broker-dealer if the withdrawal would leave its remaining
capital below the carly warning levels.

A brokcr-dcaler may be indirectly al(ecred, however, by an insolvency of an
affiliate or 2 parent, Broker-dealers of ten need shor-term financing, The failurc of a
related entity could have substantial efTects an the liquidity of the broker-dealer. 25/
In addition, management might seek wavs to divert capital Mrom the broker-deajer {o the
extent permitted by the net capital rule. While thisshift ol asscts would not, by itsell,
piace the firm in nct capital viodation, it could leave the [irm more exposed 1o failure
doring volatile market ¢onditions. Further in cases where the related entity fails
because of fraudulent gctivities, lepal challenges 1o the corporate separateness of the
broker-dealer may be made.

a3/ The Commission has published two studics on bridge MNnancing. These studies by
the Divisions of Market Repubation and Corporation Finance, dated October 28,
98T, are avaiabie from the Oifice of Fublic AlMairs ol the United States
Securities and Exchange Commission {News Release B7-77).

24/ One bridge loan (inanging that incurred dif ficultics becavse of the market break
concerned the Southland Cerporation. The Firm pestponed a 51.5 billion takepver-
related ofTering of high yield bonds. Afliliates of two broker-dealers had made
bridge Joans of approximately $100 mitlion cach in connection with the proposed
1ssus, The offcring was ultimately completed,

25/ If the holding company itsell fails, the credilors of the holding company could
loree a ligquidation of the broker-dealer
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Signilicant Mailures in many of the areas noted could alfect iavestors and
lMNnancial Mirms. We believe thal these system exposures deserve additional study by the
Commission. 26/

. Liquidity of Broker-Dealers
1. lptraduction

Large Mirms have the capacity (o obtain substantial leverage by borrowing. As of
Oclober 31, 1987, the (ifteen largest (irme (in capital terms) had torzl aszets of
approximately 3377 billion and total equity capital of $16 9 billion. 1n most {irms, bank
loans are not a significant portion of liabilities. Rather, assets are fended in most part
{other than through capital) by repurchase agreements, securities lending activity, and
intra-company borrowing, generally onan unsecured basis. With isolated excoptions, the
Division did wot find that the market break had a significant impacton theseactivities 27,

The linancing of customer receivables is largely accomplished through the use of frec
credit balances, the Tending of margin securilies to angther broker-dealer or unsecured
borrowings from affiliates. Again, the Divisiondid not Mind significant interruplionsin
the availability of thesc Financing vehicles.

Broker-dealers, however, often need overnight or shortterm financing from banks
to carry or clear securitics lransactions, to deposit vnusual amounis of margin before
celiections from customers, or to close oul stock loan activities before the securities
can be turned around. The largest, most well known, investment banks generally have
access to unsecured or subgrdinated foans. Others, however, may have 1o borrow on a
secured basis, and provide collateral theough a variety of methods. The nesd for this
short-term financing was increased substantiaity during the market break because of
extremely large futures and options variation margin ¢alls and increased securities
sctilement obligations. 28/

26/ We recogmize that many broker-dealers are now owned by holding companies
engaged in a widc range of commercial activities fg.g., Scars Roebuck which
contrels Dean Witwerh, We do not belicve that substantial oversight of these non-
Moancial activities s necessary of appropriate at this time.

27/ During the period lollowing Dctober 19, 1987, several broker-dealers had dilCiculiy
obtaining government securities in the repurchase markel, Some counterpartics
chose not to lend scourities 1o broker-dealers 1n order to avord perceived credil
risks associated with the markct break, The Federal Reserve Bank of New York
{"FRBNY") responded to this concern by relaxing restrictions on lending its own
securities and letting it be known that it was increasing market monitoring, Asg
actual losses sullered by broker-dealers became known, thase market participants
who had ceased loaning securitics to particular broker-dealers resumed lending.

28/ Two broker-dealers reported substantial delays in receiving payments from a
futures clearing corporation on Oclober 20th. One reported receiving in excess of
£500 million alter 5:00 p.m. (Eastern time) while another reported receiving over
£500 million after 1:00 p.m.{Eastern time). Normally, fundsare made available by
the Mutures clearing corporations at approximaiely 1000 a.m, (Eastern 1ime)
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In general, it may be said that domestic banks headguartered in New York City or
Chicago did not materially change their lending policies Mar large broker-dealers during
the weaks of October 19th and October ?6th, althgugh there were reports ol isolated
problems. There were widespread indications, however, that many regional and forcign
banks withdrew credit iines or severely constricted lending arrangements, perhaps
because these banks did not have many broker-dealer customers or were unfamiliar with
the equities markets.

S Background 29/

Bank lending policies toward broker-deaiers vary widely. At the New York Ciry
banks, and some loreign banks, the management of loans to secerities firms is usually
handled by a bank division that is frequently referred to as the "Wall Street ending
group” Although a particular bank may have overali limitations on the credit that may
be exrended 1o scourities firms a3 2 whole, senior loan officers in the Wall Strcet
lending group are responsible for making individuai Jozn decisions. 30/

Small teams of analysts within the Wali Street lending groups arc responsibie for
cultivating relationships with particular borrowers and, in most cases, monitoring the
banks' credit risk, 31/ In connection with their lending operations, the banks regualarty
review periodic and annual reports. aleng with financial statements made available by
the institutions. In addition, the banks also may ask broker-dealers for copics ol the
FOCWUS reports that they provide to the Commission on a quarterly basis. Banks
generally do not of fer guaranteed Lines of credin to brokerage firms because most of the
brokerage Firms are unwilling to pay lees for such lines and the banks frequently arg
unwilling to zccept the credit risk, Meverrheless, interazl lending gurdelines are
established by the banks lor each borrower. These guidance limits may change as a
resuli of a bark's ongoing assessment of its relatipnship with a particular broker-dealer.
Credit requests by 8 broker-dealer within a2 bank’s internai guidance {imits may be
processed by the more junior lean offjcers. Because a credit reguest that exceeds the
guidance timits requires additional approval by asenior loan of Ficer, most broker-dealers
have some ideca zbout the extent of a bank™s lending commilment to their firms, A
simali aumber of banks indicated that they openly discuss their guidelines as part of
their marketing appreach with broker-dealers.

Banks provide sccured and unsecured loans to broker-deaiers to finance (irm
securities positions and customer margin transaciions, The willingness of banks to lend
on an uasecured basis varies greatly and 15 largely determined by the capitalization of
the borrower. Several of the major New York City banks, and most of the loreign

29/  In conpection with this study, the Division interviewed nineteen banks in New
York City and Chicago,

30/ In contrast, the Chicago banks tend to conduct their lending relationships with
securities firms out of their general) coerporate lending departments. Members of
thecorporate lending department with cxpertise insecurities and commodities Cirms
arc assigned 1o manage lending to thase sepmenls

3i/ Atonemajor Mow York City bank visited by the stalf, there were separate credit
and marketing teams that reporied o the bank’s senmior management through
differsnt ¢haanels.
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banks, limit their lending on an unsecured basis 1o a small number of wop-tier broker-
dealers. The majority of credit extended to broker-dealers, other than the top-licr
Firms, is provided on a sccured basis. Morecover, as discussed earlier, zlmast all
specialists borrow on a secured basis. Somce of the major lenders to broker-dealers
indicated that they restri¢t all their lending, even to top-tier brokerage firms, to
secured loans.

The form ol secured lending differs from bank te bank. Although in some caszes
banks take physical possession of collateral, the se¢urily interest of the bank in the
collateral is most Mrequently perfected by a lien placed on securities in the broker-
dealer's account 2t the Depository Trust Company ("IDTC™), or bv transfer to the bank's
account at DT 327 Within the broad classification of secured loans, some banks atso
include loans made on an “Agreement to Pladge” {"AP") basis.

An AP lczn is a hybrid loan Farm developed 10 accommodate the operational
difTiculties and costs associated with transferring 1he collateral to the lender's account
at DTC, or taking physical possession, for overnight loans. 31/ When a bank makes a
loan that is securcd on an AP basis, the brokerage firm provides the bank with a list of
securities, which it has cither segregated on its own books or in vaults, that are
intended to ¢ollateralize the bank™ ipan. The sccurities ofTered as collateral Tor a
bank’s loans change on a daily basis. Acccpting collateral on an AP basis requires the
lendcr to rely vpon the internzl controls of the broker-dealer to assure that proper
procedures for segregating securitics are foilowed, Accordingly, banks also must assess
the quality of the back oflice operations of broker-dealers in determining whether 1o
lend on an AP basis. In order to assure that collateral is properiy segregated by the
broker-dealer, the bank may conducl spot avdits.

Article 8 of the Uniform Commercial Code ("IJCC") gencrally requires physical
possession of securitics, or a repistered pledge, to perfect a lien on securities 30 order
to maintain the creditor’s secured position in the event of a borrower's bankruptcy. 34/
Mcvertheless, many banks belicve that Lhe segregation of securities efTected 1n

32/ A lew banks also accept securilies placed 1n accounts with the Midwest Clearing
Corporation through its pledge program.

33/ Inorder topledge collateral through DTCs pledge program, @ broker-dealer must
be 3 pariicipant in DTC. The bank providing the loan need not be a DTC
participant, but must at least enter inlo 2 pledge agreement with DTC, When the
broker-dealer and the bank have agreed 1o the loan and the securities 10 be used
as collateral, the broker-dealer instructs DTC 1o transfer the securities by a
book-entry movement from the broker-dealer's account 1o the bank's pledge
account. The bank then delivers the loan amount 10 the broker-dealer through
channels cutside of DTC., When the loan is completed, the bank releases the
securities from its account to the broker-dealer’s account, DTC assesses program
partigipants a2 monthly charge and a charge lor each pledpe. Sgg DTC Rules |
and 3. One large Tirm that was required by banks to pledge its securities through
DTC stated that the cost of thar requirement was 513,000 2 month, This includes
interest costs and movement charges. The (irm pays $.22 per movement and
averages 100 movements 3 day,

34/ Collateral pledged through the DTC svsicm ¢learly satisfics this requirement.
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connection with a tpan made on an AP basis provides the bank with at least a purchase
money mortgage on the securities that is valid for a period of 21 days under the UCC 35/
While the banks view AP loans a5 a lorm of secured lending, certain factors, sech as
the reliance on the quality of management and vuloerability to (raud, make AP lending
decisions similar 1o those for unsecured credit. Many banks are willing to lend to
broker-dealers on an AP basis only 50 long as the firms’ other ¢reditors lend on gn AF
basis as well. Their position in this regard reflects a concern that in the event of a
deflault, those lenders requiring DTC pledges may be regarded as bona fide purchasers
under the UCC and have a prior claim on the broker-dealers® assets. Thus, a decisian
by on¢ bank o require DTC pledges Tor its loans to a broker-deaier could cause the
broker-dealer’™s other fenders to demand similar collateral,

The collateral permitted lMor securcd loans is fairly consistent among banks. At
the outset of lending relationships, banks inform broker-deaters of broad classes ol
equity and debe securities against which they will lend. For exampie, many banks will
not lend on a secured basis against equity stocks valued at less than Tive or ten dollars,
or against high vield bonds. 1n addition, the New York City banks will not lend against
optienas. In contrast, several of the major Chigago banks indicated that they will lend
against long options secured through the Oprions Clearing Corporation {"OCT™) oplions
pledge program. Within the range ol acceptable securitiss, banks also try to avoid
recciving a concentration of a paracular issuer's securities as collateral.

The collateral value assigned Lo various securities is determined by the bank's
internal lending policy but muest be within the limits set by Regolation U of the FRE,
Regulation U establishes the maximum amount that banks can lend to purchaser's of
securitics For certain purposes. For "margin stock,” which includes ¢quity securitics
tisted on national sscuritizs exchanges as well as national market system ("NMS™)
securities and cthar more hquid over-the-counter securities, the maximum loan value is
50%,

Regulation U, however, provides exemptions lrom the maximum loan limitations
that permit banks to make special parpose loans to broker-dealers, with only good Caith
margin, where the locans are securcd by hypothecated customer sccurities, are used to
finance the purchase of securities for prompt delivery with repayment to the bank, or
where certain ¢mergency conditions exist. In addition, there are specific exemptions in
Regulation U that permit banks to lend on a good faith basis to finance the positions of
specialists and over-the-counter market makers. Be¢ause the collateral requirement
under Regolation U Mor Ieans to MNnance specizlists’ and market makers' positions is not
specilic, banks individually determine the maximum amount they will lend against

35/ 3¢ UCC Sec. 8-321(2). Sec. B-313{1 i), (1978), but sc¢ also Sec, 9-309 {a creditor
may lose proiection i the securities come 1ato possession of a bona-Tide
purchascr). At least one court has indicated that a simifar procedure vsed by
broker-dealers in connection with the sale of govéernment securities in repurchase
aprecments cflfected on a hold-in-¢custody basis would constitote a transler for
purposes of Se¢. E-313{1}d), where the broker-dealer has centrol of the
sccurities, provides confirmations, and segregates the cuslomers” seCuTitics on its
books, $g¢ In Bevill, Brasler h Man rp,. 67 B.R.
557, 603-17 (InN_]. 1986).
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particular classcs of securities. 36/ While there is a range of collatzral value provided
by the barks, depending upoen the ¢reditworthiness of the particular customer, the
advance rates [i.¢., the amount a bank will icnd against ¢ollateral) tend o range Mrom
75-90% ol the value of the securities,

The bapks receive, on a daily basis, 1isis of collateral pledped against thelr loans
through DTC or on an AP basis. The identity of the securitics pledged as collateral
may ckange ¢n & daily basis. Operational personnel monitor the ¢ollateral pledged by
the broker-dealers to determine whether the collateral falls within the bank's margin
limits, whether there are ¢xcessive concentrations ol a particular issuer’s securities,
and whether unacceptable collateral is being of fered. Fluctuations in the market value
of the securities offered as cellateral 1o 3 hank may cause the bank ta request
additional margin. Similarly, the bank may be requcsted to relecasc collateral whose
market valug has increased. Duoring normal activity, margincallsare made each morning
based on the previouws day's closing prices. Broker-dealers réspond to the margin calls
by providing additional collateral during the day, and the adjustments are reflecled in
the next day's list of collateeal,

The loan rates charged broker-dealers by the banks reflect the quality of the
borrower aad the nature of the foans. Loans are gencrally guoted at a rate slightly
atyve the Fed Funds rate. In many cases, however, the borrower may be able to
negotiate the rale. The rates quoted by banks to brokers glso arc a Tunction af the
banks' competitive positions in the markets. Discussions with major New York City
banks reveal that they do not view themsclves as sources of "cheap money.” Instead,
the broker loan business at these banks 15 wiewed as one part of the banks' overail
relationship with the securities [irms, particularly in the case of major broker-dealess.
Thus, a bank may agree to lend 10 a4 broker-dealer where it also receives income from
compensating balances. day loans, or clearance and setticment of securitics transactions.
In contrast 1o the major New York City banks, some regional and foreign banks, which
more recentiy have entered the broker loan market, are reported 10 10an at very RArrow
spreads 1o the Fed Funds rate in order 1o 2ltract new clients,

Broker-dealers, particulariy major Fiems, tend to have borrowing relationships with
a number of tanks. Thus, they can allocare their borrpwing on a daily basis, based
upon 3 variety of Tactors. These may include the cost of funds and the desirability of
maintaining a crcdit relationship with a particular lending institution. Through
diversilfication, brokecr-dealers eliminate some of their exposure to adverse credit
decisions by 2 particular bank. Although the large broker-dealers diversify their lending
relationships, smaller Firms, including most of the specialists, do not appear to maintain
lending relationships with more than ane or two banks

Inaddition to traditional hroker Ioans, banks also have credit exposure 10 broker-
dealers an an intra-day basis in connection with broker-dezicrs’ lorsign exchange
trading 2nd clearance and settlement operations for government sccuritics. As pari of
their Toreign exchange operations, banks may be called upon to transfer Munds to 2
brokcr-decaler or third party, with the expectation that payment will be made shorily
thereafier. Settlement of a particular {oreign exchange trade may call for a complex
series of interrelated transactions, with uitimate payment on the trade coming f'rom a
third party unrelaced o the original transaction. Convention in the indusiey calls for

36/ See discussion in Chapter Four supra
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scttlement of a loreign exchange transaction during business hours of the country whose
currency is being exchanged., Thus, in a dellar/yen exchange, the yen may have to be
delivered during busingss hours in Japan, while subsequent payment of the dollars would
ke made the same day duting business hours in the United States. During the period
between delivery of the yen and reccipt of dellars in payment, the bank has in elTect
advanced eredit to its counterparty and is exposcd to the risk that it will not receive
dollars in return.

Banks encounter similar "pay away" exposure for mueh bricler periods of time in
the course of ¢learing transactions in government securities. As with Foreign cxchange
transzactions, the bank may be called upon to advance Nunds or securities to be sent
aver the Fedwire 177 10 efflect trades in government securities on behall of it
customers. Becauss simultaneous credits or debits will accur in the account ol the
customer's bank at a Federal Reserve Bank, as well as the account ol the countetparty's
bank, the banks are responsible For the (ransaction regardless of whether or not they
receive payment or sccurities from their ¢ustomers. Thus, banks arg regquired 1o
maniter their own customers’ records closciy and must try 10 determinge in advance of
elTecting a transaction whether a customer’saccount at the bank issufficiently funded.
Where sufficient funds or securities are nol present, the banks will permit "daylight
overdrales,” as long 25 assurances are provided that funding for the transaction is to be
supplied by a tranzler of Tunds or securitics over the Fedwire from the customer’s
account at another bank. Between the time the bank cfTects a trade on behaltf ol iis
cuslomer and receives the wire (ransfer inte the custemer's account, the bank is
exposcd to the risk that it will have purchased or sold securities on behall of its
customer, and yet not receive payment o securities in rcturn.

3. EBack Lending During the Markel Break
{n) Broker Loans
{I' General

Asnoicd eariier, some broker-dealersexperienced probicms obtaining credit during
the week of October 19th. Chur information suggests, however, that banks generaliy
continued to function as Jenders to the brokerage commuaitly and accommodated the
increased demands of their custamers for loans,

Bank lending to the brokerage community dering the days immediztely following
the market break appears to have increased signilicantly. Ascording to FRB dara, loans
made by banks 10 broker-dealers and other borrowers to purchase and carry securifies
positions totaled approximately 315 billion on Wednesday of the week prior to the

37/  The Fedwire is the Federal Reserve System wirc transier Facility, which provides
a system for transferring Funds and U5 government sccurities between all 12
Federal Reserve Banks, their 24 branches, the Federal Reserve Beard office in
Washington, D.C, the U5 Treasury Department's of Tices in Washington, D.C. and
Chicago and the Commodity Credit Corp.
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break. 327 On QOctaober 21st, 397 however, the FREB reporicd that bank loans lor
purchasing and ¢arrying sccuritics increased to 322 billion. By November 4th, the loans
had receded io $312.2 billion, below pre-break levels. OF the 37 billion increase in loans,
almost 35.5 billion came Mrem New York City banks, which inereased the amount ol their
Icans i¢ the indusiry by 82% lrom the previgus reporting period. Chicago banks
increcased their leading by 21%.

During the week of October 19th, whilc senior bank exccutives outside the Wwall
Street lending groups monitored the market's decling, most banks reported that credit
decisions remained the responsibility ol the Wall Street lending groups. Although the
unusval circumstances dictated added cawtion, the majority of banks appear 1o have
loflowed existing iending procedures and continwed to provide loans 10 broker-dealers
within the parameters of their banks' iniernal guidance timils. 40/ Bankers laged
grecatly heightened demands Tor credit from broker-dealers on the Tuesday and
wednesday following October 19th. On October 16th and October 19th, specialists and
OTC market makers accumulated jargér than average inventorics of securitiés as the
markel dropped. At the same Hime, {irms aclive in the Tutures markets were receiving
extremely large margin calls, In order to Mnance settlement of their seCuritics
positions, meet margin calls on furures, and lacilitate sccurities settlement with
customers in the event of counterparty Mals, large broker-dealers reportedly began to
borrow frombanks in substantial amountson Tuesday and Wednesday, Gctober 20th and
21st, while smaller dealets. including specialists, soeght assurances that financing would
be available on setilement date for securities they had purchased. At the same time,
the collateral value of sccurities pledged to secure broker loans had declined
substantially,

In many casecs, scnior bank management made decisions 10 suppart the brokerage
community during the crisis. The actions ol the FRB and the FRBNY were widcly
praised for encouraging banks to continue 10 lend, On Cctober 19th and 20th, calls
were placed by high ranking of Ticials of the FEBNY tosenior management of the major
New York City banks, indicating that, while banking prudence should be maintained,
they should encourage thewr Wall Street lending groups to use the additional liguidity
peing supplied by the FRBNY to support the sccurities community, In addition, the

18/ Se¢g Table 5-4, These Figures are taken Mrom the FRB's statistical releases, Lozns
for purchasing and carrving securities include all loans 1o broker-dealers, as well
as lpans made to any other borrowers, including muiwal Tends, to finance
sattlement of securitics positions and renew ogutstanding loans. Borrowing by
mutual funds to finance redemptions also may have accounted for a portion of the
increascd loan demand shown on October 21st,

3%/  Figures available from the FRB are reported by the banks a1 mid-weeck, They do
not reflect intra-week lending. Conseguently, increases in lgans o finance
variation margio calls, or government and oplions sctilement on the 201h, may not
be Mully reflected. Similarly, increased lending to finance the settiement of cquity
trades on Ocrober 26th also may not be reflected,

40/ Few banks appoared o have specilic plans Mor ¢oping with emergencies such as
the market break. MNeverthelbess, one pank, which scemed to have 1he largcst
number of active borrewers in the securities industry, indicated that i1s analysts
had previousiy rehcarsed pracedures in the event of a 200 point drop in the DJIA.
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statement issued by the Chairman of the FRB at 8,30 a.m. on Tuesday indicating that
the FRE would be ready "to serve as a source ol liguidity to support the economic and
financial system® was considered significant. While the banks realized that they would
be ultimately responsible for any losses attributable to beoker loans, the phone calls and
public statement were ¢redited with sasing the psychological impact of the tremendous
drop in the DJEA, reassuring bankers in their ¢fforts to maintain their lending Mune-

tion. 4]/

Although the banks closely monitered the decline of the DJIA and saught
assurances lrom s0ome borrawers that were rumaercd to be in trouble, most stated that
routine lending procedures were Followed. Margin calls were made to customers on
Tuesday and Wednesday mornings in accordance with routine procedures, although
closer gitention was paid to the coliateral pledged by the broker-dealers. Most banks
reportedly were sehsilive to the difficoltics being experienced by their customers and
placed no unusual demands regarding 1the type of collateral to be received or timing of
the responses to margin calls. The banks noted that most of their customers responded
1o the margin calls in regular Tashion and withouot complaint.

In addition to regolar morning margin calls, some banks also made intra-day
margin cells to their customers. Banks were conscious that the overall deop in the
DJIlA may not have accurately reflected their own credit exposure, based vpon the
concenteations of securities pledged as collateral For specilic 1oans, Thus, while two
banks made intra-day margin calls on Monday, based upon an assumed 153% and 25%
reduction in the value of their customers® callaterai, others [ocused on firms that had
concentratigns of pariicular securities and requested that additional collateral be
supplied to olfset the reduction in their value.

Sclective intra-day margin calls also were used in Some cascs as a2 means ol
"testing” particular borrowers, By using intra-day margin ¢alls, some banks expected to
detecl any problems that their horrowers were experiencing that might have presgnteda
credit risk to the banks. Risk arbitragcurs, in particular, were viewed by the banks as
presenting a potentizl problem because of the concentravion of their positions and the
high degree of leverage emploved by such Firms

A number of banks also lowered the coilateral valoe accorded securinies held by
certain firms, and required that securities be pledged by selected firms through DTC,
rather than ¢n an AP basis, One New York City bank, {or ¢xample, indigated that it
lowered its advance rate on coilateral from 80% to 75% to certain borrowers, thus
reducing the funds available on a given amount of collateral. The bank's decisions
appear to have becn made on a case-by-case basis, however, and did not aflect the
willingness of the bank to increase the amount of its loans to those customers, 50 long
as additional collateral was provided., Moreover, at the same time the bank asked for
increased collateral from some of its customers, it expanded its loan commitment to the
same firms and its unsecurced lings ol credit to other clients.

Similar actions were taken by other banks and appear also to have been made on
a case-by-case basis or in résponse to concerns about specific ¢lasses of borrowers,
such as specialists or arbitragcurs. Another New York City bank lowered its advance

41/ Representatives of the FRBNY also were physically present at some of the banks
during the peried ol the market break.
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rate to all specralists Mrom 73% to 70% in response to the wide fluctuations in stock
values, rather than making intra-day margin calls. Moreover, to maintain lending
telationships with their custemers, the banks reported that they emphasized to
specialists that the banks® requests for more collzieral were not inflegible: if the
requests presented undue difficultics, the banks indicated a willingness to compromise.
In contrast, certain Chicago banks increased their advance rates to options market
makers® cleacing firms on a case-by-case basis, from 75% to 80% to up to 100% and, in
isplated instances, higher.

As noted, many banks that lend on an AF basis wil! do so only on the
understanding that other crediters will not have a senior cizim to the broker-dealer's
assets. There was considerable concern among banks during the week of the market
break that other lenders would require specific broker-dealers to supply collateral
through DTC. The concern of many banks during this porigd was reflected by the
actions of one major Mew York City pank, which inTormed cach of its borrowers that it
would continue to lend on 2 AP basis, bat expected 1o be notilied if any of the firm®s
other creditors required DTC collateral. A decizion by one bank to alter the ¢ollateral
requirements of a firm could have caused other banks to follow suit. 1n addition, there
was an awareness at some banks that, in light of the high volume of trades executed
during the break, broker-dealers may not have been following the procedures designed
to assure that the banks' collateral was proporly segregated., Banks attempied to
maonitor the eollateral pledged onan AP basis and in some cases exarcised their right (o
conduct audits during the week of the 19th

The reactions of the banks, 1o terms of modif ving aceepiable security procedurcs,
generally varied based on ¢ach particular bank's pereeption of the ereditworthiness of
ils customers. [n response to rumors in the brokerzge community and the banks' own
perception of the capitalization of particular firms, banks asked some broker-dealers,
onr an individual basis, to provide collateral through DTC. Moregver, in a number of
tnstances where broker-dealers were asked to convert to DTC collateral, the banks
reported that requests were made on an informal basis. Thus, one bank mentioned that
when a broker-dealer responded to its request to convert lrom AP to DT coilateral by
indicating it would take a day to make the conversion, the bank rescinded its request.

One of the major New York City banks reported that it requested certarn top-tier
brokerage Miemsto convert previously unsecured lines ol credit to loans collateralized by
liens on securities at DTC. Faced with the alternative of converting to DTC collateral,
which may have adverscly alTected the brokerage firms*other lending relationships, the
firms chose not to continue borrowing from the bank. Notwithstanding these
dilTiculties, i1 should be noted that the bank significantly increased its overall lending
amoents to the indusiry during the break.

At the same time that banks were calling customers to verify rumors and rcquest
additicnal collateral, broker-dealers were attemptng to verily the availability ol credit
lines. Banks reported that 2 number of their customers made such rnguiries, bet did not
ultimately draw upon the lings of ¢cree*it that were ofTered. One senjor loan ofMicer at a
major New York City bank indicated that some of his customers had chosen 1o test the
gvailability of credit from Morsign and regional banks mitially out of congcgrn that they
might be the [irst to restrict credit.

The stal s intervicews with & number of the top-ticr broker-dealsrs are not
necessarily inconsistent with the banks' reports, although they provide a different
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perspective on the broker-dealers’ reguests. One major broker-dealer reported that
some of its unsecured lings of credil were reduced by 5500 millian.  Other major
broker-dealers alse reported that their unsecured lines of <redit were temporatily
reduced. These broker-dealers ipdicated that, although some banks reduced their lings
of credit, they had sulficient remaining unsecured credit sources,

{it)y Foreign Banks

As noted carlier, there were numerous ceports that foreign banks withdrew their
support of broker-dealers during the market break. Stall intervicws suggest that many
forcign banks reduced their lending to the industry; others were willing to incrcasc
their loans to securities firms, bul not to the same extent as domestic banks. Although
no directly equivalent statistics are available, data from the FRB indicate that 1.5
branches and agencies of forsign banks maintained existing loan amounts to non-bank
financial institutions, including broker-dealers, during the perind when US. banks
increased leans to purchase and carry securities by approximatsiy 50%.

As a ruie, foreign banks have entared the US. broker-dealer lending market by
providing Munds at lower rates than US. banks. For the most part, the foreign banks
intervicwed by the stall tend to limit their lending relalionships with U5, broker-
dealers to those Tirms in the top-tier. Morcover, US, branches of loreign banks
generally rely upon their main ofTices abroad to set major cradit policies. Thus, while
the U.5. ofTices were responsible Tor day-wo-day administration of the loans, senior
afficials resiging abroad set guidance lines Mor their customers.

The teactions of the foreign banks to the cvents of the week of Ocrober 19th
varied greatly, Since the staff interviewed only six foreign banks, three headquartered
in Japan and three headquarterad in Eurape, it {5 difficult to generalize. Nevertheless,
it appears that foreign banks immediately raised rates in an ¢ffort to discourage
additional lending and to test whether their customers had other sources of funds. One
European bank reported that it raised its rate 0.25% on October 20th. When s
customers borrowed up to their usual lending limits on that day, despite the higher
rates, 1t raised i1s rates 0.25% again on October 21st. Only when demand dropped asa
result of the additional increase, did the bank feel conlident that it was not the solc
source of liquidity Tor its customers. At that point, the bank lowered its interest rates.,

A Japanese bank interviewed by the stafi, which alse increased its interesr rages
sighificantly retative to previguos levels, indicated that its senior management expressed
grave reservations about its lending relationships with top-tier brokerage Firms during
the week of Getober 19th. At one point, the bank requesied that its customers provide
governmenlt sccuritics as cotlateral for their loans. When the Firms reflused, the bank
mainlained existing lending levels, but did not accommodate additional loan requests.

In contrast ta most of the other {orcign banks intervicwed, one Japancse bank
significantly expanded its loan volume to the securitics industry during the same period,
The bank stated that it made a commibinent ¢arly on October 20th 1o support the
securitics industry. Conscquently. the bank, which had lending relationships with a wide
diversity of [irms, incleding top-tier and regional broker-dealers, almost doubled its
loans to broker-dealers, accommodating all of its customers within cxisting guidance
limits.
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The differences in the reactions amang the banks may be zttributable to the
conlidence of the parent bank in the Wall Sireet lending expertise of its US. affiliate
ar branch, and its understanding of the .S secuzities markets. In some instances,
senior oflicials of the loreign banks located ovérseas, who were unfamiliar with
activities of U5 broker-dealers, responded o the [alling markets by assuming
responsibility {or kev lending decisions, with the cesult that credil was nat increased
despite the additional demand of their customers. Oflicials at one Japanese bank that
did not increase its lending during the market break also cited an inability to obtain
information about the linzncial condition of its borrowers as another lactor that
influenged its decision not to expand eredit Jinegs.

[n addition to the unlamiliarity of Foreign banks with US. markets, there was
some indication that the lower inlerest ralestraditionally charpged by Mforeign banks may
have accounted lor some hesitlancy on the part of those banks to cxpand fines of credit.
Spccilically, bank management may have accided that the smaller returns received by
their Banks did not justify the additional credit risk that they would have encoontersd
an loans to braker-dealers during the week of the break, This Mactor alone, however,
docs rot explain why some foreign banks alter raising their rates did not expand their
loans 1o meet the increascd demand.

While many of the forsign banks mav have infentionally increased rares to their
customers during the market break in an efTort to reduce demand, some banks have
indicated that they did so as a resuft of an increase in the so-called *loreign bank
premium® {i,g, the additional premium charged loreign banks by New York City and
regional banks 1n the Fed Funds market), While this premium normally ranges [rom
1/16% (o 1/8%, the foreign banks indicated chat it increased 1o 3/8% and sometimes to
/2% during the week of the October 1%1h. Some forcign banks mav have raised their
rates solely to pass this additional cost on 1o therr customers, and not to restrict
credt. 42/

b, Odber Sources of Credd Exposure
{1 Forcign Exchange

Banks also laced perential exposure in conncclhion with forcign exchange
transactions and the ¢clearance and setiiement of optigns teansactions, During the weck
of the 19th, problems connccted with broker-dealer trading and seitlement of {orcign
cxchange became particularly acute. Many of the banks that normally trade with
broker-dealersthrough ihe broker market delermined that broker-dealers were nolonger
acceptable counterparties in that market. Nevertheless, broker-dealers reportedly were
able to cover positions by dealing directly with counterparties or ef fecting transactions
in lorcign currencics thraugh the lacilities of organized futures exchanges.

Cne major New York City bank refused to settle a forecign exchange transaction
with an investment bank in accordance with convention, a réaction that was potentially
disepeptive 1o the system. Rather than make payvment to the brokee-dealer in [greign
currency belore receiving payment later in the day from the investment bank, as is
customary, the bank asked for payment in dollars, which would be followed the next day

42/ See¢ letter lrom John ¥alentino, Vice President & Manager, Bank of Tekyao, to
Teseph F. Morley, ¥ice President, Securities Industry Assaciation (December 2, 1987},
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by its own payment in foreign currency. Other banks eventually siepped lorward 1o
advance overnight funds necessary tofinance the broker-dealer’s position until paymeni
was made the nexl day.

Althowgh the bank agreed to compensate the broker-dealer for the wse of its
overnight funds, the bank™ actions appeared to have created a ncgative reaction among
other participants in the Toreign exchange market. Because the seitiement of foreign
exchange trades involves interrelated transactions, any signilicant departure from
convention could have frozen the [orcignexchange market and precipitated a widespread
credit constriction that would have worsened the difficultizs ¢xperienced by the
financial community during the break.

(ii} Lendlug 1¢ Optlons Clearing Firms

Banks also were forced to make credit decisions as a result of their funciion as
OCC clearing banks. As discussed in more detail in Chapter Ten, numerous problems
developed in the OCC morning scitlement process. Senior managers in the Wall Stregt
lending graups were charged with the responsibility for determining whether to transfer
Funds to the OCC in connection with the sectlement process. Where suificient Cunds
were not available in the broker-dealars' accounts, the banks attempted to acquire
additional collateral from the firms that would permit them 1o advance funds on a
secured basis to honor the sertfement. Thus, at the same Lime loan of (icers were
reacting (o declings in the markel and making margin calls against dealers” pasitions,
OCC sertlement presented an additicnal source of exposure.

4, Apalysis

During the period Mollowing the market break banks continued 10 provide liquidity
to the brokerage community, Banks appear to have made independent credit decisions
on a <licnt-by-client basis, taking into account the perccived creditworthiness of their
customers and the value of sccurities pledeed as collateral. The Division was unable to
wdentily any generalized liquidity problem lollawing the break caused by the withdrawal
or constriction of bark credit. In lact, most banks r¢ported thal many of their
customers did not reguest eredit exceeding their internal puidance bimits, To the extent
that broker-dealers, and particutarly specialists, experienced difMiculty in borrowing,
these difficulties appear to have arisen from concerns by the banks about the
capitalization of the [irms and their ability to repay loans.

Communication played an important part 1o the response of the banks 10 the
credit needs of their customers, Mast banks reported that they had access to senior
management within the brokerage Diems, through which they were able 1o check rumors
and acquire information necessary to make positive credit evaluations. In addition,
banks praised particular Brokerage (irms, ncluding same specialists perceived as
possessing prealer deprees of eredit risk, that maintained close contact with the banks
on October 19th, 20th and 21st. The stalf also believes that the actions of the FRB
and the FRENY had a positive, stabilizing efTecl on bank lending,

Communication problems plaved a Mactor in the decision of some lMoreign banks to
constrict lending during the market break, The apparentinability of some forcign banks
10 acquire information Mrom their boriowers, coupled with slim margins, delays in
communication with Toreign headguarters and lack of familiarity with lending to US.
s&curities irms may have contributed to the problems encountered by broker-dealers
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who borrowed from Moreign banks. The reaclions of Toreign banks appears not to have
been unilorm, kowever, and those banks that appeared 10 have the greatest familiarity
and commitment to the broker loan market continued 10 supply ligquidity.

A mgjor potenlial for disruption appeared in the context ol bank global exposure
to broker-dealers and, in particelar, in foreign exchange trading Banks recognized that
ihey had high exposures to broker-dealers in other than traditional lending capacitics,
but as a general matter lacked systems to quantily these exposures. Some exposures,
such as the foreign exchange teades discussed earlies, involve sigrificant short term
risks. The effect of these unguantilied exposures is to make banks wary of increasing
their lending to broker-dealers in times of crisis. Forther attention necds to be given
to the extent of global eredit exposure of hanks 1o broker-dealers and the impact ol
this exposure on their lending to broker-dealers.

Finally, in tevicewing the leading performance of banks in the waks of the
October 19th market break, it must be kept in mind that banks made many of their
grucial lending decisions during and alter the markel rebound on Tuesday, October 20th.
The delay of some banks in sertling with the 3CC on Tuesday morning and the decision
by one bank to stop new stock lending on Tuesday morning sugpest that the initial
tcaction ol at deast certain major banks to Monday's market drop was to tighten ercdit.
Thus, it is pot certain that credit would have remained a8 readily available had the
market continued to all sharply on Teesday. In ordoe to mactgate the impact of a
single lender’s decision during difficull times, the Division believes that it may be
appropriate (or the designated examining authoritics to review with broker-dealers the
desirability of establishing diverse lending relationships with a number of banks, as weil
as the leasibility ol obtaining more committed lines of credit than now exist.

D. QOptions Market Makers® Financial Respansibility
I. Regulatory Capiial Requirements

Options market makers on the floor of the various aplions ¢xchanges that do not
conduct other seourities businecss and that elesr their transactions through other broker-
dealers ("clearing Firms") are exempt from the Commission’s not capital rute. 43/
However, the market makers are required to oblain and Tile with their respective
exchanges jetters of guarantee from their clearing firms. In the lerter of guarantee,
theclearing lirmaccepts financial responsibility FTorall options transactions made by 1he
guaranteed markct maker. 44/

While options market makers are exempl{rom the Commission's net capital rule,
their clearing firms gre subject to the rule, A clearing firm may compute its net
gapital pursuant to the basic or alternative method. 4%/ [n addition 10 the deductions
required ol other fiems, the net capita! rule also requires the clearing firm te reduce its

43/ Rule 15¢3-1{h¥1)

44/ §¢¢ CBOE Rule 4.5, NYSE Rule 758, AMEX Ruiz 961, Fhix Rule 7¢3{a){vii}, PSE
Rule ¥1, Section T

45/ For 2 basic description of thg ner capiral rule, 3g¢ Section A ol this chapter
supza at pp. 5-1 - 5-3.
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net capital to the exitent that the haircuts or deductions required vnder the rulc
relating toa particular market maker's account exceed the squity in the market maker's
account. 457 1f a2 market maker’s account liquidates to an equity that is in excess of
the market maker’s haircuts, the clearing lirm would not be reguired 1o take any
deductions For thar market maker*s account. 47/

If the haircuts for a particular markel maker's account exeeed the equity in the
account, the rule as written provides that the clearing firm may not extend further
credit to the market maker vnless the clearing Cirm requires the market maker to add
sufficient equity to the account (o eliminate the net capital charge, Howewver, the
Division, in a no-action letter approved by the Commission, permits the clearing Mirm to
take the charge without requesting margin from the market maker, natwithstanding the
literal language of the rule. 4§/

If a market maker's account liquidares 1o a deflicit, the market maker must cease
doing business until such time as the deficit iseliminated. The clearing Miem is regquired
to issue a call Tor additional equity which must be met by noon of the following
business day. [F a market maker Tails to meet the call Tor additional equity, the
clearing firm must take steps to liquidate the market maker’s account promptly and give
1elegraphic notice of the market maker's failure to meet the call to the Commissien and
thesell regulatory organization responsible forexamining the linancial condition of the
clearing firm and market maker.

Furthermare, the net capital rule limits the volume of market maker busingss a
clearing firm can carry in relation to its net capital. The rule requires that the
aggregate gross haircuts with respect to all the market maker accounts carried by the
clearing firm {regardless of equily in Lthe accounis) not exceed len Limes the clearing
(irm’ net capitat for a period cxceeding live consecutive business days {"ter to one
ratiostandard™). 4%/ During these Five business days, the clegeing Cirm ¢an increase ils
capital, or ¢all vpon its market makers either to reduce their positions, and thus the
haircuts or charges associated with the positions, or deposit additional equity {0 reduce
the direct deduclions against the clearing lirm's net capital,

Some options market makers are not exempt [rom the net capital rule because
they do not limit theor securities busingss o options market making. For these options
market makers, the rulc provides 2an optional lNinancial responsibility standard 50/ which
subjects them Lo the ner capital rule but dogs nol reguire them 10 take haircuts on

46/ The equity in the markel maker's agcount is determined by taking the market
value of all long positions in the account less the market value of the short
positions adjusted by the amount of money doe 10 or from the clearing Tirm.

42/ Each market maker account must be computed scparateiy, a deficit in onc market
maker account cannot be ol Mset with excessequity inanother market maker ageount

48/ Sgg Division's No-action Letrer to Mr. Joseph W, Sullivan of the Chicago Board
Options Exchange, dated April & 1977,

49/ Rule 15c¢3-1{cH2HxKBI L)

S0/  Rule 15¢3-1{a}6).
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their proprictary options positions. This optional standard is available to an options
matket maker that {I} only ef fects transactions with other broker-dealers, (2) carries no
customer accounts, {3} effects no transgetions in ynlisted options, and (4) effects its
aptions market maker transactions through and carries those transactions in a market
maker account cleared by a clearing Firm. This optional standard is predicated on the
maintenznce of specilic levels of equity in the market maker’s account. [t also imposes
upon the cicacing firm control and early warning obligations intended to cnsurc daily
surveillanee over the aceount’s Financial condition,

The rul= also provides an optional fingncial responsibility standard lor seif-
clearing options specialists or marketr makers. 5i/ The rule provides that a self-clearing
oprtions specialist or market maker can take the same deductions for its proprietary
positions that the clearing Tirms take (or their independent options market makers.
This stancdard is available to a broker-dealer that clears its own options market making
and related transactions and those of olther indcpendent market makers and generally
does no other sccurities business.

2. Financinl Condition of Oplions Markets

There are nincteen broker-dealers clearing the accounts of sebhstzntially all
options market makers. Sixteen of the Firms are designatcd to the CBOE Tor Binancial
examination putposcs. 32/ The netcapital compuiations and market maker deductions of
these firms arc monitored daily by the UBQE for compliance with the linancizl
responsibility cules. The remaining three firms (Bears, Stearns & Co. Inc, Wagner Stort
Clearing Corp.. and Spear, Leeds & Kellogg) are designated to the NYSE.

Beoause of the record volume on the CHOE on Getober 19th, the Jarge number of
uncompared trades, and other processing problems, particularly problems in oblaining
accurate options pricing information, 53/ the sixteen elearing firms designated 10 the
CBOE experienced dilfCiculties providing the CBOE with accurate capital computaiions
for October 19th. Eventually, all of the ¢leating Mirms, with the exception of First
Optrions of Chicago, Inc. ("First Oplions™), submitted to the CBOE completed capital
computations. One clearing firm, Fossctr Corporaiion ("Fossett™), operated on October
19th and 20th while tn viclation of the Commission's net capital rule,. The CBGE is
unable to confirm at this rime that First Options was operating in compliance with the
net capital rule on October !9th, even though it had iocreased its capital by 5102

Rule 15¢3-1{a)7).

21/

53/ If the broker-dealer is a member of more than one sell regulatory arganization,
the Commission designates one of the SROs as the Examining Aathority For the
broker-dealer, The Designated Examining Authority ("DEA"™ 15 responsible for
examining the member lor compliance with applicable Financial responsibility
rules.

53/ See infra Chapter Eight for a more delailed description of the prablems that
occurred in pricing options [ar capital and ¢learing purposes during the Cctober
marksl break.
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million by drawingon itsrevolving subordinated loan agreements. 347 Noather clearing
firms were close 10 vielating the net capital rule.

On October 19th, the ratio of aggregate gross haircuts to net capital for thece
clearing firms excecded the prescribed ten to one standard. The ratios for each lirm
were, respectively: 405 o 1, 487 to ! and 138 to 1. By the close of business on
October 20th, the ratico of aggregate gross deductions (0 haircuts of two ol these Tirms
had been reduced 1o within the t2n to one standard. The other firm's ratio increaszed
to 43.6 to | fram 40.5 to 1, but its ratin problem was corrected by the close of bugingss
on Wednesday, Oclober 21st. One of the clearing firms designated to the NYSE slightly
cxceeded the prescribed ten to one standacd, The ratio of the firm was 10%7 o 1. On
the following day, the ratio prablem was corrected by the firm

a. Oplions Market Makers

The total market maker delicits at zll options exghanges Mor those marker makers
that clear through any of the sixteen cicaring lirms designated to the CHBCE increased
from approximately $6.2 million on October t4th to approximately 3137 million on
Crctober X3rd, 2 net increase ol approximately $130.8 million {sce Tablec 5-5). The
number of markst makers' accounts in delicit increased from sixty on October 1dth to
130 an Gctober 30th. The bulk of the deflicits 1a 1the markel makers' accounts were
isolated to a fow accounts, cven though the losses of equity in all accounts during the
period were substantial.

tore individual market makers were in deficit on October 19th and 20th than at
any pther time during this period. For instance, on October 20th there were 164
market makers whose accounts were in delicit with an aggregate total delicit of
approximately $217 million. Eighty-one market makers whose accounts are cartied by
First Options. the larpest clearing Niem, accounted Tor approximacely 86% of the toisl
deficits of October 20th. On October 19th, 15 clearing firms 33/ had 114 market
makers go into deficil with an aggregate deficit of approximately $31.4 million.

The three NYSE member Firms that engage in options clearing also had market
makers go inta deficit during this peeiod. The majority of these market maker delicits
occurred on October 19th. For example, one clearing firm had cighteen market makers
go into delicit with an aggregate delicit ol $90.1 million. 56/ The other two firms

34/ Sce lootnote 15, suprg for a general descripiion of subordination agreements. 1n
1982, Appendix D was amended to pecmit the use of "revolving® subordination
agreements which allow broker-dealers mesting certain conditions to prepay
amoants borrowed under a “revolving® subordiration agreement before the
expiration of onc yvear from the effective date of the subardination aprecment
only with the approval of the [irm's DEA. A revelving subordinated loan
agreement may not be prepaid il the efTect of such prepavment would be to
endanger the Mirm's ret capitzl positian.

55/ The aggrepate Ngure does not include the information for First Options since
First Options was unable to provide the CBOE with a completed capilal
computation Tor October 19h.

56/ This firm absorbed the positions of ten market makers into its inventory.
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aggregate market makers delicits were nol substantial, Oneg ol the Firms had eight
market makers go into delicit with an aggregate deficit of approximately $4.8 million,
and the other had seven market makers go into deficit with an aggregate deficit of ooly
31.8 million.

During the Ocigber 141h-30th period, the market maker equity at all options
exchanges for market makers carried by the sixteen clearing firms designated to the
CBOE decreased by approximately $287.5 million, fram approximately 323359 million on
October l4th toapproximately 3542 4 million on October 30th. Approximately 44 parceni
(31258 millioa) of the decrease in total market maker equity waz attributable to market
maker defigits, The remaining difference resulted from market value declines in the
accounts of other market makers and (rom withdrawal of equity by market makers,
apparently troubled by numercus rumors regarding the financial health ol their clearing
Firms. During this period, net market makers’ withdrawals totalled approximately $364.5
million,

b. Clearing Firms

The aggregate net capital of the clearing Cirms designated 1o the CBOE inereased
by approximaiely 3178 million, from approximately 31209 million on October 1dth, to
approximately 3300 million on October 30th. This increase in net capital was due not
only 1o various capital inlusions that occurred during this period, but also to the
dramatic reduction in options market maker positions (and therelore in the bairculs
required to be taken by the clearing firms)

Althpogh the clearing firms, as a2 whole, substantially increased their nat capital
during this period, they still expericnced liguidity problems, A number of factors causcd
the liquidity probiems of these firms, including: {1) intra-day margin cails by OCC and
the commadity ¢learing corporations; (2) difTiculties in Tinanging stock and options
positions theough banks, (3] problems with teturned stock loans; and {4) market makers'
withdrawals of equity From therr accounis, a5 noted above,

The clearing fivms had to meet several intra-day variation mazgin calls made by
OCC and the various futures clearinghouses. [n additicn, the lack of an adeguate cross-
margining system among futures and option: appravated the hguidity problems
sncountered by the firms, 37/ Consequenily, OCC and the futures clearing corporations
were requesting intra-day variation margins bascd solely upon the positions carried by
the particular ¢learing corporation without recognizing the risk reduction posed by
of [setting positions carried at olher clearing corporations. Forexample, aniotermarket
spread consisting of an OEX option traded on the CBOE and an S&P 500 Muture traded
on the Chicago Mercantile Exchange would be independently margined by cach of the
clearing corporations wvolved without recognizing the redoced risk of the combined
position. Thus, intra-day margin calls by OCC due to a Joss on an options positien
could not be immediately ol fset by gains on the Futores pesitions and vice-versa.

A second [actor contributing (¢ the liquidiy crisis expericnced by the clearing
Firms was the dif ficulty encountered by these firms in securing adequate financing for
stock and options positions throogh banks. During the week of October 19th, clearing

21/ The merits of a cross-margining system are discussed in Chapler Ten.
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Tirms were financing a large quantity of stock and aptions positions [or market makers,
With the severe decline in the market, the loan value of the positions (other than long
puts} pledged as collateral was stgnificantly reduced. Accordingly, many of the bank
loans became vndermargined which required the clearing Firms to deposic additional
collateral to secure them. Some banks redueed the loan value percentage those
positions would reccive. In addition, at least one of the few banks that had accepred
long put options in the past refused to accept these posilions, requiring what the bank
considered “more sccure” collateral, to Tinance clearing firms. Thus, some banks
elfectively reduced their lings of crodin to scveral ¢icaring firms by reducing the
amount clearing lirms were able to draw against the collatcral the firms provided.
Finally,a number of clearing firms’ borrowing needs exceeded their existing bank linegs
of credit, and some banks refused 1o extend additional ¢redit to accammadate the
financing needs of the clearing Firms. Nevertheless, several of the banks indicated that
once their borrowers reached the advance rate Limits generally extended to them, the
banks, alter some consideration, extendzo advance rates as much as 100% 1o some
instances in arder to ensure that their clcaring Mirm ¢ustomers were able 1o meet their
settlement obligations, 3§/

Another Factor contributing to the liquidily concerns of the clearing Mirms was
the return of significant quantitics of stock loans 594 to the clearing Firms. The stock
loan retorns forced the clearing irms (o seck Tinancing to settle with the broker-
dealers returning the stock. Becausc of the market decling, however, the loan valug of
the returned stock was worth much less than the Tunds required to be remitted to the
borrowing broker-dealers. Thus, the clearing firms were forced tosearch ler additional
acceptable collateral to pledge to the MNinancing banks.

The last signilficant facror that contribuled to the liquidity problems of the
clearing Tirms was the market makers” withdrawals of excess Tunds, As noted above,
the net market maker cash withdrawal during the Octobar 14th-30th period was
approximately §364.5 million. Many markel makers usually leave ¢xcess equity beyond
the haircuts in their market maker gecounts. During this peried, however, the market
makers requested cash as they ligquidated their positions. The ¢learing Mirms apparently
honored all requests Mor withdrawal of Tunds inexcessof haircul or house requirements,
The effect of thess cach drains was to exacerbate an already tight cash (lew situation
at the clearing firms, lurther inhibiting their ability [0 meet their setilement and other
lNnancing obligations.

1. Stresses on Firm Resourses

The particular exposures ang siresses on options clearing Mirms can be illustrated
by the experiences of the lollowing three clearing firms.

The advance rates were also extended 1o casure that margin calls could be met.

h1.5]

50/ 1n a standard stock loan transaction, one broker-dealer lends stock to another
broker-dealer which the borrowing broker-dealer negds to cover short sales or (o
satisfy fails to dcliver. Normally, the lending broker-dealer receives collateral in
the form of cash or government securitics equal 10 at least 100% of the market
value of the loancd securitics. Upan the rctern of 1he stock loan, the lending
broker-dcaler must return the collateral 1o the borrowing broker-dealer.



5-319
a. Flrst Opticns

First Options is the largest clearing lirm (in terms of the pumber of options
market makers it clears); it presently clears the accounts of approximatcly 1,200 options
markct makers. First Options is 3 wholty-owned subsidiary of Continental Illinois
Mational Bank and Trusi Company af Chicagoe("Continenial Bank"); it was purchased by
the bank for $125 million from Spear, Leeds & Kellogg in 19%6. The acquisition ol First
Options by Continental Bank was approved by the Oflice of the Compireller of the
Currency ("Comptroller™), subject 1o cerizin restrictions in an "approval letier” The
approval letter limited First Options' activities to those in which national banks are
2llowed 1o participatec. These include taking positions in some oplions and lutures
contracts on bank eligible securities (¢.g, Treasury and municipal bonds), The approval
letter also restricted Continental Bank's capital infusion and extension of credit to First
QOptions o the same legal limitations applicd to non-aiffiliated customers {25% of the
bank's capital, of which at least 10% of the capital must be secured).

Ctn Tugsday, OQclober 20th the Division learned that First Cptions was
experiencing iquidiiy problems. First Opuions' liquidity problems weee attributed to (1)
large losses in ceriain market maker accounts, (2} restrictions imposed by the
Comptroller on Contincntal Bank'sability toinfluse additional ¢apital inte First Options,
{3) extensive marke! makers” withdrawals of equily lrom Lheir accounts, {(4) intra-day
variglion margin calls by OCC and the commodity clearinghouses, and (5)difficultics in
abtaining bank (inancing (or stock and options pesitions held by market makers,

i. Market Maker Losses

In Ocreber 1987, First Ophions incurred a one month loss of approximatcly §79.5
million, First Gprions' foss was primarily attributable 1o rthe establishment of reserves
for pad debis associaied with market makers' deficits of approximately $91.& million,
The majority of First Options” writc-olls was attributable to the accounts of nine
markect makers thar went into delficii. As Table 5-8 below indicates, as of October
ith, the deficits in these accounts ranged Trom %19 million 1o §52.3 millign.

The majority of the losses in these accounts was rclated (0 ong securities or
short options positions in the Standard & Poor’s 100 Index (*OEX"}, General Electric
{™GE"), International Busingss Machines ("JBM") and Southtand Corporation ("SLC").
Generally, the losses in these accounts resulted From "short straddle” &3¢ and "covercd
call” &1/ positions in the above issucs,

&0/ A shortstraddle is a short call/short put combinatian which prefis lrom the sale
of options which may expire worthless or be bought back at lower prices as the
time préemium érodes. The maximum profit is the sale proceeds {premiums). The
maximum o055 potential 15 unlimited on the upside (because of the shorr ¢all),
and on the downside it cguals the exercise price on the short put less the
premium received. This particular strategy is best suited for a newiral market
and can result in scvere losses in 2 rapidly rising or falling market.

1/ A covered call position is defined as a short call position ollset by a long stock
position. This patticular strategy is neulral with respect o a bullish siratcpy
with the short call providing only limiled protection in a declining market, The
maximum profit of this positien is the out of the money amount of the oplion
plus the 1ime value. The maximum loss is the stock price minus the call premium.
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9 (1,781,035 (2,152,051} (2.027.847) {2, 146,212) {2.017,26%)

10/28 1029 10730
! (52, 5375567) (52,330,034} {52.374.682)
2 (6,007.173) (6,004,709} (5598032}
3 (17,170,557)  (165%998.022)  (16,691.485)
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g2/ Market Makers |-5 were primarnily OEX Oplions Market Makers. Market Makers

G6-9 were primarily Equity Options Market Makers.
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R, OEX Market Makers

Five of the rine market maker accounts had significant positions in OEX Options.
Thase accounts sustaincd tremendous losses as the Standard & Poor™s 100 Index fell
from 297.06 t0 216.12 between October 14th and October 19th. For example, on October
l4th, the market maker which incurred the largest deficit had 2 short straddle position
inover 7000 OEX contracts. As the market declined on October 13th and Oetober j6th,
losses were incurréd as the short puts in the straddle increased in value, On these two
days, the account sustained a loss of approximately $10.2 millien and had a delicit of
approximately $5.6 million as of the close of business on Friday, October 16th.

On October 19th, even though the market maker's overall short position hzd been
substantially reduced by the expiration of 2 number of the contracts on the previous
Friday, the market maker 5till had 4,214 naked short GEX puts in his account. When
the market collapsed on October 1'9th, the put prices increased dramatically and created
hupe losses in the account. The toss to the market maker on October 19th cauwsed by
his OEX position wasapproximately $36 million. The market maker lost $10.7 mlliod in
just one series of the OEX because the price ol the puts increased lrom %17 at the
¢lose on Cctober 16th to BICG] at the close oo October 121h.

On Qctober 201k, all short puts, except those within a2 spread, were liguidatced
generating an addivional loss of approximaiely $1.3 million, Thus, the aggregate loss
during the October 15th to Octaber 20th period in OEXs lor this market maker totalled
approximately $46.5 million.

This market maker also had a significant position in [BM stock and options. His
[BM position consisted primarily of covered calls, short straddles and naked short calls.
From October 14th 10 October 19th, the market value of [BM stock declingd from 145
L/4 10 133 1/4, generating losses in the account of $2.7 millicn. On October 20th, when
IBM posted a gain of 11 374 points, some short puts in the straddles were liguidated,
and a proflit of approximately $1.2 million was realized. However, the agpregate losses
incurred becauss of the 1BM position during the Qctober 15th to October 20th period,
were approximately £1.5 million. 1n sum. between October 16th and October 20th, this
market maker sustained an aggregate lossof approximately $33.6 million; approximately
$48 million of the loss was attributable w the OEX and TEM positions.

The ather Four marker makers with substantial QEX positions sustained losses
ranging from approximaicly 369 million 1o %153 million. The losses in those accounls
also were attributable to short siraddles and naked short put positions. Three of theose
accounts went inlo deficit on October 16th. The delicits ranged {rom approximatcly
$1.2 million to $5.9 millior on that day. The other market maker went into a defficit of
approximatcly 36.4 million on October 15h.

b. Equlty Oplions Market Makers

Four other market makers experienced substantial losses from cquity options
positions, For example, two ol the markel makers' losses were caused by their short
put positions in Southland Corporation (°5LC*). Erom Octaber 14th 10 October 20th, the
market value of SLC stock fell Mrom 72 578 to 47, The market vzlue of the shart put
options incrcased from 2 1/8 (0 29, One market maker that had 150C naked short puls
in SLC sustained a loss of approximately $4 million because of s SLC position. On
October 15th, 19 of these contracts were assigned, and on Ocigber 16th, another 46



5-43

contracts were gssigned. §3/ As a result of the declining market and the assignment of
the contracts, which meant that the market maker was long the actual securitics, equity
in Lhe zccount decreased from $37.132 on Oletober ldth to 2 defieit of approximately
$3.5 million anr October 20th.

During this period, another market maker sustained losses of approximately $10
million because of its SLC position. This market maker's positiaon consisted of covered
call writings, naked puts, conversions &4/ and hedged puts. 65/ 1ts covered calls ang
naked puts were adversely alfected by the steady decline of SLC steck that oceurred
botween Ootober 1dth and October 20th. Although the market maker sustzined losses in
s SLC position of approximately 310 million it had adeficitof only appreximately $1.8
million on October 20th.

it.  Complroller's Restrictions on Continental Bank's Ability to Infuse Capital

On October 20th, the OfTice of the Comptroller informed the Division that
Continentsl Bank had requested the Comptrolicr to relax its limit on the amount of
capital that Conlinenial Bank could inTuse into First Options (ie exrend the 23% ol
Rank's capital limitation). Prior to the opening of business on October 19th, First
Options had drawn $42 million pursuant to its revolving subordination 1oan agreement
{"revolver") with Continental. That same day, First Options drew an additional 360
million Trom its revolver, The Comptroller, however, determined that the 560 miliion
draw on the revolver caused Continental o viclate its covenant that Continental’s
investment in and leans to First Options should not exceed 25% of its camital. Despite
the akove covenant, Continental, on Octeber 20th, lent an additional $138 millipn to
First Oplions through the cevolver. On Ccotober 2ist, aller being informed by the
Comptroller that it would not waive the 25% resiriction, First Options entered into a
revdlver with the holding company of Continenlal Bank ("Holding Company™). The
Holding Company lent First Options $130 million through a revolver, which enabled Firse
Opticns to repay 3130 million to Continental Bank. This plus payments of unrelated
secured loans Mrom the Bank piaced Continental Bank back into compliance with the
provisions of the Comptroller™s "approval lerter.”

As a result of the unprecedented high volume of trading and the iosses incurred
by market makers for which First Opions cleared, duriag the month of October
Continental Bank and the Holding Company infused inlo First Options approximately
£312.5 million of subordinated capital. Most {approximately $277 million) of the capital
infusign was made betweeon Ootober 14th and Qclober 21st, The stal i was assured that
the Holding Company had substantiai liquid assets in excess ol $200 million that couid

63/  An assignment of a position occurs when the person holding a long option
position has exercised his right to buy or sell the underlying security at the
exercise price and 1he obligation 10 buy or scll becomes the duty of the person
who sold the option.

44/ A conversion is defined as a long secuerity posilion hedged by a short call option
position and a long put aption position for the same nember of units of the same
underlying security, cach option having the same cxpiration datc and exercise price.

83/ A hedged pul consisis of a lopg security position and a long put position on the
same underlying sccurity.
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have been made available if needed to keep First Options in busingss and in compliance
with the Commission's net capital rule.

iii. Withdrawal of Equliy by Markei Makers

First Options' cash flow situation was further exacerbated because market makers
whose accounts it carried were withdrawing all excess funds or ¢quity from their
accounts. Asmarket makers liguidated their stock and options positions, they requested
cash from First Options. Although these withdrawals were a widespread problem (or all
the clearing firms, First Options was most severely alfected. The total net markel
maker ¢ash withdrawal from First Options doring the period from October 4th 1o
{crober 30th was $201.! million, which accounted (or approximately 35 percent of all
net market makers' cash withdrawals from CBOE designated ¢learing {irms.

TABLE 5-7

P M ALY MA ET DE MND WITHDEAWAL

Market Maker Depoting

DATE nd [Withdrawals
10/54/47 % 341 M2
10/15/87 13,767 989
10/16/87 1,657 400
14/19/87 {51,687,744)
10/20/87 2,628,020
1021787 (157,441,171
10/22/87 2,471,771
10/23/87 {3B,791.837)
10/24/87 (280287
10:27:87 £4,843,788
13728787 6,287,960
10/24%/87 G.821,741
13/30/87 . {2,243,315}
TCGTAL ($201,151,960}

Total Met Market Maker
Cash Withdrawals for the
16 CBOE clearing Nirms ($364,45594])

Asthe above table indicates, the bulk of the market makers' withdrawals occurred
during the week of Cctober 19th, The net ¢cash withdrawals by market makers during
the week of October 19th tolalled approximately $242.8 million. Apparently, many
market makers wilhdrew the ¢xcess equity in their accounts begause they were troubled
by rumors regarding the impending coliapse of First Options because Continental Bank
¢ould not inluse addiuonal capital into the Tirm.
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iv. latra-day Variation Margin Calls by OCC

On Qctober 19th, OCC called for a roral of approximately $3t million ol intra-day
variation margin From First Oplions through Four separate ¢alls. Three calls were met
by First Option: an October 19th. The lourth, a late afternoon call, could not e
processed bafore First Options” bank ¢losed Mor the day and was met on October 20th,
G October 20th, First Optigns met an intra-day variation margin call of approximately
$1.2 millicn. ©On October 21st, OCC issued zn intra-day variation margin call of
approximately 350 million. The DMivision was informed that First Options was unable to
meet the call and that QCC relieved First Optionas lrom its obligation to meet the

call. g8/
¥. Bapk Finaociag

First Options had established lings of credit withapproximalely twelve banks with
which it normally maintains bank credit lines in excess of 3630 million, First Options
advised the Division thar, during the week of October 191h, its lines of credit were not
reduced. In fact, several of the banks provided First Options with MNinancing beyond the
established lines of ¢redit to accommodale its financing needs. For instance, on
October 220d, the day following net market maker withdrawals ol approximately $157.4
million, First Options had approximatzly 31 pillion in total bank loans outstanding,

On October 22nd. the staff was informed that ane of First Ophions’ lenders had
became uncomlortable with aecepting long put options as @oilateral afthough such
positions had been accepted in the past. The lender requesied 5 substilution of
collateral in the form of ¢quity securitics or 3100 million in cash. First Options had
pledged $250 million in fong put options posilions along with $110 million in securitics
positions to collateralize a $250 million lewer of credit from the bank. First Cptions
had pledged the letter of credit with OCC to meet its margin requirements. The bank's
réequest was prompted by its decision nol to accept deep in the money iong pul oplions
as ¢ollateral, despite the proteciion such a pledge alTorded it. Given First Options'
liquidity constraints during the week of Qctober 19th, it did net have the additional
collateral readily available. Firsi Gptions was able to satisly the bank by reducing the
pledged letter of credit by $110 million. The bank released approximately $200 million
in long put optiens, which First Options pledged with OCC to satisly its margin
requirements.

h. Fossett Corporaticn

Fossetl is 8 sell-clearing options marke: maker 87/ which elears the a¢counts of
160 independent options marketmakers, including that ol itssubsidiary Fossest Trading
Corporation {"ETCT). Fosscit eaperienced financial difficultics on Monday, October 15th,
primaril¥ becavsc of an unhedged positien 1o excess of 700,000 shares o Ceasar’s World
stogk carried im the aceounts of Fossctt and FTC. The price of the stock precipitously

86/ See Chapter Ten for 2 more detailed description of the problems encountered by
First Optiens in mceting its margin and scttlement obligations,

67/ Fossetr, as a self clearing options market maker, clected to compute its net
capital purseant to Rule 13¢3-1{a) 7). Sce discussion of Ruls 15¢3-1{a) 7 suprga at
p. 5-34.
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dropped on October 15th. The losses on its Ceasar's World holdings cavsed the firm to
mncur a aet capital deficiency of 3109 miliion as of the close of business on October
19th.

The CBOE, the DEA for Fossert, directed the Firm to liquidats all proprictary
posibions in the Fossett and FTC accounts. Furthermore, the CBOE and Fossent
instructed 2l] independent market makers to reduce their options positions in order 1o
reduce the haircuts assessed to Fossett’s net capital. The market makers also were
instructed 1O maintain equity in their accounts equal to the haircuts on their options
positions. On Tuesday, October 20th, Fossett, by reducing its proprictary and market
makers’ positions, reduced its net capital deficiency by approximately $5.7 miltion and by
the close of busingss October 20th had a net capital deficiency of $5.2 million.

On Wednesday, October 21st, Fossett sold the remainder of its Ceasar's World
stock position. The sales brought the firm back into compliance with the nét capital
rule. As of the close of business on Ootober 215, Fossett had total net capital of $1.3
million which excecded its net capital requirementof 3100000 by 1.2 million. The lirm
still was experiencing some ¢ash MNaw difficulties, however, and was unable to meet a
variation margin call of 33.! million. OCC relzased the [irm from this cbligation. &8/

Fossett's liquidity problem was further exacerbated on Wednesday, October 215t
by the returo of stock loaned by Fossett (o another broker-dealer, I[nitially, Fossett's
bank was unwilling to finance Fossett’s 330 million obligation. After negotiations with
Fossett and OCC, the bank agreed 10 finance the 330 million obligation. As part of the
agreement, OCC agreed to pledge long puts of aboot $3 million to the bank and utilized
its discretionary autherity to reduce required margin to 100% from 120%, Fossett, in
turn, agreed to ligueidate enough securities to pay back the $30 million by the following
Friday. Furthermore, Fossett agreed that it would cure its other underscollateralized
gbligations to the banks within a month. Lastly, the bank received a personal guarantee
to repay all loans from Stephen Fosseld, the firm's principal owner,

Once Fosscit's financial condition stabilized, the CBOE and OCC imposed upan it
a number of restrictions. For instance, OCC, elCective Oclober 26th, placed the firm on
150% margin status. The CBOE, effective Movember 2nd, placed the following
restrictions, among others on Fossett: (1) the Firm must maintain net capital in £xcess
of 53 millicn and must mainiain 2 ratio of gross market maker haircuts to net capital
below 5 to |; (2) no new accounls may be opened by Fossett without the prior approval
of the CBOE; (3} no capilal withdrawals may be made withort the consent ¢f the CBOE;
and (4) Fossett and FTC may not maintain any signilicant unhedged positions in their
respective trading accounts. As ol January 12, 15988, the CBOE restrictians were still in
effect,

c. Self-clearing Market Maker

One scll-clearing market maker (irm that carried no other market makeraccounls
cexperienced unusual hauidity problems as 2 resolt of the October market break., The
firm was actively involved i both the securities index options and the fipancial futures
markets and had accumulated large options and futures positions in a variety of index

&8/ For a discussion of OCC's warialion margin call and its decision to relieve Fossett
from its margin call, see Chapter Ten,
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products. The firm experienced severe liguidity problems when OCC and the futures
clearing coeporations significantly increased the margin requirements alter October 15th.

On October 26th, the firm apparently went into net capital violation because the
haircuts on its futures related positions substantially increased as the margin
requirements on the futures positions incrzased. €3¢/ Furthermore, the firm faced a
margin deficit of $10 million at OCC and its subsidiary, the Intermarket Clearing
Corporation ("1CC"), which elears the FMCI Index Futures. OCC relieved the Firm from
its margin obligation and instrueted the firm to reduce its positions to artain net capital
compliance, 20/ The firm achieved net capital compliance by reducing some of s
Futures related positions,

4,  Analysis

The lLiqeidity problems ¢xpericnced by the options clearing licms during the
Cctober market break suggest ceriain weaknesses in the Commission's net capital cule.
Specifically, the stall belicves that 2 number of izsues should be explored Curther.

a. Finaocing of Market Maker Haircuts by Clearing Firms

Clearing Firms are required to reduce their net capital 1o the extent that the
haircuts on an individual market maker's position exceed 1the equity in its sccounts.
The Division issusd a no-action letier on April 8, 1977 t0 the CBOE in which the
Division acquissced in allowing clearing firms, in effect, 1o finance the haircuts of their
market makers. It is possible 1that some market makers would perfarm more
conservatively il they were requited to maintain equity ¢qual to the haircuts at ail
times. It also is clear that the clearing Virms would have greater liguidity if trading
¢caposure from market makers was more limited. On the other hand, such a requirement
might decrease to some extent the market making liguidity on the Floor of the options
exchanges. The stalT plans to study whether the Division's no action position should be
withdrawn. Abscnt this no-action position, market makers would be required to have
minimum equity equal 1o the pereccived risk in their positions.

b. Revision of Haircetfs on Short Options Posilions

The subsiantial losses ol market makers eleared by First Options demonstrate that
the present net capital treatment accorded to short options positions is inadequate Lo
insure againgt the risks of major market movements. We belicve that consideration
should be given te whether there should be concentration haircuis Moz short options
positions, sither on a market maker by market maker basis or on a tota! clearing firm
basis,

§8/ The haircuts an fetures positions are dependent on margin requirements of the
varions commodities boards of tradc and ¢learing corporations. In this case, since
the firm is a clearing member of Intermarkat Clearing Corporation, the haircut
the firm must take with respect to ils proprictary (utores positions is equal to its
margin requirement.

70/ See infrg at Chapier Ten lor a discussion of OCC's and [CC's cross-margining
proposal and thcir decision to relicve the Miem from its margin requirement.
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In tate 1985, the Division issued a no-action letter ("Minikes Letter™) allowing
broker-dealers to compute deductions with respect to their options positions based on
the market valug of the options rather than the value of the underlying security 71/
Unlike those provisions of the role {or options market makers on the MNoor (paragraph
{c}2) x) and paragraph (a)}6)), that I¢tter includes concentration limitations on the
amount that broker-dealers can hold with respect to a particular short options position.

€.  Reducticn of Five Business Day Peried

As explained above, the rulc provides that the aggregate gross market maker
haircats with respect to all market maker accounts carried by the clearing firm cannot
exceed ten times the clearing firm's net capital for a period exceeding [ive consecutive
business days. We beligve that the ratio is an appropriate measurement of how much
busingss a clearing lirm should undertake given its net capital. However, we believe
that the 5 business day grace period [or the clearing firm 1o reduce positions or
increase its capital may be overly generpus, Thus, consideration should be given to
reducing the five business day grace period,

d. Elimication of Paragraph (a)6)

Under the current net capital rule. market makers that zre not exempt under
paragraph (B} may elect ta compute net capital pursuant to paragraph {a)6). Although
paragraph {(a)#) applics to market makers In equity securities and options, the
Commission adopted itin 1976 with a view 1oward equalizing disparities between broker-
dealers that were solely options market-makers and those Firms that combined options
market making with other sccurities activities. Prior to the adoption of paragraph
(2)5Y, those nonexempt options market makers had to compute deductians (or their
market makecr gptions positions under Appendix A 1o the rulc, Appendix A prescribes
deductions based on the value of the underlving security,

Parapraph (a¥6)allows broker-dealers that conduct both market making activities
cleared by another firm and other activities net 1o incur deductions with respect o
those market making positions. Qther proprigtary positions not carrigd in a2 marke:
maker account are haireut wnder the penerai rule,

The amount of leverage that can be abtained by broker-dealers computing under
paragraph (a)(6) issignificant. During the market break, at lcast three paragraph {a}o)
broker-dealers Mailed as a result of leverage arising Mrom options positions that they
could not have enlered inwo if they did not compule under paragraph (38)(8). This
leverage isachieved by the availability of the equily in their market maker accounts for
meeting capital requirements. We will consider whether the pravisions of the Minikes
letter, or provisions closchy approximabing il. 2rc morc appropriate measures of capial
adequacy for those broker-dealers currently operating under paragraph {(a){s).

11/ See letter from Michacl Macchiaroli, Assistant Dircctor, Division of Markel
Regulation, to Michacl Minikes, Chairman, Capital Commitiee of the Sccurities
Industry Association (October 23, 19835
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€. Self Clearing Qptians Marked Makers Clearing for Indepeodent Market
Makers

The stallT believes that serious consideration should be given to whether self-
clearing options markel makers should be permitted to carry the accounts of
inde¢pendent market makers without having the net capital zeqtiirements of other firms.
As illustrated by the Fossett sitwation, @ clearing firm for market makers may
experience financial difficeity because of itz own proprictary trading without regard to
the risks of carrying market maker aceounts. To the ¢xtent it engages in proprietary
trading, the clearing firm should account lor those risks as other broker-dealers do.
Hence, considerstion should be given to restricting availability of paragraph {a)(7] of
the net capital rule to those Tirms which are scle oprions marcket makers and do not
*carry independent market maker accounts.

r. Limitailon an Withdeawal of Eguity

The withdrawal of market maker equity caused liquidity problems for several
clearing firms, There 15 no ¢asy solution 10 this problem. The stafi belicves the
problem should be explored 1o seck solutions in the event of Turther jarge market
declines.

E- Baok Lending Practices

The DEA for an optionsclearing firmshould review carefully the bank Minancing
arrangements which that clearing firm has in place. [n particular, the Division is
concerned about the unwillingness of many major banks 1o accept in-1the-money aptions
pasiftions ascollateral. Such refusals could substantially reduce the zbilaty of an options
clearing firm to oblain negessary linancing during volatile market conditions, We
belhieve that the DEA, OCC and the options clearing (irms should enter intg
conversations with these banks 10 encourage them 10 develop guidelines that would
allow them to extend credit on in-the-money oplions positicns. These guidelings could
ing¢lude the ability to monitor and adiust collateral value on an intra-day Basis as well
as toc monttor expiration dates. It also would be neceszary to develop reasenahbie
lending ratios in which both parties have confidence., OCC zlso shouwld consider
requiring 211 options clearing firms to establish their primary financing relationships
with banks that have the ability and willingness to provide liquidity based on aptions
pOSItIQNS.
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Firm

Firm

Firm

Firm

Firm

TRELE 5-8

FIRMS THAT CRASED OPERATIONS AS A RESULT OF THE (XTOBER MARKET BREAK

TYPE OF FIRM

Self-clearing; market
maker in 37 MHASDAD
stocks

Self-clearing

Self-clearing

Self-clearing; markek
maker in 4 HASDAD
stocks; trades
primarily for its
oWt account; only
one Customer

Introduces options macket
maker transactions;
arbitrage firm; no
customers

Introduces customer
Eransactions

Introduces customer
transactlons

FEASON CLOSED

Could not satisfy an
approXimately 55
million margin call
from OCC related EO
customer OEX 1ndiox
opt lons transackuons

Underwriting probiloms
not related to markek
byreak

Inventory losses of
approximately S50, K0

Trading losscs

Suspended by WYSE;
540.2 million 1n
trading losses

52.% million in
unsecured debits
due to sale of
CEY naked puts

S500,000 1n unsccured
debits

DT CLOSED

10/19

11713

10720

14/28

19721

10722

10/26

OTHER COMMENTS

(-iguidation under
S1PA

SIFT S(a) referral
11/12;

Re-opened 10722 o

He—opened 11/79;
B/D zapi1sFied
custom:r s claim
from inventory

fe—oponed LL/2



FIRM

Firm

Fitm

Firm

Firm

FiLrmn

Firm

Firm

Fitm

14

11

12

13

14

TYPE OF FIRM

Introduces customet
transact ions

Introducas customer
transactions; market
maker in 1A HASDAD
skocks

Introdaces customer
transackions:
arbitrage Eirm; no
CUStOmMELS

Introduces cughomear
transactions

Inbbuaduces castomeL
transactions

Introducas custome
transactions

Introduces customer
transzactions: market

maker tn approNimately
230 MASDAD stocks and
100 pink sheet stocks:

artbikrage firm

Introduces customer
transactions: macket
maker in 2 MNASDAD
stocks

HEASON CLOSTED

593,000 in unsccurad
debits

Loss in Value of

PECPL ietary securities

Approximately S100
million in trading
lnsses

360,000 in unsecured
dehits

Et"‘i'll.'t'_f lerssse,s

350,000 in unsocured
dehit=

32.2 million inm
unsecured dehits:
logst 31 millinon
invenktory wa lue

S200,000 unsecuraed
dehbits; £30,000 in
tnvenktory lasses

ATE CTOSED OTHER COMMENTS

10/28

10,21 Lo customer
EXPOSUL e

L3/20 Re-opened 14/22;
infusion of %319
miliion in capital

11/148 Re—opened 11/21

11411

1174

14/22

10/30

0&-%



FIRM

Firm

Fitm

Firm

Firm

Firm

Firm

Firm

Fimm

Firm

Fitm

14

17

18

19

a0

21

22

21

i4

25

TYFE QF FIaM

Intioduces costomer
Lransactions

Introdueas customsk
transact Lons

Introduces customer
Lransact ions

Tntroduees oustoamee
Lransact ions

Introduces customer
tiansact Lons

Introduces customet
transact ions

Introduces customer
trangsact ions

Introduces custome:r kBran-
sactionsg; macket maker
in & MASDRD stocks

Introduces customer
trangactions

Introduces customer
transact Lons

RERSON CLOSED

DATE CLOSED

CTHER COMMENTS

Asscts seized by its 10/20
patent's ¢learing

broket =dealer hecause

its parent, also a

broker—-dealer, had

unsatisfied liabi-

lities ko its clearing
broket—lecaler related

to the market hroeak

S40,000 in unsecured 10/28
dehits

550,000 loss an options 10521
in trading account

Loss of value in pro— 13730
primrtary securities

5250, 000 in unsecured 1272
debits

Unsecured debits 10/28
847,000 i1 ungeoyr ed 11/%
debits

5146,000 in unsecure? L3/ 30

debits

Loss in value of I1/1a
proprietary

533,000 in unsecured 1175
Aehits

Re—openad 11/2

Re-npened 11/5

Re-opened 11/9

Fe—openod 11717

Re—opened 11/6

15-5%
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|

Fitm

Fitm

Firm

Ficm

Firm

Firm

Fitm

Firm

Firm

26

27

28

29

30

1n

32

33

34

TYPE OF FIRM

Introduces commodity
transactions amd
equity trades;
market maker in 5
MASTAED stocks

Introduces customer
rransact ions

Introduses customer tran-—
sactions; market make:r
in 21 MASDAQ stocks

Introduees customer tLan-
sactions

Introduces customer tran—
sactions

Introduces costomer fran-~
sactions:; market maker in
11 MASTAD stocks

Introduces sustomer tran—
sactionsg

Introduces customer tran-
Sactiongs

Introduses customer kran-
sackicns

REASON CLOSED

Approximately $3.2
million in unsecuted
debits; 1.5% million
margin call on comme—
dities transactions;
1.7 million loss on
stock transactions

$190,000 in trading
losses

8200,000 in unsecured
debits and trading
loeses

$200,000 in ansecuarod
debits

565,000 in unsecured
debits

315 to S20 millirm
net capital deficiency
due to unsecured
debits and trading
lpsses

$300,040 1n unscourod
dehits

$400,000 in unsecursd
dibriks

S596,000 in uanSecured
flebite Aue to 25
cugtemer trades

NTE CLOSED OTHER COMMENTS
10/23 Q1 iginally
closed 10/20;
re=opened 10/22:
closed again
10,/23
10/28
11/9 v
A
[
10/20 Cre margin account
10/20 Re-opened 10/23
n/2g
10/29 Be—opencd 11/2
10/26
18/5



FIRM

Ficm

Firm

Firm

Fiem

Frecm

Firm

Firm

Firm

Firm

35

36

3

38

34

40

41

a2

43

TYPE OF FIRM

Introduces customer tran-
sactions; market maker in
33 MASDAD stocks

Introduces cuskometr tran-
sactions

Introduces customer tran-
gsactions

Introduces costomer tran-
sactions: matrkek maket
in 57 MASDAG Stocks

Options trading Eicm
that introduces options
market maker transactions

Introduces opbions
transactions: no customers

Introduces customer tran-
sackions

Introduces customer tran-
sactions

Tntroduces customer tran-
sactions

REASCHN CLOSED

Unsecured deblits

S60,000 in unsecured
debits; custorers
sold naked puts

£800,000 in unsecured
debits from 2 customer
acoounts due ko OFX
imdex options transac—
tioms

Trading losses

Tirading losses
tesulting in a
1B million net
capital deficit

520,000 options
trading losses

5150, 000 payment
From Foreign
custaner failed
to cleag

1l million in
vhsecuted dehits

4.6 million in un—
secure? dehits Jdue

to customer transac-
tiens in OTC stocks

DATE CLDSED COMMENTS
10/28
10/23
10,/26
11/20 Re-opened 11/2 "
o
[a]
10721 Lee alsn broker—
dealer LG
10/21
11/4 Re—opened 11/6;
Funds cleared
- Re-opened 10/28;
Suhordinated
loan fromm
clearing broker=
dealmrr
11/2 Re-opened 11/12;

Subor dinated loan

from ¢learing
bhroker—-dealsr



FIRM

Firm

Firm

Fizm

Firm

Firm

Firm

Firm

Ficm

Firm

Firm

44

45

46

17

48

49

50

51

53

TYPE OF FIRM

Inttoduces
sactipns

Introduwres
sactions

Introduces
sactions

Intraduces
sactions

Introduces
gactions

Introduces
sactions

Introduces
sactions

Customeg

customer

cCustomet

Custoamne T

CUsShbomet

CLUStLame L

customner

tran—

tran—

tian-

tran—

tean=

tran—-

tran—

Intrediices customer tran-
sactions; market maker in
43 WRSOAD stocks

Introduces
Sactions

Ccrstomerx

tran-

Introduces cuskomer tran—

Sact uons

RFASON CLOSED

5320,000 in trading
losses due to index
opt ions

Approximately $500,000
in unsecured debits
due to OEX index

ot ion kransactions

"Steady losscs™;
unzecured dehiks

S50, 000 in unsecurod
debits

52 million in unsecured
dekits due £o QFY indon
aption transactions
tions

Three (1} customers
sald naked put options
worth 5650,000;
unsecured debits

550,000 in unsecued
debits

£895,000 in unscour ed
debits and decline in
value of inventocry

Unsecur=d debits
S300,000 vn unsecured

debits Jdus Lo ootions
trading

CATr. CLOSED CTHER COMMENTS

11710

127 Re-opened 10/28:
infusion of
capital

11/16

10/28 Re—opened 114221

11523 Aacquired as
branch off ieo
wF ancther
hroker—deilar

10721 Re=0penod 10,27
Subnr dinabed
loan from
clearing broker-
dealer

L0/28 Re—opened 10/28

1120

117% Re-opened 11710

10/29

HL -4



Firm

Firm

Firm

Firm

Fitm

54

55

Bl

a7

38

TYPE OF FIHEM

Introduces customer
transactions

Introduces customer
tranzactions

Introduces Custome:
transactions

Introdeces customer
transactions

Intraduces options market
maker transackicns;
arbitrage firm; no
customer &

FERSOH CLOSED

$289,000 in unsecured
debits due to cestomer
transacticns in kirwlex
Rt LOnS

£785,000 in unsecured
debits due to zales
of naked puts

S180,000 in unsecured
dehtits

$180,000 in unsecured
debits

513 million in opkwons
matket making losses:
57.8 million decline in
value of investment
Secur 1 ies

DAWTE CLOSED

{THER COMMENTS

10/31

10,/28

10/20

10/28

10/21

Re-opensd 11/2

Be-opened 10,22

Re-openad 10/28

55-%








