Chapter Ten
CLEARANCE AND SETTLEMENT

A latroduction

Paring Gotober 1987, trading volume and market volatility reached histaric levels.
Within a two-week period, New York Stock Exchange ("NYSE") share volume reached
peak levels at twice previous records, and volume each day during the period remained
at previous record lavels, All entities invobved in equity trade comparison, clearance
and settlement cooperated and socceeded in handling that volume promptly and
recasonably elficiently. Trazde processing at clearing agencies ran smoothly, alithoogh
three relarively small clearing members defaulted on scitlement abligations. Broker-
dealers were under considerable pressure, bot settled the majority of their trades with
other dealers and ¢ostomers within the routing live-business-day settlement cycle,
Cruring the week of October 26, ¢learing corporations processed over 5103 billion of
deliveries among broker-dealers in settlement ol exchange and OTC trades. Transfer
agents processed record volumes without signifigant delays, even though cernificate
withdrawals from depositories reached record levels.

From October 23 through Octaber 30, the exchanges and the National Association
of Securities Dealers (CMASD™ shortened the trading day by twa hours and gradually
resumed normal trading hours by November 6. That allowed member Mirms more time 1o
compicte the various tasks associated with settling the record volume of trades. The
additional two hours, in particuiar, allowad member Tirms more time te input their
trades tg clearing agencies, review their trade data, reselve uncompared trades and
otherwise process hundreds ol trades that for a varicty of reasons ¢ould not be
processed in an automatic or automated fashion through central clearing agencics.
Moreover, the additional two hours allowed data processors, such as the Sccurities
Industry Autamation Corporation ("S1AC*), more time to disseminate closing prices and
trade execution reports t¢ members and ¢learing agencies.

Market volatility also reached historic levels, Yolatility had its greatesteffecton
securities options, particularly options on slock indexes. The Options Clearing
Corporation {"QCC™), which collects margin to protect against adverse price movemenis
on short pasitions, generally was able 1o protect itself through variation margin calls.
Those margin calls were made to OCC clearing members whe hold aceounis for public
customers and for professional traders, market makers and specialists.  The
concentration of such accounts within a few clearing [irms, coupled with the shorer
time Frame (or setiling opticns transactions {next-day) and margin calls (same-day ar
next-dav), caused liguidity problems for clearing members and markect makers

Experience during the recent recard market volume and velatility indicates that
the principal components of the National Clearance and Settlement System ("National
System®) - clearing corporations, depositories, and transfer agents -- performed
caceplionally well, Neveortheless, some lessons can be learned. This chapler revicws the
performance of the clearance and settlemenl system during the market break and
identifics areas that require lurther review,

R. Equily Securities - Clearance and Seltlement

Clearance and settlement of corporate equity securities trades entail coordinated
el fort among broker-dealers, exchanges, ¢cfearing corporations, depositories, banks and
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transfer agents. This section will explore how they lMinctioned in October, including
trade comparison and settlement; dealer-customer settlements; clearing agency monitar-
ing of member financial condition; and transfer agent, depository and hroker-dealer
certificate handling,

1. Trades Comparison, Clearaoce and Settlemeant

Owverzll, the vast majority of equity trades were cleared and settled within the
routing live-business-day settlement cyele, and clearing agencies handled potential
member defaults well. High volume, however, strained trade comparison and errar-trade
resclution systems, As discussed below, the October market break highlighted the need
for further automation in the trade comparison and reselution pracess and improved
capacity and lMexibility 1n existing systems,

a. Background: The Process of Clearing aod Setiliog loter-Dealer Trades

Settlement of a stock transaction {i.e., the exchange ol money For securities)
generally occurs five business days alter the date on which the transaction occurred
("trade date"). For example, trading 'rom Monday, October 19, 1987, settled on Monday,
October 26, 1987, As a general matier, ¢ach customer transaction results in three
contracts -- gne betwean bBrokers and two between the brokers and their customers,
The settlement of contracts ameng brokers often is termed "street-side.” and "customer-
side” refers o brokers' settlement with customers.

i. Trade Compxrison Methods

Trade comparisen 15 the process by which broker-dealers agree an trade terms
{¢.2, security, number of shares, and prige) and confirm existence of a contract that is
then scheduled ler settlement at clearing agencies, Trade comparison generally is the
responsibility of the marketplace where trading oceurs, and 15 performed at the
gxchange, 1/ through NASD [acilities, at a ¢learing agency an bchall of that
marketplace, 2/ or throogh a combination of those procedures. NYSE, Amex, and OTC

1/ The Midwest Stock Exchange ("MSE"), Pacilic Sitock FExchange ("PSE";
Philadelphia Stock Exchange ("Phlx™) and Beston Stock Exchange ("BSE™) match
trades on the Cleor of the eachange. Gencrally, upon cxécution af the trade, the
party initiating the trade writes a ticket (a buy ticket or sell ticket) denoting.
among gther things, the lirm’s name, the issue, the guantity of shares, the price,
and the market and signs the ticket. The ¢ontra-party to the trade reviews the
trade data on the ticket and, if accurate, denotes the firm*s name as bever or
seller and signs the ticket. The trade inTormation on the ticker is eatered into
the ¢achange’s data system. Trades are then reported to the appropriate clearing
corporztion by the exchange.

2/ The MNational Securities Clearing Corparation ("NSCC") performs centralized
comparison For OTC trades as lfacilities manager for the nationat OTC comparison
system. Other clearing gerperations (Le, Boston Stock Exchange Clearing
Corporation ("BSECC"), Midwest Clearing Corporatior (*MCC™) and Stock Clear-
ing Torporation of Philadelphia ("8CCP") provide access to NSCC lor their
members. NSCC was created through z merger of independent clearing
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trades are compared through 3 combination ol the two-sided trade comparison process
and the avtomated locked-in comparison process. 3/

Traditionally, nearly all NYSE, Amex and OTC trade comparison was based on
two-sided trade input from buying and selling brokers to the ¢laaring apencies. 4/
Comparison starts at the end of the trading day with firms processing and submutting
trade data to NSCC by 1100 pon. on the day alter trade date ("T+!"). Brokers submit
trade data using paper blotters, ¢ards, magnetic tapes, diskettes and computer-to-
computer transmission to the clearing agency. NICC processes that data aod, on Lhe
merning of T+2, issues (o each clearing member reports known as contract sheets.
Those reports list. {1) ¢compared trades, which have beenr successfully matched as
binding contracts; (2)uncompared trades, ¢, transactionssubmitted by the member that
were not maiched; and (3} advisory trades, 1o, trznsactions submitted by the contra-
gside against the member that werg not matched.

After contract sheots have been distributed, members have wntil 800 p.m. on T+2
to resoive uncompared trades and accept or rejcet advisory trades through NSCC, 5/
n the morning of T+3 NSCC returns the remaining uncompared trades to membarsand
the marketplace (NYSE, Amex or NASD) lor resolution,

Each markct has cstablished mechanisms lor resobvinog womatched trades,
Exchange members mect on T+3 at exchanpge Macilities 10 resolve theic differences and
submit the nccessary additions and deletions to the appropriate cxchange and NSCC
Uncompared OTC trades can be resolved through the NASD's Trade Accounting and

corporstions that served NYSE, Amez, and QT markets, See Securitics Exchange
Act Release Mo, 131683 Oanuary 13, 1977, 42 FR 3916, In 1986, NSCC had nearly
400 full settling members, and each day processed ncarly 400,000 transacrions
valued at over 312 billion, which resulted inapproximately 37,000 not deliveries.

3/  With two-sided trade comparison, there generally are two "sides” to a transaction
or trade. With auwtomated locked-in comparisan, there are typically {our sides to
a transagtion. Under the lpcked-in comparison method, the system or the
exchange that operates the system becomes the contra-side o cach half of the rrady.

4/ The NYSE, Amex and OTC markets continue 10 process the majority of their
trades {by share volume) using the two-sided comparison method., Before 1977,
the NYSE, Amex and NASD operated separate comparison systems through wholly-
owned subsidiary ¢leacing corporations. With the Formation of NSCC, the NYSE,
Amex and NASD contracted with NSCC to perform centralized comparison for all
three markets,

5 In the event the member receiving the advisory agrecs that the trade is accurate
as reported by the other member, the advisory notice can be “stamped” to accept
the trade. Deponding on the specilic comparison system, glther mechanisms can b
used, at different stapes in the processing cyele, to add, revise or deleic
transactions as necessary.
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Reconciliation System ("TARS™ &/ or through clearing agency supplemental trade
resolution systems. 7/  Trades matched by the third day after trade date settle
zotomatically on T+5, on a net basis, at the clearing corporation. Trades compared
alter T+3 generally settle two days after comparison.

As discussed in Chapter Seven, in the past several years an increasing number of
transactions in the U.S, securities markets have been executed through avtomated order
routing and trzde execution systems. Currently, the NYSE, Amex, WASD, MSE, Phlx and
PSE have ane or more automated trading systems. 8/ Because these systems capture all
of the information necessary to establish a valid contract at the time the trade is
executed and in a machine-readable fashion, these systems are considered to "lock-in"
the trade and to generste compared trades. Throughout the day, the markers report
trade executions to members. Subject to specilic limitations, members ¢an corvect or
delete trades proviously reported. 94 At aspecified hour each day, the markers Corward
to the member's designated clearing agoency & report of &1l trades execnted through its
gutomated system, The c¢learing agency reports those trades to members on the
lollowing day {T+1)astrade-date cantracts. Members review this teport against trading
records ffrequently this process is automated, because the clearing agency’s reporis ¢an
be received in maching-readable format). IF the clearing agency’™s report is correct with
respect to a particular trade, that trade will enter the accounting system in accordance
with the clearing member's instructions (many ¢learing members leave standing
instructions For ail types of trades).

&/ TARS cnables members to resolve uncompared trades through an gn-line system
that reports compared trades o the clearing agency. TARS allows subscribers
clectronically to: (1) enter original trade data; {2) review compared, uncompared
and advisory trades; (3} enter supplementary trade data to resolve uncompared
trades; and {4) rovicew on-line notification of any actior taken to resolve
unamatched rades. TARS has over 99 participants that account (or gver B5% of
OTC trading. TARS s open to any NASD member that is also a participant in a
registered clgaring ¢corporation.

7/ For example, il an OTC trade remains unresolved after T+2, 2 member can submit
a "Demand As of," which gencrates a Demand advisory notice to the contra-side
of the Irade. IT the contra-side does not respond 10 the Demand advisory notice
within three business days, the system will automatically generate a contraciugl
commitment for settlement. Settlement gocurs two days after the parties agree to
the terms of the trade or alter the system generates a contractual commitment.
Unresolved vocompared trades therealter are subjecl to negatiation and possible
arbitration.

&/ Those systems include: NYSE'S DOT; Amex’s FER; NASD's CAES and SQES;
MSE' Max, PSE™s SCOREX; and Phlx™s PACE. For a more detailed discvwssion of
autemated trade execution systems, 3¢ Chapter Seven.

9/  Sge, ¢.8., NYSE Rule 123.47. See generglly, Chapter Seven,
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I,  Clenrance and Settlement of Compared Trades

Most equity trades clear and settle through the continwous net settlement ("ENS™
accounting systems cperated by clearing corporations. In those systems, the ¢learing
corporation nets each broker-dealer’s settling purchases and sales 1n ¢ach secority to
arrive ar daily net settlement obligations for cach broker. Broker-dealers then settle
those net obligations with the ¢léaring corporation. The clearing corporation guarantees
the settlement obligations of ¢ach broker-dealer’s counter trading party. Brokers ean
cither settle each day or carry open commitments forward to net against the next day's
settlement {hence the continuous nature of CNS). Securities deliveries generally are
madc avtomatically between NSCC and its members throegh cradits and debits to their
accounts at the Depository Trust Company ("DTC™). Money settlement generzliy is
effected by the exchange of certified checks batween NSCC and its members. 1T
brokers elect to carry open commitments forward to the next busingss day, they must
pay or collect the daily change in value, the so-called mark-to-the-market. [0/

b. The Qctoher Experience

Because of record volume and volatility during Cctober 1987, trade comparizson
became a major siress point in the clearance and settlement process. The large volume
ol trades broker-dealers were required to process, particularly trades that required
individoal and special attention ("exception processing™), created 2 major crunch far the
securities processing industry. The record market volatility threatened to penalize those
firms that could not resolve their errors quickly and belore settlement with their
customers on T+5 This section roeviews that experience, steps taken to resolve
uncompared and crror trades, and the effectivensss of those effores.

The NYSE, Amex and OTC markets experienced increased error rates during the
market break. 1i/ For Cctober 19, the NY5SE's normal uncompared rate of 1.6% rose 1o
3.4%. On October 20, Amex’s normal uncompared rate of 2.4% rose to 5.5%, and the
normal OTC uncompared rate of 5.7% rose to 12.3%. The vncompared rates {or two-
sided compariszon for the month of October were approximately 9.3% for NYSE trades,
10.8% for Amex trades, and 12% lor OTC trades. Further statistical data on each
market appears in Tabies 10-1 to 10-3.

Thelollowing may help to put these aumbers in perspective. Assuming theaverage
wncompared trade represented 100 shares at 540 per share, the dollar value of
uncompared NYSE trades during the week of Qcrober 19 would have beenapproximately

19/ Becavse members with & delivery obligation generally determine the supply of
securities in the CNS system and thus, in broad terms, control how many members
will receive delivery allocations, clearing agencies also provide mechanisms Cor
members due to receive secutities to force delivery Mrom other members {"buy-in”®
procedures}.

11/ Of the total US. share volume during the week of October 19, approximaltely
53.7% occurred on the MYSE, 4.1% on the Amex, and 31.2% in the OTC market.
Automated, locked-in systemsaccounted for 44% of NYSE, 23% of Amex and 1.7%
of OTC share volume during the week of October 19. The remaining share
volume in cach market was compared thravgh two-sided comparison.
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$740 million. NYSE member losses could be substantial if 8 majority of those trades
represented customer trades, uncompared trades could not be resolved {requiring the
NYSE mcmber to re-enter the market and purchase or sell securities), and the market
prices changed significantly during the interim. Assuming a 10% decling in the value of
NYSE listed sharcs, the aggregate dollar value of uncompared trades would decline to
approximately $666 million. Withoutaccounting for each member's netting of purchases
and sales in the same issuc, losscs could appreach $74 million. Assuming a 40% clearing
netting Factor, 12/ those losses could approach $44 million.

The record volume during the week of October 19 prevented many lirms from
trangmitting trade iaput to NSCC by its 1:00 pm. T+| cutelf time. Under normal
circumstances, Firms begin to enter trade data inio their systems after the exchange
closes. Beeause of the high number of transactions, some firms reportedly had problams
entering all their data in a himely lashion. Other firms reportedly experienced
femporary system overloads that prevented timely transmissions by M3CC's deadline.
NSCC extended its trade data mnput cuteff time from 1200 p.m. 10 2:33 p.m. an October
20, to 245 pm. on October 21, 2:30 pm. on Cctober 22, and 300 pm. on QOctobar

23 1Yy

Tranzaction volome and the extension of input deadlines caused late distribution
of NSCC contract sheers at 9:30 am, on October 21 and at 10:00 am. on October
2214/ Processing and input delays shortened an already limited time period for
uncompared rrade resolution. Nevertheless, because extended deadlines perminted more
trade sides 1o be submitted on T+1 rather than on T+2 or T+3, the resulting delays in
distributing contract sheets appear to have besn appropriate under the circumstances.

i. NYSE Ocioher Experience

As ser Tarth in Table 10-1, over 2.3 billion shares were traded on the NYSE
during the week of October 19 The average daily share volume (4599 million) was over
2172 times normal average daily share volume (1805 million}. On Qctober 19, NYSE
trzansaction volume pecaked at over 500,000 transactions and on October 20and 21, MYSE
transaction volume was just below 300,000

12/  Theelearing netting Mactor 15 designed to account for uncompared purchase orders
that can be nctted or of (3¢t against uncompared sell orders in the same issue.
For ¢xample, an uncompared purchase of 100 shares of XY Z at $30/share might
offset, partizlly, market ¢xposure on an vncompared sale of XYZ at $40/share.

13/ Ewen with the extended cutoaff time some Mirms missed the deadling and submitted
the additional data the Following day (T+2)as coreections {additional trade sides)
to data submitted on T+l.

14/ Altkough contract sheets are scheduled for distribution ar 8:00 a.m. on T+2, NSCC
uvsuzlly makes them available to firms between 3:00 a.m and 4:.00 a.m. on T+2. 1t
narmally takes N3CC approximately six hours te complete the trade comparison
process, but on October 21 NSCC required 11 hours and on Qctaber 22 WSCC
required almost nine hours to complete the trade comparison process
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NYSE's automated execution systems Tacilitated processing of NYSE trades.
During the week ol October 19, the NYSE autometed cxecution system ("DOTT
processed 44% of the WYSE share volume and 55.5% of NYSE transactions. On October
19, NYSE's DOT processed 305.6 milliop shares and 307,750 transactions, representing
50.6% of NYSE share volume and approximately $7.7% ol transaction volume. 15/

The record nember of transactions processed through the DOT system on October
19 put that system under severe operational straie. On Octaber 1%, DOT experienced
capacity problems in reporting trades to NSCC. Although the trades were executed, the
DOT system did not report some executed trade data to NSCC in time to appear on
trade date contract sheets. A special program was written to add the trades
automatically to the next day's clearance cyecle withont leether effect on timely
settlement.

MNYSE™ odd lot system, the Avtomated Pricing and Reporting Service ("APARS™
suf Fered repoarting delays on October 20 and 21, and system problems on October 20, 16/
On Cctober 20, no member odd-lot trades were reported to NSCC {those trades were
reported the next day and wers entered into NSCC's clearance systems without Murther
effect on timely settlements). APARS also experienced capacity overload problems on
October 20, which caused 3 computer Failure and, in switching over to a2 backup
computer, loss of approximately 2,000 to 9000 orders. The lost trades were re-
established through the NYSE's trade correction process.

During the week of Cctober 19, broker-dealers submitted more than 1.91 million
trade sides Mor initial two-sided comparison representing approximately 56% of share
volume and 44.5% of transaction volume, On Cotober 19, however, slightly 1235 than
halfl the NYSE share volume (49.4%) and 42.3% of NYSE transactions were processed by
two-sided comparisen. ] 7/ The uncompared rate for the week, asa percentage ol frade
sides processed by the two-sided comparison system, was 9.7%. For Octaber 19, over

13/ Including BOT-processed orders, 5.67 million trade sides were processed during the
week of October 19. (Each DOT-processed order geaerates four trade sides.) OF
those trade sides, 6,486 million were compared on the irst attempl and, thus,
were cligible Cor avtomatic settlement during the week of Ocriober 26 On
Ocigber 19, the NYSE processed 1,681,740 trade sides; 1,625,114 sides were
compared and 58,6026 uncompared as of T+1.

16/ APARS handles a number of functions, such as receiving customer orders and
pricing data, issuing ¢xccution reports to customers and notil ying specialists of
their positions {when the system reaches certain designated posttions set by cach
specialist the system notifies the specialist). In addition, APARS aillows customers
to cancel executsd orders and those cancellations have priority in the system.
See Chapter Seven,

17/ O October 2, the percentape of shares processed throwgh DOT dropped to
40.65% from 50.6% on October 19, As discussed above, processing problems and
delays in executing trades through DOT and a reduction in program trading may
have contributed to the drop in share volume. For the week of October 12, DOT
processed approximately 48.5% of the NYSE share volume.
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56,600 trade sides were reperted uncompared (12.6%), mors thaa twice the normal rate.
For the week of October 19, approximately 184,500 trade sides were reported 1o NYSE
members on T+7 as uncompared. The number of encompared trade sides, inabsolute and
relative terms, represented significant increases in potentizl exposure to NYSE member
lirms.

ii. OTC October Expericoce

During the week of October 19, a daily averape of 244.4 million thares, and a
daily average of 106,000 transactians were executed in the OTC market. OTC share
volume exceeded 280 million shares on October 20 and 21, and peaked on October 21 at
over 288.1 million shares. Daily OTC transaction volume exceeded 100,009 (rom October
19-22 and peaked at over 118,250 transzctions on October 21. For the week, 1.08
million trade sides were processed, 966,000 were compared and 114,200 {10.6%} were
vncompared as of T+2. On October 19 and 20, the OTC market processed a combined
total of 458600 trade sides and ol those trades 54,700 were uncompared. The
uncompared rates for October 19 and 20 were 12.3% and 11.5%, respectively, more than
twice the averapge OTC uncompared rate of 5.4%.

As noted above, a limited number of OTC transactions are processed through
astomated cxscution systems. Approximately 98.3% of OTC share volume and 93.4% ol
QGTC transactions were compared through two-sided comparison systems during the week
ol Oclober 19,

iii. The October Experience al Other Exchanges

During the week of October 19, over 72.6 million shares a day were traded on the
Amex, MSE, PSE, FPhix and BSE. Automated execution systems accounted for
approximately 23% ol Amex share volume, 29 5% of MSE share volume, 27% of PSE share
volume, and 48% of Phix share voleme. With the exception of Amex, these exchanges
compare cxecuted trades on the exchange MNoor. Each of these exchanges experienced
an increasc in crror trades, primarily because of delays in proceossing orders. 18/
Difligulties appear to have been greatest on the PSE,

During the week of Cctober 19, PSE handled nrearly 21000 transactions and
approximately 11 million shares each day: SCOREX volume increased ten-fold. 19/ As
discussed in Chapter Seven, the increased order flow caused back-logs, resulting in loss
of both order information coming into the system and trade confirmation data coming
out of the system. The ioss of trade confirmation data resulted in locked-in trades
executed though SCOREX not being reperted to clearing agencies for clearance and
scttlement. Using & combination of NSCC, [irm and PSE records, PSE staff and BSE
member Firms worked extended hours over the weekend and during the week of October
26 to reconstruct the lost order and lost trade reporis.

18/ For a more complete description of the ¢perational probiems with exchange
automaicd systems, see Chapter Seven.

193¢ For Scptember 1987, SCOREX’s order flow averaged fewer than 25 arders per
minute, During peak times on October 19, SCOREX handled 250 orders per minute
and executed approximately 47,000 orders that day.
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iv, 5Steps Taken Duriong The Break To Reselve Lncompared Trades

The ¢xchanges, NASD and NSCC rook a number of steps durinp (e weeh of
Oetober 19 to resolve unmatched trades. The NYSE required s member frrms und
spacialists to mect alter trading and on the weekend. in zddivien (o early marniny
meelings, to resolve urcompared trades, The NASD operated TARS on Saturduy,
October 24 from 10:00 a.m, to 600 p.m. to resolve unomatched tragdes. NSOO eatended
its time periods for members to report the resolution of unematched trade sides 20
Those extensions did not result in significant delavs, and indecd, aided the Slearing
process, because the delays permitted broker-dealers 1o correct more error trides within
the roatine settlement eycle. MSCC also was open on Saturday, October 24 w receive
reports of compared trades For processing on Monday, Octaber 26

All of the exchanges and NASDAG closed trading vwo haurs carly from (30tober
23-30 to allew firms to catch up on their back of fice work and gradually resemed
normal trading hours by November 6 21/ The extra two hours allowed Piems 1o begin
processing each day’s trade data ¢arlicr, 10 resolve uncompared and erron rasdes, and
acoomplish other clearance and settlement tasks (both stroet-side and customer-side)
Extended cutoff timesand early market closings particularly helped alles e the grungh
in submitting trade daita, For cxample, by October 26, firms wore mmpuiting trade Jdata
to WNSCC by the normal cutof{ time, the first time an over a week,

With the combined aflfgrts of the cxchanges, NASD, RS5CC and the Tirms, the
uncompared trade problem was brought under control. The exchanges, NASIY NSCCT and
the (irms worked extended and weekend hours inorder toresclve uncompurcd and creor
trades. For example, this efTort resulted in the resolution by NY3E membory of
approximately 146,500 uncomparcd atd error trades during the wock of Ociaber 1% and
another 27,000 on Maondey, Cetober 26, 22/

Inthe OTC market, the ¢xtended TARS hoursand the cxtra cvening and weckond
hours heiped to resolve uncompared trades. For example, a survey of 17 broker-dealers
{who accounted for 89% of uncompared trades on October 19 and 93% of uncompared
trades on October 20) indicated Lthat as of T+3, those firms resolved. respectiv el 1%

20/ Normally, members have until 600 p.m. to submit resolved errar-trades o NSCC.
NSCC extended that deadiine on Qctober 19 1o 830 p.m., on Corober 24 10 900
p.m., on October 21 to %:30 p.m., on October 22 1o 1:00 a.m, on Qctober 23 to
9:15 p.m., and on Qctober 26 10 9:45 pom,

217 On October 22, the NYSE announced that the exchange would ¢lose rwe hours
carly on Friday, October 23, 1987, The other exchapges and NASDAD also
decided to close early.

22/ NYSE members resalved approximately 6,800 trades on October 19, 11,200 on
October 20, 17,800 on October 21, 46,200 on October 22 and 41,500 on Oaiober 23,
Another 24,000 trades were resolved on the following Saturday and Sunday.



10-10

and 93% of their October 19 and 20 un¢ompared trades, which could then be processed
on the relevant scttlement date. 237

As a tesult of successful efforts to clear up uncompared trades, fails to deliver
and receive remained close to normal jeveis. Table 10-7 shows the number and valope of
CNS lails to deliver and receive at NSCC {rom Qctober 14 through November 6. The
number of Fails to deliver {Jong) and receive (short) did not rise dramatically for trades
executed during the week of Ogtober 19, As compared to the previous week, fails roge
by about 10% to 20%. The total values and average value per item For [ails rose by
about 40% 1o 50% in contrast with near triple volume inereases, Data from broker-
dealers indicates that although the number of fails to receive and deliver increased
during October, the [irms in general were able to resolve fails wich the same or greater
success than they did in previous months. Month-¢nd lails Lo deliver aggregated lor 17
rirms{lrom FOCUS Reports) for October 1987 decreased 15.5% in vaiue from September,
from $9.3 billion to 8.0 biltion. Fails to receive similarly decreased 5.36% from $7.2
Billion in September, 10 568 hillion in October. 24/  Similarly, securities loan
tecaivables and securities loan payables [or those lirms at monih-end declined
significantly Crom September to October, indicating that stock borrowing was not
increased (o meet settlement lails.

¢, Customer-Side Settlement

Broker-dealers also setcle with their institwtional cusiomers on the fifthday aler
trade date, Lypically on a delivery versus payment ("DVP" or "COD"™) basis. 25/ Today,
the majority of these cusipmer settlements are processed through the National
Institutional Delivery Systam ("N1D5*) at one of three registered securitics depositorics

23/ A separate survey of 12 Tirms conducting a public busingss confirms the
information rom the exchanges, NASD and clearing agencies that the wvast
majority of transactions duting the Qctober market break were settled within the
normal settlement cycle. According to that survey, those broker-dealers executed
2070000 trade sides during the week of October 19 and approximately 1,069,633
of those trade sides were processed through two-sided comparison methods,
Those fitms had a total of 68,140 uncompared trade sides duting the week for an
uncompared rate of 6.37%. Those firms worked extended and wackend haurs 1o
reselve over 635 263 trade sides by T+35 settlement dates. For October 19-23
trades, only 0.32% of the trade sides rematned uncompared by T+3 sartfament
dates. 3¢¢ Tables 10-4 10 10-6,

24/ See Table i0-8.

2%/ COD¥ privileges commonly are extended by broker-dealers to institutional
customers. The privileges cesult Mrom an exception to Regulation T that requires
custemers to psy For securitics within seven business days after the date of
purchase. The ¢xception permits payment on delivery within 35 calendar days of
a purchase. 5¢ce 12 CFR 220.8(bX2)(1986).
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fthe second tyvpe of clearing agency) 26/ WLIDS sends trade confirmations to brokers
denlers’ customers and elicits "affirmations” from those customers. [F the customer
affirms the trade by the Lhird day alter trade date and the detiverer has sutfCecivne
securitics in hisaccount, scttlement generally gocurs autamatically Uy book-entry 21 the
depository an T+5 Unlike CNS sertlements, each NIDS trade sctties on a trade-by-trade
or gross basis. LF selling custemers do not affirm and deliver secoriics nn 1ime (and
buvers do not pay {or or accept securities), broker-dealers are obhignted 1o pay funds or
deliver securities on their behalf, 27/

During the week of October 19, broker-denlers distribuered o inspiiotional
investors an average of 142,218 trade confirmations o day through MIDS, Geegralls,
broker-dealers submitied that data on the day trades were exccuted Por distribulion on
T+1. 28/ Asents For institutions affirmed approximately 77,000 rradey cach duy that
weck and aflirmed, by T+3, approximately 853% of the trades broker-dealers confirmed
that weak ("affirmation rate"), only 4% less than the nosmal af Ciemstion rate of 89

NIDS dativeries for the week of October 26 avaraged noarts H3.000 per diay and.
on October 26, DTC made §1.663 NIDS deliveries, almast 2304 ahove rarmal levels For
the week of October 19, 89% of all affirmed trades sewtled on F+5, an!y ™ 1058 than
the 50% rate for October and 2% Jess than the 1986 averape of %% Far the week of

&

DTC acts as the ceontral processor for NIDE, which includes Lok weth the
Midwest Securities Trust Company {"MSTC ) and the Pluladciphia Deposivecy 7 rust
Company {“Phitadep™). In 1986, DTC processed over 35 mollion transzchans o
NIDS, compated with 9 million in 1982, Todayv,over 6,300 insuitwriogs, banks, und
broker-dealers use the N1DS, Brokor=dealers, banks and mnstitoiens that do oot
participate directly in depositories  access NIDS through  corresponden
relationships with depository members. DTC estimates thar 99 ol allimsinutionul
transactions (by dollar valued scttle by book-entry at depositorics, Seg Sevuritivs
Fxchange Act Release Mo, 25120 (November 13, [987) 32 FR J4006

-

In 1942, the Commission approved exchange and NASD rule shoneo- it requare
their members to deny COD privileges 1o cortain instutulional Custansos of thirsg
customers do not use depositories. See Securities Exchangs Aot Bolease Ma 19227
{November 9, 1987), 47 FR 51638, [n November F987, the Compassion approsved
NYSE, NASD, and PSE proposals that, in ¢ffcor, require 30 moemlsr: and
customers 1o use depositories Far COD wrades. Hee Seouritie: Bacianpge At
Release e, 25120 (November 13, 1587), 52 FR 44500

[
B

3

Fewer than 3 dozen broker-dealers submitted that data on T+1, rather than trode
date; however, that delay does not appear to have affected institutional trade
sctttement ratessignificantly, betause customers van alffermrcadeson T3 T +2, or
T+3 without delaying settiement on T+3.
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Oclober 19, V7% of trades confirmed settled on T+5, 2% higher than the normal rate,
and the October rate, of 75%. 29/

d. Discussicp

The experience of the October 1987 record market volume and volztility indicates
thajautomated trade ¢execution systems and same-day, floor-derived compared tradesare
essential to efficient markets. Without those systems, the segurities processing induestry
during the week of October 19 would have been unable to process the record number of
transactions within the normal settlement cyele. Nevertheless, while the securitics
industry deserves praise for its fast resslution of an unprecedented number of
uncompared trades the Division staff beliaves that the NYSE and NASD should consider
accelerating their efforts, as desgeibed below, 10 gengrate same-day compared trades,
thereby enabling members to know their positions and market exposure belore trading
commence: the next day.

. Autlomaling NYSE Trade Dats Submlssions

The NYSE is developing 2 lNoor-derived comparizon system {teermed "FDC") that
eventually will apable rrade-dare comparison of NYSE trades and resolution of errors no
later than T+l. In the first phase of that system, which NYSE has begun testing, NYSE
will process locked-in rrades and report those compared trades directly to members
throughout the trading day in an on-line, real-time system. In the second phase,
beginning in the Mirst quartzr of 1988, NYSE members will begin ceporting non-lacked-in
trades (carrently reported to NSCC through two-sided input) directly to NYSE for
matching ¢n trade date, 304 I[n the third phase, NYSE intends to require members to
resalve ali uncompared and ¢rror trades on the NYSE floor on T+l. The NYSE has
indicated that the FDOC system, which it expects to make mandatory for alf members,
will display comparison results during trade date and enable on-line correction and
resolution. WYSE intends to complete those phases in stapes during 1983,

ii.  Expanded Use of Automatled Systems For OTC Trades

The MASD recently proposed several initiatives that, il implemented, would
increase the number of locked-in, compared trades. The NASD recently proposed to
eslzblish the Order Confirmation Transaction (MOCT") service. That service would
cnhance cxisting NASDAQ communication laciiities to capture, in machine-readahble

28/ Interlaces between clearing agencics reduced the number of inter-city deliveries
of stock certificates, checks and related documents. For example, during the
week of October 26, banks, broker-dealers and clearing corporations made an
average of 19,600 deliveries per day through the depository interfaces. The doliar
value of interface deliveries for the week of October 26 averaged $1.34 billion.
The number of interface reclaimsand rejectsaveraged 1,241 a dayor 5.7% of the
deliveries through depository interfaces, well within normal rates,

30/ NYSE plans for members to submit non-lecked-in trade data to FDC through
direct computer links, dataentry terminals at NYSE, and through NYSE's Common
Message Switch,
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Torm, all key trade terms. OCT would allow NASDAG market-makers to communicate
clectronically with each other for the purpose of comparing on a same-day basis all
MNASDAG transactions without the use of telephones, and to repart the terms of those
trades to clearing agenciss Tor settlement as compared, locked-in trades, 31/

The NASD also propesed by-law amendments desigoed to increase member use of
clearing ageney [acilitics to compare, clear apnd settle OTC trades that do not result
from automated execution services. For example, the NASD proposed to require all
MASD members conducting an inter-dealer business in OTC securities to submit frade
data to the national OTC comparison service {directly or through an agent). Second,
the NASD proposed to require NASD members that participate in clearing agencics 1o
use those lacilities to clear and settle their OTC trades. Third, the NASD has proposed
to require all NASDAQ/NMS market-makers to use clearing agency facilities for
comparison, clearance and settlement of inter-dealer trades. Although these initiatives
will not resolt in locked-in trades on trade date, they will 3llow NASD members to
automate and centrafize OTC trade comparison and identif y uncompared trades routinely
on T+2 instead of several days later. The proposals also will increase activity subject
to central netting and monitoring.

2, Clearing Member Fails and Financial Respoasibiflty

The Oclober markel break tested clearing agency systems for monitoring member
financial condition and managing member delfault, Three firms defaulted or withdrew
from clearing agency membership. As discussed in Section C, OCC assessed its
membership Tor losses from one of those Tirms (H.B. Shaine). Clearing agencies
processing corporate and municipal securities transactions did not suffer signilficant
losses and will cover those projected losses ($395,000) (rom curcent or retained carnings.
For the [lirst time, however, these clearing agencies were required to contend
simultancouosly with multiple, actual and potential, member delaults.

Effective safeguards against member defaults are critical to the smooth operation
of clearing corporations that provide clearance and scttlement facilities for corparate
cquity transacticns (ge. BSECC, NSCC, MCC, SCCP).  The majority of those
transactions settle in CNS systems, in which the clearing corporation becomes the buyer
to every seller and the selier to every boyer, guarantecing payment and delivery to all,
In order to fund this guarantes, clearing corporations maintain clearing funds based en
contributions from members. 327 Eosses [rom one member’'s defavlt are first charged
against that member's clearing Mund contribution and then charged against the clearing
corporation's retained earnings or the ¢learing MNond.

Because the cquity clearing corporations guarantes trade scttlements, they
centralize credit judgments, default risks and delault administration (or traders in the
equity securities markets. Accordingly, broker-dealers using exchange or NASDAGQ
[acilitiesare not dependent on individualized credit judgments concerning covnter-party
risk for routine trades. Morgover, in the event of member default, clearing corporations

3l/ 8eg File No. SR-NASD-§7-54.

32/ Clearing fund contributicns traditionally have been calculated as a percentage of
the participant's average daily settlement activity {(gg, 2% or 5% of daily
settlement debits or credits, averaged monthly).
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centralize default administration, of Tset open positions, liquidate net positions and
strexmline creditor relations with the defaulting member.

Effective safeguards against membear defaults are also eritical at other types of
clearing agencies {e.g,, securities depositories} bacause thoss clearing agencies provids
central delivery, communication and payment facilities for member banks and broker-
dealers. Although depositorics do not guarantes member payment gbligations in the
same way clearing corporations guarantee member delivery and payment obligations in
CM5 systoms, the volume of deliveries effected daily to each member's depository
account may require, a5 a practical matter, similar diligenee to credit and member
monitering decisions. For example, perhaps as much as 90% of all institutional
corporate equity trade settlements with broker-dealers gecur theough depostiory
facilities. Supporting those setilements, moreaver, is an ¢xtensive stock-loan business,
deliverics and payments for which occur at securities depositories. 337 Because maost
stock lgan agreements allow borrowers 1o return securities on short notice {five days or
less) in ¢xchange for collateral {usually cask equal to or greater than the market value
ol the borrowed securities), rumors concerning a member’s solvency can gencrale
hundreds of deliveries and multimillion dollar payment abligations overnight. Because
depositories do not guarantee settlement, depositories can (and did) reverse some of
those deliveries to reduce a defaulting member's payment ocbligation and allocate any
loss 10 members who chose 1o deal with the defavlting member. 34/ Such reversals can
have serious consequences for the defaulting member and other mambers that dealt with
the delfaulting member {¢.&.. constricting their cash flow and requiring them to liguidale
the barrowed securitics, often at a loss), Thus, effective member monitoring and carly

detection of problem Mirms help prevent disorderly liguidztions of financially troubled
firms and related market disruptions.

Each clearing agency has its own safeguards to prevent and handle membor
defauits. For example, NSCC employs a number of devices to protect against member
delaults. First, NSCC maintains membership standards to screen out potentially high-
risk members. 33/ Second, NSCC monitors members in various ways to provide early
warning of a member posing excessive risk to NSCC. NSCC monitors members* financial
and op¢rational condition by examining financial reports, settlement activity, position
reports and through communication with other SROs on common members. From those
reports, NSCC can project individual member net settlement obligations [or the noxt
threedays, and in consultation with DTC, identil'y whether particulariy large seitlement
obligations are agency {rather than proprietary} trades and thus more likely 1o serile
because an insttutional customer is prepared to pay Mends or deliver securities ag DTC,
Il NSCC perceives that a member poses undue risk to NSCC, NSCC ¢an increase
surveillance of that member'sactivity and can require additionsl clearing fund deposits

T

23/ Far_tmmplc, during October 1987, a group of 17 firms conducting a public
business borrowed sccurities vaiued at approximately $34.3 billion and loaned

securities valued at approximately $20.3 billion through depositories. Sez Table
10-8.

34/ Depository rules concerning delivery reversals are designed to protect Fully-paid
customer securities, as delcrmined by the member's sepregation instructions.

33/ Full settling broker-dealer members using NSCC’s CNS system must maintain a
minimum of $50,000 in ¢xcess net capital.
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increased mark-to-the-market payments and additional reports. Finally, in the event
that a member defaults, NSCC can reverse allocgtions of securities to the member lor
which NSCC has not received payment. I necessary, NSCC also cegn use the member's
clearing fund depesit to cover Josses resulting from the member's defauly. Any losses
resulting from the liguidation are charged either to NSCC's carnings and prolits or, if
necessary, to the appropriate clearing fund. The consequence ol clearing fund
assessment 15 a pro rata assessment of all members contributing to that fund.

a. Late Payments to Cleariong Agencles

As noted above, scttlement of stock transactions (L&, the exchange of money Tor
securities) generally occurs five busingss days after trade date. Clearing corporations
pet ¢ach member's purchase and sales activity in cach security to arrive at a single net
money settlement debit or credit for sach member each business day, Simularly,
depositories net each participant's cash debits and ¢redits associated with securities
deliveries. Clearing members settle those net obligations on 2 daily basis, paying the
clearing agency (clearing corporation or depository, asappropriate) by certified check if
the net abligation is a debit, and receiving funds [rom the clearing agency by check 1l
the net obligation is a credit. If a member with a net debit obligation fails to deliver a
certified check by seitlément time at the ¢end of the business day, the clearing agency
may carry the sbligation overnight. 36/ In most cases, the member then makes the late
payment the next morning by a Fedwire payment. Late settlement payments are
violations of clearing agengy rules. Thus, under appropriate circumstances, the claaring
agency, as an SRO, may discipling the member (g.g., fine, censure or cease to act lor
that member).

Late settiement payments to clearing agencies during Cctober {987 were similar to
preceding and following months, in terms of frequensy and amount. Generally, late
payments ranged from $39.75 to $90,000,000. Late payments at all clearing agencies in
excess of the member's clearing fund depesit occurred approximaiely 3¢ times between
Cctober 19-30, 1987, 37/ In each case, however, the clearing agency identified the
reason lor the late payment, reviewed carelfully the member's Financial condition, and
took what it considered to be appropriate action. 38/ Moreover, as discussed below,
only three instances resulted in account liquidations.

36/ If theclearing agency perceives that the member may be in financial difficulry, it
will consider, in consultation with the member's designated examining authorivy,
whether to suspend the member and close out its positions.

37/ Far each late settlement payment, the clearing agency ¢alled the member to find
out the reason For the late payment, In most instances, members failed to obtain
a certified check or to deliver that check to the clearing agency by scttiement
time. Those late payments were not due to member financial problems,

38/ The clearing agency may warn the member against making lurther late payments
and also may assess a Cine. In addition, if the situation warrants, a clearing
corporation may reverse unpaid securities positions from the member’saccount to
its own to cover the unpaid settlement amount. Similarly, as discussed above,
a depository will retain its lien for unpaid securitics in the member's account and
if necessary, sell those securities to cover the late payment.
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Late settlemant payments typically aceurred more frequently with regional
pariicipants (L¢, participants autside New York City and Chicago) than with New Yoark
City and Chicago participants, becanse of their dif ferent circumstances, For example, at
DTC during October 1987, 37 late payments were made by regional participants versus 27
late payments made by New York City participants. New Yerk City and Chicago
participants are mere frequently members of both the clearing corporation and the
depository. As a result, these participants may be able to transfer credits from the
clearing corporation to the depository to cover a debit, For example, DTC allews its
members who are also NSCC members to apply credits in their NSCC accounts to satisfy
their DTC obligations, 39/ That procedure avoeids the neesd in many cases to obtain a
certified check when the payment deadling approaches and reduces the Frequency of late
paymenrts.

In general, regional participants, ¢specially banks, muost fallow & more time-
consuming process in order to deliver a certified check to the clezring agency. The
regional participant, upon receiving notice from the c¢learing agency of its debit
scitlement amount in its settlement statement, must instruct its clearinghouse bank 1o
pay the clearing agency the debit amount. The participant must then wire funds to the
bank, at which timeg the bank will issue a certified check in the participant’s name and
deliver it to the clearing apency by the payment cut-of f time. During October, late
scitlement payments by regional participanrts not caused by (inancial problems fell into
four general categories: (1) participant lailure to provide its clearinghouse bank with
payment instructions; {2) Mailure by the bank 1o make timely payment alter receiving
instructions; (3) ad justments to the sertlement amount made after the clearing agency
issued a preliminary payment statement and prior to the payment deadline, but lor
which the participant could not obtain a certified check to the cicaring agency by the
payment deadline; and (4) adjustments made alter the payment deadline, which generally
occur too late in the day for the participant to obtain a cerrified check from its bank.

b, Clearing Agency Suspensions of Members zod Participants

Clearing agencies ceased 1o act for three clearing members during the week of
October 19, DTC and NSCC ceased to act lor Metropolitan Securities (*"Metropolitan™,
American Investors Group ("A1G")y and H.B, Shaine & Co. {"Shaine”™). OCC ceased o agt
lfor Shaine 40/ and the MBS Clearing Corporation ("MBSCC*) ceased to act lor
Metropolitan, The clearing agencies froze assets of those firms, liquidated the accounts,
and performed delivery reversals as provided for uwnder their respective rules.

i Metropolitan

DTC ceased to act for Metropolitan at the close of business on October 20,
Metropalitan did not owe DTC maney; DTC held $175,000 representing Metropolitan's
clearing fund contribution for Metropolitan or its trustee. MBSCC lost no money and
returned approximately 316 million to Metropolitan or ils trusiee. NSCC however,

39/ Through cross-endorsements, 8 member ¢an deliver to DTC a check it receives
from NSCC. Similar procedures sxist at MCC/MSTC and SCCFP/Philadep.

407 See discussion, inlry, at Section C.
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expects Metropalitan®s liquidation will cost $395,000 over Metropolitan’s clearing fund
deposit. 41/

MNSCC cecased to act for Metropolitan prior to the opening of business on October
21 because of Metropolitan's failure to meet its sertlement obligation on October 20.
NSCC effected the liquidation af 166 security positicas aver the period October 22
through November 3, with a total contract value of approximately $58 438,000 42/ and
reversed CNE alloeations Mrom Metropolitan's account totalling approximately 5.6
million in value. Inaccordance with NSCC's instructions 2nd their respective rules and
agreements, DTC completed those reversals to the extcot securities remained in
Metropolitan’s DTC account. Although some of thoss securities were delivered to
another DTC participant, NS3CC achieved a return of those securities from that
member. 43/ NSCC estimates that its loss from Metropolitan's default prior te applying
Metropolitan®s clearing fund contribution will be approximately §370,000. Afterapplying
Metropolitan's $175,000 clearing fund contribution, NSCC cxpects to suffer a projecied
loss of 5395000, The loss will be covered by NSCC retained ¢arnings and nog
assessments to other participants will be made, 44/

MBSCC cecased to act Mor Metropoiitan on QOctober 21 after 3t learned that
Mctropolitan fziled 10 meet its settlement obligations to NSCC on October 20, and
Metropolitan's representatives failed on the marning of Ootober 21 to provide MBSCC
with reasonable assurances of 115 ability to meet its financial abligations 1o MBSCC and
its participants. As provided for in its rules, MBSCC began to dispose of Metropelitan's
open commitments by identilfying Metropolitan’s open settlement balance order
(“SBO™ 45/ trades. Metropolitan only had one open unsetiled SBO Ocrober trade.
MBSCC cancelled that trade (rom the 5BO system and the ariginal trade pariner {the
"contra-side participant™)liguidated the trade with another MBECC participant. MBSCC
also closed out Metropolitan's open purchase and sale commitments For November and
December. In accordance with MBSCC rules, the contra-side participanis cegsived bids

4]/ Inlightof this experience, the Division believes clearing agencies should consider
cross-liens on joint member assets, thereby allowing a clearing agency 1o pay over
to another clearing agency the halznce of a joint defaulting member’s clearing
fund deposit, il any, after satisTaction of losses at the lirst clearing agency.

42/ Equity position liquidations ranged from 100 shares to 87,200 shares and debt
security position liquidations ranged lrom 33,000 to 3670000 in par valug. The
contract value of no single position exceeded 15% of the total conrract value
liguidated.

43/ Metropolitan received those securities, in accordance with N5CC's rulas, subject
ted a constenctive trust

44/ NSCC had retained earnings of §7,900,000 as of December 31, 1986, As of the
same date, DTC had $12,141,000, MCC had 33,343,803, and MSTC had $2,681. 6158 in
retained carnings.

45/ The SRO cystem is an MBSCC Clearing Division trade recording and accounting
gystem. Participant transactions in a given class of securities are netted, based
upon current market value. This reduces the settlement obligations to one net
credit or debit amount for each class of securities For each participant.
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and in both cases chose 1o match the highest bid, resulting in 8 cumulative gain of

§$402.255 Under MBSCC rules, that amount is pavable to MBSCC, Thus, MBICC

suffered no losses in connection with ¢losing Metropolitan's accounts. MBSCC refunded

Meiropolitan's participant fund deposit (approximately $762.000 plus interest, less 34,500
in fees and charges owed ta MBSCC), as well as the 3402265 profit on the liguidations

of the November and December open trades.

1l. Shaloe

NSCC and OCC 46/ ceased to act for Shaine before the cpening of business on
October 20, Shaine did not default on its scttlement abligation 10 NSCC, Wevertheless,
NSCC reversed positions valued at a total of §28,971 from the DTC ageount of Shaine to
NSCC's control account at ODTC, reflecting CNS delivery allocations made to Shaine
carlier thal day. NSCC cffected the Liguidation of 173 sgcurities positigns over the
period October 26 through December 1, with a total contract value of §1,757,000.47/
NSCC was not required to appropriate any ol Shaine's clearing fund contribution
(530,000). NSCC expects to pay approximately $198,500 to the Shaine representative,

DTC ceased to act For Shaine before the opening of business on October 20. On
that day DTC reversed two deliveries, leaving Shaine in a net [lat pasition with DTC.
DTC did not apply Shaine’s participant fund contribution ($10,000) nor did it suffer a
loss as a result of ceasing to act [Cor Shaine,

HI. Al

A1G ceased operations on October 20 DTC ceased to act for ATG on that day.
A1G was lel't with a settlement obligation to DTC of approximately $22,000, which it has
not paid at the time of this writing, Becauwse AIG's participant fund contribotion is
approximately 3400000, however, DTC does not expect to suffer a loss. Al aiso
participated in NSCC, primarily to use NSCC's Envelope Scttlement Service ("ESS™). 4%/
Accordingly, NSCC deleted AIG from its list of members on that day. On October 20,
AlG was in a credit position with NSCC,

48/ 0OCC's loss on liquidating Shaine's positions exceeded $8 million. Se¢, infra, at
Section C.
47/ Equity positions liguidated ranged (rom 5 shares to 8,000 shares and debt security

position liguidations ranged from $1,000 to $80,000 in par value. The contract
valoe of no single position exceeded 15% of the total contract value
liguidated.

48/ NSCC's ESS ailows 2 member to deliver securitics to another member against
payment via an envelope containing such securities {payments are netted with CNS
and other activity for settlement at the end-of-day). Envelopes are delivered ta
NSCC, which sorts them and then makes them available for pick-up by
representatives of members to whom the envelopes are addressed, NSCC does not
examine the contents of envelopes nor does it guarant2e those contents.
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¢. Clearing Agency Communication

The unprecedented trading volume and volatility during the week of Octaber 15
required clearing ageacies to monitor closely their members' Financial positions, Because
¢ach of the firms that failed wasz a member of twe or more clearing agencies, it was
essential that each elearing agency communicate with cther interested SR Os and clearing
agencics concerning those members' Finangial condition.

Improved clearing agency and SRO communications rasulted, in part, from
contingency planning by the Monitoring Coordination Group ("MCG™). MCG was formed
in 1984 following the Divizion of Market Regulation's 1984 Securities Processing
REoundtable, 43/ with representatives from the Amex, CRBOE, DTC, MSE/MCC/METC,
NASD, MSCC, NYSE, OCC, Phla/SCCP/Philadep and PSE. MCG established Tormal
procedures for communication among ¢learing corporations, depaositaries or other sclf-
regulatory designated examining authoritics ("IEA™) 30/ whenever a comman clearing
member's{inaocial condition threatens the Financial or operational condition aof member
firms, clearing agencies or marketplaces. Under the established protocol, whenever a
clearing apgency or SEO has reason to believe that a member firm is cxperiencing
financial or operational difficulties, that organization must advise the DEA lor that
firm, which willinvestigate and, il appropriate, will notify other relevant MCG antities
of the situation and its recommendations and conglusions. Thereafter, cach involved
MCG entity is to be apprised continually of the member firm's status.

Clearing agency monitoring and information ¢oordination during the week of
Qeiober 19 gensrally were conducted in accordance with MCG procedures. 1n the case
ol Tailed and other closely-watched Firms, ¢ach clearing apeney was inTormed of possible
and actual [inancial problems of its multimember participants and was able to act
quickly when neceéssary. For example, OCC, NYSE and SEC regional office staff
discussed Shaine's financial conditioa throughout the day on QOctober 19, and all
interested SROs were advised ol the decision to place Shaine in liguidation in a timely
manner before markets opened on October 20,

d. Broker-Dealer Fails to Deliver Aod Recelve
Broker-dealer fails to deliver and Fails to receive in clearing agency CNS systems

during the week of Qctober |9 cavsed (2w, if any, {inancial or operational problems. §1/
Under nocmal settiement procedures, CHS transactions thatare not settled on settlement

49/ §ee SEC, Division of Market Regulation, Report of the 1984 Sccurities Processing
Roundtable, 5-% (May 1924).

50/ Ruls 17d-2 under the Act (17 CFR 240.17d-2) permits two or mare SROs to Tile
with the Commission a plan designating a single SRO as responsible for receiving
regulatory reports, conducting examinations, enforcing compliance and performing
other regolatory [unctions of members who are participants or members ol more
thas gnc such SRO.

51/ Indecd, the total dollar value of Fails to receive, fails to deliver, stock loan and
stock barrow on Qctober 30 for 17 Tirms conducting a public business declined
significantly from the total dollar value of those items on September 30, Sce
Table 10-E.
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day are carried over to the next settlement day as open obligations. The clearing
agency protects itself against financial risk by obtaining mark-to-the-market
paymenis 52/ from members whose open obligations move against them. Most open
obligations are settled quickly to aveid the risk that the market will move away,
creating large mark-ro-the-market payments, and 2lso because ¢ertain net worth
adjustments must be made on aged Fails. 33/ The experience of brokers and dealers
during the market break was onlike that of the Paperwork Crisis of the late 19460s,
when brokers 2nd dealers were unable to kecp track of mushrooming numbers of fails to
deliver and receive. I[n the 1960s, without ceatral clearing and marking-to-the-market
systems, sound brokers and dealers were ¢ndangered by the operational and financial
problems of brokers-dealers with whom they conducted business. 34/

e. Exposure From Customers' Positlons

The steep declineg in stock prices on October 19 made some clearing members
vulnerable to financial loss because of exposure from their customers’ pesitions, through
customer inability to meet either margin calls or transaction settlement obligations.
This in turn increased the risk that a clearing agency might suffer a loss if one of ils
members failed or became insolvent.

Many customers, instituzional and otherwise, open their accounts with an
introducing brokee. The introducing broker, in turn, uses an executing broker {which is
usually a member of a clearing agency) to execute and clear trades made by the
customer. Duwring periods of high volatility, especially when the markst decreases
sharply, some customers may walk away from their losing trades or may not be able to
mest margin calls on finznced or pledged positions. I the customer fails to meet
margin calls made by the clearing [irm or fails to pay on T+ 35 the settlement amount for
securities it has purchased, then the introducing or executing broker must pay that
debt. II this amount i5 too great Mor the introducing broker to pay {market volatility
also may affect itsability to cover customer delauls) and it fails, the responsibility for
covering the customer's debt will run to the ¢learing Dirm. Potentially, one or more
clearing members could lail under this scenario, creating enpugh momentum o
jeopardize the clearing agency and afl its members,

During and alter the week ol October 19, over 50 introducing brokers faided,
many as 2 result of an inability of their customers ro meet margin calls and pay

52/ "Marking-to-the-market” refers to the process by which the difference between
securities’ market value and the contract price is collected {rom parties 10 a
transaction.

533/ Rule F5c3-NeW2xix) under the Act requires 2 broker or dealer 1o deduogt From Lis
net worth for each fail to deliver that remains cutstanding (or more thzn [ive
business days alter seitlement date an amount cqual to the appropriate haircut for
the underlying security. In addition, if the market value of the secerity Talls
below its contract value, this dif ference must also be daducted [rom net worth.
See 17 CFR 240015¢3-1c){2)in).

547 See Securities and Exchange Commission, Study ol Unsale and Unsound Practices
pf _Brokers and Dealers, HER. Doc. No. 231, 92nd Cong., 1st Sess. 13 (§971).
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settlement obligations. 35/ In some cases several failed introducing brokers eleared
through the same clearing member. For ¢example, 10 Mailed introducing brokers cleared
through one NSCC member, while six cleared through another NSCC member. Although
some strain resulted, no clearing members failed as a result of the (ailure of introducing
brokers. Many of the introdueing brokers reopened later when they received capital
infusions from a parent corporation, their customers paid, or they obtained subordinated
loans from their clearing firms to ing¢rease their net capital. 56/

f. Analysis

Clearing agency systems for monitoring member financial condition and managing
member defauits were tested by the extreme volatility and volume of the recent October
market break. Owerall, the clearing agencies handled well the actual and poténtial
member defaults; in general, the clearing agencies were able to spot porential member
defaults and follow them until the sitvation eased or the member ceased doing business.
Clearing agency monitoring and commuaication among ¢clearing agencies enabled them to
minimize or eliminate loss. The October market break, however, did bring to light areas
where the Davision beligves improvement of present procedures should be considered.
These areas include: (1) coordination among clearing agenaies and DEAs: {2) protecting
against clearing agency losses occasioned by clearing member customers' losses: (3)
clearing agency exposure from earlier trade guarantzes; (4} earlier trade settlements; and
{5} clearing member capital requirements.

L. Information Caardination Amopog Clearing Agencies

MCG procedores for coordination of information among ¢learing corporations,
depositories, DEAs and regulators should be reexamined and reconfirmed. Communica-
tion among thess entities during the week of October 19 regarding common member
firms in financial or operational dif ficulty generally was good. The DEA's designation
as the primary [ocal point [or the collection and dissemination of information on
commpn members helped to keep all interested entities well-informed and allowed them
to take appropriate actions to protect themselves and their members. To assurs the
¢ontinuation and emphasize the importance of information caerdination in the future,
however, MCG members should meet in the near future to discuss how well the
pracedures operatéd during the week of October 19and any further improvaments in the
procedures thal may be added. Io addition, the MCG should include commodity Futures
¢learing corporations and other appropriate futures enhitigs t{o assure ¢omplete
coordination and dissemination of information on commoen members. Finally, procedures
should be established for updating regularly contact persons and telephone numbers Mor
cach MCG member,

355/ For cxample, First Potomac Securities Corp. of Falls Church, ¥irginia, closed on
October 23 because it couid oot cover $3.2 million 10 unsecured debts. OQf the
$3.2 million, 51.5 million was {rom customers’ Failure to meet futures margin calls
and $1.7 million was attributed 10 cusiomers’ default on stock transactions. Sege
also discussion, supra, in Chapter Five.

3§/ See Chapter Five.
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ii. Cliearing Member Customer Information

Customer failure to meet margin calls or to pay for purchased securitiss, as
discussed above, exposed some clearing members to financial loss. Member insalvencyis
a significant exterzal risk for a cicaring agency snd wminimization of this risk is an
important and necessary goal. Accordiogly, it may be appropriate to consider ways that
clearing agencies, on a routine basis, can look through their members to those Mirms or
customers whose activity is most likely to cause clearing member insolvency, 57/

One alternative is lor clearing agencies to require disclosure of basic general
inTormation <oncerning all broker-dealers who use <learing member services.
Information te be disclosed on a monthly or gquarterly basis might include name, averags
dollar value of daily settlements, type of trading activity (5. municipal, mortgage-
backed, government, equity, ¢ption, index option) and general financial data.

Disclosure of certain general information to the clearing agency about firms for
whom the clearing member maintains positions un an omnibus basis would provide a
number of benefits. First, if the clearing agency detects that a member has customers
that may not pay and ther¢by would place the member in financial difficulty, an early
warning system would enshle i1t to take appropriate action earlier (such as consulting
with the member, increasing margin on the member's account or an certain sub-accounts
or collecting an additional mark-to-the-market payment) {o prevent a possible member
default and subsequent draw on the clearing fund and other clearing agency or member
assets. Second, this information might allow clearing sgencies to determine whether it
is appropriate to collect additional ¢learing fund contributions (rom clearing members
with a large concentration of introducing brokers, market-makers or specialists. This
could help reduace risk of member default if one or more of these customers lail and
could decrease the chance of market disruption. 58/

Anaiher alternative might be For clearing agenciss to requiré clearing members to
process on a fully disclosed, rather than omnibus, basis transactions for broker-dealers
whose average daily activity or open positions may pose financial risk to the ¢learing
member or the ¢learing ageney. Those thresholds, of cowrse, might be set after
comment froem intérested parties through SRO rulemaking. One possible benelit would
be real-time disclosure of settlement activity for ¢ach clearing member’s aceount,
thereby allowing clearing zgencies to identify positions that pose extragrdinary Mnancial
risk with sufficient time f[or corrective action. That beneflit, however, may be

21/ As discussed in Chapter Three, disclosure of information concerning customers
holding large positions should be censidered. Moreover, disclosure concerning
market-makers, specialists and broker-dealers using clearing member services
would appear to be a near-term step that should be considered, Those firms must
file certain financial information with the Commission and DEAs on a routine
basis, and they generally are active market participants.

38/ Failure of such a clearing member, in addition to possibly causing a loss to the
clearing agency (and then a possible draw on the clearing fund aad gro rata
assessment on the remaining clearing members), also could force the clearing
member's ather customers to seck a new clearing firm. If ¢nough of these

customers are specialists or market-makers, market disruption eould result if they
do not find a new clearing firm guickly.
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outweighed by the increased cost of processing transactionsat clearing agéncies on such
a basis.

tii. Earlier Mark-1o-the-Market Payments to Cover Exposure from Clearing
Ageocy Trade Guarsntees

Prior to the market break, NSCC annopneed that it would guarantee trades oo the
day they are reported as compared, gonerally T+l or T+2 387 Other clearing
corporations hiave filed similar proposals with the Commission. 60y NSCC atso ad justed
its elearing fund formula o provide safeguards againgt exposure From those earljer
guarantees. 61/ Because of the unprecedented price volatility experienced during the

39/ S¢¢ Sccurities Exchange Act Release No 24301 (April 3, 19873, 32 FR L1892 NSCC
Motice to Members Noo A-2753 fApril 23, 1987 Earlier clearing corparation
guarantees were dJdiscussed at the (984 Securities Frocessing Roundtable
{("Roundtabie”). A number of Roundiabie participants indicated their belief that
garlicr guarantees would increase the certgingy of 1rade settlements. This was
viewed as particularly desirable Tor trading stratepics that covple stack trades
with options or lutures trades, becawse options and lutweros trades serile on 2
next-day basis. Earlier equity trade guarantees also would decrease the need For
members 1o make credut judgments regarding their counter trading parties.

Roundtable participanis also discussed an earlier mark-to-the-martket «"marks"}
system as a desirable safeguard lor the nereased clearing Corporalion cxnosure
that would result withan earlicr guarantee, Many broker-dealers believed that For
customer-related activity, they would be foreed to fund carlicr marks themsglves,
becsuse institutional customers generally sertle on a cash-on-delivery basis and
would be wnwilling 1o, or legally restrained {rom, paving mnks prior 1o
seltiement, Those brokers, however, believed that they could 'und non-cash
marks by depositing ferrers of gredir or valued sgcuritizs with the clearing
corporation. [t was suggested thar smaller brokers could hasve defficulty even
with non-cash marks,

See eg  Securities Exchange Act Belease Mo, 24705 (July 15, [9571 32 FR 27486,

z B

Linder the earlier guarantee, mark-to-the-market payments arc 5601 made aon Ta 5,
Because there is the risk that the market price of a rade will move away lrom
the contract price before settlement date {T+3), NSCC s a0 righ For thar ma ket
moverment if the participant fails (0 sertle the transacuon. Therefore, N50C
adjusted its CNS clearing fund lormuia to consist af three compenens, including
a component that is based on the difference Between the contract price and
current market price for gll compared trades that have nol reavhed settlgmgnt,
This is the mark-to-the-marker component ¢f the formula. Because NSCC uses 3
rolling 20-day average of ali compared guaranteed trades, the actuatclearing fund
contribution attribotable to marks-to-the-market 1sless than what daily collection
of marks-to-the-market would dictate. The other two compoenents of the clearing
Fund formuta cover allocation risk and liguidation risk. Allocation risk is Lhe risk
that 4 mcmber may be unable to pay for securities it has purchasced when those
securities are delivered. The clearing Nund contribution attributable to this
component is 2% ol the member's projected total long CNS positions. Liguidation
risk is the risk that 3 member may become insolvent and NSCC will cease to act
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market Break, the Division currently is reassassing clearing corporation salfeguards
applicable to carlier CNS puarantees.

Owverall, NSCC's aggregate clearing fend was sufficient to cover its market risk
exposure during the market break. On October 20, NSCC's toral CNS market risk
exposure was approximately $90.7 million, 62/ and on Octeber 2], that exposure was
approximately $97.25 million. By comparison, the total exposure on October 14 was
approximately $42.96 million. NSCC's¢learing fund, with approximately 3437 million in
deposits on Cctober 31, 1987, was safficient to cover NSCC's market risk exposure
during the market break. For the period October §12-30, NSCC made 29 requesis lor
additional clearing fund deposits, all of which were met. OfF the 29 requests, 13 were
made on retail firm members, six on institutional members, live on specialists and the
remaining on various other tvpes of members, Those requests ranged from $1,000 to
$6,000.000 and totalicd 516,505,000 during the period.

In some individual cases, however, a member's clearing Tund deposit was not
sufficient to cover what would have been 1t5 daily mark-to-the-market obligation if
NSO coltected marks-to-the-market on 2l guaranteed trades. Those deficiencies
provide an estimate of NSCC*s potential losses on fiquidation, Forexample, in 2 sample
of 30 NSCC members (including five members in each of six categories: retail, specialist,
market-maker, clearing, institutional and arbitrage members), four members on October
19, six members on Qctober 20, and seven members on Octeber 2§ would have had daify
marks in excess of their clearing fund deposits. In cach case, however, it appears that
ecach member's excess net capital as of the end of September 1987 would have been
suflicient to cover that portion of the daily mark not covered by the member's ¢clearing
Mund deposit. In summary, although the potential exposure is signilicany, the Division
believes NSCC's member monitoring procedures, as enhancéd by new svstems NSCC
cxpects to implement in the next Tew months, coupled with NSCC's aggregate clearing
Fund, provide adequate overall protection lor an carlier guarantee. Nevertheless, the
Divisign beiigves that earlier marks-to-the-market provide the greatesy level of

for the member and liguidate its pasilions, To protect against any potential
difference between the liquidation price of the member’s positions and the current
market price, the liguidation risk componeat 15 0.25% of the net of all the
membear's guarantecd pending CNS trades and open NS positions.

NESCC collects clearing fund deposits from members on a monthly basis, although
participantsunder surveillance can be requested to make additional deposits daily.
Participants may request the return ol excess clearmg Fond deposits, which NSCC
will make available il the member is not on surveillance or if NSCC determines
ithat the amount on depesit excecds the risk requirements.

&2/  The towal exposure MNipure represents the aggregate negative marks-to-the-market
on guarantecd NSCC member open positions prior to scttlement date{T+1 through
T+5). Under NSCCs earlier guarantee, thase lradesare guaranteed as of midnight
ol the day they are reported as compared (generally T+) or T+2) but a mark-1o-
the-markct assessment is not made unitll settlement date, T+5. Thus, $390.7 million
reflects WSCC's exposure associated with selling out or buying in securities {or
trades executed on Ociober 14-16 and for trades executed throvgh automated
systems on October 19 and reported as compared on October 20.
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pr-::t‘t:r‘;tinn. Accordingly, the Division will continue discussions with NSCC regarding
additional steps 10 ameliorate remaining ¢xposures from an earligr guarantes.

In addition, the Division believes that NBCC's current risk monitoring system
should be ephanced. As discussed above, NSCC monitors its members' guaranteed
positions that have not reached settlement in order Lo assess the liquidation exposure to
NSCC of each member. NS3CC marks the member's opes but unsettled positions to the
¢losing prices of the previcus day to determine the potential cost of liquidation to
NACCif that [irm defaults. This monitoring system it limited, however, because it does
not provide real-time estimates of liquidation ¢ost; 1&. it marks the positions to
yesterday's close but does not take into account today's price mavements or, perhaps
more importantly, potential price movements temorrow. Thus, if current prices vary
significantly from vesterday's close, NSCC will not have an accurate, up-to-the-miaute
cost of liquidation. The Division undarstands that NSCC expects tp upgrade its system
within the next few months to provide ¢etimated Jiquidation costs based on cerrent and
projected Future prices.

lv. Earller Trade Settlements

CQuestions have been raised over the impact of different clearing systems and
procedures For stock, options, and [utures. 3/ At some paint in the Future, it may be
possible and desirable to shorten the current live-business-day settlement ¢ycle lor
ciock transactions, A shorier cocporate cquity settiement ¢ycle (g, nexi-day, T+2 or
T+4) would coordinzte more closely with pext-day settiement in MTutures, options, and
government debt markets and also would reduce clearing agency ¢xposure [rom the 1ime
of trade guarantee to scitlement. As discussed below, howewer, current practices
involving trade comparison, customer-side settlement, and broker-dealer financing would
need to be reconsidercd and could be an impediment to any near-term switch 1o carlier
trade settlement.

Trades eaccuied and compared through automated systems of ten account for over
50% of NYSE volume. Because those trades are compared by T+1, the comparison
process would not prevent carlicr seitlement. Fer all other trades, however, ingluding
more than 90% of NASDACGQ trades, the comparisen process curréntly requirss several
days. Broker-dealers [irst learn of inttial comparison results on T+2 and attemp! to
resolve uncompared trades on T+2 and T+3. Although locked-in trades currently could
be settled earlier, a bifurcation of settlement dates between locked-in versus other
trades could require significant systems changes to aveid confusien. Increased use of
locked-in trading systems and improvéments to the two-sided comparison process,
however, could epable earlier settlement ol most trades.

As noted above, broker-dealers settle trades with customers in the same five-
business-day settlement cycle that 15 used for inter-dealer settlement. Although the
customer-side settlement process has becn automated. particularly lor instilutional
trades, widespread use of NIDS is a relatively recent development. [nitiatives requiring
broker-dealar use of NIDS were first pot in place in 1983 and recent changes will

63/ Se¢ Report of the Presidential Task Force gn Market Mechapisms {January 1558)
(available from Superintendent of Docoments, U.S. Government Printing Office,
Washington, D.C. 20402}



10-26

require nearly all broker-dealers and institutions to use NIDS. 64/ Currently, NEDS
enables affirmation of nearly 90% of institutional trades, but 25% of confirmed trades
either fail to scttle on T+3 or are settled outside securitics depositorics. Because it
appears inleasible to move to carlier customer-side settlement at this time, earlier
strect-side settlement would impose substantial costs on broker-dealers to finange
strect-side seitlements pending customer-side settlement.

Brokcr-dealer financing and stock deliveries For trensaction settlements currently
are arranged within the Five-day settlement cycle. The five-day cyele allows broker-
dealers at least several business days 65/ to arrange, if necessary, bagk financing for
net security purchases or stock loans for delivery obligations. 66/ Lenders also have
several days to decide whethes, and to what cxtent, they will finance broker-dealers’
activity. An earlier scttlement cycle, cspecially if money settiement werg ef fected in
same-day Tonds, 77 would requirs broker-dealers and lenders to accelerate all actions
necessary to complete lTinancing arrsngements. This acceleration could ingrease the
likelihood of [ails and resulting potential difficulties lor ¢learing members,

¥, Cleariog Ageocy Caplital Requiremenis

Reexamination and possible strengthening of clearing agency rules that estaklish
net capital requirements For <lcaring members would scrve as a Torther Iayer of
protection For clearing agencies against member defaults as a result of volatile markets.
Rule 15c3-1 reguires brokers and dealers to maintain net capital of not less than $25,000
and a ratio ol apgregate indebtedness 68/ to net capital of no more than L5 to L, or
under the alternative method, the greater of $100,000, or 2% of aggregate debit

See note 27, 3upra.

B E

NSCC distributes to members on T+3 a projected sertlement report thar gives
members a preliminary indication of T+5 net settlement obligations.

65/ Equity securities, unlike other securicies such as options or 115, government
securities that settle next-day in same-day Cunds, vary greatly in availability and
public float. Thin trading interest, float, or ¢vents such as a tender of fer, among
other things, may make it difficult to arrange a stock loan of certain securitics
to meet settlement obligations related to short sales or ails 1o receive.

61/ Same-daylundsareimmediatelyavailable whereasclearinghouse funds generally

are not available until presented and pald t_vpu:all:.' the da}r after scttlcmmt Geg

me-Day Fund Iement Far Titi r rf(July

I‘}ES} {sponsored by American Bankers Association and Sccurltlcs Im:hu.lsr.r}r
Association).

68/ “Aggregate indebtedness® is the total money ligbilities of a broker or dealer
arising in conn&ction with all its transactions. $¢¢ 17 CFR 240.15¢3-1{c)(t).
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items. 63/ Most clearing agencics provide for a somewhat higher standard [or their
members. For example, OCC requires minimum net capital of $100.000. 70/

In light of the ailures expericnced by a number of clearing member customers
during the market break and the apparent increased risk caused by market volatiliry,
clearing agencies should consider strengthening their member net capital standards or
instituting additional financial requirements such 25 those required for participants in
DTC's recently approved Same Day Funds Settlement ("SDFSY) Service. 71/ Although
increased capital requirements For ¢clearing members could strengthen clearing member
financial positions and decrease default risk, ¢specially during periods of high market
volatility, such requiréments also would have other effects. As discussed below in
Section C, increased clearing agency requeirements could decrease the number of broker-
dealers ¢ligible For clearing agency membership and increase costs for broker-dealers
that cannot mzintain membership.

3. Certilicate Handling by Deposltaries, Trapsier Agents, and Brokee-Deulers

Depositories, transfer agents, 72/ and broker-dealers processed an unprecadented
guantity of securities certilicates resulting from trading activity during Qctober.
Motwithstanding that volume, certificate handling, transfers, and registrations {rom
October trades gverall werg prompt and ascurate. As a result of the lessons learned
during the Faperwork Crisiz of 1967-T0, securities progessing organizgtions have
soccessfully automated their procedures. 73/ [n addition, depositories are widely
uttlized, reducing the pumber of certificates that must be transferred; and some
depositories maintain Transfer Agent Custodian ("TAC") arrangements 74/ and Dharect

£9/ Se¢g Exhibit A to Rule 13¢3-3{a} under the Act [17 CFR 240.15¢3-3(a)] for a
delinition of the term "aggregate debit items”

205 Seg OCC Rules, Chapter III[, Rule 302,

J1/ The SDFS Service requires that each parrigipant make a minimum ¢ash deposit of
$200,000 into the SDFS Fund. [n addition, each participant must maintain
sufficient collateral on all SDFS transactions to cover projected sertlement
obligations, Participants also are subject to a net debit cap, which limits each
participant’s net debit at any time dering the processing day to a certain ceiling
amoucnt caleulated For that participant, Ses Securities Exchange Agt Relzase Mo,
24689 {July 9, 1987), 52 FR 265611

12/ Popblicly-held companies contract with transfer agents, among other things, 1o
maintain shareholder ownership records and issue n¢gotiable sequrities gertifi-
cates to purchasers.

73/ Indeed, many transfer agents' systems are highly automated and may include the
capacity to accept depository transfer instructicns via antomated tape frans-
missicn.

74/ Undera TAC arrangemeént, the transfer agent maintains custody of seme or ali of
the depasitory™ haldings in a "balance ¢ertificate,” When a depository requests a
withdrawal, TAC arrangements allow a transfer agent to issue the certilicate
withdrawal and merely change the depository™ certificate tareflect the change in
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Mail Programs 75/ with large transfer agents. Furthermore, transfer agents now have
larger and better trained staffs and a regulatory scheme has been enzcred 1o ensure
that ¢learing agencies gand transfer agents process securities transactions in a prompt
and accurate manner. 76/ in large part, these achievements made possible smooth
certilicate processing as well as efficient clearance and settlement of transactions
during the market break,

While the averwhelming majority of trades are settled by book-entry movements
at a securities depository and securines rémain ¢n deposit at the same location
thereafier, 77/ many customers who purchase securities require 1ssuance of negotiable
securitics certificates 10 their names. Moreover, most state corporate laws authorize
shareholders to obtain negotiable certificates, on demand, evidencing their ownership
interest in the corporztion. In addition, Arkansas, New Mexico, and Wyoming require
local insurance companies to maintain custody of certificates evidencing their equity
investments within the boundaries of thos:t states. Thus, Issuing, cancelling, and
negotiating physical secorities certilficates remain integral parts of clearing and settling
corporate equily transactions.

Neverthelass, today's depositories are increasingly cencral players in certilicate
processing. For example, purchasers who receive sacurities certificates do so as a result
ol the coordinated efforts of 2 broker-dealer, a depository, and a transfer agent, Upon
réguest by @ customer, the broker-dealer instructs the depository to debit the broker-
dealer™s account and make available certificates registered in appropriate names for
forwarding to customers. The depository either withdraws a certilicate from its vault
and sends it to the transfer agent (or canceliation and reissuance in the customer’s
name, or if the depository has a custodial arrangement with the transfer agent, the
depository submits instructions to the transfer agent to debit the depesitory's account
and prepare a certificate Mor the customear.

share ownership. This avoids the delay and risk associated with shipping physical
certificates between the transfer agent and the depository,

73/ Under a2 Direct Mail Program, certificates intended for customers may be seat by
the transfer agent directly to the broker-desler or ¢estomer, without first having
to g0 back to the depository.

76/ Jee Section 17A of the Act, which directe the Commission to facilitate
establishment of 2 national clearange and settlement system and establishes the
Commission’s authority to register and regulate clearing agencies and transfer
agents. Se¢, ¢.R, Rules 1TAD2-1 through 17Ad-14, 17 CFR 240.17Ab2-1 through
240.17Ad-14 [1987)

11/ Many investors rcquest broker-dealers or banks to safekeep their secorities;
broker-dealers and banks use depositories to safekesp those and other secerities.
For ¢case of transfer and handling, depositories separate the legal and beneficial
ownership of securities Yy ro-registering the certificates in the depository's
nomines name and maintaining accounts Mor ¢ach member bank or broker-dealer,
In turn, broker-dealers and banks maintain records of customer securities.
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a. Deposltory Certificate Processing Durlog the Market Break

Despite increases in the number of physical certificates deposited and dramatic
ingreases in withdrawals, depositorics processed these requests smoothly during the
market break. 78/ The Division reviewed deposit and withdrawal statistics from the
three active registered secucitics depositories: DTC, MSTC, and Philadep. At all three
depositories the number of depasits increased and the number of customer-name

,withdrawals increased dramatically. As indicated in Table 10-9, deposits at DTC from
October 26 through November 2 incegased by 17% over the September average.
Withdrawals {rom Qctober 26 through November 2 increased by 103% over the September
average 79/ Table 10-9 also indicates that by garly November, two weeks following the
market break, the number of withdrawals had tripled when compared with prior
averages.

MSTC's and Philadep's deposits and withdrawals fallowed the same pattern.,
MSTC's deposits remained essentialiy unchanged and Philadep's declined slightly. MSTC
processed approximately twice as many withdrawzls following the market break asitdid
during the week beflors the market break. Philadep processed triple the number of
withdrawals following the market break in comparison to the priar few weeks, with
peak withdrawals on November 2 that were more than six times higher than the prior
week's average.

b. Transfer Agent Performance

Transfer agents also had significantly increased worklioads as a resuly ol the
inereased transaction volume and market volatility, All available evidence, however,
indicates that transfer agent performance throughout the market break met repulatory
and industry performance standards §0/ and facilitated prompt and accurate clearance
and settlement of secorities transactions. For example, the Securities Transler

T8/  As noted above, book-zntry deliverics through DTC also increased, as CHNS
receiptsand deliveries during this period were 300% greater than normal and N1DS
deliveries peaked at almost 250% of normal levels.

79/ Participants may withdraw certificates from depositories by one of two methods:
“customer-name” withdrawals or "strect-name” withdrawals. When a participant
requests & customer-name withdrawal, the depository instructs 1he appropriate
transfer agent to prepare a securities certificate registered in the participant’s
name or 2 customer's name and (o deduct a corresponding nomber of shares from
the number of shares held by the depository's nominee, Street-name withdrawals
are praovided to the requesting participant as certificates registered in the
depository's nominss name.

B0/ To ensure that physical certificates are transferred in p prompt and accurate
manner, the Caommission has established minimum performance standards for
transler agent certificate processing, Rule L7Ad-2(a), for example, requires
certain registered transfer agents to process at least 50% of all routing items
received for transfer during each month within three business days of receipt. If
a transfer agent fails to meet this requirement, Rule [TAd-2(¢) requires the
transfer agent to fife with the Commission and its appropriate segulatory agency a
notice desgribing the problem and the steps it is taking to prevent a recurrence.
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Association {"STA"), in its report to the Presidential Task Ferce en Market Mechanisms
{*STA Report™ concluded that,

despite increascs in worklozds, no significant problems in certificate processing
were reported at major transfer agents doring November. Moreover, no increase
appears to exist in customer complaints pertaining to delays in receiving
certificates, processing transfer rcquests, handling shareholder inquiries, or
effecting purchase or ligquidation erders for dividend reinvestment or other
custodial securities maintained by investors directly with transler agents, 31/

Indeed, the Commission received only one turnaround exception notics réporting non-
compliance with the turnaround requirements cavsed by the increased volume during the
market break period. 32/ Furthermore, 39% of the transfer agents that responded 1o
the STA reported thzt the volume incroase had ro effect on their ability to mect the
turnaround requircments, caleelated on a monthly basis. 83/ Moreever, DTC (the single
largest user of transfer agent services) reported that transfer agents respanded to its
requests in a tim¢ly manner. DTC prepares a periodic report on the timeliness of
transfer agents. Analysis of this report's statistics (rom belfore and after the market
break reveals that while transler agents processed a 96% increase in withdrawalzand a
19% increase in deposits, overall timeliness of transfer agents’ performance appears to
have improved,

81/ TheSecuritics Transler Association, Report of the Secyrities Transfer Assoclation

1o the Presidential Task Foree on Mgrk;; Mechanisms, 13 (December 24, 1937).
To obtain the information discussed in the repart, the STA contracted with

Market Facts, [nc., a macket rescarch firm, t0 conduct interviews with transfer
agents and broker-dealers. Some of the data in the STA survey was provided
after a review of the pertinent records and some of the data is the result of
estimates. The STA Report surveyed 956 transler agents of varigus sires and
geopraphical locations, and 13 broker-dealers representing regional, discount,
national full-service and very large firms,

The STA Repart stated that 47% of the 96 transfer agent respondents experienced
an increase In ackivity, measurcd by the number of certificates issucd and debited,
since the October market break, Seventy-seven percent of major transfer agent
cespondents reported an increase in activity., Twenty-six percent of all transfer
agents and 59% of the major transfer agents that reported an increase in volume
of work reported that they worked overtime or added extra resources or both o
meet the increased workload resulting fram the market break.

82/ Theonly transfer agent that réported missing the turnaround deadline For reasons
celated 1o the market break processed 17.4% of routine items within three days of
receipt. 1t stated that it did not meet the turnaround requirements because of a
highzr then normal number of transfer requests, turnover of transfer personnel,
and computer malfunctions. It subsequently has taken correciive actions to
addrsss these problems.

83/ Six of the 96 responding transfer agents reportedly missed the 90% turnaround
standard oo one t¢ three days during the market break period, and one
respondent reporied missing the 90% standard on 10 days during that period.
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According to the STA Report, some fransfér agents are considering changes to
their processing capacity and procedures as a result of the volume increase during the
October market break. Changes being considered include: increasing systems hardware
capacity:changing procedures; implementing new interfaces with depositories; in¢reasing
staff; and increasing telephone capacity.

c. Hroker-Dealer Ceriificate Turnarpund

EBroker-dealers are an integral part of the securities certificatc-handling chain.
Generally, broker-dealers obtain certificates in three circumstances: when & customer
seils securities that he or she had held personally; when 2 customer requests thal the
broker-dezler safekecpcertificates on the customer's behalf; and when a customer elecis
to receive the certificates he or she has purchased.

As part of its study, the Division surveyed 23 broker-dealers conducting a public
business concerning the number of business days broker-dealers took to deliver
certificates from transfer agents or depositories to customers, §4/ Twenty-once af the
23 responding broker-dealers reported that they delivered certificates to customers in
three business days or less. Two broker-dealers reported that they delivered
certificates 1o customers in lour to seven business days. §5/

The Divizion belicves broker-dealers should deliver certificates promptly o
customers, transfer agenis or depositorics, as appropriate.  Frompt delivery of
certaficates is essential to safle and efficient broker-dealer operations and consistent
with broker-dealer obligations (o cestomers.

d. Lost and Stolen Securities Program

During the market break, broker-dealer and bank vse af key aspects of the Lost
and Stolen Securities Program ("Program®™) declined, perhaps because ol higher market
trading volume. While recovery repaorts increased, inquiries declined significantly in
QOctober and November. 86/ The Program 87/ requires (inancial institutions, including,
among gthers, broker-dealers, and Federally insured banks, 1o report securitics losses,

Bds These statistics reflect October 14 - November & activity.

85 The Division also requested information concerning the number ol business days
broker-dealers took 1o transmit securities to a depesitory or a transfer agent.
Thirteen of the 23 broker-dealers that responded repocted that they forwarded
customers’ certificates within cne day of receipt. Six of the 23 respanding
broker-dealers reported that they lorwarded customers’ certificates within three
days of receipt. The remaining (our broker-dezlers reported that they forwarded
customers” certilicates From three to seven business daye after receipt.

Sge Tablex 10-10 and 10-11.

S

In 1476, the Commissica adopted Rule 17f-1 wader the Act, establishing the
Program. The Rule was inteénded to deter traflicking in lost, stolen and
counterfeit securities. See 17 CFR 240.07f-1(1987). See alsp Securities Exchange
Act Release No. 13832 (August 5, 1977), 42 FR 41022, The Securities Information
Center (*SIC"} was designated by the Commission to operate the Program.
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thefts and instances of counterfeiting ("reporis™) 88/ and to ihquire whether securities
coming inio their possession were reported as such ("inquiries™). 3%/

The statistics show that, during October 1987, SIC received 65,430 reports,
including 12,164 recovery reports ("recoveries”), and 158,248 inquiries. Loss and
recovery reports approsimated 51C°s 1987 monthly averages (based en January throvgh
August 1987 activity), but inguiries were well below that average despite recerd trading
volume. According to S5IC, the sharpest decling occurred during the two-week period
starting from Qctober 19, when the number of inguiries dropped approximately 15,000
from the eapected number of inguiries in a two-week period. 20/ The reason for the
decrease in inguiries i1s unclear, but it is possible that during that high volume periad,
firms moved personnel who normally work on Rele 17(-1 compliance to other more
pressing, labor-intensive operations such as trade resolution.

During November 1987, SIC received 83,902 reports, including 16,655 recoveries,
and 148,506 inquiries. Reports increased substantially du¢ toan unusually high number
of recoveries. 21/ Unlike reports, inquiries decreased. SIC received 10,000 fewer
inguiries in November than in October, an amount well below SIC's January through
August 1987 monthly average. 92/

According to Program participants, recent high trading volume and market
volatility levels have made Rule 17f-] comphance morg difficult, Although firms believe
they have made reports and inquiries at an average rate duriag this time, they still are
assessing the impact of recent events on therr participation in the Pregram. The
Division will continue to moritor developments aond compliange,

§8/ Reports of lost, stolen, or counterfeit securities are made to 5IC on Form X[ 7F-
1 A. Stolen and counterfeit securities must be reported within one business day of
discovery of the theft ar counterfeiting. Missing securities are deemed lost alter
two business days and, with certain exceptions, must be reported within cne
business day of the end of that peried. Firms also must report the recovery of
any security previously reported lost, stolen, or counterfeit. For January through
August of 1987, 51C averaged approximately 67,000 reports a month. OfF these
&7.000 reports, approximately 14,000 were recovery reports. S¢¢ Tables 10-10 snd
10-11 for 2 monthly breakdown of 1987 inquiries, loss reports, and recovery reports.

E9/ Gencrally, inguiries are phoned in to 5IC headquarrers, For January through
August of 1987, SIC averaged 190,000 1aquirics a monoth,

93/ From October 19 to the ¢end of the month, 78,364 inquirics were made at SIC.
For January through August 1987, 51C averaged 95,000 inquiries For a two-week
pericd.

91/ Onetransferagent accounted for 20,000 of the 36,655 recoveries reported because
of a recent tender of fer. Apparently, the high volume of securities received in
the tender aoffer genérated a large number of recoveries that subsequently were
reported o STC.

92/ In December, S1C received 184,614 inquiries, 74776 loss reports, and 16,33}
recovery reperts. [nquiries and recovery reports for December approximated S1C°s
January through August 1987 average, and loss ceports cxceeded that average.
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e. Analysis

During the market break, depositories, transler agents, and broker-dealers were
required to process an enormous volume of physical securitiescertificates. Theyavoided
the paralysis that occurred during the Paperwork Crisis of 1967-70 because ol the
clTorts to establish a safc and ¢fficient Nattonal Clearance and Sctilement Systom.
Improved automation was ¢ritical to the securities industry during the marker break.
For example, automated tape trensmissions to transfer agents ol depository withdrawal
requesis enabled transfer agents to accommodate large increases in volume wilhout
adverse affects on turparound performance. Wevertheless, several transfer agents
reported a sharp increase in transfer requests directly from  broker-dealers.
Accordingly, the Division believes transfer agentsand depositories should continue their
efforts tg avtomate the securities wransfer process and ensure that Lheir computer
svstems have sefficient capacity to handle the even higher volumes which may occur in
the Tuture,

In addition, transfer agents and depositorics should continuc to capand Dirgct
Mail programs and TAL arrangements. Direst Mail programs and TAC arrangements
reduce Lthe physical movement of certilicates, especially during periods of high volume,
and the number of intermediaries who must handle certilicates before those certilicates
reach public tnvestors.

Certificate immobilization at depositorics provides many benel1ts, It reduces the
number of physical transfers of sccurities certificalcs and the cost, inefficiency, and
risk such transfers pose. Indeed, use ol depository services Macilitated theextracrdinary
transfer volume during the market break period. Broker-decalers, depositories and
transfer agents should explore ways to increase certificate immobilization. Those
organizations also should ¢aplore ways to increase the role of depositories as conduits
lar broker-dealer transfer requests. To ensure that depository participants have easy
access to, and make maximum wze of, depository services, deposilories alsa may wish to
cansider increasing the standardization and compatibility ol their services. 33/

C. Optigns
1. Background
a. Options Clearance and Settlement

QCC 1s5ues, clears, and settles all stzndardized options traded on securitics
exchaznges or quoted on NASDAQ facilities, 94/ Unlike trades in equity securities that
clear and sertle at several registered clearing ageneies, DUC provides common ¢learing
Mzcilitizs Tor 2l sccuritics options. Thus, all securities oplion trades are cleared and

937 The securities 2nd banking industries generally suppart these goals. Se¢, 2.2,
SEC, Dmsmn -:sf Markel R:gulatmn Pr gg ;;; and E;g;n;;;; Deposifory
it riti ol B Diraft Staff Report

fIuns 14, 1983).

94/ OCC is owned by s participating exchanges (i.e,, Amex, CHBOE, NYSE, PSE, and
Fhix} and the NASD.
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seitled 3t QCC through an OCC clearing member. 95/ OCC maintains book-¢niry
ownership interests in options Mor its clearing members, who in turn maintain ownership
records for their customers and ather broker-dealecs, including options market-makers.

OCC provides comprehensive options clearance and settlement services for its
clegring members. First, OCC receives trade data from options markets and settles
preminm payments between writingand purchasing clearing members on the business day
alter the (rade date in immediatcly-available funds. Upon payment of the premium by
the QCC clearing member, OCC "accepts” the trade and becomcs guarantor on the
transaction, crediting clearing member buyers (holders) with long positionsand delbiting
clearing member sellers {writers) with short positions on QCC's books and recaords 94/
Second, and as discussed below, OCC coltects margin from clearing members with shart
positions as part of its salgguearding systems to secvore itz obirgations to opticn holders,
OCC alse can call for the deposit of additional margin, kRown as variation margin, at
any time during the busingss day whenever OCC deems it isadvisable for the protection
of OCC, clearing members or the general pubhic. Third, OCC randomly assigns to
clearing members with short positions exercise notices OCC reccives {rom option
holders, QCC combines all premium, margin, and settlement obligations to arrive at a
net daily settlement amount lor ¢ach account ¢ach day, which is collected or paid in
immediately-available funds cach merning between 10:0Ga.m. and ! 1:00a.m, 37/ Because
QCC provides common clearing Macilities For standardized scourities oprions, broker-

235/ OLCC currently has approximately 190 clearing members. Purchases and sales of
oplicns on common stocks are cleared and settled at OCC, but delivery abligatioos
ol underlying €quity securitics and related payments asso¢iated with cxércised
cptigns clear and settle ar ¢orrespondent clearing corperations, gg. WSCC or
MCC, lake any other inter-dealer porchase or sale. Indeax options (ge, OEX and
XM are cleared and settled for cazh exclusively at OCC.

96/ Eachglearing member maintaingseveral agcountsat OCC including a Mirm account,
separate market-maker's or specialist's accounts, combined markei-makers' or
specialists’ accounts, and a customers’ account. Clearing members also may
establish and maintain pledge accounts for each market-maker, specialist or
combined market-makers' or specialists’ account, as well as a registered trader’s
atcount, combined registered tradery’ account, and a stock market-maker's or
stock specialist's account.

G35 A1l times reler to Eastern Standard Time Seg, infra, at Section C4d lor 3
discussion of OCC's money settlement procedures,

OCC also oflers its ¢learing members a variety of specialized clearing services.
For example, and as discussed below, the QCC pledge program enables clearing
members to pledps certain options positions to banks as collateral For bank leans.
Additionally, the escrow receipt program enables clearing members to post
underlying securities in lieu of margin by depositing shares ol undetiying stock
(or cash or securities eqgual 10 the value of the underlying asset in the case of
non-cquity optivos) with an OCC-approved custadian. Thiscan beaccomplished in
an automated environment throvgh the ¢scrow receipt depository system.
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dealers trading on more than one market can settle their activity through onc account
with one net payment at OO, 9§/

As discussed below in greater detail, OCC protects iseil against exposure Mrom
member defaults 1n a pumber of wavys. Most importantly, OCC collects marein or other
collateral from clearing members for the writers' positions that they carry.
Additianally, OCC requires that clearing members meet special [inancizl and capital
mainienance and reporting requirements, and moniters members’ compliance with those
regurirements. OCC also maintains stock and non-equity option "NEO") 99/ clearing
Funds. Clearing members that ¢arry positions in steck options must contribute w rhe
stock clearing fund, which collateralizes the obligations of all clearing members in
connection with stock options. The WEO clearing fund serves the same funcuon for
options other than stock opticns, ¢.&, Foreign currency ¢ptions and stock index aptions.
Each fund also may be drawn vpon 1o collateralize the other, should the other prove to
be insulflicient,

b. DMargin

OCC requires clearing members to post margin on all uncovered shor positions
and uncovered assigned positions earried in QCC aceounts. An uncoveored position is
one that 15 not satisfied by a deposit of the underlying asset with an OCC-approved
bank or trust company or oflset by an unsegregated long position in the same option
class. OCC's margin requirements apply only to OCC clearing members and should non
be confused with the minimum margin that must be maintained in customer accounts as
sel by the options markels in aceordance with Repulation T. 100/

OCC maintains two separate margin systems, one for equity options and another
for NEOs. Under the equity system, margin on an uncovered short put or call position
15 the marking price (L&, premivm} times the wnit of trading (vg. 100 sharesh and the
multiplication {factor {ie, 1.3). 101/

OCC ¢learing members ¢an reduce clearing margin reguirements through OCC
netting of certain hedged positions within the same option class, Le., options on the
same underlying asset (spread margin), The margin calculation procedures For spreads
and how they are apphied difler accarding to the type of clearning member account.

98/ Although multiple ¢learing agencies pravide serevices for corporate and municipal
securities markets, interfaces among those organizations permit broker-dealers to
cnjoy the principal benelit of common clearing, ane-account settlement,
Non-equity options include stock index, foreign currency, and interest rate options.

Customer and broker-dealer margin requirements are discussed in Chapter Five.

g

The marking price is the closing ask price lor the option as reporied by OCC™s
primary price-reporting vendor. 1f this price violates certain cdit ¢riteria in
OCC's system, a warning is generated and OCC refers ta another vendor lor
appropriate price information. The unit ol trading is generally IQ0 shares of
stock per contract and the multipl:cation [actor For all equity options currently is
1.3, ©CC can change the multiplication factor or impose spccial margin
requirements under special conditions.
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Generally, in 2 customers” ar firm non-lien account, OCC nets unsegregated long
positions in a scries against short positions in that series, and also nets excreises and
assignments of the same series. OCC then nets those net positions [or ¢ach option
saries within the same option class by using equivalent ¢ontrast quantities of longs with
the same or a I1ster expiration date to offset shorts. The same treatment appliss to a
firm licn account, a market-maker's account, a specialist's account or a combined
market-makers® or specialists’ account, except that for these accounts a margin credit in
one opticns class can be vsed (subject to a deduction) to reduce margin requirdments
for ather classes of options carried in the acconnt.

OCC's NEQ margin system uses ¢ptions price theory to project the cost of
liquidating a member’s portfolio of positions in the event of an assumed "worst-case”
change in the price of the underlying asset or index, The margin requirement or credit
lor options on the samec class ¢guals the premiom plus (in the case of a nepative
liquidating value) 1027 or minus (in the case of a positive liquidating value) the
Ffadditional margin® amount for that class group. Additional margin is caleulated by
determining assumed maximum one-day price movements in the underiying assets (the
“margin interval*} 103/ and projecting the elfTect of such movements {up, down, and at
any ¢xercise price lalling in between} or the liguidating vajue of the positions on the
basis of aptions pricing models, |04/ Anr vpside projection reflecting an increasc in
liguidating cost, or a downside projection rellecting a decrease in liquidating value,
results in a ¢learing margin requeirement. To provide additional protection, the per-onit
cost of liguidating out-ol-the-money short ¢all positions in the upside projection and
shot) put positions in the downside projection is presumed to increase by a minimum of
25% ol the margin interval, Forexample, the minimuem margin reguircment on decp cut-
ol -the-mancy short index options would be 3500 il the margin interval was 20 points.

OCC margin requirgments can be satisfied in sevéral ways. OCC accepts cash,
Bovernment securities, letters of credit, and valved securities. Eligible valued securities
are provided clearing margin eredit at one-hall their current market value {(¢computed
daily). 105/ To the extent that clearing margin on deposit exceeds the clearing margin
requirement for a particular day, the excess is refundable upon request by Lhe clearing

132/ Theliquidating value is OCC's estimate of the proceeds or loss OCC would realize
il it liguidated the position.

183/ Historical volatilities are built anto the system and are updated on a daily basis
OCC's margin interval is s¢t at a level where, based on historical rates of change,
a close-ta-close change in underlyving 2sset value grezter thano the intervyal would
occur less than 5% of the time. See. infra, at 3ection C.5 lTor a discussion of
OCC's changes in certain margin intervals belfore and during the market break.

B

See Securities Exchange Act Release No. 23167 (Aprii 22, 1986}, 51 FR 16127, in
which the Commission approved OCC's NE{Q margin system.

g

Eligible valued securities are commeon stocks having a macket value greater than
310 per share that are ecither traded on a national securities exchange or traded
in the over-the-counter market and designated as National! Market System
Securitics pursuant to Rule 11Aa2-1 under the Act. Stocks of any one issuer ¢can
not be valued at an amount in excess of 10% of the margin requirement in the
account for which such stocks are deposited,
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member. Many clearing members leave excess margin with OCC to reduce liquidity
problems in the event OCC issues a variation margin czll. 106/

1. Options Market Yolume and Statistics

CCC issues, clears, and setties over one million equity and NEO contracts (trades)
per day. In December 1986, average daily contract voiume was 966,000; by September
1987, average daily contract volume was 1,291,000, During the month of QOctober 1987,
whenali markets wereexpericncing extraardinary volume, OCC* daily contract volume
averaged approximately 1.5 million with anaverage of 13 contracts per transaction, 103/
Cn QOctaber 16, OCC cleared a record 3,137,612 option contracts. As discussed below,
OCC pledge activity also increased during the month of October.

a. NEO

NEO options, Lg, stock index, foreign currency, and interest rate options,
accounted for approximately 43% of the total cleared contract volume of 32,513,049 for
the month of October. During October, OCC cleared 12,804,165 index option ¢ontracts,
1,176,518 foreign currency option contracts, and 8,516 interest rate option gcontracts.

Index options 108/ acecouat for over 0% of NEO volume. In October, OCC
cleared 12,804,165 index optiens contraets, averaging 582 008 contracts per day, withan
average premium of $765.41 per contract. These figures wers up from May 1987 when
OCC cleared 9 821 3533 index aption contracts for anaverage of 491,068 per day, with an
average premium of $404.12,

The most active stock index option is the OEX traded on the CBOE. In October,
QCC cleared 9,923,049 OEX contracts {representing 77.5% of all the index options

106/ Unlike unexercised options, futures contracts always ntail mutual obligations,
Cnc party must deliver a commodity, or cash in liew of a produce {or a basket of
products), whose value gengrally lNoctuates daily; the other party must pay for
that product uvpon detivery at the contrace price. Hecause the obligations are
mutual and complementary, it is possible 10 mark #ach party’s obligation to the
market each day and pass through the marks-to-the-market to the contra party,
thereby reducing potential exposure from default, and reducing s=ttlement
obligations an expiration to the latest mark, or facilitating close-outs through
offsetting transactions.

1077 Sge Table 19-12 for statistics concerning OCC equity aad stock index optians.

108/ Opticons are traded on the S&P 500 ("SPX™ and the S&PF 100 (*"OEX") on the
CBOE; the Major Market Index ("XMIi") on the Amex and the European Options
Exchange (“EOE"); the Institutional Index ("XII"), the Computer Technology Index
("XCI"), and the Ol Index {"X{OH"} en the Amex: the New York Composite Index
("NYA" and the Beta Index ("NBH™) on the NYSE; the Yalue Line Index ("X VL"),
the Gold and Siiver Index ("X AU}, the Utility Index ("UTY™), and the Natjona!
OTCIadex ("XOC") on the Phlx; and the Financial News Composite Index ("FNCI™)
an the PSE.
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traded), with an average premicm per contract of $700.29, for premiums totaling
£6,949 006,032 109/

b. Equily Optlans

¥elume in equity options also ingreased in Oc¢tober 1987, up from 12,696,083
cleared contracts in May 1987 to 15,523,850 in Qctober. 110/ Daily volume averaged
B41,9%3 contracts and the average premivm per contrace was $335.28. On October 16,
Amex, Phlx, and PSE experienced record volume in equity options with 495,200, 187,224
and 201,214 cleared contracts on each of the respective exchanges. On that day, CBOE
equity option volume was 659,144, just below its record volume of 656,457 set on
October 12, 1987 111/

c. Pledges

During Qctaber 1987, OCC members pledged 375,407 equity options contracts
valued at over $300 million, primarily to three pledgee banks, Several OCC members
that provide clearing services to other broker-dealers accounted for the bulk of that
aciivity. For NEO options, OCC members pledged 26,944 contracts valued at over 350
million.

QCC's options pledge program provides one method for clearing members toobtain
funds. 112/ Although [ong options can be used to of Tset QCC margin requirements, 113/
and theraby free up funds, unpaired long options also can be pledrged as collateral for
lpans. J14/ The program also can be vsed in conjunction with DTC's pledge system 1o

105/ See Table 10-13 for a breakdewn by account type of OEX and other actively-
traded stock index options.

110/ OfF the total number of cleared cquity option contracts in October, approximately
44% of the trades occurred on the CBOE, 33% on the Amex, 12% on the PSE, 10%
on the Phlx and 1% on the NYSE.

111/ In contrast, during May 1987, averapge daily contract volume on the Amex was
204,356; on the CBOE, 291,1561; an the Phlx, 52,558: and on the PSE, 68,340,

L2/ Long options paired with short optians of the same seriegs and strike price negate
any OCC margin requirements. For unpaired long options, GCC gives margin
credit equal to 33% of their in-the-money value. At the same time, Commission
net capital provisions would haircut those options by 50%, thus giving 50% of the
in-the-money value as credit For capital purposes, Under Reguolations T and U,
long options cannot be used as margin equity. Thaos, for clearing members with
unpaircd fong options and ¢xcess margin on deposit with OCC, a pledge of those
options Tor Tinanciog ¢an be the least expensive method of raising funds if
lenders are willing to haircut long options by less than 50%.

113/ 3ec OCC Rule 601(bX4).

|14/ The Division is concerned, however, over the unwillingness of at least one bank
that had previpusly accepred long opticns as callateral to accept these pledge
positions during the October market break. Although volatility concerns about
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provide lenders with collateral consisting of long securitiss positions hedged with long
put options that protect apainst market price declines.

3 OCC Services During the Market Break

OCC’s systems were tested by the unprecedented market decline and record
trading volumes experienced in the markets during the month of October. Despite
substantiai increases io volume, OCC gererally metall routine processing standards and
distributed reporis within established time frames. ] 15/ Activity in specialized services,
such a3 the escrow receipt progeam, tnereased during the month but CC's systems
handled the increased activity without event. As discussed in detail below, market price
volatility forced OCC to change dramatically its margin intervals and to <all for
substantial variation margin.

OCC experienced problems during the week of October 19 in ¢btaining znd
verifying daily options marking prices and daily last-sale price inlormation lrom its
three price reporting vendors. 116/ Pricing is critical to OCC’s operations, both for
talculating margin requirements and for valuing sscurities held as margin, During the
week of October 12, OCC reported abnormally high incidences of missing price records
and records with a marking price less than the ¢ption’s intrinsic value. J17/7 In
addition, as s result of the market's averall decline, the options markets added over
6,000 new option series, many of which were not reported by QUC's price-reporting
venders, Consequently, GCC had to ¢btain last-sale reports from the options markets
and correct manuoally over 5,000 marking prices during evening processing on the 20tk
and 21st. 118/

OCC took a number of steps to respond to pricing peeblems. For example, during
the week of October 19, O0CC converted to a new primary vendor who was providing the
timeliest new series inciusions. OCOC also enhanced its price editing programs {0
identify errors and obtained last sale reports from options markets to verifly other
services. Moreover, as a result of the problems experienced in October, OCC 15 taking
steps to reduce its reliance on cutside pricing vendors.

these positions may be greater than for many stocks, long put positions clearly
had substantial value during the market break.

115/ During the month, however, settlements were delaved a2 number of times, as
discussed below., OCC alsp received several lave reports of matched trades from
cplions markets. Even the latest reperts, however, were received withun 49
minuies of GQCC's 2:00 am. deadline and QCC position and margin reports were
distriboted (o members inadvance of OCC's :00a.m. report distribution standard.

B

S¢c Chapter Eight for a detatled discussion of the problems encountered by price
reporting vendors during the market break.

g

For example, on October 23, the SPX December 350 put was marked at 31,400 per
contract. This marking prige was obvigusly in error since the option was 102
ptints in-the-money at the time (equivalent to 310,200 per contract).

118/ Prior to the market break, OCC price correctzons averaged 300 per day.
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4. Settlement

On October 19,20, and 21, OCC received late payments Trom ¢ortain members and
on Dotober 20, DOC delayed, by two and goe-hall hours, payments to all members due
to receive Funds from OCC, Morgover, instructions to OCC clearing banks and bank
payments to OCC for variztion margin were delaved a number of times during the
market braak. It appears, however, that most of those delays were doe to delays in
OCL and bank operations processing or otherwise were <onsistent with QCC's
contractual relationships with i1ts clearing banks. ln several instances, however, QCC
contends that bank payments had been withheld or reversed in a manner inconsistent
with or not covered by those contractual relationships. The following discussion
describes OCC money settlement procedures, OCC clearing bank obligations, and the
settlement problems during the market break.

Currently, OCC maintains ¢learing accounts at 15 clearing banks. OCC requires
members to establish and maintain bank accounts at one of these banks and 1o authorize
the bank to make debits 2nd credits 1o the member’s account in accordance with OCC's
instroctions. QCC caleulates daily #ach member’s net money settlement for all OCC
activity, Members' net obligations to OCC ("Pays™) are settled at 1Q:00 a.m. when the
clearing bank makes a transfer [rom the member’s bank account to OCC's account at
that bank. CGCC's obligation to members {("Collects™ are settled at 11:00 am, by a
transtier [rom OCC's account at the ¢learing bank to the clearing member's account at
that bank. Pays and Collects are made in immediately-available funds. 119/

Under OCC's contractuzl agreements with QCC ¢clearing banks, OCC is ebligated
to deliver debit or eredit settlement instructions to OCC clearing banks at least one
hour belore applicable settlement times. For variation margin, OCC alse must notify
clearing banks of the settlement time. OCC clearing banks are ohligated to natily QCC
prior t¢ the applicable settlement time if any settlement instructions are to be
dishonored. Absent such notice, ¢learing banks are reguired vo make debits and credits
a¢cording to OCC's instruciions and those debits or credits are deemed by the contrace
to be final at the earlier of the time they are made or when confirmed te OCC, which
must ccour within 30 minutes of settlemert. 120/ In the futures markets, on the other
hand, it is unclear whether conlirmation to the clearing crganization ropresents a
binding commitment by the scttlement bank to honer its clearing member customers’
ohligations.

Because clearing banks are obligated to notily OCC prior to scttlement iff they
intend to gishonor OCC's instructions, OCC clearing banks were lorced to make

119/ SeeSzcuritics Exchange Act Release No. 23601 (September 5, 1988}, 51 FR 32707,
which approved an OCC proposal to ¢fFcct 21l money settlements in immediately-
available funds.

120/ These agreements alse provide for delayed settlement il QCC lails to deliver
settlement instructions one hour before settlement time. Under those
circumstances, ¢clearing banks are obligated to use their best efforts to complete
settlement by sertlement time, but the clearing banks are not obligated ta effect
settlement until one hour after settlement instructions are received from OCC.
Variation margin ¢calls are not accepted by ¢learing banks afrer 3:00 p.m., except
with the consent of the bank.
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decisions related to their lending ceistionships with OCC's clearing members during the
week of October 19, On several pecasions during the week, OCC clearing members had
inadequate funds in their clearing bank accounts to satisfy OCC debil instructions. At
the same time, the clearing banks were unable to establish whether OCC ¢learing
members could immediately transfer the necessary funds to the bank. As a result, the
clearing banks were forced to decide whether to allow clearing members to overdraft
their accounts, or to refuse to pay OCC and risk OCC declaring those members in
default and OCC liquidating their options positions. |21/

Interviews by Division seaff with a number of clearing banks indicate that, in
mast cases, the ¢learing banks extended credit to OCC clearing members with which the
banks had presxisting relationships. This involved a significant extension of daylight
overdrafts, but all of the ¢learing banks with whom staff members met indicated that
their borrowers had repaid these overdrafts by the end of the day by substituting
letters of eredit to satisfy margin obligations. 122/ Tndeed, several of the banks
indicated that cnce their borrowers reached the limits of the advance rate generally
extended to them, the banks, after some consideration, extended their advance rates as
much as 100% in some instances ir order to ensure that their clearing (irm customers
were able te meet their settlement obligations and margin calls,

Although most banks responded to the credit needs of their cusiomers, on a
number of occasions during the week of October 19, established time frames were not
met and settiements were delayed while counterparties verified that clearing members’
accounts would receive a transfer of Tunds by Fedwire, Specilically, on Octaober 19, one
Mew York clearing bank delayed confirmation of payments to OCC for three clearing
members that owed QCC approximately 34 million. OCC also delayed payments to
collecting clearing members at that bank. Pays and Collects with that bank wers
completed approximately two hours after the market openead (approximately 90 minutes
after OCC's normal settlement time). J23/

During the day on the 159th, OCC made four variation margin ¢alls on its¢learing
members at 11:00 a.m., |:80 p.m., 330 pm., and 530 pm, Clearing members generally
&7¢ given on¢ or two hours to line up collateral before debil instructions arc delivergd
ta the clearing banks. On the 19th, by the time debit instructions were generated in
GCC's New York of fice For delivery to clearing banks for the first variation margin call,
a second variation margin ¢all had been issued. QCC determingd to combing the two
and deliver one set of debit instructions te the clearing banks, and called the clearing
banks for extensions of the normal cut-off time for acceptance of variation margin
calls. However, when debit instructions for the combined first and second marcgin calls

121/ As discussed in Chapter Five, certain clearing firms  experienced liquidity
problems because some options market-makers whose accounts they carry withdrew
excess capital held by the ¢learing {irms.

122/ Dwuring the week of October 19, the [ive largest issuers of Jetters of credit {Bank
of America, Irving Trust Co., Bankees Trust Co., First National Bank of Chicago,
and Continental Illinois National Bank} ¢ach increased, by approximately 5100
million from the previous week, the amount oF letcers of eredit issued to OCC,

123/ Timely settlement is important because OCC must meet its obligation to collecting
clearing members by 11:00 a.m,
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werg generated in New York, 2 third margin call had been made.  Again, OCC
determined to combine theses jpstructions with aarlisr instroctions, Consequently, debit
instructions For the first three margin calls were delivered together and at least one
New York clearing bank did not receive those instructions upntil approximately 6:30
p.m. 124/ Indeed, most banks had clesed belore OCC completed the final margin call.

Again on Qetober 20, at least three clearing banks delayed settlement
confirmations for two and a half hours, apparently for credit reasons. 125/ OCC also
delayed payments ta collecting clearing members during that time. Although OCC i
ebligated to make those payments, because of the continped decline in the market, OCC
anticipated making an intra-day margin ¢all and was attempting to complete margin
caleutations in order to compare margin requirements with credits 10 QCC members.
Additionally, OCC deviated from standard settlement practice and accepted a cashier's
check when a clearing member's elearing bank would not honor QCC*s dralt. 126/ On
October 21, morning settlement was delayed for approximately thirty minutes because of
a credit-related delzy by one clearing bank, As a result of these problems, CCC is
¢onlirming its agreemenis with settlement banks with respect to the procedures [ot
handling cash settlements,

5 Margin and Options Settlements During October 1987

Throughout the weeks of October 12, 1%, and 26, OCC called for substangial
amounts of cask and other collateral (rom clearing members through various forms of
margin ¢alls to reduce the risk associated with the market’s increased volatility, Under
GCC's NEO margin system, as market volatility increased, the range of prices aver
which underlying seceriticsare expected totrade continually changed, prompting OCC to
ingreass margin intervals (and consequently, margin levels) for all stack index aptionsa
number of times during the month. For example, OCC increased the margin interval for
the GEX from 7.0 points {(which translates inta a maximum margin requirement equal to
the option premium plus $730 per uncovered short position) to & points en October 15,
to !0 points on Cctober 16, to 16 points on October 19, and to 20 points on October
21, 127 Although OCC has the authority to increase the multiplication factor [or
£quity optigns, it has remained at 1.3. In addition, as the stock market continued 1o
declineg, 5o too did the prices of valued securities that OCC accepts for clearing margin
purposes, thus gensrating even greater clearing margin requirements.

124/ OCC contends that the bank confirmed all settlement instructions after 7,00 p.m.
that evening, With respect to one clearing member now in S1PC liguidation, the
bank claims to have corfirmed a debit tnstruction lor approzimately $2.4 million
only 1o the extent of $584,000 {the amount of funds in the clearing member's
accounit) The remaining $31.8 million currently is in disputs,

123/ The Division understands that the Fedwire shut down in Chicago from 11:00 a.m,
to 1:30 p.m. because of a computer problem. Althaegh this may have coniributed
to the settlement delays, the eéxtant to which the shut down affescted OCC
settlements is unclear at this hime,

126/ Thos, OCC was paid in next-day, instead of same-day fuads.

127/ See Table 10-14 for a summary of changes in futures margin.
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During the week of October 12, when the margin interval on the QEX was 7.0
and &80 peoints, OCC 13sued intra-day margin calls 1285 on Qctober 14, 15, and 16 for
298 million, $2 million, and 3240 million respectively. 129/ All variation margin calls
were met &nd, as of the close of business on October 16, OCC held $4.2 billion in
margin deposits against total clearing margin requirements of $3.3 billion, 1 M}/ providing
excess collateral of approximately $900 million.

On Qcteber 19, QCC issued four margin calls totalling $1.2 billion. OCC
collected approximately 5538 million in cash; 5424 million was met by excess margin
already on deposit, 1317 At 11:00 am., with the DITA down 200¢ points and the OEX
down 20 points, DCC issued the first of its four variation margin calls. 132/ As the
market continued to decline on Qctober 19, OCC made thres additional margin calls at

128/ Generally, 2n intra-day ¢all 35 made when the market moves through a pre-
determined parameter. Forequity options, OCC makesiatra-day variation margin
calls based on movements in the 5&P 500 Index. Generally, each 1.25% move in
that Index generates a margin ¢call. For example, OCC makes a First level infra-
day variation margin call whenaver the S&P 500 Tndex has moved by more than
1.25%, and a second lzvel margin call whenever that Index has moved by more
than 2.50%. For index options, OCC makes intra-day variation margin calls based
on movements in either the underlying index within a product group or the option
prices themselves, OCC makes a first level cail for a particular product group
whencver either the underlying index has moved by more than 75% of the current
margin interval, or the option prices have moved by more than 75% of their
projected theoretical values. For example, OCC called for variation margin when
the OEX moved 15 points and the margin interval was 20 points. OCC makes a
second level call when the unrderlying index has moved by more than 100% of the
current margin interval, or the option prices have moved by maore than 100% ol
their prajected theoretical values.

129/ Variation margin requirements are expressed in gross figures based an all open
positions at QCC. To the extent that a clearing member has excess margin on
deposit, the aggregate amount of the intra-day variation margin call is reduced
accordingly.

138/ The $42 billion in margin deposits was composed of approximately $2.9 billion in
letters of credit, 31.1 billion iR valued securities (only 50% credit given against
$2.2 billion in valued securities on hand), $108.5 mitlion in government securities,
and 5315 millicn in cash. Sgg Table 10-17 far a breakdown of margin deposits,
composition of margin, and margin requirements for the period during the October
market break.

131/ The Chicago Mercantiie Exchange ("CME™) [which represents approximately 75% ol
the volume in stock index Futures) had collected over $2.5 billion in variation
margik that day. See Table 10-15 for a comparisen of OCC, CME, and Board of
Trade Clearing Corporation ("BOTCCY) variation margin,

L32/ Althougha dropof 7.5 points in the OEX triggered aa intra-day variation margin
call, under normal circumstances OCC would make the ¢all at noon. Due to the
market's precipitous decling, however, OCC determined to make the first ¢211 at
1100 a.m,
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00 pom., 330 p.m., and 530 p.m. for a total of $1.2 billion in variation matgin calls
that davy. 133/ With respect to the final margin call for 5273 million, in most cases,
the OCC ¢learing banks had closed before OCC’s drafts on clearing member accounts
could be submitted. Consequently, OCC cancelled this last call and c¢allected those
margin requirements in morning settlement on Dctober 20.

(Om the morning of October 20, OCC drafted its clearing members for a total of
$598 million insettlement obligations, which included outstanding margin requiremants
from the previous day. With the e¢xception of a debit settlement instruction in the
amount of §6.6 million for a defaulting clearing member, as discussed below, all clearing
rmembers met their morning settlement obligations. Around mid-day, with the DJIA up
87 points, OCC made an intra-day margin call for 3466 million. By late in the
afternoon that cali had been met. Overnight, ¢learing members had been able to line up
collateral so that OCC drafted clearing members for goly approximately 340 million.
The majority of that call was met by increases in letters of credit, and with government
securities and valued securities, 134/

On the morning of October 21, clearing members owed OCC a total of 3280
mitlion Cor morning settlement. OCC held $6.2 billion in margin deposits against total
margin requirgments of §£5 billion, leaving an excess of $1.2 billion in margio on depaosit.
(OCC again made an intra-day margin call on Octeber 21, Of a total ¢all for 3272
millicn, approximately %74 million was met through drafts on clearing banks, and the
remainder through excess margin on deposit and inereased latters of eredit, government
and valved sacurities. |35/ Given the sustained high volatility, OCC elected to increase
margin intervals at this point, &g, the margin interval on the OEX was increased from
16 to 20 points. OCC made neo variation margin calls on October 22 ar 23, Although
the equity parameter 136/ was broken, OCC clearing members had sufficient excess
margin on deposit

&. OCC Clearing Member Financia] DifFiculties

During Getober 1987, several OCC clearing members experienced severe liguidity
and financial difficnities that required special OCC attention and management. The
Filing of an application en October 20, 1987 1o liquidate Shaine, an OCC clearing
member, resuited in OCC™s closing ovut Shaine's open positions that day, at a loss of
$8.5 million. in accordance with QCC's rules, OCC allpeated that loss pro rata among
OC{C*s clearing members. This represents the first time members of a clearing agency
bave been assessed pro ratg for osses occasioned by a member's defaulr.

123/ According ta QCC, the first three calls were met in their enticety, although one
clearing bank denies confirming a debit instruction on a clearing member's
account in the amount of %1.8 million.

134/ Sge Table 10-16 and 10-17 for QCC margin deposits, ¢omposition, and
requirements during the month of October. On Octobgr 20, the CME collected
variation margin tataling over 5900 million,

The CME collected over $1.5 billicn in variatiop margin on this day.

£ &

See discussion, supra, regarding OCC's procedures for margin calls.



10-45

Moreover, one clearing member experienced dilficulty marshalling assets to meet
OCC margin and settlement obligations (as well as fetures marpin and sertllement
obiigations} on behalf of its customers. That firm clears (on an omnibus basis) lor
approximately 1,200 specialists, market-makers, and other broker-dealers. Atleast two
other OCC clearing members experienced similar difficulties.

n. Shaine

Qun Octaber 19, OCC, CBOE, and NYSE monitored closely Shaine's linancial
condition because of its difficulty meeting sectlement obligations and its substantial
market exposure on OEX put options, Before the start of trading on Ocrober 20, the
NYSE and SIPC notilfied OCC that Shaine was being placed in 5IPC liguidation.
Consequently, OCC cancelled a debit settlcment instruction in the amount of $6.6 million
representing Shaine’s margin deficitand other seftiement gbligations and suspended the
firm. Appropriate notifications were sent to correspondent clearing cerporations (2.,
NECC), participant options markets, the SEC and OCC's clearing membership. In
accordance with its rules 137/ and by-laws, OCC converted margin and clearing fund
deposits to cash, 138/ nctted open positions, and entered market orders with OCC's
broker-dealer liquidation agent to ¢lose ot Shaine’s remaining open positions, All open
positions were closed out by the close of business on October 20, 1987, OCC sustained
an $8.5 million loss on the ligwidation: %1.8 miilion currently in dispute with a
settlement bank and $6.7 million in losses resulting from The purchase of long put
positions.

As discussed in Chapter Five, the primary reaszon For Shaine's failere appears to
be the activity of several customers writing naked OEX put options. Although Shaine
wis able to cover its margin requirements from October 16 in its morning settlement
with OCC on Dctober 19, the fall in the OEX on October 19 ¢reated margin calls that
Shaine and its customers conld Rot meet.

As aoted abave, the pro ratg assessment of OCC clearing members represents the
first time any clearing agency's members have been assessed for a member's default. In
proportion ta Shaine's aggregate margin requirements on the date of suspension, 99.25%
of the loss was charged tothe NEO clearing fund and 0.75% to the equity clearing fund.

b, Other Firms Sufferiog Financizi Difficulties

Several OCC clearing members, although they did net become insolvent,
experienced severe liquidity constraints during Cetober 1987, One of those firms, First
Options, is a clearing agent for options market-makers, specialists, and repistered
traders; First Options ¢leared for approximately 1,200 of such entities during October
1987. 13%/ On October 19, OCC called for a total of approximately $31 millica of

137/ Seg OOC Rules, Chapter X1

138/ At that time QCC held $5.614.279 in margin Tor Shaine; 54,614,279 in cash and
$1,000,000 in a Ietter of credit. Shaine's clearing fund contribution totalled
$74.330 in the form of treasury securities.

139/ Excepting five fully-disclosed separate accounts, the firm cicared those accounts
through ¢ombined or cmnibus accounts.
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intra-day variation margin from First Optioas through four separate ¢alls. 149/ Threa
calls were met by the firm oen October 19, and the Fourth call was met on October
200 143/

On Qctober 20, First Options paid an OCC net monecy seftlement dehit of
approximately %42 millico and during the day met a variation margin call of
approximaiely 31.2 million. 142/ On October 2}, First Options paid an QCC net
settlement debit of approximately 327 million. During thatday,an intra-day margingall
for nearly 350 million based on cquity and index options positions was made. First
Options telephoned OC{C and explained that it would be unable to mest the call but was
reducing open positions and probably would have a Colleet from OCC the next day.
OCC sent representatives to First Options to satisf'y itself that positions were being
reduced and OCC subsequently cancelled the variation margin esll.

First Options Faced further liquidity problems on Cetober 22 when 2 lender called
for asubstitution of collateral. As discussed in Chapter Five, First Options had pledged
£250 million in long put options to the lender, which the lender demanded be substituted
with an squavalent vazlue of long stock positions. Based on a retease from pledge that
GCC received (rom the bank with respect to the long options, OCC recomputed First
Options’ margin requirerment that day and no draft against the firm's account was
required. The {irm agreed not to open new aecounts without OCC's approval.

Another QCC clearing member experienced liquidity oroblems and alsg net capital
delicits during October 1987, That firm, Fossett, alse acted as a clearing fiem [or
approximately 160 aceounts (cleared on an omnibus basis) and maintained 33 proprictary
accounts. Qo Qctober 20, OCC learned that the firm had oet capital deficiesld3/
resulting from trading losses and 2ctivity on Gctober 19 and that its proprictary trading
accounts had been placed on a liquidating-only status by the CROE, the firm’s DEA,
OCC received assurances from Fossett, however, that it ¢xpected to be in eapital

140/ The bulk of that total represented calls on lforeign currency sptions market-maker
accounts, index options, and equity options.

141/ OaQctober 16, OCC held approximately $322.6 million of margin [or First Options
(composed ol approximately $316 million in letters of credit, $6 million in
Treasury securities, and $600,000 in cash) and $57.7 million in clearing fund
deposits (composed of 320 million cash and $37.7 million in Treasury secuorities).
By the end of the day on October 19, OCC held appreximately $373 million in
margzin For First Options. First Gptions’ collaterzl composition changed through
an additign of %87 million in cash and 3 deorease of £37 million in letters of
credit.

1427 The clearing firm's total margin lor October 20 was approximately $377 million
witha change in composition from the prior day through an 588 million redection
in ¢ash and a $92 million increase in letters of credit.

143/ According to OCC, the estimates it received indicated that the [irm's net capital
deficit could have been $10 million. See Chapter Five for a description of that
firm's capital positions during October 1987,
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compliance by the next day. 144/ OCC placed the firm on special margin status {130%
aof normal margin reqeirements) effective Ocrober 21, 145/

On the motoing of October 21, Fossett's clearing bank informed OCC that the
bank would not honar 2 §3.1 million variation margin call on the Firm. 148/ OCC staff
analyzed the risks posed by the firm in relation to the approximate $12.5 million in
collateral OCC held and determingd to relieve the firm of its chligation to mecy the
variation marg:n call. OCC later learned that the Firm faced a $30 million settie ment at
NSCC related to the retourn of stock loaned by the lirm to another broker-dealer. That
information was not ava:lable readily to OCC when it made its decision to relieve the
Firm ol the margin call. 1477 Although the NSCC settlement was made, OCC again
placed the [irm on 130% margin status on October 23 and imposcd a number of
additionzl restrictions on the Tirm. 48/ Since that time, the firm has met all OCC
obligations.

The third OCC clearing member thatexperienced unusual liguidity problems during
the market break was engaged in proprictary activity in both the securities options and
Financial futures markets (*Firm"). Belore and during the week of October 19, the Firm
had accumulated large options and futures positionsina variety of index products, J43/
Those pasitions trigpered preatly ingreased margin requiraments that drew down the
Firm's liguid assets. 150/ On Monday, October 26, the Firm lced a margin deficit of
310 million to OCC. It appeared at that time that the Firm could not gbtain additional
Mnancing and OCC was lorced to consider the risks and disruptions of ligquidating the

144/ Estimates indicated that che firm had approximately $3.5 mitlion in capital as of
October 22 Sec Chapter Five.

145/ On October 19,20, and 21, OCC held approximately $210 mitlion of margin lor the
firm and approximately 525 million in clearing Mend deposits.

149/ The firm's normal margin ¢all requitement would have been approximately $2.4
million, but wassubject to OCC s special margin status reguiring 130% of that amount,

147/ Stock loan activity, unlike stock purchase and sake transactions, generally 15 oo
handled by centralized clearing agency systems, bul is done on a case-by-case
basgis between the parties to the loan through miscellaneous deliveries at clearing
agencies, Asa result, clearing agencies and other SROs cannet readily determine
the nature and extent ol broker-dealers’ stock loan obligations.

148/ Those restrictions included: reparting to OCC daily capital computaticns; special
financial reporting requirements; capital restrictions; and a prohibrition against the
Firm opening new accounts without OCC™s consent.

g

Those positions included significant percentages of total open interest in the
Vzluc Line Index, NYSE Compaosite Index, and the Financial News Campostie [ndex.

5

The Firm®s margin reguirement at OCC progressed as Mollows (in approximate
amounts), Getober | - $1.3 million; October 9 - §2 miilion;, October 16 - $13.8
million; October 19 - 328 million; October 26 - $35.8 million; QOctober 27 - $45
million, On October 19 and 20, the Firm paid intra-day variation margin at QCC
in the amount of $5.6 million and $6.7 million, respectively.
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Firm against the risks of maintaining the Firm's positions without the additional $10
million in margin. 151/

OCC's analysis indicated that a significant amount of the Firm's options and
futures positipns were in the nature of intermarket hedges at OCC and its furures
clearing organization subsidiary, the Intermarket Cleariap Corporation ("ICC™), such that
any losses in one market would be olfser by gains in other markets. In sum, although
certain positlons created exposure and margin réquirements, other positions provided
coonomic justifications for reduced margin as long as the hedge was maintained. GCC
also determined that the size and nature of the Firm's positions ¢ould create market-
wide disruptions if liquidated. Pursvant toits authority ustder new Rule 6094, 152/ and
after consultation with THvision staff, OCC determined to waive the clearing member's
required margin, OCC therealfter entered into an agresment with the clearing member
whereby the member agreed that OCC could transfer funds between 1ts OC0C and 1CC
bank accounts. Pursuant to this agreement, on Cotober 27, 589 million was translerred
from the Firm's 1CC account to its OCT account. On October 28, alter the market had
reversed, an exoess in the OCC account was transferred to the 1CC account {0 meet an
FCC variation margin ¢all. OCC thereafter worked with the Firm to raise capital and
transleér positions to other lirms. These el Torts resulted in a considerable reduction of
the Firm's positions, with two major firms assuming a number of open positions of the
Firm.

7. Analysis
2. Summary

Every aspect of OCCs clearing operation was tested rigorously in October 1987,
more 5¢ Lhan at any other time in 1ts history. In one instance, OCC suflfercd an $8.5
million loss as a result of the liquidation ol Shaine and assessed that loss against its
participants. In 2t least three other instances, OCT management ]33/ confronted the
real possibility of significant participant defaults and acted 1o assi5t those members in
maintaining sufficient liguidity to avoid OCC"s ligoidating their options posilions.

151/ Atthat time OCC held approximately $35 million in margin for the Firm and $2.7
miliion in elearing fund deposits,

152/ On Octaber 22, 1987, OCC filed, and on October 23, 1987, the Commission
approved on an accelerated, temporary basis, 2 chaoge to OCC's rules that
autharizes OCC, in unusuzl circumstances, to adjust margin requirements Cor

particular OCC clearing members encountering hauidity problems. 5¢¢ Securitics
Exchange Act Release No, 25059 (October 23, 1987), 52 FR 41645,

153/ OCCs management 15 responsible for impléementing QCC systems and safeguards
and making 4 variety of judgments in response to daily events. To implement
safeguards, OCC management must react at appropriate times, [or example, to
change margin intervals or impose appropriate special conditions on members.
OCC management 3130 must de¢ide in a ¢risis when it mus! suspend a member and
how OCC can best manage that member's assets to minimize losses. Finally, QCOC
management must interact with clearing member, bank, and other 5RO
managements.
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Despite those difTicultics and the relatively minor foss, on balance, the Division helieves
QCC performed exceptionally well Juring this period of unprecedented volume and price
volatility in a product which by its nature provides large exposure during volatile
market conditions, Nevertheless, OCC, its members, the option: markets, and Division
staff shounld re-examine all aspects of OCC"s operations to re-affirm their adequacy or
identify changes needed in responss to events in October 1987,

OC{C's management has identified several improvements that have been ar may be
implemented. For example, in response to pricing problems, OCC is taking a number of
steps 1o reduce the chance of recurring problems. Moreover, as discussed below, QCC
plans to enhance i3 member monitoriag to improve its ability to detect excessive
position concentration in relation to ¢ach member's financial strength or market size
and ligquidity, and also 10 improve its ability to monitor members' borrowing power.

Additionally, @CC has filed or discussed with the Division several proposed rule
changes that would enable OCC to manage more effectively, or prevent, ¢clearing member
difficultics such as those encovntered during the market break. As discusscd above,
during the market break, OCC filed and the Commission temporarily approved an OCC
rule change that gives OCC broad authority to take extraordinary action nnder unesual
market circumstanges. The rule change enzbles GCC, upon prior consultation with the
Division, t0 waive clearing member margin requirements when it is advisable in the
interest of mzintaining faic 2nd orderly markets or is otherwise advizable in the public
interest pr for the protection of investors. As discussed above, OCC used this authority
once during October 1987 to relieve a clearing member of 3 margin delicit totalling 10
million. Because of the clearing member's severe liguidity problems and an effcctive
hedge in ancther market, the Division agreed with OCC that reliel was warranted.
Nevertheless, the Division iscontinginp tostudy the implications of soch authority and
to assess the extent to which OCC should have permanent ability ¢ provide
extraordinary relief in crisis situations,

On December 11, 1987, QCC §i1led a proposed eule change with the Commission
that, if approved, would inerease OCC s Texibility to manage clearing member delfanlts
and liquidity problems. Under current OCC rules, OCC is restricted, generally, o
liquidating clearing member positions in the ¢vent of clearing member default or
insolvency. Among other things, the propeosal would suthorize OCC 1o hedge a
defaulting member's open positions and carry those positions uatil expiration, Because
ol the size and nature of some positions, eg., whers an option position represents a
significant proportion of total open interest, it may be impossible or inadvisable to
liquidaile that position,

Although the Division has not completed its review of these proposals, the
proposals demaonstrate OCC's commitment to take necessary steps to ephance its ability
to deal safely with more volatile markets. Nevertheless, the Bivision believes a number
ol ar=as deserve further review,

b, Margla

OCC’s use of options pricing models ]34/ attempts to provide the most accurate

|54f See eg. ] Cox & M Rubenstein, Optigns Markets (1985); R. Jarrow & A. Rudd,
Qptign Pricing (I983).
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gstimate of the risk of each options pasition aad assesses margin accordingly, 155/ The
Drivizion continues to believe that OCC's NEQD margin system is a reliable method of risk
measurement and tends to avoid overmargining or undetmargining that can occur with
flat percentage-based margin requircments. Nevertheless, OCC should reassess jits NEQ
margin system in light of volatility experienced during and alter October 1987 to assure
itself, its members, and the Division that the NEQ margin system works adequately in
volatile markets such as oecurred in Ocetober 1987,

As discussed above, OCC's NEQ margin requirements ar¢ based on measurements
of historical and thcoretical {or implied} price volatility in the options markets and
markets for underlying assets. OCC applies those measures to each member's options
portfolics to estimate dollar risk and potential liguidation cost. The actua! margin
requirement {or each portiolio each day 15 the most recent premivm plus an additional
amount rellecting estimated liguidation costs. OCC tests liquidation valucs across a
range of prices within the margin interval and sets margin at an amount designed to
cover the highest liguidation cost. The narrower the masgin interval, therefore, the
less likely 2 member's margin will be sulTicient to meet potential liquidation costs in a
highly volatile market. Wider margin intervals, of course, generally provide for areater
member Mmargin requirements but reduce the member’s available warking capital.

In sctting NEO margin, therefore, the margin interval is one critical slement.
The margin interval is designed to protect OCC fram adverse intra-day price moves by
collecting margin that covers at least 95% of historical price movements. Because
premium margin is marked-to-the-market daily, anly a portion of the margin interval
generally §s reguircd to provide margin that would exceed the intrinsic value ¢f the
portfolic given a price change cqual to the margin interval. ]38/ DCC inoreases a

1357 Seg Securities Exchange Act Release No, 23167 (April 22, 1985), 51 FR 16127,

136/ Equity option margin, like NEC margin, is based in part on option preminms. [n
both systems, margin is marked-to-the-market daily based on closing ask prices,
which reflect the most recent measure of ¢losing out short positions. The second
component of equity margin is an amount equal to a Tlat 0% of the current value
of the uaderlying securities, ¢.8,, 100 shares per option contract. [n contrast, the
sccond component of NEQ margin is more [exible and {loats with QCC's margin
interval. For ¢example, an OEX Nov 285 put written on October 23 would hawve
required premium margin of $6,100and additional margin of §1,250 for a total of
37,3530, Additonal margin was approximately $% of the index value, At the ¢close
on that day, the option was $4,123 in-the-money and OCC's margin interval was
20 points, which gquates 1o maximum additional margin of $2,000. OCC's
additional margin was based on a projection of a 20 poiat drop in the S&P 100
(which would have put the option at $6,123 in-the-money} and price estimates
from options pricing models. At the close on October 26, the following business
day, the B&F 100 kad dropped 20.13 points and the option premivm had risen to
$7.800. Generaily, OCC's equity margin 35 higher than NEO margin in relation to
the potential daollar exposure on short positions. For ¢xample, an IBM Nov 130
put written at the close on October 23 would have required 51,900 premivm
margin and $3,360 additionat margin for a total of $5,260.
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particular margin intetval if more than three price observations in a three month period
exceed the margin interval. |57/

Although the staf{ believes OCC’s NEQ margin system 15 sound, Turther analysis
of the margio intervals appears appropriate. In particular, the 95% coverage level may
not be appropriate if the raoge of historical price movements 15 sufTiciently large to
pose substantial expasure to OCC. Accordingly, the Division will review with OCC
whether seme additicnal cushion should be buoilt into the system.

The Division is particularly ¢oncerned with the exposure to OCC posed by naked
short options in volatile markets. Many options portfolios are margined on the basis of
ollsets between short and long optiops positions. By using pricing models, GCC can
predict certain gains on some pasitions that will oflset exposure on ¢ther positions,
whether the market moves pp or down. In ather words, regardless of volatility 2
certain amount of protection will accrue to OCC without immediate access toadditiona!l
assets of members. The ability to maintain naked short options, however, depends
initially upon OCC's margin interval and dellar margin requirement. When intra-day
price movements exceed OCC's margin, the only recourse is to atiempt to obtaln
additional margin during the day through variation margin ¢alls. As liustrated by
Shaine, that process will not necessarily provide the needed protection.

As described above, OCC's Inss from Shaine resulted from Shaine’s concentration
in naked short options positions that generated losses Mar in excess of the Mirm'’s and its
customers’ financial resources. Although OCC demanded grestiy increased margin from
Shaine viz intra-day margin calls on October 19, Shaine simply was unable to pay.
Moreover, Shaine's other assets available to OCC were insuflicient to cover the inilial
$8.5 million loss oo liquidation.

On the morning of Octaber 19, Shaine paid to OCC (90 minvtes af1¢r normal
seitlement time) & net money settletnent debit of approximately $960,000. The market
opened with the DJIA down significantly (67 points) and OCC began calculating irs Mirst
variation margin call. By the time OCC had c¢alcutated its [irst variation margin call,
the market had fallen to a point where OCC needed to make a secand varizliion margin
czll. OCC decided that it would recalculate the first vartation margin call 10 rellect
that additional market drop and combined its first and second calls into one call, OCC
had never belore made more than one variation margin call on a single day.

The market continued its decline in the alternoon of October 19, and OCC began
caleulating its third wvariation margin call. ©OCC has indicated that it takes
approximately 20 minutes for its systems to price and calculate varation margin calls.
OCC stall reported that the combined first, second and third margin ¢all on Shaine
were not delivered to Shaine™s ¢learing bank until approximately 6:40 p.m.. Although it
appeared on October 19 that Shaine™s obligations exceeded its abality to pay, because of
the delay in delivering debit instructions to the ¢learing banks lor variation margin
calls, Shaine's default was not apparent until late in the day, at which time it was 100
late ta liquidate Shaine's positions.

157/ Thus, on any given occasion, OCC's margin depostts may be inadequate during
three of those observations. OHCC, however, would rely on members’ excess
margin aad clearing fund deposits.
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The Division has begun discussions with OCC to determine what measures can be
taken to guard sgainst a simifar, or even larger, 10ss from recurring. In particular, the
staff intends to analyze the feasibility of special margin requirements for increased
concentrations in ¢ustomer, of propristary, accounts. Ancther alternative might be
concentration limits keyed to positions such as uncovered short options that are
excessive in light of the OCC member’s financial strength. Although those limits can
infringe on members’ options activity, the Division preliminarily believes that more
restrictive limits may be appropriate. The Divisicn will continue ta diseuss with OCC,
clearing members, and other interested parties these and other alternatives. 138/

The Division 2150 believes that a number of improvements should be considered
regarding QCC's variation margin process. First, it appears desirable for OCC to deliver
debit instructions for variation margin calls 1o clearing banks at the sarliest possible
time. Although that priority could result in multiple calls and a greater number of
dishonored drafts, it wonld provide OCC with the carlisst possible aceess to funds and
information about member financial difficulties. The failure of Shaine highlights the
linancial exposurg inherent in delaying one margin call in order to combine that call
with 1 second margin call. Second, OCC shonld consider whether antomated means, as
opposed to messengers, could be used to transmit call instroctions to clearing banks.
Third, OCC should consider whether, in highly volatile markets that reguirc 8 margin
call carly in the day, a special call should be made before markets close o protect
againstlate-in-the-day volatility and to reflect QCC's potential inability tocaleulate and
collect variation margin after markets close. 139/

c. Clearing Fund
The Division continues to belicve that QCC*s aggregate clearing fund levels, |60/

coupled with margia and other safgguards, provide OCC with appropriate cverall
protection. For example, during October 1987, OCC ¢learing (unds of approximately

158/ 5g¢ Thapter Five,

158/ In the last hour of trading, between 300 pon. and 400 p.m, on October 19 the
DIIA droppsd approximately 214 points or 42% of the total 508 point drop for the
day. That dramatic volatility in the last hour of trading posed special problems
for OCC. Because OCC's clearing banks generally cut off variation margin calls
at 300 p.m. and it takes 90 minutes to calculate variation margin calls, it is
virtually impossible for OCC to calculats and collect variation margin reflecting
volatility during the final several hours of trading. As a result, OCC must wait
until the following marning’s seitlement to collect that margin.

160 OCC's¢learing [unds provide a contingency safeguard, in addition to OCC's other
protections, in the form of required deposits of assets by each member in relation
to its OCC activity. Specifically, the minimum continuing contribution for each
member is $10,006 for the stock clearing fund and £50,000 for the NEO clearing
fund. Those minimum requirements are inereased to the extent exceeded by an
amountequal to 7% of the member'saverage daily margin reqoirements [or equily
or NEQ options during the preceding month. OCC's clearing fund contributions
must be in the form of ¢ash or U.S. government securities. During October 1987,
OCC held approximately 5331 million of assets in its clearing funds.
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%331 million e¢xceeded the total settlement debits of all members on all but three
settlement davs. 1617 On those three days, however, OCC held over %5 billiea in
member assets, including margin deposits. Morgover, on cach day during October 1987,
OCC clearing Munds of approximately $331 million exceeded the total settlement credits
of all members.

Although OCC's aggregate ¢learing Tuad assets are substantial, the clearing fund
contribution of esach member plus its margin deposits and other assets determine
whether other OCC members’ clearing Tund deposits will be assessed alier the
suspension and liguidation of a defaelting member. OCC's agerepate clearing lNund
enables it 1o obtain guickly funds needed to cover the default of individuzl members. I
a defaulting member's pasitions liguidate to 2 loss gfter exhaustion of all assets
including clearing fund contributions, OCC must absorb the loss itsell or assess non-
defaulting members pro rata, who must restore their clearing fand deposits to required
levels,

In connection with its reasgessment of overall protections, the Divizion beilieves
that OCC shouwld consider whether any modifications are needed to its clearing Mund
requiraments. In the case of Skaine, lor example, OCC held a clearing fund deposit ol
approximately 374,000, indicating average daily margin requirements for Shaineduring
September 1987 of approximately 51,057,000, Shaine’s margin requirements hike many
OCC members' margin requirements, rose dramatically during several weeks, in October
compared to averages during September. 1827 Corresponding increases in ¢learing fund
deposits, however, are not collected until after the end of the month. OCC should
consider whether mandatory additional ckearing fund contzibutions callable on demand
or within a specilied nember of hours or days notice are appropriate when a member's
current margin requirements exceed significantly levels from the preceding moath.
Although such 2 requirement, at times, could stra:n member resgurces (if the
contribution were collected in immediately available funds on short notice or if
demanded at the same time as significant variation margin), those deposits would
increase OCC's protection and provide early warning of member difficuley. 163/

1617 For most days during October, total debits of OCC members ranged lrom
approximately 360 million to a high of $280 million. Total OCC debits excecded
clearing fund levels, however, when those debits, including variation margin calls,
reached approximately 31,1 billion on October 19, $898 million on October 20, and
5360 million on October 26.

162/ Shaine's margin requirements ingreased during the week of October 12 Trom
$985,080 on Ocrtober 12, to 1.4 million on October 14, and to $3.2 million an
October 16,

163/ The Division intends to discess with OCC the advantages and disadvantages of
mandatory intra-month clearing fund requirements versus discrétionary margin
increases or ¢clearing fund requirements. Although mandatory intra-month clearing
Fund requirements based on greatly inereazsed margin requirements could be
calculared automatically, that approach would not necessarily provide MMexibility,
which may be desirable. Discretionary margin or clearing fund requirements would
provide more Flexibility, but could impase burdens on OCC management. In
addition, it must be considered that clearing fund contributions currently must be
made in cash or government sccuritics, whereas margin deposits also can be
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d. Member Monitoring

QCC incorporates its Financia! data on members, members' positions, and npticns
pricing systems into an on-lipe system termed Concentrztion Monitoring Syvstem
{("Syslem"}, which measures dallar risk exposure posed by ¢ach member. Currently, th:
System measures two types ol concentration rigk. First, it identifies when underlying
security prices have changed in an amount that exceeds OCC's margin inrerval, The
Sysiem then recalculates the liguidating cost or exposure posed by thar member andd
expresses that exposure as 3 peccentage of the member's capital strength, That
capability enables QUL to determine when to make intra-day margin ¢alls and provide:
early warning of potential member difficulties. For example, late in the week o/
Cectobear 12, OCC's monitoring system indicated that Shaine's potential exposure exceeded
the firm's net capital. At that time, OCC bepan conversations with the NYSE, Shaine's
DEA, and learned that Shaine's concentration in shoct aptions represented the activig:
of approximately 70 public customers. Second, the Syst2m measures 2 member's
diversification by ¢xpressing the number of positionscontained inany ong portiolio as g
percentage of all gpen positions,

QOCC uses several sources {0 moRitor its members’ outside activity, OCC review,
members' FOCUS reports to monitor activity involving Matares and commuaditics, cquily
securitics, US, government sccurities, mwunicipal securitics, and other [inancial
cndeavors. OCC zlso exchanges inlormation coutinely with other securities clearing
agencies about commoen members. To a much lesser extent, and in an informal manner
OCCexchanges limited information with commoditics clearing organizations, Inaddition
to other clearing entities, OCC receives information [rom securities exchanges and the
NASD, which generally act as DEAs lor OCC members.

The Division believes that OCC should examine the general adequacy of its ability
to monitor membears and act affirmatively to improve that ability in several arens.
Although OCC's Concentration Monitoring System provides information necessary G
ragnitor all aspecis of members’ options activity, improvements may be possible to detec.
naked short option concentrations in relation to capital, and position congentrations in
relation to options open interest, O equal importance, and as discussed above, the
Division and OCT will continue discussions as to the most appropriate OCC responses 1o
carly indications of ondus congentration.

OCC and appropriate DEAs also should examing whether improvements are
necessary in their ability to identif v concentrated individual broker-dealer or custome
activity that is cleared through omnibus accounts. Generally, when the combineo
activity of moltiple broker-dealers and customers iscleared theough an omnibus accoun,
the concentration of positions of 2 single broker-dealer or customer may not he
immediately apparent, and the net position may mask significant risks. Although OCC
can obtain necessary infoermation rom clearing members or DEAs (wha can obtair
information from correspondent broker-dealers conceraning their public customers), QU
should consider whether 2ny stepsshould be taken to provide earlier and more extensive
information about specific activity cleared through omnibus accounts. 164/ In this

satisficed with letters of credit or valued equity securities.

164/ See Section B above.
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conoection, the Dhivision aotes that cach options ¢xchange requires reports about persons
with substantial options positions. |65/

Addstionally, OCC and commod:tics clearing organizations should improve their
information-sharing channels. OCC' experience with the Intermarket Trading Firm
demonstrates the invaluable information that can beavatlable toa clearing organization
inone market frem a ¢leacing crganization in another market. Becausc many securities
cpieons broker-dealersand market-makersengage insignificant futures and commaodities
activity, it is essential lor OCC to bave aceess to current information aboul its
members” activity in those markets. In this regard, OCC shoeld consider an interiace
with the BOTCC, which 15 coordinating the development ol 2 system lor the routineg,
clectronic exchange of Pay and Collect data between futures exchanges and clearing
organizaticns, 166/ and should explore the possibility of ¢achanging additional data for
firancial surveillance purposes. Although QCC ¢an gbtain somes information From s
members directly, through FOCUS reports, or from DEAs, OCC only can obtain
necessary up-to-the-minute information from commodities clearing organizations through
sophisticated on-lineé monitoring systems that some of those organizations maintain,

e OCC's Relatiopship with Clearing Banks

As described above, option: money settlement occurs quickly, on the morning
after trade date or, in the case of intra-day variation margin calls, within one hour of
demand. That strugiure Forees memibers to marshal assets within those time frames and
often in response to unexpected demands, That structore may not pravide adequate time
for extensive deliberations il the ¢learing member must turn to its ¢learing bank lor
unusnal amounts of ¢redit. Indeed, OOC's agrecments with its ¢learing banks require
those clearing banks to effect settlements ar notify OCC which ¢learing members did
not satisf vy their payment obligations. Althpugh clearing benks may wish to defay that
notige (hoping the clearing member will marshal sufficient assets or provide sullicient
assurange to justily Turther ¢redit), 1t 15 critical for OCC to know, at the carlicst
possible time, whether a member 15 Likely to default on OCC payment obligations.

OCC and 115 clearing banks should disciess whether improvements can be made in
the options money settlement process. During the market break, morning settlcment
with OCC ¢learing members, 1.¢,, Pays by the members to OCC (which generally oceour at
10:00 am.) were delayed 2 avmber of times while ¢learing banks assessed the
creditworthiness of their customers or verified that funds were being transferred to
customer accounts. Such delays create uncertainty and Mue! rumors in the marketplace.

OCC, as guarantor, is obligated 1o credit members with Collects 2t 11:00 a.m. and
should consider exploring banking relationships that would enable QCC to pay collesting

165/ Eachexchange member must filea report giving the name, address, social security
pumber or tax identification number of any customer who, on the previous
business day, held aggregate long or short positions of 200 ¢r more option
contracts of any single class of ophions dealt 1n on the exchanpe. Sce, 8.
CBOE Rule 4.13(a); Amex Eule 904C; PSE Rule ¥, Section T NYSE Rule 70&: and
Phlzx Rule 1003,

166/ See Commodity Futures Trading Commission, Supplementary Reporton Stock Index
Eutures and Casibh Market Activity During Qctober 1887 (January 6, 1983).
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clearing members on time regardless of delays by payiog cicaring members, In fact,
QCC has indicated that it did pay collecting clexring members before all setilements
with paying clearing members were confirmed a1 ieast once during the market break,
althowgh OCC withheld payments to the clearing bank ¢ausing the delay. The Division
believes that all funds due from OCC should be available at settiement time and intends
to continue discussions with QCC in this regard. Additiopally, OCC and the clearing
banks should clarily their agreements regarding when and how payménts or partial
payments are (0 be made and conf{irmed.

f. QUniform Pledge and Traosfer Rules

OCC has sugpested that it may be possible to improve the pracess by which OCC
members pledge assets 1o banks. 1677 As discussed below, OCC belicves that state
commercial law, which governs security interests in investment seguritics, should be
glarified in certain ways to eeduce ¢xisting uncertainty. For example, because CGCOC
mainiaing options pesitions ¢xclusively in book-cntry form, the method for perfeciing
security interests in options may vary [rom state to state, depending vpon whether
applicable law rellcets the 1977 Amendments to the Uniform Commercial Code {*UCCT)
Artiele & or 2n carlier version, Indeed, determining which law applies in multi-state
transactions may be difficult, because the confllict of law rules uwnder revised UCC
Article 8 vield a different result from the result under earlier versions of UCC Article
5. 168/ Although it is possible to perfect security interests using both methods, doing
5015 both cumbersome and error-prone. To date, approximately 22 states have adopred
key provisions of the 1977 UCC Article 8 amendments, Beczuse state commercial law g
Mar from unilform at this time and because states appear to be modifying the UCC
Article § amendments rather than adopting those amendments wholesale, OCC has
recommended consideration ol legislation authorizing the SEC to promulgaie uniform
pledge and transfer rules (that in eflect would pre-empt UCC Article 8) similar to U5,
Treasury Department rules for pledges and transfer of U5 Treasury securities,

The Division believes uniformity would increase commercial certainty, lender
confidence in options markets and thus, public conlidence. Theralore, the Division
imtends to explore with the Commission the appropriatencss of such 2 legislative
proposal,

E.  Cross-Margining Sysfem

(CC has indicated that the iiguidity problems of several OCC clearing members
during the market break could have been cased with an intermarket margin system.
Many OCC members alse are clearing members of futures ¢clearing organizations and,
during October 1987, had to meet margin calls on their futures positions, as well as
their aptions positions, despite reduced risk posed by some positions because of hedge
positions carrigd ar ¢ther ¢learing organizations. Morcover, futures and options
settlement times ace not necessarily ¢oordinated.

167/ $e¢ OCT, Report of the Options Clearipg Corporation to the Presidential Tagk

Force on Market Mechanisms (December 1, 1987),

168/ Seg,¢g., Haley, InvestmentSecurities Annugl Survey of the Uniform Commergial
Code, 37 Bus. Law. 997-98 {19282},
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0CC and ICC have proposed a system of cross-margining between ontions and
futures, which rhe Division currently is revigwing, that could Facilitate intermarket
hedging, reduce certain margin requirements, and minimize liguidity demands on hedged
positions. 169/ The OCC and ICC proposal would calenlate initial, maintenance, and
settlement margin in propristary {(fiem) accounts of doal clearing member: based on
aggregate options and futures positions.

The potential benefits of a cross-margin system are substantial. In a Cully-
integrated cross-margin account, margin requirements could be fixed 1o reflect more
accurately the net risk of such positicns taken as a whole, thus reducing certzin margin
requirements that result when each leg of an intermarket hedge or spread position is
maintained at separale clearing organizations. Morcover, cross-margining positions on
the same, or closely-related underlying assets can enhance the integrity of & ¢learing
system because an increase in the risk associated with one leg of a hedged positian can
bt offset by a corresponding incréase in the value of the other position. Cross-
margining also could of fer ner money settlements [or securities options and fulures
activity, including variation margin calls, thatcould increase elearing organization salety
and decreass the need for members 1o move funds dering the day among clearing
prganizations. |70/

QCCand 1CC, however, havedentilied several impediments to MNull implementation
of a cross-margining system, Firse, customer segregation provisions of the Commadity
Exchange Act ("CEA") prohibit commingling of customer funds and could be interpreted
to preclude the CFTC fram adopting rulés permitting cross-margining. Second, because
a cross-margined account would contain hoth commodities and securities positions, it
could be subject to conllicting ¢laims under the Bankruptcy Code and the Sscurities
investor Protection Act. 1CC has proposed amendments to the CEA to pvercome these
regulatory obstacles, |71/ The Division believes that the potential Ior reductions in
risk exposure for both futures and options clearing corporations warrants an increased

169/ Zge Securities Exchange Ac¢t Release No, 23547 (August 21, 1986), 51 FR 30504
ICC has filed a corresponding proposal with the CFTC, Those proposals and the
discussion above concero risks posed to clearing organizations and not broader
quesiions of leverage in derivative markets.

1704 Im 2 comment letter to the CFTC, the SEC generaily supported the concept of
cross-margining. Sgeg lctter from Jonathan G. Katz, Secretary, SEC, 1o Jean A.
Webb, Secretary, CFTC, dated May 5, 1987, The SEC noted, however, that the
structure of a cross-margining system must assuré maximum safety and minimum
restraint on competition among organizations providiag clearing and brokerape
services, thus indicating that, in the SEC's view, the ability to ofler cross-
margining services should be available to any ¢ligible ¢learing organization.

171/ 8egg Statement of the Intermarket Clearing Corporation before the Subcommittes
on Conservation, Credit, and Rural Development, Committee on Agriculiure, U5,
House of Representatives, April 15, 1986, See also, Commodity Futores Trading
Commission, Cross-Margioing of Commeodity Futures, Commodity Options, and
Securitics Options; Request for Comments oo Petition for Rulemaking, 51 FR 41117
(Movember 13, 1987, 1n which ICC proposed that the CFTC issue a rule of
general applicability that wouold permit cross-margining.
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commitment by both the SEC and CFTC to resolve outstanding issues and permit the
implementation of 8 crosg-margining system for market professionals.
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Fails to Deliver/Fails fto Recelve and Stock Loan/Stock Borrow

As of Month-end September 1987 and Qctobexr 1987

Aggregate Data from 17 Firms
[In $Thousand}

Saptember

Fails to Deliver $9,508,763

Securities 37,443,589
Borrowed

Fails to Receive 7,212,465

Securities Loahed 23,626,413

Cctober
$8,034,438
%$34,306,271

6,789,967
$20,267,339

Differance
Sept~0Oct
£1,474,325
£3,127,718

9422,498
$3,359,074

Percentage
Decrease

15.50%

B.33%

5.86%
14.22%

§-01 <IqEL
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Table 10-10

LCES FEFDORTS, AMD RECOVERY REFPOPTE

Irgusirsies
Loss Reports

Fecovery heparts

Monthly Average
January-fugust
190,327

52,767

14,291

Septenber
iBY,928

53,192

B,937

October

158,348

53,266

12,164

Noveabker

148,504
47,7247

3E 655
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Table 10-11
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Table 10-15

Variation Margin Calls and Settlepents (in thousands of dollars)

¢ 10/19 ip/20 10/21 10/22 10/213
oCC
intra-day (1,272,426 466,100 272,452 - -
ssttlenent 123,211 )1,114,202 280,509 239,664 195,667
| __
total 1,355,637 1,580,302 553,001 239,668 195,667
|
I
CME |
intra-day {1,620,000 321,000 986,000 519,000 111,000
settlemant 514,900 603, 000 612,900 255,900 149,700
I
total |2,534,900 | 924,000 1,598,900 774,800 260,700 |
I
!
BOTCC {
intra-day 209,750 | 876,230 &17,810 464,63% 37,615 !
I
ssttiement 225,109 568,427 416,184 466,582 653,180 |
. |
total 434,859 |1,444,653 |1,033,994 931,217 &650,755 |
! |




DATE

Eie
oCT.
T,
xT.

oct. le/17

355853887

3

ROV,
ROV,
WV,
v,

iz
13
i
15

18
20
21

.22
-4
. 26
i

8
28
3
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Table 10-16

OCC Beginning and End of bay Marpin Requirements

EQUITY MARGIN
REQUIREMENTS

§2, 467,290,710
§2,188, 753, 622
$2, 455,897,333
$2,341, 612,251
$2,283, 528, 837
$2,066, 722,918
$3,178, 550,232
$3,072, 384, 525
$2, 598,091, 368
$2,575, 881, 700
32,462,277, 711
$2, 564,222,572
$2,359, 834, 565
52,289, 061,522
$2,132,573, 307
$2,024,033, 313
$1,931,504, 364
$1, 501,420, 30§
$1,814, 840, 606
$1,843,211, 848

NEG MARGIN
REQOTREMENTS

§1,087, 670,290
$1, 077,967,008
1,063,532, 460
£1, 221,098, 557
$1, 368,557,433
31,357, 658, 617
$2,29, 481,713
$1, 992,820, 47
$1, 543,813, 701
$1, 135,170, 958
$1, 149, 361, 934
51,485,963, 339
$1,798, 878, 504
$1, 896,085,791
$1, 711, 558, 731
$1, 568,633,819
$1,617,428, 323
81,616,745, 173
§1,629,3,009
31,730,407, 277

~rw=mmmnnnemenBRGTIAING OF DAY POTABS=----—rrr—mx

TOTAL MARGIN
BEQOTRTHENT S

$3, 554, 870, 000
#3466, 220,629
§3, 500,430, 3%
$3,362, 711, 808
$3,653,487, 325
$, 364,382,536
$5,472,01, 3¢5
#5,025,204, 871
§4, 242,003, 06
S0, 211,052, 667
$4, 210,639, 646
$4,450, 185, 911
$4, 143,813,069
$4, 085,147,314
FL 84,122,038
#3592, 667, 102
+3, 569, 332, 687
$3,518, 168, 079
$3,504, 214,815
§3, 573,619,226

INTRA-DAY B OF DAY
VARTATTON TOTAL MARGIN
MARGIN CALLS  REQUTRENENYS
S0 §3,554,970,000
50 $3,466, 720,629
$98, 664,000 &3, 619,094, 382
32,120,000 $3, 564,631,408
$240, 475,006 $3,893, 92, 325
$1,220,299,000  $4,585, 681, 536
3486, 100,000 $5, 838,131, 965
§272,492,600  §5, 297, 63, 871
50 $4, 142,005, 056
$0 §4,311,052, 657
$0 34,211,639, 646
$2,329,000  $4,452 514,911
$32,571,000  §4,182, 384, 06%
$38,263,000  $4, 134, 420, 714
$5, 400,000 $3,849, 522,07
30 $3,592,667,10
$331,560,000  $3, 300, 512, 647
$0 $3,518, 165,079
$154,210,000  $3,658,424, 818
30 $3,573,619,206



OCC Beginning and End of Day Margin Deposits

-BEGINVING OF DAY TOTALS------- - DEPOSTT B OF DAY
GOVIRRGNT VALTED IETTERS OF 07AL {RITEDRANAL} YOTAL
GATE CASE SECORITIES SECORITIES CREDIT DEPOSITS MTIVITT DEPOSITS
ocT. 12 $21, 420, 264 $92,278, 145 §1,153,801,477  $3,044,598, 007 §4, 312,190, 869 $37.621  §4,312,228,5%
ocT. 12 $31,278, 730 $92, 370,145 $1,143,980,638  $3.044, 590,003  $4,212,228,516  ($110,320,844)  §4,201,907,67
oct. | $19,472,831  $209,553,647  $1,150,419,i81  $2,8i5,462,003  $4,20i,907,672  £38,782,375 &4, 240,690,047
oct. 15 $22,9,13  $109,605,820  $1,143,779,988  $2,964,363,003  $4, 240,690,047  522,440,505) 34,218,249, 242
OCT. 1§17 35,30 100,290,120 §1,101,697,305  $2,974,938,000  $4,218,245, M2 $33,373,690  $4,251,622,3%2
ot 19 $61,970, 011 5103,491,252  $1,005,288,165  $2,967,872,003  $4,251,822,337  $984,577,366 85,196,200, 208
OCY, 30 $55,051,298  $105,515,252  ST,224,513,645  $3,212,116,003  $5,1%6,200,298  §),092,4€5,219  $6, 298, 665,576
OCT. 21 $495,8I2,652  $130, 40,79  $1,258,133,128  §4,403, 304,003 $6,288, 665,576  (218,006,854) 6,070, 558,692
0CT. 32 $119,646,518  S151,607,879  $I,33, 490,181  $4,461,914,003  $6,070,656, 692  $389,899,827)  $5,681, 758, 765
OCT. 23 $119, 746,130 S135,898,140  SI, 40,929,453  $4,005,185,003 35,651,756, 765  (S94,457,523}  $5,587,301, 242
OCT. 26 A116, 349,948 $133,M40,695  $1,3i5,200,585  $4,071,530,003  $5,587, 301,242 §54,307,628  $5,641,508,870
OCT. 21 $120,953M  $138,M6.8%  $1,2i4,365,602  §4,166,540,003  $5,641,608,870  §95,188,610  §5, 740, 797,480
oCT, 28 $94,390,365  $130,M6,891  $1,265,165,221  $4,242,475,003  $5, 740,797,480 ($246,463,831)  §5,452,313,609
0c7. 79 $73,928,508  SMI, S, M3 SL220,576,7M  $4,047,001,003  $5,492,333,648  §54,793,96%  $5,547,127,619
6cT. 30 $69,256,265 SIS0, 046 $1,3IL 235400 $4,030,191,003 5,547, 107,608  ($335,603,576)  $5,211, 524,002
nov. & $57,091,000  S116,613,658  $1,306,079,361  §3,690, 70,007 $5,211, 524,042 [£295,995,36%]  $4,515, 528,677
oV, $70,637,905  $113,776,658  $1, 325,004,106  §3,405,100,007  §4,015,528,673  ($14,812,008  $4, 900, 616, 664
Rov. $52,075,35¢  $115,100,883  $1,30L 077,423 $3,432,360,003 M, 900,616,660 ($186,631,266)  $4,713, 985, 398
ROV, § $58,005,808  $117,592,183  $1, 43,955,403 $,2%, 362,009  §4,713,585 398  $22,219,413  $4,736,204,811
WOV § $74,568, 916 $IM, 450,229  $1,239,796,661  $3,297,780,005  §4,776,208,811  ($65,398,932)  §$4,70,005,878
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