Chapter Eleven
THE INTERNATIONAL CAPITAL MARKETS

A. The Teend Toward Intecnationalization of the Securities Markets 1/

In the last ten years the world's securities markeis have become increasingly
hinked, both psychologically and through improved communications technology that has
made possible poth trading and information thating atrangements. Regultatory barriers
to participztion in Moreign markets are steadily being lowered and increasingly moncy
manggers and nstitutional investors are logking to the world’s markets For alternative
fnvestment opportunities. 2/

Generally, this trend has been positiv e, providing new sources of capital 1o iss5uers
worldwide, More liquid capital markets mean mors buvers and sellers and, ordinarily,
sreater stability and efficiency. Morcover, investment In forsign markets can provide
tnvestors needed diversification. 3/ The events of the latter part of October, however,
also demonstrate how easily price wolatility can sprezd among globalized markets.
Clearly, the ability of invesiors to shife capital from one market 1o another almost
instantanecusly can have dramatic consequences. The interdependency of the world's
markets has led investors to Jook internationally for alternative vehicles to adjust
relative debr, equity and currency exposure. The result has been that ¢vents in each
individual market increasingly exert an influence over the course of trading in other
markets. The (irst part of this section analvyzes this trend and the exient to which
cvents in domestic markets triggered cvents in foreign markets in October, and vice
vETEd.

Although the markctsarc increasingly interdependent, they also have retained their
individuality and have resisted complets integration. Globalized markets continue to
have diflTerent structures and operating reles, The second pare of this section briefly
discusses the London, Tokyo and Honp Kong markets and analyzes how those markets

L/ The Division would like (o express its gratitude to the stal s of the International
Stock Exchange of the United Kingdom and Republic of Llreland, Led. (*ISE"}, the
TokyoStock Exchange ("TKE™ and the Hong K.ong Office of the Commissioner for
Securitiesand Commoditics Trading. without whose patient assistance this chapter
would have been considerably brielfer. The Dhvision also greatly appreciates the
supporl and assistance the Directorate of Economicand Policy Analysis ("DEPA™),
the Qffice of the Chiel Ecanomist ("OCE") and the Division of [nvestment
Management {"IM™) provided the Davision.

! Sce S1all of the .S, SEC, Report on the In ignalization af th riLie
Markets, (July 27, 19871 ("lnternationalization Study™).

i

3 It has been reporied that some institutional investars believe that investments in
foreign markets helped cushion the steep drop in U8, ¢quitics in October. For
example, money managers that artempt to match the Morgan Stanley Capital
Tnicrnaticnal European, Australian, and Far East ("EAFLCY) index found their
portiolios declined 10.9%, comparcd with 2 229% drop in the S1andard & Foor's
500 stock index through Qctober 22, See Givant, Foreign Driversity Pays OfT,

Pepsions and Investment Age, Mov, 2, 1987, ar 3, 49
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performed under the extraordinary market cendirzons in the latter part of Ccilober.
Finally, the third part of this section dis¢usses the ellTect the dramatic drop in prices
wotldwide in October had on new issus activity.

H. Interrelationships of the World's Securities Markeis

1. Volume of Ipternational Trading io QOctober

It has become commonplace to speak of the devetopment of 24-haur markets in
which world-class securities are traded around the clack and around the globe, Indeed,
the staff's analysis indicates that international trading in US. sccurities, at least for
institutional accounts, did occur during the market break., Mevertheless, as discussed
below, the importance of this tradiang can be overcmphasized.  First, preliminary
evidence suggests that loreign investor participation in U5 markets was not a
dispropartionate (actor in UIS. market moves. Sceond, much of the loreign market
volume in LIS, securities involves spocial purpose trades already negotiated in the
United States and executed, Tor convenience, abroad.

a. Level of Foreign Tnvestor Participation in U5, Markeis

During the market bBreak, particularly on October 19 and 20, rumors were
circulating that foreign investors were "dumping” U.S. stocks and perhaps substantially
contributing 1o the massive price declings. InTormation from market participants
interviewed by the Division indicates that this probably was not the case. 4/ Of the
thirtcen major Firms interviewed, six indiented that Furopean investors were selling
maorg than usual, but none of those firms characterized that selling 23 sxtraordingrily
heavy. 37 One of the firms noted that European investors had been selling, in Mact, lor
some time. Only one firm seemed to believe that sclling by these investors had a
signilicant ¢ffcet on U5, markets. That Tirm balicved that a large inllux of
pre-opening se!l orders from forcign investors on October |9 may have been o
signilicant factor in pre-opening price declines.

Although much was made of Japanese investors' activity duting the market break,
the infarmation collected from the firms intervicwed scems to indicate that Iapanesc
investors were nob directly a significant fagtor 1o the UL market decline, A few firms
lfound Japaness investors increased their sclhing activity But the majority of firms
believed that their major Japanese clients were not big sellers. The latter group alse
stated, however, that Japanese investors were not big buyers during this period and that
their noticeable absence and the logs of liquidity that resulted had an elfect on the
market.

Although this anccdotal evidence is far from conclusive, it 13 supported by
preliminary data obtaingd by the Commission. [ts datd show that the trend toward
increased Corsipn investor interest in ULS. equitics has continued during recent periods

4/ One lirm, however, stated that forcign mutual (unds were among its heaviest
customers during the market break,

L Several firms ooied that these seliers opted to send orders 10 US markets
because they are the primary markets Tor LS sccurities, where, at least in
theory, the most liguidity could be Tound,
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despite the global decling in stock prices. For Lhe past eleven months Toreign invesiors
have been increasing their holdings of U.S. stocks and preliminary data indicate that
foreign investors were net purchasers of US, stocks during October, &/ increasing their
investment positions in U.S. equities by $2.4 billion. 3/ O that amount, $2.3 billion is
attributed to net huving by Japanese investors.

b. Trading ¥Yolume ln U.8. Stacks in London and Tekyo

Volume in foreign stocks in London was up sebstantially Mor the week of October
19, 1987, Daily exchange volume Mor the approximately 650 blue-chip foreign issucs
traded was 80% higher and, on October 21, was twice the daily average. §/ The 1SE
reported that [oreign equity volume inereased from 510 million pounds (US. $944
millign) 9/ per day to over 800 million {US 51481 million}, largely attributable 1o
trading in European and Japanese stocks. Volume in UK. American depositary receipts
("ADR=")also wassubstantially higher: approximately 2.5 million ADRs werg traded per
day compared with one million per day on average. |97 The 1SE belizves that the ADR
volume suggests that there was a relatively high degree of US. participation in the
London market. 11/

The 15E*s volume siatistics show that reported trades in US. stocks listed on the
15E rom the week of Ocolober 19 increased 63% aver a representative week, October 5,
1987 12/ Similarly, share volume was up 54 7% (rom 23 803 234 shoares For the week of
October 5 to 36,832,344 sharcs during the week of October 19, Dollar volume [or 1he
week of October 19, however, was $253.45 million, a 47% decrease over the week ol
October 5, during which dollar volume was 548082 million.

&/ Secc Chart 11-1, which indicates that (or the [irst ten months of 1987 foreign
investors were net purchasers of more than $31 billion of ULS. stocks, 2 63%
increase ovar 1otat net purchases for 1986,

Vo Meid

€2

See Forman, London Market Tor Non-British Stecks 1s Growing Rapidly in Time ol
Turmoil, Wall S5t )., Nov, 2, 1987, at 19, col. 2.

Exchange rate: US 5100 = .54 pounds

An ADR is 2 receipt evidencing ownership in & poal of Moreign securities held on
deposit by a US, financial institution, Certain institutional investors, and many
retail investors, whose ability to purchase Foreign shares directly i5 limited vsee
ADRs as surregatc investment vehicles, While ADEs are primarily traded in the
United States, they are also actively traded in, among other markets, the UK,

B ®

As discussed in Chapter Two, a substantial percentage of this volume involved
Mutures-related transactions.

&

12/ The ISE's volume statistics underreport the actual trading volume in UL, stocks
in London because a significant amount of trading in those stocks occurs between
non-ISE members, who ar¢ not required 1o report trades to the 15E,
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Share volume lor the weck of October 19 peaked on Golober 19 at 9517212
shares, or 26% ol the weckly total. An analysis of the volume Tigeres reveals that the
average number of trades per issue incereased 65% Mrom 6.6 trades per 1ssue during the
weak ol Qetaber 5, 1987, to 10,9 trades per issue Mot the week ol October 19, 1987, OF
the 404 ULS, secorities listed on the [SE, 200 issues showed an increase in the number
of trades reported during October 19-23 {compared with the week of October 53, There
was a decrease in trade volume in 119 issucs and 84 issues’ trade voleme remained the
sarme. The average number ol shares per trade for the week of Ocrober 1% was only
5.4% less than the earlietr period. 13/ This seems to indicate that the tatio of
proprietary and institutional trades 1o retail trades remained roughly the same.

Because the ISE's rules do not require that all trades in loreign stocks be
reported, the staff also requoested trade data from a sampline of Firms who trade in
London. 14/ Based on both share and dollar volume, the trade information received
shows that, with the exception of two Cirms, all Firms increased signilficantly their
trading sctivity in LIS stocks in Londor during the break. The ingreases in purchise
and sale voiume on October 19 and 20 ranged From 12 times the Tirm®s average daily
volume Mot October to as much as 25 times the Firm's average daily volume,

While trading in U5 securitics increased consistently with rrading oo the [SE
gencraily it should be kept in mind that volume in LS securitics remained relatively
small. Tndeed, total ISE volume in US, securitics during the week of Cerober 19 was
less than 1.6% of total share volume on the NYSE and approximately 0.3% of total daliar
volume on the NYSE. Additionally, a signilicant number of these trades were what ¢an
ke penerically referred to as special purpose trades. Trade information submitted
indicates that Mrms may have eflfected 2 number of trades as pact of program trading
strategics. On Oetober 20, 1987, the NYSE formaltly requested that firms ralrain from
routing program trades auwtomatically to the Ploor for execution,  As a result, the
Division belicves some of these strategics were accomplished in the London marcker. 1 5)

[n addition, other MTaturcs-related strategics contributed o the increase in volume,
In particular, a strategy referved to as "exchange ol futures Moc physicals” or "EFPs”
played a part in the increased volume during the brezk. [nan EFP, the two sides to
the trade swap stock index futures for a basket of stocks and cash, the value of which
roughly cquals the Tutures” value 16/

The Division alw beliecves, based on the informacion submitted by the Firms. that
a large percentage ol the trades exgculed by UIS lirms in London are prencgotiated
crosses involving UL, parties in which the firm acts as agent lor both the buyer and
seller, This information From the firms issuppoaried by trade reports (rom the [SE. On
October 19 and 20, the trade reports submitted 1o 1the 15E that were identified as

137 For the weck ol October 5, the average number of sharcs per trade was 8,935 and
Mfor the week of October 19, was 8,345

14/ The Division solicited lorcign market trade datz fvom Tiems who were the largest
net sellers on the WYSE during the murket break,

Sce discussion in Chapter Two,

o

See discussion of EFPs exccuted in London in Chapler Two.

3
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crosses ournumbered the trades designated as buys and s¢lls by 40% and 360,
respectively. 17/

Unlike London, where volume was sharply higher after Qeraber 19, liquidity
appeared to evaporate in US stocks traded on the TKE. For the First half of October,
averape daily share volume in the 42 LS, stocks listed on the exchange was 993,681
shares. 18/ Frem October 19 through the end of the month, averape daily share valume
dropped nearly 70% 1¢ 301,564 shares, TFurther, the number of stocks in whigh therg
was no volume increascd dramatically alfter Oetober 19, From October 1 through
October 16, the average number of stocks with oo volume was 3.7 per day. From
October 19, however, that figure increased to 9.7 per day, 2 162% increase. On Qetober
31, there was no volume in 13 US. stocks, nearly ong thicd of a1l the U5, stocks Listed
on the TKE. These statastics seem to rellect the fact that Japanese and loreign
investors who ordinarify look 1o the TKE as 2 source of liguidity in cartain US stocks
were not trading in those stocks, or aliernalively, that those investors preferred United
States or other markets.

2. Apalysis of Market Triggering Effects

Ap attempt to cvaluate the impactand causes of the October markel break would
not be complete without an evaluation of the interrclationships of the world's major
equity rading markers. Indeed, a1 deast one study of the October events pointed to the
price declines in fToreign markets that do not have actively traded stock index furures
as some evidence that derivative market trading did not contribute ta the depth or
gpeed of the October markel break in the Llnited States. 19/ Thus, the Division
examined intra-day stock price mavemenis in several international markets and Mound
that price movements belore and afver the October, 1987 marker break, particularly in
London, Tokyo and the United States, illustrate the strong tics between the world's
cquity markets,

During the week of Gcicher 12, the Dow Jlones Industrial Average ("DIIA™
declined by a toral ol 9.6% [rom the apening an Monday, October 12, Tokyo reacied
quickly on Monday, October 19, when heavy selling pressure lorced the market down
steadily throughout the day to close down 2.3%. Trading opened in London later that
daydown 7.8% (rom the previous weck. Throughoutearly trading in London, the market
steadily declined. After staging a briel rally in the afternoon, London ¢losed dawn
12.6% for the day. The US market followed, opening down 109% Nrom Friday's close,
At the time, the London market was down approximately 13% from the previous weck's

17/ As discussed in Chaprer Two, certain Tirms also executed short sales in US,
stocks 1n London, Mor both proprietary and agency accounts, in what may have
been an attempt to avaid UL regulatory restrictions,

1%/ Yolume ler the month peaked on October 1 a0 2,511,590 shares. On October 19,
share volume in these stocks was 268 960, which was below average For that
period, and on October 20, was 462,480 shares.

197 Sce Chicago Mercaotile Exchange Committes of Inquiry, Prelimingry BEepert (o
Examine the Events Surrounding October £9, 1987, at 6-7 {De¢cember 22, 1987)

("CME Report™].
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close and % from its QOctober 1% opening. The DJ1A closed down a record 22.6% For
the dav.

When the trading day began in Tokyo on October 20, 95% of the stocks were
unable 10 open because of an order imbatance on the sell-side. Conseguently, the
Nikkei Dow Jones Industrial Index ("Nikkei™), an index of 225 leading TKE stocks, {ell
7.5% during the morning session and dropped Furcher during the aTterncon session, fara
record one-day decling of [4.7%.

When trading commenced in London larer on Gelober 20, the market immediately
dropped 19.3% {rom its previous close and fell ¢ven further over the course of the
morning. [nalternoon trading, London staged 2 rally; the rally faltzred, however, and
the market closed down 12.2% lor the day.

New York opencd with the DJIA up 211 peints. Although the Dow gained 5.9%
for the day, the rally was not broad-based:  ©On the New York Stock Exchange
{(“NYSE"), the advance/decling ratio was anly 7 to & and the American Stock Exchange
("AMEX™ and NASDAQ indexes also were both down,

A rcversal seemed likely, as the rise in the DA ¢arried over te the Tokyo
market. The Nikker climbed steadily theoughout the day on October 21, closing un 9.3%,
By the opening in New Yotrk, buy orders were pouring o From investors.

To measure the degrec to which US markets led or followed other markets, the
Diviston and the stalf of the Office of the Chiel Economist ("OCE™) examined the
correlation ol movements inseveralinternaticnal stock indexes. As discussed below, the
datareviewed indicated that the United States markets did inTluence price movements in
other markets. OCE calculated parnial correlation coelficients for the percentage
changes among several Torcign indexes and the DITA. 287 Partial correlation
coelTicients measurc the degrec to which two variables (For example, two stock indcxcs}
move togaether, When two variables chonge entirely independently of one another fin
other words, they cxhibit no correfation} they arc assigned a partial correlation
coeflicient of 0. When changes in two variables arc always of the same magnitude and
i the same direction {(for example, if a 1% e in the DA s always accompanied by a
1% rise in the Nikkeai) the coefficient is |. On the other hand, il two variables always
exhibit changes of cqual magrmitude but in opposite directions, their partizl correlation
cucfficient 15 - (For example, il a 1% risc in the DJTA Jsalways accompanied by a 1%
drop in the Mikkel, the coefficient is -1.)

OCE examined correlation coef{icients between intra-day percentage changes in
the S&P 500 and subseguent opening vzlucs, carly trading and closing values of the TKE
Composite, a broad-based index calculated by the TKE, and the Financizl Times-Stock
Exchange (“FT-SE™) 100, an index of 100 of the most actively traded ISE stocks, during
the period Mrom October 12 throoweh October 23, 1987, OCE found that during the
weeks of October 12 and October 19 the percentage change in the S&P 500 index had a
signilicant effect on the next day's « pening value and esrly trading value of both the
TK E Composite and the FT-SE 100. The corvelation coelficient between the S&F 500
and the percentazge change at the opening Trom the previous day’s ¢lose was 04183 lor

20/  See Chart 11-2 Tor accompanying tables prepared by OCFE,



Il-7

the TKE Composite 21/ 2nd was (8200 Mor the FT-SE 104, 22/ Further, the correlation
coefficients increased when the previous day's change in the 5&P 300 was comparcd
with the percentage change in the Toreign indes after the Tirst houwr ol 1rading Mrom the
previows day's ¢lose, For the TRE Compasite, the correlation cociTicient jumped 10
0.8473 and Tor the FT-SE 100, the ceclTicient increased 1o 08747

OCE alsc examined the effect of intra-day changes in the S&P 500 on the closc-
to-close movements in the London and Tokyo markets and Found in both instznees a
significant efTeet. For the FT-SE 100, the correlation eaefTicient was 06664 23/ and
lor the TKE Compasite, 08020

Finally, OCE compared the correlation eoefficients assuming the foréign market
led the United States. OCE concluded that during the weeks of October 12 and October
19, movements in the TKE Composite had a relatively small #fTect on the same-day
opening value, early trzding value and closing value of the S&P 500 index. The
correlation coefficient between the TKE Composite and the percentage change in the
S&F 300 at the open from the close the day belore was 02230, after one hour of
trading, was -0.1440; and at the close, 0.0744, Thus, the U5 market appeared to have
a much larger eflfect on the TKE than vice versa.

Although changes in the FT-8E 100 immecdiately belore US. markets opened
appeared to have had a greater effect on the US opening, this elTect wos considerably
smaller than the corresponding effects of the S3&P 500 an the FT-5E 100, OCE's daia
showed that the corrclation between the percentage change at 800 a.m. EST. {1:00 p.m.
London time) Mrom the previous day's close and the percentage change in the 3&P 500
2t the cpening rom the close the day hefore was Q5602 Alter onc half hour of
trading in the United States, however, the coclTicient dropped 1o 0.3329, This suggests
that UUS markets were much less alTected by Lopndon than London was infllucnced by
IS markets.

The correlation coel{icient between the change in the S&P 500 and the change in
FT-8E 10 at the close inereased 1o 0 5435, As poted above, however, Londen and New
York trading days overlap and it is difficult 1o 1¢)] the degree to which this correlation
reflects the effects of the U5, markets on London.

Caution should be uscd in drawing conclusions Crom this correlation data. As
nated ahgve, it has been anly in recent months that signilficant correlations between
LS and lMoreign stock price movements ¢an be identificd. Nevertheless, it docs appear

21/ Sec Chare t1-2, Table 1.
22/ Bee Chart 11-2, Table 2,

23/ SecChart 11-2, Table 2. Becauwse Loandon's trading day partially overlaps with the
start of trading in the United States. this coefficient alse may reliect partially
the e¢ffect of this trading oo the London market, rather than exclusively
reflecting the prior day's 5&P 500 movement. Thus, OCE believes that the
correlation between the intra-day S&PF 500 peroccniage change and the apening
value and early trading value off the FT-5E 100 are better measures of the inter-
market correlations.
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that z cataclysmic market event such as that which occurrcd on October 19 can be
expected to hawve world-wide reperoussions.

C. Market Performance -- London, Tokyo and Hong Kong

While the discussion of market correlation mdicates the substantial impact the
US. market has on ather markers, it is instructive 1o focus more closcly on trading in
certain major foreign markets. In particular, the United Kingdom and Japan deserve
analysis because, along with the United States, they are by Mar the most active trading
markets.  Morcover, recent lonsening of restriciions on access have led US.
btroker-dealersrecently tomake substantial capital investments, cnabling them to become
active participants in both those markels. Finally, U5 institutions arc active
purchasers ol both UK, and Japan¢se sccuritics. Accordingly, the operation of these
markets directly allects a large number of LS participaots. 1n additian, trading in
London and Japan is of interest because their trading systems and regelatory provisions
difTer somewhat Mrom those in the Unied S1ates and therefore of Ter uselut models to
measure the performance of sur own markets. 247 Finally, this section alse includes a
discussion of trading on the Hong Keong cxchanges because of the attention and
concerns taised by the closwre of that marker Mor Tour days.

1. London

The London sccuritics marketl was transformed radically on Ocrober 27, 1984,
generally referred te as "Big Bang Day" The Big Bang hceralded a wholesale
restructuring of London's capital markets, including changing the name ol the stock
cxchange to the International Stock Exchange of the United Kingdom and the Republic
ol Ireland. Among the most signilicant changes was the introduction of a new system
of trading, referred to as "dealing,” -- using the Stock Exchange Auvlomated Quotations
System ("SEAQ"} Under the new sysiem, trading is very similar to over-the-counter
{"OTC") trading in Lhe United States. The sereen-based svsiem provides competilive
market makess the zbility 1o inpuat "Tirm” quetsiions inte SEAQ terminals. 257 Trades,
relcerred to as "bargains,” are negotiated and linalized over the phone between marked
makers or between 2 market maker and his customer. The ISE has not yet developed
automatic roubing or cxeculion systems,

During the Cctober market break, the ISE experienced many of the same problems
as the U5 OTL market, On Monday, October 19, the FT-5E 100 dropped 249.6 points,
lasing nearly 10.1% of 15 vatue, 26/ Tuesday saw Lhat record eclipsed with a 250.7 point

24/ Much of the inlormation provided to the sections on London and Tokyo has been
drawn [rom preliminary data provided to the Division by the 15E and TKE.

23/ The ISE gencrally requires thar market mokers deal at their posted quotes for at
lcast the number of shares posted. Quotations subject to this requirement are
telerred 1o a5 "Cirm Quotation.”

26/ The Londen market ef fectively was ctosed on Friday, October 16 because ol a
severe wind storm that paralyzed the city. Thus, the greater than 205-point drop
in the FT-SE 100 is partly ¢xplained a5 pent-ep sclling demand (rom Friday in
réspanse o the 109-point drop on the DIIA,
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drop tn the index, or 11.6%. 27/ More than 2,000 stocks declined while only 75 stocks
rose on Qcrober 20, Volume of 798 million shares was 250% greater thap a year earlier
and 31% over the previouws week™s volume. 28/

513l discussions with ISE members revealed that instances of market makers'
phanes going unanswered, locked and crossed markets, widened spreads snd inaccurate
guotes occerred in London as they did in the US, OTC market. Despite the strain of
the unpregedented volume, however, 28/ the [ESE's quotation system operatad
smoothly. 30/ Systems modifications and increases in capacity since Big Bang Day

The London press reported that on October 19, most of the trading was batween
market makers for their own accounts and by foreign investors, primarily lrom
the United Siares, rather than domestic retail investors.  Markel makers
reportediy had farge inventory positions before October 19, See Wolman, Bears
Catch British Market-Makers in a2 Yulnerable Position, Fin, Timgs, Oct. 22, 1987,
at 2, col. 2.

23/ Thiscompares withan 1% drop in the value of the NASDAQ Composite Index (a
broad-based index of US. OTC stocks) on Monday, October 19, and a 9% dropon
Tucsday, October 21,

28/ Despitethe heavy processing burden the tnereascd volume caused, ISE's setilement
systems Munctioned well. The Mew York Times reported that sertlementsappeared
e have been canducred normally and nosignificant liguidity problems appeared on
Wovember 2, the [irst setttemeni day since the Qotober market break, The article
also reported that approximately $3% of seitlements are normally concluded on
settlement day and that that level appeared to have been achieved. Sece Trades
Settled in London, NY T, Nov. 3, 1987, at D22,

29/  The ESE reported that on both Octaber 2 and 22, the 15E experienced all-timg
highs of gver 100,000 bargains. ¥olume has dropped o 20,000-25.000 bargains per
day since the break, which is still a significant increase over *pre-break™ volume.
Pricr to the break, the 13E enly had rested the automated system's capability, in
fact, to handle 2 maximum of 60,000 trades per day.

30/ SEAQY compurgr system sulfered Few Tallures and processcd the unprecedented
volume of activity with relavively Ffew probiems, The ISE's systems handled on
October 22 and 23 over 100,000 trade reports and 100,000 guote changes each
day. Additionally, SEAQ accommodated over 8 millian  inguiries Tor price
information, twice the weekly volume of 4 million inquiriesinthe week Tallowing
Big Bang. As discussed below, however, the 15E instituied Fast market
progedures 1o several instances, partly because of systems overloads, and, at oneg
point on Wednesday, October 22, was lNorced to stop computing the FT-5E 100
index for approsimately three hours. Heavy volume cavsed technical problems,
which the 1SE preliminarily believes was the resolt of a2 software fault. The
problem apparently involved the link between the computers that calcutate the
FT-S5E 100 indcx and the SEAQ computers that process market data, During
this period, the ISE halted trading on opticns and lulures on the index.
Subscribers were deprived of the pepe of information containing data on the 100
stocks that comprise the FT-5E 100, in addilion to the valuc of the index itsell.
Subscribers could retricve data on all the 100 stocks immdivideally, however,
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proved adequsts under the extraordinary market conditions. Although the FT-5E 100
index Cell by more than 10% on October 19 and again on October 20, the SEAQ dealer
market, at least as measured by the operation of the quotation system, techniczlly never
ccased trading.

This is not to say, however, that market patticipants did not encounter obstacles
in lransactiing business on October 19 and 200 Because of the non-centralized nature of
an TC market {compared with an acciion market), participants arc able to elfTectively
cease trading to aveid their responsibility o provide @ conlinuous two-way market
simply by refusing to answer Ltheir phones. 31/ Reports in the financial press and
interviews with market participants indicate, Mor cxamplc, that there were numerous
instances in London of markel makers not answering their phones. 327 The ISE belicves
that, 25 was the case in the NASDACQ marker, the primary problcm was that lNirms did
not have the capacity to handle the delugs of in-coming calls. On Qctober 19 and 20,
ISE members' customer business was 0% greater than during an average period in
September and intra-market trades (g, between market makers) were up 45% over Lhe
same period. Firms estimated that the volume af calls they were receiving was {our to
Mive times hrgher than average. 33/

Markct makers also may Limit their exposure without Formally withdrawing Mrom
the market by reducing quate size. 34/ The I5E's cxamination of guote size indicated
that market makers reduced their guole size drastically during the break. In this way,
they were able to hmit their expasure. The ISE's rules specily that the minimum
bargain size dealers may post i3 |.000 shares; belore the break, however, dealers
Frequently were quating bargain stzes of up io 100,000 shares. The 15E Mound that since
Cictober 19, such liquidity has been greatly reduced and brokérs continue to lind that to
fill customer orders, they Mrequent!ly have to call several market-makers.

31/ The 18E prohtbits a market maker who withdraws from making 2 market in a
stock from re-cotering quotes in that security for 90 days. There is only one
exception -- il to continpe would force the market maker to violate other rules
or faws {g.8. rulcs governing confllicts of intcrest). The [SE™s withdrawal
prohibition is referred to 25 a prohibition against “Taiz-weather market making™
This is a much narrower exception than the U5 OTC marker now affords irs
market makers who may withdraw for such reasons as illness or vacations. The
Mational Association of Securities Dealers, however, recently proposed an
amendment to this rule that would allow marker makers an excused absence anly
lor certain physical circumstances (e.g . cquipment malfunction or relocation) or
tegal considcrations.

1}/ Sec. e, Econpmisi, Nov. 14, 1987, at 83, 84; and Waters, Markect-Makers Not
[gnoring Phones, Says SE, Fin. Times, Cct. 23, 1987, at 2, col. 4.

3i/  Id. The Economist reported one incident, however, of a head dealer of one Cirm
instructing his staf'l not 1o trade.

34/ Sec Chapters Four and Ninc {or a comparable discussion of NYSE and NASDAQ
quaotation size.
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Statistics provided by the ISE conlirm that quote sizc has indeed declined. For
alpha stocks, 35/ the average maximum gquoke size ("AMGQS"} Tor September was 289,000
sharcs and was as high as 304,000 shares by October 14, By Qctober 21, however, the
AMOS had dropped 52% 10 145,000 sharcs and dropped an additional 19% by October 28
to 117,000 sharcs. The trend reversed slightly by November 4, increasing 4% to 122,000
shares. Similar patterns were observed in berta and gamma slock quotes. For beta
stocks the AMOS dropped 52% by Qciober 21, declining from 54,000 chares co 22,000, A
further 36% drop 1o 14,000 shares was only slightly of Tsct by 2 12.5% increase to 16,000
shares by November 4. The most striking reduction in quote size, however, accurred in
the gamma stock gquotes. From October 14 to October 21 average maximum quolte size
dropped from {1,000 shares to 3,000 shares, a 73% reduction, and has remained at thart
level since. While these reductions are substantial, it 15 important to emphasize that
the guote sizes continued to be at least comparable to quate sizes on the NYSE. 36/

Another problem faced by both the V1.5 OTC marcket and the 15E was a dramatic
widening of spreads. The 15E analyzes spreads by examining the "touches,” the spread
between the best bid and ask quotation. The ISE found that touches widened most on
alpha stocks, the most hiquid stoeks traded through its Tacilities, toughly tripling, In
addition, the touches appear to be continuing to increase, On October 14, 1987, touches
on alpha stocks were _£4%; on October 21, 1.37%, 2.1% on October 28, and as high a3
2.17% on November 4. The same trend was observed for beta and gamma stocks. Betas
increased 255% Mrom 1.353% an Ociober 14 1o 3.45% on November 4. Similariy, touches
op gamma stocks increased from 2.57% to 5.37% for the same period, 31/ As of
Movember 27, 1987, the 153E noticed no signilicant narrowing of spreads.

Interviews with lirms aclive in Londen also revealed rthat market makers
indirectly withdrew lrom the market by not honoring their posted quotes. Market
makers in London are required 1o deal in stocks ar the price and in the tize they post
on their sereens. On several occasions, however, market makers were unable (o change
their quotes quickly enough, Reportedly this was in part due to SEAQ's inability at
certain times to process the enormous number of quote updatas market makers were
atiempring simultanecusly. Durtng these periods, the 15E instituted "fast market
proceduress,” which, while in efTect, suspend the requircment that market mzker quores

33/ Stocks are divided into scveral categories, based orimaridy on the volume of
trading. The most heavily traded are referred to as alpha stocks and comprise
approximately 60-T0% of the market capitalization traded through ISE (acilities,
ISE rules require market makers in these stocks to publish Cirm, continuous,
two-way quolations. Trade data is reported through SEAQ and disseminated on
TOFPIC termingls, The next tier of 500 stocks arc referred to as beta stocks, lor
which markct makers also must publish Tirm, continuous, 1wo-way quotes. Trade
data on these stocks is not immediately disseminated on TOPIC terminals. Gamma
3tocks are the next tigr af stocks, Mor which the gquotes are not reguirsd to be
lirm and generally arc indicative. The Tinal Ler s composed of delta stocks.
Only an approximale middie price s Jisseminzted by SEAL Tor delta stocks,

See Chapter Four,

E K

L2¢ Chapters Four and Nine Mot a comparable discussion of NYSE and NASDAQ
quotation spreads.
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be firm, 38/ Druring Mast markets, SEACQ informs all participants through their werminals
that all quotes are merely indicative, In anc sense, the declaration of fast markets on
October 19 and 20 was akin to ofTicial recognition that market maker quotes actually
were not lirm and could not be expected to be [irm, given the extreme markel
conditions. Although the institution of fast markel proccdures clearly eased the burden
for market makers, the effect on their customers may not have been as positive,
During peripds when the procedures werg in ¢f fect, institutions and agency brokers
could net ascertain whether their cxeculions represented the best price available,
particularly as quotes werg rapidly changing.

The October marketr break was the (irst 1ime the ISE institoted fast market
procedores and, since that time, the 1SE has polled its membership to determing whether
market makers believed the procedures were of benefit to the market. The ISE
informally reported that market makers 1imost vniformly supported the fast market
procedures, stating that without them, the markct would have been far more chaotic,
The Division also understands that, as part of its market review, the 15E also will study
cxecution quality by assessing how close a correlation existed between the dealing price
{Le., trade price) and the quate posted Tor a security at the Lime oF gxecution,

Clur intervicws with Firms eligited significant ancedotal evidence that the 15E
cxperienced, as did the US OTC market, locked (reflerred to as "choice™) and crossed
markets. The [SE may analyze the number of such occurrences, although specific
statistics on the number of these instances are not vet available. Cheice and crossed
markets added t¢ conluesion about where the markets For securitics were at any given
moment_ [nstances of cholce and crossed markets, however, did not have quite the same
paralyzing efTeet on the London market as they did in the United Statcs beécause the
ISE has not vet developed automatic order routing and execution systems, which in the
US OTC market are not programmed to operate when the market for a sccurity is
locked or ¢rossed,

Although varicus program trading sirategies appear to have had a signilicant
impact on the US. markets during the market breazk, program trading does not appear
1o have beenasignificant facior inthe UK. 39/ Computer trading techniques involving
L K.stock index lfuturesand options do not play much ol 2 role inthe London market 40/
[n {act, the 1SE noted trading in index fuiures and options was moderate during the
break. In response 10 wide-spread discussion inthe United States on whether derivative
markets had a substantial destabilizing efTect on the markers, however, the [SE has
stated that it intends to sludy the ssue carclully in the coming months.

387  The ISE mstitured Tast market procedures on October 19 from 910 a.m, - 3:23
a.m. iLondon timc} and 101:00 a.m. - 12200 pom,; OQctober 20 from %00 a.m. - 11:00
am. and 2:32 pm. - 400 p.m.;, October 21 from 9:00 a.m. - 9:30 am.: October 22
from %08 a.m. - 1000 am. and 1147 am, - 12:40 pm.

397  See Chapter TwoForadiscussicaof program trading technigues involving the sale
of S stocks in the London market.

40/  Although volume on the [SE iz approsimately 25% of the volume on the NYSE,
volume in the recently created London International Financial Futures Exchange
stock index futures contract is only 1.7% of U5, stock index futures volume.

CME Report, supra nate 19, at §-7
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2 Tokyo

The Tokys Stock Exchange is an auction marcke! that operates simalarly to LS.
stock cxchanges. 41/ Stocks that are traded on the TKE are assigned to special TKE
members called "saitori” who perform Functions much like U.S. exchange specialists, with
one importznt distinction; although saitori are responsible for matching buy and sell
orders in their stocks, they are prohibited from rrading for their own acgount. Thus,
unlike LS. exchanpe specialists, saitori do nothave an allirmative obligation to provide
liquidity to ensure a (zir and orderly market. Another difference between the ULS.
exchange markels and the TKE 15 that there are pre-cstablished daily price limits lTor
each stock, as well as the stock index Tuture, Once the bmits are reached, the TKE
halis trading in the issues untel the nect trading sessian, 42/

Like the US. exchaznge markets, the TKE cxpericnced a lack of liquidity on
October 20and 2). On Tuesday, October 20, the Nikkei dropped 620 points to 25,743, 58
2.4% dectine, On Wednesday the Nikkei suffered an additionzt 14.9% loss in its value,
by Far the worst ane-day drop in the TR E's history. By Movember 19, the Nikkei had
laller a total of 19% (rom its pre-market break high, On Ocrober 20, the sell orders so
overwheimed the buv ordees that some 80 stocks never apened. 43/ In addition, the
TKE informed the staff ¢har during the day rrading in 700 stgcks {nearly hall 1the 1,300
that gre listed on the exchange}l was halied because prices in those stocks plunged at

41/ Onepotentially sigmificant difference betweacn the markets s that the TKE doces
not have a well-developed stock tndex Futures market, Im Tact, the Ficst stock
index Twture in Japan was only recently introduced on the Osaka Stock
Exchange. Although there 35 also 8 stock index futures contract on the Nikke:
stock index that 1s traded on the Singapore [nternational Monetary Exchange, or
Simex, the combined velume on btoth these contracts has been 60 rimes less
than the valume af stock index Tutores on UK stocks, UME Bepor], §Upra nole
19, at &, The Japanese Ministry of Finance ("MOF"} believes trading in the Qsaka
futures contract, as well as the SIMEX contrac), did nor appear to have
accelerated the decline during October. Seg lerter from Toshimi Konno, Dircctor,
Co-ordination Division, Securities Burcau, MOF, 1o Richard G, K etchum, Direcior,
Division of Marke! Regulation, dated December 28, 1987, On October 20, in fact,
trading was halted in the Tutere Belore the rrading sesston ppened because the
price already had dropped to its pre-established price limit.

420 A stock’s price hmit s derermined on the basis of the previous day's closing
price. For example, Sony Corporation closed on the TKE at 4950 yen (U5
%$39.60% on Monday, October 1%, Its daily price limit for Octeber 20, based on
that closing price, was 300 yen (U5 $4.20)  Se¢ glso note 43, infra. Thus,
beeause the price decline in Sony 1n the Unied S1ates on October 19 was graater
than 500 yen, it, along with many other stocks, was not opened on Tuesday, Sge
Tokyo Market is Shakén by New York's Coliapse, The Asian Wall 8t ], Weekly,
Qct, 26, 1987, at 31, col 1.

43/ Sec Economist, MNov. |4, 1987, a1 &5, The TKE's rules specily 2 maximum ratio
between buy amd sell orders. Wheos that ratio is exceeded, trading is temporarily
halied.



11-14

an unprecedented raie to thelr pre-set daly privg limits, 44/ The intensg scl] pressuerg
on Dctober 24, which cawsed prices 10 ¢ollapse, led the ¢cxchange to scek ways 1w
attract buy interest and stabilize market conditigns Thus, the TR E lowered iis initial
margin cotlateral requirement o 0% from 0% and rased the collateral valuation rale
to 70% from 60% These cased margin requirements were inrended to chcourage
purchases to gffset the sell order imbalances.

It was not until the Final vwo hours of tiading that any bovers emerged ar all,
Although Mouwr major Japanese Mirms, Nemura, Daiwa, Nikko aond Yamaichi, reparredly
enterdd the market a3 bovers of industrial stocks, their activity wias not enough (o turn
the tide an October 20 and the Nikkei closed down 14.9%, 457 By Wednesday, October
2, however, 3 dramang chanpe in sentiment had occurred. A woreent of buy orders
MNMowed in, causing serious liquidity problems on the sell side, During the first half hour
of trading, anly threg stocks were traded. During the course nf the day, trading in 151
stocks was halted becsuse their prices had risen 1o the level of their daily price timits,

44/ Daily price limats are intended to check exireme volatloy by stipulating the
maximum a stack’s price may change during a rrading day. Onee the Limin is
reached, trading 1% halted until the nest rrading dav. The daily price limets &re.

k Prige Ranee® Daily Limig

0 (% 007 - 1090 ven (% Bt 30 ven (% 247

g (% B0 - 200 ven (% 1,60} 30 ven (% A0

200 €% 1.60) - 00 ven (% 4,00 80 ven (3 Ad)
500 (% 4.00) - 1,000 ven ) B0 100 ven (% B0
oo (% 800 - 1,500 yven  {% 1200} 200 yven {5 1.60]
1,500 (% 12.00) - 2.000 ven i 1600 300 yven  (§ 2407
2000 (% 1600 - 3,000 ven {5 2400 400 ven (% M
3060 (% 24.00) - 5,000 yen (% 400 500 yen  (§ 4 00
5000 (% 4000y - 0000 ven {5 BOOM 100D yen i 8007
10,000 (% 80.00% - 30,000 yen (% 210.00) 2,000 yen (5 1600
30000 (% 24000) - 50000 ven (5 40000 31,000 ven (3 24000
50,000 (% 40000) - 100,000 ven (S BOOQ OO 5000 yven (% 40,000
100,000 (% R0000) - 200,000 yen (S 0600000 50,000 yern (% 400.00}
200000 (B 1.600.00) - 500,000 yen {5 4 000,003 80,000 yen (% 640040
500,000 (% 4,000.00) - ! mil}. {F 8000007 100,000 yen (% &00.00)
I mill, (% 3,000.00) - 1.5 mill. (31200000 200,000 ven (% 1,800.00)
1.5 mill. {$12,000.00) - 2 mill, (216000.00% 300,000 ven ([ 2,400.00;
 mill. (316.000.00) - 3 mill. (524 .000.00) 400,000 yen (% 3,200.00)
3 omill (%24,000.00) - 5 mill. (54000000 300,000 ven (% 4,000.00)
Somalt, (540,000,000 - 1) mill.  {$50.000.00} 1 mill, {5 8.000.00}
above [0 mill. {$80,000.00) 2 mill.  ($16,000.00)

Source: Tokvo Stock Exchange

*Exchange Rate: US E1.00 = 125 yen,

45/ See Fin, Times, Oet. 20, 1987, at 2, cob 1
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Firms rcported that it was ncarly impossibte to Find sellers on that Wednesday, The
MNikkei closed vp a record 203732

The MOF's review of investor activity found that the heaviest selling on Qctober
20 came From individual investors who panicked at the drops 1n markets around the
world, 4%/ These investors also were quick, however, to come back inte the market as
buyers and ended the week as net buyers of stacks. The MOF also found that Japanese
institutional investors opted to wait for the markets o normalize and reduced
drastically both purchases and sales: (or the week of Qgtober 19, institutional investors
were nel purchasers of 40 billion yen {US $320 million) of seccurities. By far the
largest sellers in Tokyo during the market break were forcign investors. The MOF
belicves that fereign mutual fund managers may have sold Japanese securilies to meet
huge numbers of sharcholder redemption reguests. Duering the week of Qetaber 15,
foreign investors were net sellers of 1.05 trillion yen (US. $84 billien). Forcign
tnvestors contimued 1o selt Japanese securities through at least mid-December. 477

it 15 signilicantly casier Lo stabilize the securitics markets in Japan because of
two unique characteristics of the Japanese markels. First, 2 1zrge percentage of the
Float of most Japancse Tirms s owned by other carporations who wish o cement
businese retationships and to signify good will, These shares arg 1ightly held and are
aimost never traded. Sccond. rthe scouritics industry is decidedly dominated by Nomaura,
Daiwa, Nikko and Yamaichi. Together, they accgunt for rpughly 80% of the trading on
the TKE and perhaps wp 0 753% f theic affilizres are incleded. 48/ It has been
suggested that the four firms also were largely responsible for bringing indivigual
investars back into the market. For the week of October 19, these investors were net
purchasers of 830 hitlion ven (U5 557 hillion) of Japancsc securitics. 497 Japangse
institutional investors, with reporiedly large gash positions, reterned to the market iater
in the week, 30/

Share valume statistics evidence the iguidity problems experienced on October 20
and 21. On October 20 and 21, share volume was appreximately 500 miliion shares and

467  S¢e letter From Toshimi Keonno, Direcior, Co-ordination Division, Securitics
Bureay, MOF, 1o Richard G. Ketchum, Dircctor, Division of Market Rcgulation,
dated Doccember 28, 987,

47, The MOF's {igurcs indicare that forcign investors were net sellers each week lrom
Cctober 19 through Trecember 7 of a total of 2.9 erillion yen (U5, 3232 billion}
ol securitics.

£
oo

Id. Reports in the Minancial press speculate that a mecring berween the MOF and
these Tirms on Qctober 20 may have been to encourage the {irms to enter the
market a5 buyers 1o help support stock prices. See. eg, Wall 51 )., O 24,
1987, at 48, ¢ol. 1. The MOF, however, consistently has denied these suggestions
and the stall cannot substantiate those storics.

2

See Econpmist, Nov. 14, 1987, =1 85,

50/ Tokyo Marker Is Shaken By New York's Collapse, The Asign Wall 5¢ J Weekly
Cct, 26, 1987, at 31, col. |; and Tokyo's Big Players Escape the Fall-Out, Far
Eastern Economic Review, Nov. 5 1987 at 62,
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419 millior shares, respectively, These iguresare hall the average daily volume figures
for most months in 1987, and are almast ane quarter of the two billion share volume
the TKE experienced on its heaviest day ever. 31/ Further, pre-market break volume
has not yet returned to the exchange -- average daily volume for November was a ight
412 million shares.

¥olatility on the TKE has been a contineing force in the markct since Qctober
19. During each trading day in October alter October 19, numerous stocks reached
their daily price limits and were closed. 327 In scveral instances, order imbalances
pushed stock prices 1o their daily limits belore 1rading opencd in the morning and thus
no trading was permitted in those storks vntil the next dzy. Although the TKE has no
statistivs on how Mrequently stocks reached their daily price himits before the October
market break, conversations with TK E of Tigials indicated that such instances were guile
rarec,

Clearly, on a3 day like October 20, when trading on the TKE was dominated by
concerted sclliing, the application of daily price limits siopped trading long cnough to
allow for investor perceptions to change dramatically before trading re-opencd on
Wednesday, October 21, Had market sealiment not changed, however, halung trading

51/ The TKE reports that sverapge daily share volume on the caxchange for 1987 was:

January - 900 million

February - i billian
March - |4 billian
April - b4 billion
iay - I Billicn
June - 980 million
Juty - 636 million
August - 218 million
Sentember- ! Billion

Octaber - 999 millian

53/ Asanindication of continuing volatility, the following is a list, by trading day,
ol the number af stocks that reached their daily price timits and an indication as
to whether the stock price rose or fell 1o the daily limit:

Cerober 20- 78Q(10w)
Oetober 21- I51{high)
October 22-  21{high)
Cctober 23- 1({high)
- 12{law)
Ccrober 24- 0
Cetober 26- Tlow)
October 27- 3fhigh)
Qctober 28-  4AChigh)
= Nlow)
Crotober 29- 2{high}
- AHlaw)
Cietober 30-  10(high)
October 31- &(kigh)
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carly probably would have only delayed the inevitable drop. Moresver, market
participants were forced to accept the risk of holding their positions overnight because
of the absence of any continuing market.

Since its peak on October 14, 1987, 21 26,646, the Nikkel had Falien 20% by year's
end 19 21,217 [t has not come close (o matching the 31% drop in the DA (rom its
peak in August,

1 Hong Kong

In Hong Kong the decling in stock prices was {ar more dramatic than in any
other market. On October 19, the Hang Seag Index plunged 420 points {for 11.3%); the
biggest one-day lall n the market's history. The seriously deteriarating market
conditions on Octaber 19 and the prabability that conditions were likely to worsen were
the tmpetus Mor clesing the Hong Kong Stock Exchange lNor the remainder of the week
The unprecedented drop in the index left many Cutures investors Facing losses up to
H.K 360,000 {15 $7,700) 53/ on contracts many purchased on margin for only HK.
15,000 {U.5 61,9251 34/ The steep drop in prices ol the underlying securitics raised
the specter of massive defaulis in the Futures market and it was feared that a collapse
of the Futures market would spill aver 10ig the stock marker, bankrupting many smatt 1o
medium-sized stockbrokers.

Like the Hong Kong stock market, the futures exchange closed after October 20,
leaving brokers and investors without 3 marketplace to ligquidate positions for cash to
meet margino <alls. Speculators in stock-index luteres Faced huge losses on 87,400
netstanding contracls, having a valuc of H K. $15.7 billion (U8, $2 billion}. Aflter the
420-point drop in the Hang Seng index on October 19, many Tuturcs Buyers already had
difficully meeting margin ¢alls, To meet their Habilitics it was widely belicved that
these Meivres exchange mombers would have been forced to sell shares 5o heavily (hat
the already weakened stock exchange could have been destroyved. Many market
obscrvers beticved that without a significant uptern tn prices, an cnormous INCFEase 10
defaults was likely.

The Financial press reportcdd rhat during the week the ¢xchanges were closad,
stock and Nuturesexchange officials considered severzi options toavert massive defaults. 53/
Fressure was mounted by Tutures buvers {mostly local brokers and their customers) to
settle ail contracts at a fixed price thay would leave them relatively solvent, rather
than 2t a price determinecd by the markel, The sellers of those contracts (mostly banks
and some local and fereign brokerage lirms) strongly opposed (he suggesiion, believing
it would limit or deprive them entirely of profits on those contracts. This coneern was
heightened Tor many Tirms by the fact that those contracts were hedging stock positions

33 Exchange rare: LS 3100 = HK. 37.79
54/ Sce Economist, Oct. 31, 1987, 21 68; Dodwell, Hong Kong Prepares lisell lor

Doiuhle Wave of Defaelts an Exchanges, Fin, Times, Oct, 28, 1987, a1 2,
col, 2.

33/ Sge Dodwell, Hong Kong's Secect Bid to Rescue Firms, Fin, Times, Qct. 23, 1987,
at 2, ol 4.
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that had (allen substzntially in value. Ancther proposal called for annulling all
outstanding Fetures contracts,

Over the weekend of Qctober 23, the Hong Kung government devised a rescue
plan involving a loan totalling H K, §2 billion (LIS $256 million) to the Hong Kong
Futures Guarantee Corporation, which gouarantees all Mfutures contracts executed on the
futures ¢xchange. Hall the loan was supphed by the Hong Kong government and the
other half by a group ol twelve brokers 2nd the Guarantce Corporation’s shareholders,
which are mostly banks, including Hong Kong and Shanghai Banking Cerporation and
Barclays and Standard Chartered. 36/ An additional one percentage point reduction in
the base lending rate to 7.5% also was announced, ensuring easter availability of {unds
to exchange meémbers to mect margin calls and scttlement iabilities. 5377

In spite of the compromisc develaped gver the weekend, however, the Hang Seng
[ndex plunged another 1,120 points, a 33% drop. on Morday QOctober 26, To a large
exient the plunge was attributed o pent-up scliing demand {rom investors whe Mced
huge margin calls because of the carlier drop in the index.  The loan was designed
to cover defaults by all investors sustatning losses on outstanding contraets for roughly
a 1,000-point drop 1a the Hang Seng index, 53§/ Much ol that cushion was exhausted on
Octaber 26, On Wednesday October 28, the gavernment injected an additional H.K. 82
billion (U5, $256 miilion) into the Hong Kong Futures Guarantee Corporatian in
rasponse to the collapse in stock prices on Monday and the suspension of 43 members
of the futures exchange on Tuesday. 539/ Additionally, the Tutures exchange raised
margin requirements from H.X_ 315000 (IS 31,900) to H K. $50,000 (U5 36,400) on
contraets worth gpproximately HK, 3180000 (U8 $23.000) or roughly 228% ol the

56/ The loan is to be repaid rom new levies on transzctions 1o the stock and
furures markets. The levies inclode a new H.K, $30 (0.5 33.90) charge for cach
Futpres contract and a charge of HK_$3/US $£.39) lor every H.K, 510,000 (U5,
£1.300) 1n stock markef trznsacirons,

574 At least one investor sought a limited cxemption from buy-back restrictions to
help boost stock ptices by buying back shares of companies his holding company
controls,

58/ Belorstheloan, the Guarantee Corporution had only HK 3225 million {LI.5 329
miltion) in capital and reserver and would have becn unable o meet large
delfaulis,

59/ The People's Repuklic of China, whose citizens collectively are estimated to own
about 10% of the markets' total capitalization, have assisted in the loan program,
The Bank of China acceded to Hong Kang's request to lend the fSuarantce
Corporziion H.K. $333 million (U5 $42.7 million) as part of the second cash
infusion and made statements that ir would continue to honor credit lings
extended to Hong Kong securities firms, The latter action was seen as intended
to relieve selling pressure on [irms increasingly pressed to mect settlement
liabilities and margin calls.
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contract value. &8/ This was intendcd vtz eliminate some of the speculative interest that
carlier Foeled the market.

Asol November 5, markceparticipanes reported that there were anly 34 instances
of Tirms lailing to make payment and in cach of those cases, pavment was made lzle,
The OlTice of the Commissianer for Sceeritics in Hong Kong informed the stal T that, 25
a result of the drop in the Hang Seng index, between 30 and 40 of the 100 futures
cxchange memkber Iirms in business 1n October have been liquidated.

In a move o restore investor coalidenee, the poverner of Hang Kong apprinted 2
special committes to study the events of October and 1o make recommendations on the
operation of stock and Tutures markets. The committee alse wilt analyze the rale af the
Sccurities Commission and the Commeodities Trading Commission, governmental authori-
ties charged with regulating rhe stock and Tutures markets,

Several US Tirms inlTormed the Division that the closing of the exchanges locked
them ini¢ positions they otherwise would have liguidated. Firms also could not roll
farward futures hedge positions or initiate new long or shor {utures positions, nor
could they withdraw lunds carricd on the books of cachange clearing members.
Additionally, it was suggested that the closure of the Hong Koeng markers fueled fear
that spread to other markets. Foar Cirms informed the Commission that while the Hong
Korng markets were closed, they lest nearly 1S 355 million. Despite these losses,
however, none of these firms have significantly scaled back their presence in Hong
Kong and one Mirm felt conlident encugh in the marke! to participate in the loan
arranged for the Hong Kong Futures Guarantee Corporation,

The closure of the Hong Keng morkets also alTeeted several U5 investment
companics, Becausc of the wnavailability of prices to value fund 2ssets, two suspended
redemptions 81/ and one Tund valued its Hong Keng securitics at a discount of 20% on
OQctober 20 and 30% during the period October 21 through Ocrober 23 62/

60/ This comparcs with margin requirements Tor 5PZ Turures contracts of
approximately &% of contract value Tor hedged lutures positions and 12% lor
speculative futures positions.

61/ In letters to cach of these Mends, the Division of Investment Manzgement ("IM")
stated that it would not recommend enforcement action 1o the Commission under
Section 22fe) and Rule 22¢-1 of the Iavestment Company Act of 1940 {"Investment
Company Act™) if the companies suspended redemptions for a limited period
because of the Hong Kong closure. Sgg letters From Mary Podesta, Chiel Counsel,
IM, to Christopher Wells, Esq. Coudert Brothers (GAM Funds, Inc}, dated
October 21, 1987; Elliont Cohan, Esq., Foederated Investors, dated October 20, 1987,
and Michelle Neurcuter, 3.T. Global Growth Series, dated October 20, 1987, One
of the funds suspended redemptions unlil Octaber 26, the day the Hong Kong
Stock Exchanpe reopened. The second fund resumed redemptions on October 21
and gavc all customers who submitted redemption requests on October 20 the
oplion to reanstate them or cancel them.

62/ The fund resumed its nermal valuation method on Oclober 26. Section 22{c) and
Rule 22c-1 af the Investment Company Act gavern pricing with respect 10 the
purchase or redemption of investment company securities.  Section 2(a)di}
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The staff ol the regionat offices inspected these three Monds and, among other
things, questioned the companics an how shareholders were notificd af the changes in
the suspension and assel valuation policies. One of the two funds that susponded
redemptions statcd that it did nor notify 15 shareholders of the suspension. During
that week, however, the Tund reccived no cedemption requests; nor has the firm
received any complaints or ingquiries [rom sharcholders on the suspension. The second
fund is promated primarily te institutional clients whao were notilfied of the suspension
on Qctobgr 20 throuph the Tund®s computer system. The fund reprogrammed its system
to prevent its customers [rom entering purchase or redemption orders during the period
redomptions were suspended. The Tund zlso called several large customers to notily
them ol the suspension. The fund that altercd irs valuation meochod did not inform its
customers of the change or its resumption of its noermal valuation method. O these
thtee Firms, Lwo staved that the Hong Kong closure has ¢auscd them to reduce their
Hong Kong holdings,

D. The Aftermath

The world-wide decline in stock prices may have a substantial effect on
international capital formation and new ssuc activity in international markets, To
ilustrate, the volume of international bond of forings during Ociober, 1987 equaled 39.6
billion: 29% lcss than September's $11.5 Tillion and 13 times less than the £520.8 bellion
raised in Japuary, 1987, Both sections of vhe international bond markel, Eurobonds and
foreign bonds, declined substantially Trom their Seplember, 1987 levels,

Primarily as a result of the world-wide decline in stock prices, the value of new
imernational equity of ferings declined 13-fald fromanall time record of 36,6 billion in
Scptember, 1987 10 3498 millton in October, 1987, Further, the number of new issues
declined {rom 28 1o scven during Ocrober.

The privatization efforts of many foreign governaments also were postponed.
France, Germany and the UK, each eancelled abh pending privatizations until at leas
next year, 837 Since 1980, France and the UK have accounted Tor about 66% af the
360 billion rascd through the sale of shares in state-owned {irms fd/f

governs the valuation of the currcnt pricc of ap investment company security,
That section permits Fair value of a secunity o be determined in goed faith by
the board of direcrors il market gquolztions are not readify available

The fund stated that, in addicion to the difficulty of determining azset value on
ity Hong Kong securities, it was concerned that the application of daily price
limits on the TKE masked the truc value of portfolio securities traded on thal
exchange.

63/ One major exception was the Briotish Petroleum Olfering. See Chapter Five
ler a discussion of thar offering and s el fec1s on ULE underwrilers.

647 The October, 1987 market break also aliccted the now issues matkei n the
Unitcd States, The number of ¢commaon stock new issues dropped dramatically in
November, 1987, Another measure of the effect of the macket brezk on new
issues is the change in their market value, Forbes magazine Motlows a group of
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E. Analysls

The events of October, 1587 competlingly demonstrated that the world's securitics
markets have become inextricably linked., That trend is irreversible and requires that
securitics regulators around the globe copperate to ensure the integrity oF our markets,
while at the same time remain adaptive to changes that will be needed to accommodate
the increasing sophistication of those markets.

In the past the Division has eximined the development of the international
trading mechanisms and has lound much that needs to be accomplished belore
international markets will be able to operate smoothly inconjunction with one another 857
One of the most pressing needs is the development of compatible, safe and «fficient
domestic clearance and sertiamentsystems, as well as international linkages among thoss
systems. Without effective systems, all Mirms engaging in an international securities
business will be exposed to greater risk. 66/

Another pressing need is the development of intérnational trade and guote
reporting mechanisms, The Commission in the past has considered the Feasibility of
developing an international consolidated reporting system in globally traded securities
similar to U5, consolidated systems. Although development of an internationil system
for the publication of transaction reports would strengthen the operation of the
markets, therc arc obstacles hindering progress toward that goal. Of primary concern i3
the act that widely diff¢ring domestic svstems would have to be integrated.

Ferhaps even more crucial is ensuring that adequate Financial aversight sysfems
arc in place. It may well be that US markets' Tinancial responsihility requirements,
including minimum net capitat and recordkecping requirements, cusiomer funds and
SecUritics SCgregatinn requirements, customer margin requirements, and clearing agency
margin ard mark-to-the-marker sysfems wore an important factor in preventing a wotal
collapse of the US markets during the markel break. International markets need to
waork together to assure that adequate oversight mechanisms are jn place and that our
current lNinancial responsibility standards are adegquate in light ol the extraordinary
events of October. The fuilure of a U8 fiem's foreign affiliate could have substantial

Silinmitial publicolferings ("IPOs") tvsued during 1587, During the market break,
Forbes traced the price performance of 497 of thase tssues and found that they
had last 32.17% of their September 30, 1987 value, These IPOs raised $13.7 billion
and had increzsed in wvaluc 1o $15.6 tillion by September 30, When Forbes
caleulated their value on November 5, however, it had dropped to 3106 Billion.
Egrbes Dec. 17, 1987, ar 53, 34

63 Sce gencrally Inmiernanionalization Swudy, Chapler ¥,

66 See1d. and Staff of the Division of Market Repulation Summary of February 7,
1987, Internationalization Rowndtable {August 1, 1987).
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repercusstons on the retated UL, lirm. Accardingly, the Commission may wish to pursee
apreemeants with the governments of countries with active trading markets (o permit the
exchangs of broker-dealer Finaneial information,

Finally, the need For adequate enforcement and surveillance 2rrangements has
never been more pressing, During periods of scvere market stress. such as the October
market break, the opportunity and motivation to aveid sirict compliance with regulatory
requirements may be present.
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Intermaticoal Transactions in U.S. and Foreiqn Corporate Stocks

U.5. 5 Millions)

Foreign Activity in U.S. Stocks U.S. Activity in Foreign Stocks
Net Capital Het Capital
Yeor oA Sales Flow Purchases Sales Flose
1978 20,145 17,723 2,422 3,139 3,666 527
1979 22,783 21,104 1,879 5,434 4,617 -217
1980 40, 298 34,870 5,428 10,044 7,897 -2,147
1981 40, 6B6 34,956 5,830 9,586 9,339 -247
1982 41,881 37,981 3,300 B,504 7,183 -1,341
1983 69,770 64,360 5,410 17,046 i3,281 -1,765
1984 59,834 £2,814 2,980 15,917 14,816 -1,101
1985 81,995 77,054 4,941 24,803 20,861 -3,942
1986 148,101 129,382 18,719 50,659 48,787 -1,912
1987{P) $265,85% S234,737 $31,122 598,367 $98,030 5 282
1986
oct. 510,979 512,200 5-1,321 % 5,026 5 6,011 T =983
Nov. 12,033 12,086 -53 3,764 4,085 -331
Dec. 14,100 12,320 1, 780 4,507 4,570 ~63
1987
Jan. 17,641 15,964 1,877 5,110 4,906 204
Fah, 20,702 17,558 2,104 7,736 7,175 561
March 23,064 18,001 5,063 7,799 7,015 784
Agr, 20,7135 17,390 3,245 B,257 7,124 1,173
May 19,632 15,956 1,676 7,379 8,016 =537
June 18,682 17,034 1,628 9,035 8,778 257
July 23,645 21,883 1,762 8,593 8,583 10
A, 24,774 24,554 220 5,047 8,672 175
Sept. 22,468 19,435 3,033 B,204 8,655 ~551
Oct. 530,206 527,779 & 2,427 510,774 $12,768 5-1,994

P = Preliminary, ten months data at atrmal rates rot scasoeally adjusted.

SOURCE: U.5. Treamuiry Billetin fvarious isoues)
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Charl 11-2
TARLE 1
Cartelation CoelFicients Belween Stock [ndexes
in the Uniled States (S&P 500) and Tokye
{Tokyo Exchange Camposite) -- October 12 to Ociober 23, 1987
All Percentages are Calculated

from the Prior Trading Day's Close

United Siates leading Takyo

United States percentage change the davy belore 4183
and the percentage chanege in Tokyo t1m
at the open.

United Siates percentage change the day beforc R4AT3
and the percentage chanac in Tokvoafter onc F101

hour of trading.

United States percentage change the dav belore 3920
and the percentage change in Tokyoat the (10
clasc,

Tokvo leading the United States

Tokyo percentage change a1 the clos 2220
and same day United States percentage change (10}
at the open.

Tokvo percentage change at the close - 1440
and the same day United States percentage (1)
change a1 10:00 A.M,

Tokyo percentaze channe at the ¢lase and the 0744
same day United States percentage change 107
at rhe ¢lose,

* Number of abservations in parentheses
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‘FABLE 2
Correlation Coeffici¢nts Between Stock Indexes
in the United States (S&P 500) aod London {(FTSE)
Octrober 12 to Ocrober 23, 1987
All Perceatages are Calculaled

from the Prior Tradiog Davy's Close

Upited States lending London

United States percentage change the day befare L2080
and the pereentage change in London at the open. ]
United States percentaze change the day belore 8747
and the percentage change in London (9]

alter one hour of rading.

United Stawes percentage change the day before BHbed
and the percentage change in London (9}
gt the close,

Loodon leading the Linited States

Londorn percentage change at 2040 PM 5602
London time and the Urited States percentage (%)
change at the open.

London percentage change at 2,00 PM 3329
Londen time and the Unated Starcs percentage (9
change at 10:00 AM EST.

London percentage change at the closc 5435
and the percentage change in the Uniped States (93
at the ¢lpse.

* Number of obsersations in parentheses








