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MEMORANDUM FOR SECRETARY SUMMERS 
I 

. DEPU'FY SECRETARY EIZENSTAT 

. r 
FROM: Neal Comstoc~c;e. . I 
SUBJECT: Authority for DebtBuybacks . . 

The purpoS€! ofthis memorandj i~ to make you aware that early next week the Bureau of 
Public Debt: (BPD) will publish alfinal regulation establishing its authority to conduct debt 
buyback operations. I believe yoh should be aware ofthe rule because there is considerable 
Congressional and media interest in debt buybacks.. . . 

The regulalion establishes bUYblk authority and sets forth the broad procedures by which 
operations will be conducted. Sbould buybacks be undertaken, BPD will announce its intention. 
to redeem a given amount ofde1~t within a given maturity range. These details will be contaUied 
in an offering circular. Only pnfnary dealers, as designated by the Federal Reserve Bank of"New 
York (FRBNY), would be allo,ed to submit offers for themselves or their customers. This I 
primary dealer restriction will enable BPD to use the FRBNY's electronic system for executing 
open market operations. 

The regulation finalizes with minimal changes the proposal published in August. BPD received 
13 commf:nt letters on the propbsed rule. Most concerned the timing of announcements and Ute 
appropriale maturity ranges 10 tdeem - issues thai will be addressed in offering circulars. 

Gary Gensler and Neal Wolin liave reviewed the regulation, and no press releaSe or 
announcement will accompany its publication. 

cc: 	 Sandberg 
Cohen 
Robertson 
Smith 
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DEPARTMENT OF THE TREASURY 

BUREAU OF THE PUBLIC DEBT 


WASHINGTON. DC 20239-0001 


December 2, 1999 
. ACTION 

MEMORANDUM FOR: 	 NEAL COMSTOCK 

EXECUTIVE SECRE):Mtl· ~ / 


THROUGH: 	 GARY GENSLER ~ '"' ~ . 

UNDER SECRET ARY ~MES11C FINANCE) 


DONH~MO~~~~--
FISCAL AS~ISTTSECRETARY 

LEESACVS~> _ 
ASSISTA~Y (FINANCIAL MARKETS) 

FROM: 

SUBJECT: 

VANZECK· ) J 
COMMISSIONER ~ 

Attached for your review and approval for publication in the Federal Register is a final rule 
that sets out the temlS and conditions by which Treasury could redeem (buy back) outstandin~ 
marketablt:: Treasury securities. Although we have not decided to conduct redemption op~rattons, 
the final rule establishes the mechanism by which Treasury would be able to conduct such I 
redemption operations. This final rule, drafted using "plain language," establishes a new Part 375 in 
Title 31 of the Code of Federal Regulations. I 

The structure. temlS and conditions for the buyback process are essentially unchangeq from 
the proposed rule, which was published for comnlent on August 5. In developing the final nile, we 
considered 13 comment letters received in response to .the proposed rule. The moresigni fic~nt 
comment letters. such as those from The Bond Market Association, the Treasury Advisory 
Committee. and various securities firms. primarily addressed issues such as the timing of 

V 	 announce,'nents, redemption operations. and settlement, as well as which maturity ranges of 
securities to redeem and possible effects on the liquidity of securities not redeemed. These i~sues 
are not addressed in the final rule. which preserves TreasuryJl~x.iQilitylo_c.onduct re<L~n:!p1idns
-~---,-~--:---.,......,----r;:-:--'--.-- .---.----... . ..- ._-- I 

operations to best meet Its debt management goals and the public interest. Even though these and 
other issues remairi'to be decided. including whether to actually· conduct redemption operatibns. it is 
important to issue the ·final rule to provide certainty to the market regarding the key terms arid 
conditions of any redemption operations. The specifics of a redemption operation would bel 
provided in the public announcement. 

www.publicdebt.treas.gov 

....L 

http:www.publicdebt.treas.gov
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" The key provisions of the final rule are as follows. We would first issue a public . 
announcement of our intention to purchase Treasury securities, the approximate maximum total 
amount that we want to buy. and the deadiines for offers and settlement. Offers could be I 
submitted only by entities that the Federal Reserve Bank of New York (FRBNY) has approved to 
transact oen market operations (the primary dealers), although such submitters could Place/offers 
on ehalf of their customers. By restricting direct offers to primary dealers, we can use the 
FRBNY's lexisting electronic system for exeCuting" open ma~!se.~_oEeratio~, e.nabling us to e~ecute 
buybaCkSIilihe most efficieiit,cost-effectiVe-maru:ier":- Thexpedite the process further, we ~ould 

"accepicoiilpetitive offers only (i.e., no noncompetitive offers). Offers would be accepted on a " 
multiple-price basis. There would be no limitation on the number of offers for each securi& or 
on the aggregate amount of offers for securities that we would accept from anyone submittbr. 
Redemption operation results would be announced in a results press release, with sUbmittets also 

. receiving individual results messages., Settlement would occur on the date specified in the I . 
redemption operation announcement. Panicipation in a Treasury redemption operation would be 
entirely voluntary . 

. Th.e final rule is not a "significant regulatory action" under Executive Order 12866 or a 
"major rule" under the Small Business Regulatory Enforcement Fairness Act of 1996.. Also, the 
notice and public procedures requirements of the Administrative Procedure Act do not apJly. " 
Accordingly. a regulatory flexibility analysis is not required. Finally, this final rule contains no 
new collection of infonnation. Therefore. the Paperwork Reduction Act does not apply. 

There has been media interest in Treasury's proposed buyback rule, and the House Ways 
and Means Committee has held hearings. While we do not anticipate significant coiltrovetsy 
about the final rule, we do expect it to receive significant attention: We understand from Ithe 
Under Se:cretary that extensive discussions on the proposed rule have already been held involving 
the Office of Management and Budget, the National Economic Council, the Council of Edonomic 
Advisors. and the Secretary. We recommend that the timing of the regulations be brought to the 
attention of the Secretary. In order to be published this year. the regularions must be at the 
Federal J~.egister by December 13. I 

Reco~:.,.endali~\"(1)~:q transmiltal 10 rhe Federal Register. 

~.Appr~ve . \ \.: Disapprove' Let's Discuss 

Review(:r Comments: 

Attachment: Tab A - Final Rule (3 originals for signature) 
Tab B - Proposed Rule 



DEPARTMENT OF THE TREASURY 
. BUREAU OF THE PUBLIC DEBT 

WASHINGTON, DC 20239-0001 

ACTION 

MEMORANDUM FOR: NEAL COMSTOCK 

EXECUTIVE SECRE~~ / 

THROUGH: GARY GENSLER L<),, s '- L....., . 
UNDER SECRETARY ( MESTIC FINANCE) 

DONHAMMO~ 

FISCAL ASSI~T SECRETARY 

LEE SACHS 

ASSISTANT CRETARY (FINANCIAL MARKETS) 


FROM: 

SUBJECT: 

VANZECK . )'} . 

COMMISSIONER ~ 

. Attached for your review and approval for publication in the Federal Register is a final rule 
t~at sets out the tenus and conditions by which Treasury could redeem (buy back) outstanding I 

marketable Treasury securities. Although we have not decided to conduct redemption operations, 
the final rule establishes the mechanism by which Treasury would be able to conduct such I 
redemption operations. This final rule, drafted using '~plain language," establishes a new Part 375 in 
Title 31 of the Code of Federal Regulations. 

The structure, tenus and conditions for the buyback process are essentially unchanged from 
the proposed rule, which was published for comment on August 5. In developing the final rule, we 
considered 1:1 comment letters received in response to the proposed rule. The more significant 
comment letters, such as those from The Bond Market Association, the Treasury Advisory 
. Committee, and various securities firms, primarily addressed issues such as the timing of 
announcements, redemption operations, and settlement, as well as which maturity ranges of 
securities to redeem and possible effects on the liquidity of securities not redeemed. These issu~s 
are not addressed in the final rule, which preserves Treasury flexibility to conduct redemptions . 
operations to best meet its debt management goals and the public interest. Even though these and 
other issues fI;~main to be decided, including whether to actually conduct redemption operations, it is 
important to issue the final rule to provide certainty to the market regarding the key terms and 
conditions of any redemption operations. The specifics of a redemption operation would be 
provided in the public ~ouncement. 

I· 
INITIATOR REVIEWER REVIEWER REVIEWER REVIEWERRE~WER 

OFFICE CODI& PD.c: Andreatl.t 
SURNAME 

www.publicdebt.treas.gov 
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Thl: key provisions of the final rule are as follows. We would first issue a public 
announcement of our intention to purchase Treasury securities, the approximate maximum total 
amount that we want to buy, and the deadlines for offers and settlement. Offers .could be 
submitted only by entities that the Federal Reserve Bank of New Yark (FRBNY) has approved to 
transact open market operations (the primary dealers), although such submitters could Placei offers 
on behalf of their customers. By restricting direct offers to primary dealers, we can. use th~ 
FRBNY's existing electronic system for executing open market operations, enabling us.to execute 
buybacksiln the most efficient, cost-effective manner. To expedite the process further. we would 
accept competitive offers only (Le., no noncompetitive offers). Offers would be accepted o~ a 
mUltiple-price basis. There would be no limitation on the number of offers for each securitY or 
on the aggregate amount of offers for secufities that we would accept from anyone submitter. 
Redemption operation results would be announced in a results press release, with submitter~ also 
receiving individual results messages. Settlement would occur on the date specified in the I 
redemptiolll operation announcement. Participation in a Treasury redemption operation would be 

entirely voluntary.. . .'. .' .' 	 I. 
Tbe final rule is not a "significant regulatory action" under Executive Order 12866 pr a 

"major rule" under ~e Small Business Regulatory Enforcement Fairness Act of 1996. Also, the 
notice and public procedures requirements of the Administrative Procedure Act do not apply. 
Accordingly. a regulatory flexibility analysis is not required. Finally, this final rule contaiIls no 
new collection of information. Therefore, the Paperwork Reduction Act does not apply.. I 

I 
Tbere has been media interest in Treasury's proposed buyback rule, and the House Ways 

and Means Committee has held hearings. While we'do not anticipate significant controversy 
about the fmal rule, we do expect it to receive significant attention. We understand from the 
Under Secretary that extensive discussions on the proposed rule have already been held invblving. 
the Office of Management and Budget, the National Economic Council, the Council of Ecohomic 
Advisors, and the Secretary. We recommend that the timing of the regulations be brought to the 

\ 	 attention (Jof the Secretary. In order to be published this year, the regulations. must be at the 
Federal R€:gister by December 13. 

Recommendation: Approve for transmittal to the Federal Register. 

_'--_ Approve ___ Disapprove 	 Let's Discuss 

Reviewer Comments: 

Attachment: Tab A - Final Rule (3 originals for signature) 
Tab B - Proposed Rule 



Billing Code 481O-39-P 


DE,PARTMENT OF THE TREASURY 


Fiscal Service 


. 31 CFR Part 375 

Mnrketable Treasury Securities Redemption Operations 

. . . 

AGENCY: Bureau of the Public Debt, Fiscal Service, Department of the Treasury. 


ACTION: Final rule. 


SUMMARY: The Department of the Treasury ("Treasury," "We," or "Us") is issuing 


rules in final form setting out the tenns and conditions by which we may redeem 


:; 

oU1:standing, unmatured marketable Treasury securitt~s. Redemption operations . 

("buybacks") would help us better manage our financing needs, promote more efficient 

cal>ital markets, and may lower financing costs for taxpayers. 

While we have not yet decided to conduct redemption operations, issuing these . 

rules will enable us to conduct these operations in a timely and efficient way should sth . 

a dlecision be made. We are establishing a new part in the Code ofFederal RegulatioL 


for this purpose. 


EliFECTIVE DATE: January 3,2000.. 


ADDRESSES: You may download this final rule from the Bureau of the Public Debt's 

. I . 

Internet site at the following address: www.publicdebt.treas.gov.Itis also available for 

public iilspection and copying at the Treasury Department Library, Room 5030, Main 

Treasury Building, 1500 Penilsylvania Avenue, N.W., Washington, D.C. 20220. To visit 

the library, call (202) 622-0990 for an appointment. 

www.publicdebt.treas.gov.Itis
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FOR FURTHER INFORMATION CONTACT: Lori Santamorena (Executive 
, 

Director) or Chuck Andreatta (Senior Financial Advisor), Buteau of the Public Debt, 

Government Securities Regulations Staff, (202) 691-3632. 

SUPPLEMENTARY INFORMATION: 

I. Background 

The government's improved fiscal position has caused Treasury's borrowing needs 

to decline significantly, and we have been adjusting the government's borrowing pro~ 
. ac(:ordingly. Our adjustments to date have distributed the required cuts in market 

borrowing across all maturity areas. In this environment, we began examining the 

concept ofpurchasing outstanding Treasury securities in the market. No decisions have 

bec!n made to use a debt buyback program, but having the infrastructure available to bi 

abl.e to use this tool would provide us additional flexibility. 

Buybacks could provide us with greater flexibility to manage the government's 

debt and to respond to our improved fiscal condition. First, buybacks could enhance 

mC!lfket liquidity by allowing us to maintain regular issuances ofnew benchmark 

securities across the maturity spectruni, in greater volume than would otherwise be 

possible. Over the long term, this enhanced liquidity could reduce the government's 

r-
interest expense and promote more efficient capital markets. 

Second, buybacks could enhance our ability to exert greater control over the 

maturity structure of the outstanding debt. Without a buyback program, further 

reductions in Treasury new issue sizes and frequencies could be necessary. A buyback 
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program, however,would provide us the option ofmanaging the maturity structure of the 

debt by selectively targeting the maturities ofdebt to be repurchased. 

Third, buybacks could be used as a cash management tool, absorbing excess cash 

in periods when tax revenues usually exceed immediate spending needs. 

In addition, although not a primary reason for conducting buybacks, we may 
, , 

occasionally be able to reduce the government's interest expense by purchasing "off-thb-

MI" debt and replacing it with lower-yield "on-the-run" debt. I 

On August 5, 1999 (64 FR 42626), we published proposed rules for public 

comment that laid out the proposed terms and conditions by which we would conduct , 

buybacks. The closing date for comments was October 4, 1999. As explained in more 
, ,/ I 

detail below, after considering the comments provided, we have decided to adopt the. 

proposed methodology for conducting buybacks. The effective date of this final rule ~i11 
be January 3, 2000. 

II. Comments Received in Response to the Proposed Rule 

Wereceived' 13 comment letters on the proposed rule2 
-- five from securities 

firms, four from i~dividuals, and one each from a major trade association, the Treasury 

ad'visory committee ofa major trade association, a futures exchange, and a Federal 

1 A Treasury security is "on-the-run" when it is the newest security issue of its maturity (e.g., in October the 
two-year note issued September 30 would be "on-the-run" while the tWo-year note issued August 31 woulQ be 
~Off-the-run")' An on-the-run security is nonnally the most liquid issue for that maturity. I 

'The comment letters are available for downloading on the Internet and for inspection and copying at, the 
Tn!asmy Department Library at the addresses provided earlier in this rule. 
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,Reserve Bank. Overall these commenters were supportive of the proposa1. :No 

commenters opposed the proposal. As explained below, the comments raised a series of 

policy or technical issues related to implementation. 
( 

A. Debt Management Policy Issues 

Two commenters expressed concern that the budget accounting treatment of any 

) " I 

premiums that Treasury would pay to buy back Treasury securities could limit the size10f 

the buyback program. Both commenters suggested a budget accounting policy change -­

that these premiums be amortized over the remaining life of the security bought back. 

We consider this issue to be outside the scope of these regulations, which set out 

the terms and conditions of redemption operations. ' 

Several comment letters made recommendations on the scheduling of redemption 

operations. Two commenters wanted them to be held in conjunction with the regular 

Tn:asury quarterly refunding auctions in February, May, August, and November. Another 

cornmenter recommende4 that redemption operations be held close to auctions of 

Tn:asury securities of similar maturity, while another commenter suggested only a re~lar 

schedule of redemption operations. Two commenters preferred that redemption 

op(~rations not be conducted near potential delivery dates for Treasury futures contracts. 

Commenters recommended a variety of maturity ranges to buy back. For 

example, one commenter advocated that securities with 15 to 25 years tdnaining to 

maturity were the best candidates for the Treasury to purchase, while another commenter 

recommended that Treasury buy back debt within the two-year to five-year maturity rige 

> 
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to minimize any effects on the average length of the debt outstanding. ·Another 

commenter suggested that Treasury avoid buying back those securities that are the 

"cheapest-to-deliver" for Treasury futures contracts. 

Two commenters expressed concern about the effect that redemption operations· 

may have on the remaining liquidity ofoff-the-run issues. Both suggested limiting 

redemption operations for a particular security to 10 percent of its outstanding amount. 

One of these commenters also suggested that at least $1 billion ofa security always 

remain outstanding. On the other hand, one commenter advocated that "issues with less 

than $2 billion outstanding should be removed from the market," while another 

commenter saw "no reason to state a limit on the specific amoimt of any given security 

that the Treasury can purchase." 

The issues of the scheduling of redemption operations, the maturities to redeem, 

I 
and the remaining supply of securities redeemed are not addressed in the final rule. Ifwe 

dedde to conduct redemption operations, for each operation we would first announce 

when the operation would occur and which maturity sector or sectors would be eligible 

for redemption. We would determine the amount of any particular security to redeem 

during the redemption operation consistent with our debt management goals. 

B. TechnicaVOperational Issues 

Two commenters recommended that we issue redemption operation 

announcements several days in advance ofthe redemption operations. They contended 

that a relatively long notice period would give securities dealers more time to prepare for 
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the redemptIon operation, to canvass their customers to determine their levels of interest, 

and that it would aid price discovery. One commenter, however, preferred "a relatiVeJ . .. 

short lead time ... ,not unlike the process for a Federal Reserve coupon pass/' 

Weare not addressing the notice period in the final rule so that we can retain 

flexibility in the timing of announcements. 


Opinion was fairly evenly divided on the issue ofwhether Treasury should 


anIllounce the specific secUrities that are eligible for redemption or merely announce a 

particular range ofmaturities that will be purchased. , Those who favored announcing 

I 
. specific issues primarily argued that this would help dealers add eligible securities to their 

inventories prior to the redemption operation. Commenters preferring announcing a 

range of securities contended that participants would have greater flexibility to decide 

which securities to offer, and Treasury would have greater flexibility to decide which 

securities to purchase. One commenter also predicted that announcing a maturity range 

would mitigate the "announcement effect" of the prices of specific issues increasing Ja 

( direct result ofthe announcement. 

The announcement would provide the maturity sector or sectors that would be 

eli!~ble for redemption. It would also provide descriptions ofeach security within thoke . : 

maturity sectors including the CUSIP number, interest rate, maturity date, and the amount 

outstanding. 

One commenter recommended that we use a proprietary electronic system for 

processing offers different from the Federal Reserve Bank ofNew York's, We would use 
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the Federal Reserve Bank: ofNew York's system; however, because it is already in place 

. at the location where offers would be received and it would meet our processing needS.! . 

Another commenter suggested that Treasury consider using a single-price rathet 

than a mUltiple-price auction mechanism. This commenter suggested that submitters jay 

make more aggressive offers in a single-price format. 

Redemption operations would at least initially be a mUltiple-price process in 

~ 

which successful offerors would receive the price at which they offered securities. 

Multiple-price redemption operations would allow us to make irn.rnediate use of the 

Federal Reserve Bank ofNew York's electronic system for executing open market 

operations. At some future time, however, we might want to evaluate the.potential merits 

of a. single-price process. 

One commenter noted that the proposed rule was silent on the length of time 

bet""een the closing time for submission ofoffers ~d the time that confirmatio~s wouid 

be I,rovided to submitters. The commenter stressed that this time period should be as 

sho:rt as possible because of the submitting dealers' exposure to market risk during this 

tiffit~frame. 

We would provide confmnations (results messages) to submitters, and issue a 

redc~mption operations results press release, as quickly as possible following the deadline 

for submitting offers. 

In the preamble to the proposed rule, we indicated that settlement would occur on . 

the day after the redemption ,operation in conformance with the market's next-day 
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settlement convention for other Treasury securities transactions. We specifically 

requested comment, however, on settlement-related issues. Two commenters 

, recommended that there be at least two days between a redemption operation arid 

settlement, primarily to infonn any customers that their offers had been accepted and to 

facilitate timely delivery ofcustomer securIties. Another commenter specifically urge1'a 

three-day settlement timeframe because that 'is the settlement standard for corporate dJbt. 
, ' " I 

We will initially provide a minimum oftwo days between a redemption operation 

and settlement. This timeframe, however, is not stated in the final rule. Rather, the 

redemption operation and settlement dates would be provided in the redemption operation 

anll0uncement. 

We also received a comment that the definition of"accrued interest" should be 

, I 
revised to clarify that the time period covered in the accrued interest calculation includes 

the: settlement date. We agree with this recommendation. ' I 

, One comment letter expressed confusion over whether participation in redemption 

opi~rations would be voluntary and concern that the Treasury might purchase; or a 

securities dealer might offer to sell, a Treasury security without the permission of its 

owner. 

In response, we want to emphasize that participation in a Treasury redemption 
, ! 

opi~ation would be entirely voluntary and that securities industry rules for dealing fair~y 

with customers prohibit securities dealers from conducting unauthorized customer 

transactions. 
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Finally, one comment letter consisted of a series ofquestions regarding various 

aspects of the redemption program, but made no recommendations. 

III.. Changes from the Proposed Rule 

After taking the comments we received into consideration, we are adopting thiJ 
final rule setting out the terms and conditions by which we may redeem outstanding, 

unmatured marketable Treasury securities. The final rule adopts the proposed rule 

without significant changes. The only changes that have been made are in the definitions 

of "Accrued interest", "Price", and "Privately held amount" (§375.2), and in the 

de~:criptions of the redemption operation announcement (§375.1 0), how to submit an 

offer (§375.12), and who is responsible for delivering securities (§375.15). 

The description ofthe redemption operation announcement was revised to add the 

ran.ge ofmaturities of eligible securities as one of the details that we would provide. 

The description of how to submit an offer was revised to provide us greater 

flexibility in which electronic system we will use for receiving offers. The proposed rule 

I 
sp<::cified the Federal Reserve Bank ofNew York's Trading Room Automated Process~ng 

! \ 

System (TRAPS) as the system through which submitters must submit offers. While 

TRAPS is the system through which submitters would submit offers, eliminating specific 

mention of this system ·in·the final rule would allow for a different system to be used a~ 
sorne future date. 
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The description ofwho is responsible for delivering securities was revised to 

clrurify that submitters are responsible for delivering all securities we accept in a 

redemption operation, including any securities for which they submitted offers on behalf 

ofothers. 

In addition, we elimimi.ted the paragraphs on the maxiri1Um amount offered 

(§375.13) and deliveries of definitive securities (§375.23). We removed the limit on the 

maximum amount of a particular security that a submitter may offer because it is not 

necessary operationally. The Federal Reserve Bank ofNew York's electronic system 

would accept the correct amount of an offer, even if the offer were to exceed the 

security's amount outstanding. 

We eliminated the paragraph that would have permitted deliveries ofdefinitive 

securities because developing a process for timel; definitive deliveries would have bJn 

too complex operationally in relation to any participation we might expect from hOldet 

of definitive securities. Relatively few Treasury securities continue to be held in 

definitive form. Those still holding definitive securities can easily convert them to book-

entry securities if they wish to participate in any future redemption operations. 

A summary of the main features of the final rule that remain unchanged from the 

pmposed rule are: 

(1) We would issue an announcement of an upcoming redemption operation, including 

the expected maximum amount ofthe operation; 

(2) Offers would.be competitive, on the basis ofprice, to three decimals; 

http:would.be
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(3) Redemption operations would be a multiple-price process in which successful offerors 

recleive the price at which they offered securities; 

(4) Only primary dealers as designated by the Federal Reserve Bank 'ofNew York would 

be allowed to submit offers for themselves or others, enabling use of the Bank's existing 

electronic systems; and 

(5) There would be no limits on the number ofoffers per security or on the total number 

ofoffers from a particular submitter. 

IV.. Procedural Requirements 

This final rule is not a "significant regulatory action" under Executive Order 

12866. Although we issued this rule in proposed form to benefit from public comment, 

the notice and public procedures requirements ofthe Administrative Procedure Act do not 

apply, under 5 U.S.C. 553(aX2). 

Since no notice ofproposed rulemaking was required, the provisions of the 

Regulatory Flexibility Act (5 U.s.C. 601 et seq.) do not apply. 

List of Subjects in 31 CFR Part 375 

Bonds, Federal Reserve System, Government securities, Securities. 

, For the reasons stated in the preamble, Part 375 is added as follows: 
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PART 375 - MARKETABLE TREASURY SECURITIES 

REDEMPTION OPERATIONS 

SUBPART A--GENERAL INFORMATION 

Sec:. 

375.0 What authority does the Treasury have to redeem its securities? 

37S.1 Where are the rules for the redemption operation located? 

37S.2 What special definitions apply to this rule? 

375.3 What is the role ofthe Federal Reserve Bank ofNew York in this process? 

SUBPART B--OFFERING, CERTIFICATIONS, AND DELIVERY 

375.10 What is the purpOSe;: of the redemption operation announcement? 

375.11 Who may participate in a redemption operation? 

375.12 How do I submit an offer? 

375.13 What requirements apply to offers? 

375.14 Do I have to make any certifications? 

375.15 Who is responsible for delivering securities? 

SUBPART C--DETERMlNATION OF 

REDEMPTION OPERATION RESULTS; SETTLEMENT 

375.20 When will the Treasury decide on which offers to accept? 
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375.21 When and how will the Treasury announce the redemption operation results? 

375.22 Will I receive confirmations and, if! am submitting offers for others, do I have 

provide confirmations? 

375.23 How does the securities delivery process work? 
( 

SUBPART D--MISCELLANEOUS PROVISIONS 

375.30 Does the Treasury have any discretion in this process? 

375.31 What could happen ifsomeone does not fully comply with the redemption 

op(~ration rules or fails to deliver securities? 

AUTHORITY: 5 U.S.C. 301; 31 U.S.C. 3111; 12 U.S.C. 391.·· 

Subpart A--General Information 

.§l75.0 What authority does the Treasury have to redeem its securities? . 

to 

Section 3111 ofTitle 31 ofthe United States Code authorizes the Secretary of the 

Tn:asury to use money received from the sale ofan obligation and other money in the 

general fund of the Treasury to buy, redeem, or refund, at or before maturity, outstandiing 

bonds, notes, certificates of indebtedness, Treasury bills, or savings certificates of the 

United States Government. For the purposes of tliis part, we will refer to these 

out.standing obligations as "securities. II 



.§2 75.1 Where are the rules for the redemption operation located? . . 

The provisions in this part and the redemption operation announcement govern 
. . . I 

the redemption ofmarketable Treasury securities under 31 U.S.C. 3111. (See § 375.10.) 

.§275.2 What special definitions apply to this rule? 

The definitions in:3l CFR Part 356 govern this part except as follows: 

Accrued interest means an amount payable by the Treasury as part of the 

settlement amount for the, interest, income earned between the last interest payment date 

up to and including the settlement date. 
/ 

Bank means' the Federal Reserve Bank ofNew York. 

Customer means Ii person or entity on whose behalfa submitter has been directed 
. ,'-'. , . I 

· = f . t'! d f···· 'fi ed' .to su bmIt an ouer 0 a specllle amount 0 secunt\es m a speCI c r emptIon operatlon. 

Minimum offer amount means the smallest par amount of a security that may Je 
'. , I 

: ' 

offiered to the Treasury. We will state the minimum offer amount in the redemption 

opf,ration announcement. 


Multiple means the smallest additional par amount of a security that may be 


offiered to the Treasury. We will state the multiple in the redemption operation 

announcement. 

Offer means an offer to deliver for redemption a stated par amount of a specific 
I 

security to the Treasury at a stated price. 



Price means the dollar amount to be paid for a security expressed as a percent or 
its current par amount. 

Privately held amount means the total amount outstanding ofa security less 

holdings of the Federal Reserve System and Federal Government accounts .. 

Redemption amount means the maximum par amount of securities that we are 

. plruming to redeem through a redemption operation. We will state the redemption 

amount in the redemption operation announcement. 

. Redemption operation means a competitive process by which the Treasury acc~pts 

om~rs ofmarketable Treasury securities that by their terms are not immediately payabll .. 

Security means an outstanding unmatured obligation of the United States· 

GO'vernment that the Secretary is authori~ed to buy, redeem or refund under section 3111 . 

of Title 31 ofthe United States Code. 

Settlement means full and complete delivery ofand payment for securities 

Settlement amount means the par amount of each security that we redeem, 

multiplied by the price We ,accept in a redemption operation, plus any accrued interest. 

Settlement date means the date specified in the redemption operation announce!­

meilt on which you must deliver a security to the Treasury for payment. . • 

. Submitter means an entity submitting offers directly ~o the Treasury for its oj 

. account, for the account ofothers, or both. (See § 375.11(a).) 
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Tender means a computer transmission or document submitted in a redemption 

opc:ration that contains one or more offers. 

We ("us") means the Secretary of the Treasury and his or her delegates, including 

the: Treasury Department~ the Bureau ofthe Public Debt, and their representatives. Thb 
term also includes the Federal Reserve Bank ofNew York, acting as fiscal agent of!hi 
United States. 

You means a prospective submitter in a redemption operation . 

.§.1'75.3 What is the role of the Federal Reserve Bank ofNew York in this process? 

'. 
" 

) ~ As fiscal agent of the Umted States, the Federal Reserve Bank ofNew York 

performs various activities necessary to conduct a redemption operation under this part. 

These activities may include but are not limited to: 

, (a) Accepting and reviewing tenders; 

(b) Calculating redemption operation results; 

(c) Issuing notices ofredemptions; 

(d) Accepting deliveries ofTreasury securities at settlement; and 

(e) Processing the Treasury payment for securities' delivered, at settlement. 

\) 

Subpart B--Offering, Certifications, and Delivery 

~375.10 What is the purpose of the redemption operation announcement? 
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We provide public notice that we are redeeming Treasury securities by issuing a 

redemption operation· announcement. This announcement lists the details ofeach 

proposed redemption operation, including the maximum redemption amount, the ranger of 

maturities ofeligible securities, descriptions of the securities that fall within that mamhty 

range, and the redemption operation and settlement dates. The redemption operation 

announcement and this part specify the terms and conditions of a redemption operation. 

If cUlything in the redemptio~ operation announcement differs from anything in this pab, 

the: redemption operation announcement will apply. Accordingly, you should read the 

applicable redemption operation announcement along with this part . 

.§..}75.11 Who may participate in a redemption operation? 

(a) Submitters. To be a submitter, you must be an institution that the Federal 

Reserve Bank: ofNew York has approved to conduct open market transactions with the 

Banle . 

(b) Others. A person or entity other than a submitter may partiCipate only if i~ 

ananges to have an offer or offers submitted on its behalf by a submitter . 

.§..}7S.12 How do I submit an offer? 

As a submitter, you must submit an offer in a tender to the Treasury via the 

Federal Reserve Bank: ofNew York. You must submit any tenders in an approved fOFlllat 

and the Bank: must receive them prior to the closing time stated in the redemption 

operation announcement. Ifwe do not receive your tenders timely, we will reject therr. 

I 
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Your tenders are binding on you after the closing time specified in the redemption 

op(~ration announcement. You are responsible for ensuring that we receive your tenders 
! 

on time. We will not be responsible in any, way for any unauthorized tender submissions 

or :for any delays, errors, or omissions in submitting tenders. 

§.175.13 What requirements apply to offers? 

. (a) General. You may only submit competitive offers (specifying a price). All 

offers must stat~ the security description, par amount,and price ofeach security offere~. 
All offers must equal or exceed the minimum offer amount,and be in the mUltiple, staled 

in the redemption operation announcement. 

(b) Price format. You must express offered prices in terms ofprice per $100 6r 

pal' with three decimals, e.g., 102.172. The first two decimals represent fractional 32Jds 
. , I 

of.'1 dollar. The third decimal represents eighths of a 32nd ofa dollar, and must be a 0, 2, 
' " . . I 

4, or 6. For example, an offer of 1 02.172 me~s one hundred two and seventeen 32ndS 

and two eighths ofa 32nd, or in decimals, 102.5390625. 

I 

(c) Maximum number ofoffers. There is no limit on the number ofoffers you' 

may make for each eligible secUrity. There is also no limit on the number of eligible 

sec:urities you may offer. 

§.175.14 Do I have to make any certifications? 

'/' 
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By submitting a tender offering a security or securities for sale, you certify .that 

you are in compliance with this part and the redemption operation announcement. 

.§.l75.15 Who is responsible for delivering securities? 

As a submitter, you are responsible for delivering any securities we accept in the 
. I 

redemption operation, including any securities for which you submitted offers on behalf 

of others. (See § 375.23.) All securities you deliver must be free and clear of allliensl 

charges, claims, and any other restrictions. 

Subpart C--Determination of 


Redemption Operation Results; Settlement 


.§.l75.20 When will the Treasury decide on which offers to accept? 

We will determine which offers or portions ofoffers to accept after the closingl 

time for receipt of tenders. All such determinations will be final. 

.§.l75.21 When and how will the Treasury announce the redemption operation results? 

We will make an official announcement of the redemption operation results 

thr!~)Ugh a press release. For each security we redeem, the press release will include such. 

in£Jrmation as the amounts offered and accepted, the highest price accepted, and the 

renlaining privately held amount outstanding. 
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.§]75.22 Will I receive confirmations and, if! am submitting offers for others, do I have 
, ! 

!Qj)rovide confirmations? 

' 'il 'd fi ,', f I
(a) Confirmations to submitters. We w.1 proVl e a con innation 0 acceptance or 

rej,ection in the form of a results message to submitters ofoffers by the close of the 

business day of the redemption operation. 

(b) Confirmation of customer offers. If you submit a successful offer for a 

customer, you are responsible for notifying that customer of the impendingredemption. 

,§.J75.23 How does the securities delivery process work? 


Ifany of the offers you submitted are acc,epted, you must transfer the correct 


book-entry Treasury securities in the correct par amount against the correct settlemen~ 

amount on the settlement date. You must deliver the securities to the account ~pecifiJd in 

the::: redemption operation announcement. 

Subpart D--Miscellaneous Provisions 

§.}75.30 Does the Treasury have any discretion in this process?, 

(a) We have the discretion to: 

(1) Accept or reject any offers or tenders submitted in a redemption operation; 
i 
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(2) 	 Redeem less than the amount of securities specified in the redemption 

operation announcement; 

(3) Add to, change, or waive any pI:Qvision of this part; or 


. (4) Change the tenns and condi~ions of a redemption operation. 


(b) Our decisions under this part are final. We will provide a public notice if we 

change any redemption operation provision, teon or condition . 

.§..J75.31 What could happen if someone does not fully comply with the redemption 

~:!ration rules or fails to deliver securities? 
/ 

(a) General. Ifa person or entity fails to comply with any of the redemption 

op,eration rules in this part, we will consider the circumstances and take what we deem to 

be appropriate action. This could inclu~e barring the person or entity from particiPatilg 

in future redemption operations under this part and future auctions under 31 CFR Part 

356. We also may refer the matter to an appropriate regulatory agency. 

(b) Liquidated damages~ Ifyou fail to deliver securities on time, we may require 

YOll to pay liquidated damages ofup to 1 % ofyour proj ected settlement amount. 
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Dated: 

DONALD V. HAMMOND 


Fiscal Assistant Secretary 


) 
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Treasury Buybacks 
I 

an 
the Debt Maturity' I 

Lookfor $1008 in T-bond BLtybacks 
. ~" 

u States I 

If not for thebuybacks, the average maturity of the debt shou 
extend past six years, due to the large aniount of short-dated ¢oluP()ns 

maturing. 
"..:.If the Treasury does not focus on repurchasingT~bonds, the 


maturity would soon bump up against the six-year "ceiling". 


For the next three to four years, we believe that the Treasury 
repurchase up to $100 bllllon-$120 billion in T-bolids before it 
the program maturity or curve ne!Jtral 

After four years of buybacks ($120 billion), the average debt 
should be close to 5.4 years, a maturity the Treasury would be 
cOmfortable w.ith. 

. . 	 , 

The buyback program fully justifies the recent richenlng of 

10/30 curve Inversion. Look for these trends to continue. 


Chan 1: OTR T-Bond Richening Prior/After Buyback AnnOWlcement 
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Chart Z: Histori(:al Average Maturity of 0utstat1ding TreaSury Debt 
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Since the Jan. 13"buyback" announcement, off-the-run T­
bonds (2015-2023 sector) have richened by about II bps 
versus the current long bond (see Chart I), primarily 
because [he buyback size was much larger than expected 
($30 billion VS, "Street" estimates 0($10 billion-$15 
billion). The questions now facing the market are 1) how 
much will the Treasury repurchase in the backend over the 
next few years; and 2) will these buybaclCs justify the 
recent richenlli.g of OTR T-bonds and inversion of the 

10/30 curve? to answer these qnestions, we must 

examine the trends in average maturity of outstanding 
Treasury deb1t. 

The primary purpose of the buyback program is to build 
deep liquid benchmark issues. which should both lower the . 
Treasury's overall financing costs and lll3intain its acces.'t 

• to the credit m~rket.... A secondary pnrpose, but bighly 
important, to; 1to manage the overall maturity of the 
marketable Treasury debt. Since August 1985, the 
average maturity of the debt hal; ranged between five and 

I . I
6.2 years (see Chart 2). The Tre.1sury wants to keep the 
average maturity of its debt below six years; Welbelieve 
that it would prefer to keep it in the five to 5.5-Y,eaf range. 
If not for the buyback.., the average maturitylOf the 
debt should soon extend past six years, due to the large 
amount of short-dated coupons maturing. 

• Estimated Size of Buyhack Program 

The buyback program easily allows tbe Treasury to 
manage and shorten Us overall debt maturityl We 
believe the Treasury wiU primarily target T-bon~s in the 
2015-2025 sector. For the fU'St few years, we doinot 
believe that it will buy bonds in the 2026-2028 sector. The 

- 1

Treasury has said that another reason for the buYbacks 
(albeit a minor one) is to save money by issuinglricb 
currents and buying cheap CITR. Due to the inversion in 
the back:end of the curve. bonds in the 2026-2028 sector 
trade some 8 bps-13 bpl' richer th:m the "hump" 1(2015­
WI~. . I 

. 
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For the next three to four years, we believe that the 1. No buybacks. Treasury cuts the average size of the 
Treasury may repurchase up to $100 biDion-$120 two,year to $12.5 billion per montll. thereb~ issuing 
bllDon in T-bonds before it makes the program $30 billion less than in calendar year 1999'1 
maturity or curve neutral (i.e.• repurchasing securities 2. No buybach. Treasury maintains the 1999 issuance, 
along the whole curve with minimal net effect on the schedule in 2000 (T-bonds. T-Notes, and l",billS). 
average debt maturity). The Treasury may occasionally 

repurchase shorter-maturity debt to preclude the back end 3. Treasury repurchases $30 billion T -bonds J}ef year,


I 

from richening too much. hut rhe quantity should be minor with average maturity of 20 years. The 2000 issuance 

unless the yearly buybacks increase to more than $30 schedule is the same as in 1999. " I 
billion per y~lr. If the Treasury does not focus on We believe the proper comparison is between Scenarios , ' . Irepurchasing T -bonds, the debt maturity would soon 1 and 3. If the Treasury does not conduct buybacks this 
bump up against the six-year "ceiling", The foundation year, it probably wouJdprobably have to reduce two­

for our buyba(:k estimate is based upon the premise that 
 year issuance. We believe that the two-year and one-year 
the Treasury would prefer. at a minimum. to shorten the T·bill securities are the most likely candidates t6 be cut. 

average debt maturity to less than 5.5 years. 
 But reducing issuance of these short maturity stlcurities 

only compounds the debt extension problem. Wiithout . 
• ProjectiUDS for Average Debt Maturity 

buybacks. it'is clearly evident the average debt maturity 
As of Dec. 31. 1999. the average debt maturity equaled 5.5 would surpass six years by December 2001 (Nd. 1). 
years versus 5.75 years on Sept. 30. The heavy Y2K· Conversely. by conducting buybacks (No.3), the Treasury 
related T -bill and CMB issuance accounted for rhis can both maintain the 1999 issuance scheduleahd keep the 
shortening.2 As seen in Chart 3, we project our estimates average debt maturity below 5.7 years. In 2oo2j the 
for the averag.e debt undeCthree scenarios. 	 buybacks would begin to actually reduce the oy,erall debt 

maturity. After four years of·buybacks ($110 billion), 
tbe average debt maturity shou1d be close to :5.4 years, 
a maturity the Treasury would be comfortable with. 

.Chart 3: sCenaiio Analysi~: Average Maumty,of Outstandmg TreaSury ocl,t " 	 I 

6.4 ·r---~--'------~---'----;::::;;;;=::::::::.;;:;;:::;;;::=;;;;;;;:;;;;=::::;-__t-I~ 

". .~ 

Scenarto1: 
$308 Reduction In 2Yr Debt 

6.2 

'D' ­ .. 

- - ,-----'---7--:J1If""-­

... 

5.4 -.-,----.--------'-- ­

sCenario 3: 
$30BIYr OTR Buybacks 

L 
I 

5,2 --------r-~------__r--'--'-------,__..-----+__'_! 

, 12100 1:¥OO 12101 12102 



" . 
\, .... ~ .. .<,­ -' 

/ \, III , .­' 

u ... ".. l I 
Treasury Buybacks and the Debt Maturity - 21 January 2000 ~Merril~'~ 

J: ,. TIPS are ,wt ikclUded in calculnting the average maturity 0/dibt. 	 . . 

'2. 	 'The average tkbt maturity at year.end 1999 w~ biased downward by about 0.1 years dUl! to Ihe large size a/the 1113100 
and 1/20100 CMB and another O. J years due to the Y2K-relnted mcrease in T-MU issuance in (he fourth quaner. In our 
maturity projections, we accounted/or the CMB~ by adjusting the maturity upward by 0.1 years, 

) 

• 'Curve IU'fel'sion 

This analysis ~;hows that the Treasury will most likely 
concentrate its buybacks in the T-bond sector for the first 
two to three ye3l'S. After that, it may gradually make the 
program more maturity neutral by repurchasing securities 
along tbe curve. If the Treasury does repurcbase $UO 
billion in T·bI.mds in the 2015-2025 sector, the recent 
rlcbening of ~)TR and 10/30 curve iDversion should be 
fully justified" Look for these trends to contioue. Given 
that there are only $369 billion face amount ofT-bonds in 
tbe 2015-2025 sector, the Treasury would come close to 
repurchasiog one-third of the oub.taodiog face. Tbe 
Treasury has other options for reducing its debt maturity, 
the most obvious being an increase in T-billiss~nce. The 
buybacks allow the Treasury to increase T -bill issuance 
somewbat. 

~raIdLucas 

'(212)440-0251 

,Joseph'Shatz 

(212)449-919>5 

Tbe auticipated large size for ,the buyback program in 
Ote backend ($100 bUHon-$1lO billion) has i~portaut 
ramifications for the Treasury market and ~rtfoUo 
anocations. The 10/30 curve has already inverted and 

, I 
OTR T·bonds have richened by about 11 bps versus the 
current long bond, For investors making their ~ortfolio 
and curve allocation decisions for the upcoming year, we 
recommeDd tbat they go long their benchmark. io Ote 
Treasury curve. For the next few years, there kill be 

I 

zero or even negative net supply in the backen~ of the 
Treasury curve. This supply factor (or lack tnereoO 
heavily favors long-maturity Treasuries ove~ sister 
products. ' 

. 
" . 

;. 
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CHAPTER THREE: IMPROVING FINANCIAL SERVICES, AND MARKETS AND THE 

FEDERAL GOVERNMENT'S FINANCIAL MANAGEMENT 
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DEPARTMENT OF THE TREASURY 


WASHINGTON. D.C. 20220 

ACTION 

.., 

MEMORANDUM FOR·SECRETARY RUBIN 

(Signed) 
THROUGH: UNDER SECRETARY HAWKE 

ASSISTANT SECRETARY GENSLER _l_~_181lGUJ 

FROM: 	 Roger L. Anderson (l. t,~ 
Deputy Assistant ~ 
(Federal Finance) 

SUBJECT: 	 Working Group Study of Circuit Breakers 

ACTION-FORCING EVENT: 

On October 29, 1997, Senators Gramm and Dodd wrote to you, as Chairman of the President's . 	 , . 
Working Group on Financial Markets. to request that the Working Group study how well the 
equity market circuit breakers worked on October 27, 1997. 

RECOMMENDATION: 

We recolnmend that you sign the enclosed letter transmitting the attached report. 

__----'_____ Approve ______Disapprove______ Discuss 

BACKGROUND: 

The SEC and .CFTC amassed trading data from October 27, and all the Working Groupagdncies 
contribuled to the analysis. The report concludes that the 7.18% decline in the Dow 'ones 
Industrial Average on October 27 was not the type of extraordinary market decline that circuit 
breakers were meant to address. Under Secretary Hawke. along with Chairman ~evitt, 
Chairperson Born and Governor Phillips, testified to that effect before Senator Gramm's 
subcommittee on January 29. Subsequently, the New York Stock Exchange revised its Circuit 

I 

breaker rules. 
I 

The report also includes as an appendix the May 7 letter from Treasury, the Fed, tIle SEC a~d the 
CFTC to the NYSE on the need to revise the collars and sidecar procedures. 

Attachment 



The Working Group on Financial Markets 

RobeI'll E. Rubin. Secretary 
Depanment of the Treasury 

Brooksley Born, Chairperson 

Contmodity Futures Trading Commission 


Alan Greenspan. Chairman 

Board of Governors of the Federal Reserve System 


Arthur Levitt. Chainnan 

Securities and Exchange Commission 


The Honorable Phil Gramm 

Chairman 

SubcOlrunittee on Securities 

Committee on Banking, Housing, and Urban Affairs 

U.S. Senate 

The Honorable Christopher J. Dodd 

Ranking Member 

Subcommittee on Securities 

Committee on Banking. Housing, and Urban Affairs 


. U.S. Senate 

Dear Senator Gramm and Senator Dodd: 

In your letter of October 29. 1997, you asked the President's Working Group 

on Firumcial Markets (the "Working Group") to undertake a comprehensive study 


. examining how well circuit breakers functioned on October 27. 1997. and whether the 
circuit breakers accomplished the goals for which they were created. We respectfully 
submit the attached report by the staff of the Working Group participants in response to : 
your request. 

The. cross-market trading halt procedures were triggered for the first lime at 
2:36 p.m. on October 27. 1997, when the Dow Jones Industrial Average ("DJIA") 

declined 350 points (4.5%). thereby initiating a 30-minute trading halt in the stock. 

stock options, and stock index futures markets. After trading 'resumed at 3:06 p.m., 

prices declined rapidly to 554 points (7.2%) below the previous day's close, thereby 




The Honorable Phil Gramm 
The Honorable Christopher J. Dodd 
Page 2 

triggel"ing the 550-point circuit breaker that would have halted trading for one hour. 
Because the DnA reached the 550-point circuit breaker at 3:30 p.m., the circuit 
breaket closed the market for the remainder of the day, ending the trading session 30 
minuU:s prior to the normal stock market close. 

The events of October 27 focused considerable attention on circuit breakers. In: 
NoveI11ber 1997, representatives from the SEC and the CFrC met with officials of the 

. securities and futures markets to discuss possible changes to the circuit breaker 
procedures. Without reaching a consensus on the specifics of implementation, 
participants at the meeting agreed, jn general, on the need to raise the thresholds for 
circuit breakers and to structure circuit breakers to permit the orderly establishment of 
daily Closing prices. 

On January 29. 1998. representatives of the Working Group agencies testified 
before the Senate Subcommittee on Securities. The Working Group representatives all 
generally expressed the view that markets function best when they are unencumbered 
by artificial constraints like circuit breakers. We a!so believe that markets should . 
remain open as long as they are functioning efficiently. Circuit breakers were designed 
to halt trading only during market declines of historic proportions. and to substitute an 
orderly. pre-planned halt for the ad hoc trading halts that can occur during a dramatic 
and destabilizing market decline. The 7.2 % DnA decline on October 27 was not the 
type of extraordinary market decline that .circuit breakers were meant to address. Due 
to the increase in information, trading, and settlement system capacity since the 
adopti6n of circuit breakers,the markets were operating efficiently on October 27. with ! 

no threat of an imminent breakdown. The need to halt trading on that day was' not 
evidem. Accordingly, we supported an increase in the circuit breaker trigger levels to 
ensure that they are activated only during extreme market declines. In addition, we 
indicatl:d our belief that circuit breaker procedures should allow for an orderly close 

"each duy, and that they should be re-evaluated periodically. ,I 

In response to Congress's and the agencies' concerns, the securities and futures' 
exchanges submitted proposals to revise their circuit breaker procedures. The SEC and . 
CFI'C .approved the revised procedures in April 1998. The circuit breakers adopted by the : 
securiti,es exchanges establish trading halts following one-day DnA declines of 10%, 20%.: 
and 30 %. The NYSE will calculate the trigger levels at the beginning of each calendar : 
quarter,. using the average closing value of the DnA for the previous month to establish \ 
specific point values for the quarter. Under the securities exchanges' revised circuit breaker l 
procedures. trading will halt for one hour if the DnA declines 10% prior to 2:00 p.m.• and : 
for one:·half hour if the DnA declines 10% between 2:00 p.m. and 2:30 p.m. If the DnA \ 
dec1in~; by 10% at or after 2:30 p.m., trading will not hall at the 10% level. If the DnA : 

. declines 20% prior to 1:00 p.m .• trading will halt for two hours; trading will halt for one , 
hour if the DnA declines'20% between 1:00 p.m. and 2:00 p.m.; and trading will halt for. 
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the retnainder of the day if a 20% decline occurs at or after 2:00 p.m. If the DJIA declines 
30% ail any time, trading will hall for the remainder of the day_ 

In our testimony before the Subconunittee. representatives of the Working· 
Group agencies also testified that the NYSE's sidecar procedures' and collar rule were i 

probably outdated and should be eliminated or, in the alternative, that the trigger level i 

in the collar rule should be raised substantially .. The members of the Working Group I 
• I 

submitted a letter to the NYSE, dated May 7, 1998, that addressed the need for further; 
revisions to these rules, a copy of which is enclosed. ' 

I 

Although recent developments have reduced the need for an extensive sb1dy of : 
circuit breakers by the Working Group, the Working Group nonetheless asked its staff I 
to prc:pare a narrowly focused report analyzing the operation and effectiveness of 
circuit breakers on October 27 _ The ,attached report attempts to review the effects of ' 
both the cross market trading halts and the NYSE's sidecar and collar rules. We 

. appreciate your interest and assistance in helping to ensure that circuit breakers and 
other regulatory measures designed to protect markets function to maintain the 
efficiency. liquidity, and integrity of our nation' s capital markets. 

Sincerely. 

Robert E. Rubin. Secretary 
r Department of the Treasury 

, 

Brooksley Born. Chairperson : 
Commodity Futures Trading Conunissio,n 

Alan Greenspan, Chairman , 
Board of Governors oCthe Federal 
Reserve System 

Arthur Levitt, Chairman 
Securities and Exchange Commission 

Enclosures 
\ 



• 


. Working Group Staff Report on Circuit Breakers 

I. Introduction 

In response to the events of October 19. 1987. when the Dow J,ones Industrial 
Avemge ("DnA") sustained a one-day decline of S08 points (22.6%), the nation's 
securities and futures markets in· 1988 adopted rules that provide for coordinated, cross­
markl:t trading halts in all equity and equity-derivative markets following specified ' 
declules in the DnA. These coordinated ttading balts, or circuit breakers, were. 
designed to operate only during significant market declines and to substitUte orderly ~ I 

pre-planned halts for the !d ~ and destabilizing balts which can occur when market I 

liquidity is exhausted.' The circuit breakers also provide opportunities for markets anc:l 
markiet participants to a~ market conditions and potential systemic stress during a ; 
histoiic market decline. . 

The circuit breakers were activated for the first time on October '27, 1997. when 
the DnA declined 554.26 points (7.18%) to close at 7161.15. The circuit breaker I 

procedures in effect on October 27 called for a 30-minute trading bait in stocks. stock, 
options, and stock index futures if the DJIA declined 350 points from its previous day's 
closing. value. and for a one-hour trading halt if the DJIA declined 550 points from its : 
previous day's closing value. As discussed more fully below, on October 27 the DJIA: 
decliJrled 350 points (4.54%) to trigger the flfSt circuit breaker trading balt at 2:36 p.m. 
After trading resumed at 3:06 p.m., prices fell rapidly to reach the SSO-point circuit· , 
breal<:er at 3:30 p.m. Because the 550-point circuit breaker·caUed for a one-hour : 

. trading halt, the circuit breaker closed the market for the remainder of the day, ending! 
the bading session 30 minutes prior to the normal stock market close. . . 

On October 29, 1997, the Senate Subcommittee on Securities asked the , 
President's Working Group on Financial Markets ("Working Group") to undertake a : 
study examining how well circuit breakers functioned on October 27, and whether they· 
accOJDplished the goals for which they were created. 2 Although it is difficult to draw· 
geneta) conclusions from an isolated event, and although the market decline on October 
27 was not of a magnitude to demonstrate how circuit breakers might operate during , 
more severe'declines, our analysis of trading on October 27 provides insights into the : 
operntion of circuit breakers and into changes that may enhance the effectiveness of th¢ 

.mark.ets' circuit breaker procedures. As discussed more fully below. the securities and . 

Liquidity is the ability co buy or sell an asset quicldy and in large volume without substantially: 
affecting the asset's price. .. i 

See Letter from Phil Gramm. Chairman, Subcommittee OD Securities, Committee on Banking,; 
Housing. and Urban Affairs, U.S. Senate, and Christopher 1. Dodd, Ranking Member, I 

Subcommiuce on Securities, CommiUce on Banking, Housing, and Urban Affairs. U.S. Scna!e, 
dated October 29. 1997. I 



furores markets revised their circuit breaker procedures in April 1998 in light of their 
experilence with the trading baits triggered on October 27 and in response to concerns 

3
raised by regulators. The ~vised c~uit break=: procedures adopted by ~e securities i 
and nltures markets are CODSlStent WIth the Working Group's recommendauons based 
on our analysis of trading on October 27. 

First•.the October 1997 experience demonstrated that the securities and futures 
markc::ts needed to increase the thresholds for circuit breaker balts to take into account : 
currellt market levels and the increased capacity of the U.S. markets to baDdle volume i 
and Plrice correctioDS of the type that occUll'ed on October 27. The 350-point decline ' 
that biggered the first circuit breaker on October 27 represented a decrease of only 
4.54~1&; the DJIA bas experienced S1lICh declines on 11 previous days since 1945. 
Moreover, there was little evidence on October 27 of the types of systemic stress that 
woulCl have justified cross-market tradiDg haltS. There was no prudential need for , 
circuit breakers to be triggered on October 27. Circuit breaker balts should be reserved 
only for a historic mark~t decline of a magnitude that raises concerns that the 
exhaustion of market liquidity might .result ip uncoordinated; ASI ~ market closures. 

Second, the marlcets needed to modify circuit breaker procedures to permit 
ttadinig to resume for orderly market closings whenever feasible. Our review indicates! 
that illvestor concerns that the second circuit breaker would close the market for U1e : 
remainder of the trading day may have accelerated the price declines in the last 25 
minut.es of trading on October 27. 

In light of the above, regulators and officials of the securities and futures 
. mark(:ts me.t to assess the operation of circuit breakers on October 27 and to consider . 

possible modifications to the circuit breaker procedures. As a reSult of these i 

discu!;sions, the securities and futures markets revised their circuit breaker procedures: 
in April 1998. As discussed more fully below, the revised circuit breaker procedures 
provide for trading halts following one-day DJIA declines of 10%,20%, and 30%. 
The n~vised procedures also require quarterly recalcUlations of the circuit breaker 
trigger levels. 

In addition, in response to concerns raised by regulators4 and the fuwres 
mark(:ts, the NYSE plans to review both NYSE Rule SOA(a) (the "sidecar" procedures) 
and NYSE Rule 80A(c) (the "collar rule"). In general, the NYSE's collar role ! 

3 	
See Securities Exchange Act Release No. 39846 (April 9, 1998),63 FR 18477 (April IS, 1998) 
(order approving proposals by the NYSE, AMEX, BSE, CHX, NASD, and PHLX) (-April I 

1998 Approval Order-). 
i 

4 
See Lener from Roben E. Rubin, Secretary, Department of the Treasury, Brookslcy Born, i 
Chairperson, Commodity Futures Trading Commission (-CFTC-), Alan Greenspan, Chairman; 
Board·of Governors of the Federal Reserve System, and Arthur Levin. Chairman, Securities and 
Excbange Commission (,'SEC-), to Richard A. Grasso, Chairman and Chief Executive Officer~ 
NYSE. dated May 7. 1998. 

2 
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establishes conditions for effecting index arbitrage traDSaCtioDs when the DllA 
advm::es or declines SO points or more·from its closing value on the previous trading 
day. Specifically, when the DJIA declines by SO points or more from its previous I . 
tradini~ day's closing value, all index arbitrage orders to sell co~nent stocks of the 
S&P !iOO Index must be entered with the instruction "sen plus.'" Conversely. when· 
the DJflA advances by SO points or more from its previous trading day.'s closing value, 
all index arbitrage orders to buy component stocks of the S&P SOO Index must be 
entered with the instruction "buy minus ... 6 These provisions apply to all index 
arbitrage orders in component S&P SOO stocks traded on the NYSE, regardless of, 
whether they are routed through the NYSE's Designa1ed Order Turnaround ("DOT") 
system. 

Under the NYSE's sidecar procedures. alJ automated program trading orders' 
.for NYSE stocks in the S&P SOO Index are routed into a separate sidecar electronic file 
for five minutes if, prior to 3:25 p.m .• the price of the p~ s&.P SOO futures 
contract declines 12 points from its previous settlement price. In the sidecar files for 
each stock, program buy orders are matched with program sell orders, imd NYSE 
specialists are notified of any order imbalances. If a stock bas an order imbalance 
requiring significant price changes, the specialist must instiblte a trading halt in the 
stock ,md disseminate price indications for a set periOd prior to reopening the stoCk. 
Although sidecar procedures have been triggered numerous times since their adoption 
(37 times in 1997 alone), the orders in the sidecar flles have never presented 
imbalalDces sufficient to warrant a halt in the trading of a stock. 

i 
"Sell plus" means that the order only can be executed on a plus or zero plus tick. A plus tick is : 
a price above the price of the last preceding transaction. A zero plus tick is a price equal to the j 

last preceding transaction if the most recent transaction at a different price was at a lower price. . 

. 6 	
M8uy minus" means that the order only can be executed on a minus or zero miDils tick. A minus 
tick is a price below the price of the last precedi¥-g transaction. A zero minus tick is a price 
equal to the lastprec:eding transaction if the most recent transaction at a different price waut a ! 

higber price. 

1 	 For purposes of the sidCcar proccdun:s. program trading includes, but is not limited to, index 
arbitrage. Specifically, NYSE Rule SOA(e){i) defines program trading for pwposes of NYSE 
Rule BOA as "either (A) index arbitrage or (B) any trading stmcgy involvin& the rdllCd) 
purchase or sale of a "basket" or group of 15 or more stocks baving a total martet value of 51 I 

million or morc. Program trading includes the purchas.es or sales of stocts that are pan of a 
coordinated trading strategy. even if the pUJChases or sales are DCither entered or executed ~ , 
contemporaneously, nor pan of a trading StralCgy involvin& options or futureS comraas on an 
index stock group, options on any such ftltures CODlnlClS, or otherwise relating to a stock market 
index." 

/.
• 	 The sidecar's trigger pobtt of 12 points in the SAP Soo futures was established in October 1988. : 

in coordination with the CME's 12-point initial intra-day price limit. Its approval was . 
"conditioned on [thel-approval of the CME's companion rule" and it was to apply "at the same 
trigger value." However. when the eME initial limit was expanded to IS and then 25 points. ' 
the NYSE did not expand its NYSE Rule SOA(a) correspondingly. 

3 
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D. 	 History and Oventew of Circuit Breaken 

A. 	 The October 1987 Market Break and the Adopdon of Circuit 
Breakers 

I 
I 

In October 1987. the U.S. securities markets experienced an exttaordinary surge 
.in price volatility and trading volumes. The DnA declined 6" during the week of : 
October S. 1987. and an additional 9" during the week of October 12. On Monday, I 

Octoiber 19. the DnA experienced a record onc-day percentage decliDc of SOS points I 

(22.6%). By mid-day on October 20, the DnA again declined sharply beforesbare ! 
prices stabilized and rallied to close up 6$ for the day. These historic price swings : 
were accompanied by extraordinary increases in trading volumes. with the NYSE : 
setting successive daily share volume records on Friday. October 16. Monday. Octobe,r' 
19. clDd Tuesday, October 20. 	 ' 

.The combination of historic price swings and unprecedented trading volumes 
duriilg October 1987 overwhelmed the operational capacities and liquidity of the 
securities and futures markets. On October 19. there were frequent delays in reporting 
quotes and transactions. which contributed to the stress of a price decline of nearly j 

23%. By mid-day on October 20. heavy selling pressure had produced large order I 
imb:l1ances and numerous ad hoc trading balts in individual stocks. Liquidity and , 
priCing difficulties also resulted in uncoordinated trading suspensions on major optionS 
exchanges and several large stock index futures exchanges. In addition, amid rumorsl . 

, I 


that some clearinghouses and several major market participants were experiencing I 


financial difficulties, a widespread credit breakdown appeared to be possible. While: 

Ihesubsequent rally in market prices in the afternoon averted more widespread ' 

financial problems, the near shutdown of the markets on October 20 became a central 

focus of' several studies of the October 1987 market break that resulted in the adoption 


. 	 I 

of circuit breaker procedures in 1988. 	 i 
! 

One of the studies. the report issued on lam.wy 8, 1988. by the PresidCDIial Task 
Force on Market Mechanisms (the "Brady Report..).9 rea,mmended a number of initiati\.-es 

.to uddress future periods of extreme market volatility. including the implememation
l 
of 

circuit breaker mechanisms coordinated across the markets for stocks•.stocIc optiom. ~ 
sto(:k index futures. Noting that the market disorders of October 1987 "became. in effect. 
ad i~ circuit breakers." the Brady Report suggested that the markets design and impIeubt 

,collerent. coordinated circuit breaker mechanisms in advance rather than be left "at: the 
. me:rcy of the unavoidable circuit breakers of chaos and system failure. • 10 , .. 

9 	
The report is named for the head of the task force. Nicholas Brady. who at the time was 

chairman of Dillon Read and later became Secretary of the Treasury. 


10 	
~ Brady Report al 66. 

i 
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The May 1988 Interim Report of the Woridng Group ( ..~ Report..) alsO 
contained a rrumber of recommendations to assist the malkds in coping with future periods 
of extraordinary price swings and volume surges. These initiatives included expansion of 
the ot=erational capacity of the markets, streamlining of clearance and settlement operations, 
and tltle adoption of circuit breakers that would provide coordinated trading balts and' . 
reopeJllings for large, rapid market declines that threaten' to create panic coIKlitioos. ~ 
IntcriiiD Report noted that circuit breakers weIe designed. to substitute planDed trading halts 
for ~! hoc, destabilizing market closings. which wete manifest during tile October 1987 
markr'.t break through systems breakdowns, reduced liquidity, and COIr.el'DS over trading 
becalJtSe of fears of counter~pany and clearing corporation failure. The Woddng GrouP 
suggc$ted that all U.S. markets for stocks, options. and futures balt tradirtg for one hour if 
the DIIlA declines 250 points from its pxeviousday's closing level and provide for a ~. 
two-bour trading halt if tile DJIA declines 400 points from its previous day's closing level. 
1\ these levels represented approximately 12% and 20% of the value of tile DIlA at ~ 
time. The Working Group anlicipated quarterly reviews of the circuit breaker trigger levels 
to detennine whether changes in index levels necessitated cbanges to the trilUiers in order to 
reflec:t percentage DnA declines approximately equivalent to 12% and 20%. 2. I 

Both the Brady Report and the Working Group recommendations on circuit b~ 
musl be viewed in the context of their times. The markets in October 1987 bad e~ 

I 
a one-<1ay decline of histOric proportions. A conttibuting factor to the chaos duriog ~ 
peri<1d was the inability of the markets to handle the surge in trading vol~e whiCh 
overWhelmed the' operational capacity of the markets. Since 1987. the ma.rlcets have 
incn!aSed their systems capacity exponentially and can now handle substantially ~ 
trading volume than that which swamped the markets in 1987. This was evident on 
Oc[(>ber 27 and 28, 1997. In addition, a number' of improvements in clearance ahd 
settlement operations since 1987 have improved the markets' ability to withstand ~ 
declines. Several initiatives have been adopted to reduce potential disruptions ~ 
settlement risks. including three..c:tay settlements in stocks and same-day funds settlemebt, 
and cross-margining and cross-guarantee. agreements among major securities and * 
clearing agencies. In addition, clearing funds have been strengthened significantly since 
1987 and systems .have been established to allow clearing agencies to better monitor 
panicipants' risks and to share critical· information with other securities and futures clearing 
organizations if problems are detected. ' 

B. Circuit Breakers Adopted in 1988 

The U.S. securities and futures exchanges adopted circuit breakers in October 
1988 in response to their experiences during the historic market declines of October 
19f17 and pursuant to recommendations contained in subsequent studies of the· 1987 

II See Interim Report at 4. 

12 
See Interin:i Repon at Appendix A. 



Market Break. The circuit breakers were designed to,substitute orderly, pre-planned: 
halts fOT the ad ~ halts that can occur when market liquidity is exhausted. The circuit: 
breakers also provide opportunities for markets and IIl&Ibt participants to assess market; 
conc:Jitions and potential systemic stress during a historic market decline. ' 

The circuit breakers adopted by tile securities am futures mam:ts in 1988 provided 
for a one-hour cross-m.atket trading halt if the DJIA dccliD:d 2SO points from its previ~ 
day's closing level and for a subsequent two-hour tJadiDg balt if the DJIA dccliD:d 400 
points from its previous day's close. ID addition. tile original circuit bteaker ~ 
.allowed the markets to use' abbreviated rcopcniDg procedures either to permit tradiog to 
reope11 before the scheduled closing or to establish closing prices if tile DJIA reached tbe 
25O-point trigger during the last hour, but before tile lastbalf-hour of tradiog, or if tbC 
DnA reached the 4QO...point trigger during tile last two hours, but before the last hour, of 
trading." I 

In approving the original circuit breakers proposed by tile securities inartc.ets, ~ 
SEC noted that the circuit breakers were not an attempt to prevent markets fromreaehing 
new price levels. but an effort by the securities and futures ID8Ikets to arrive at a 
coordinated means to address potentially destabilizing market voJatility of the seVerity of the 
October 1987 market break. I While concuniog in the ratiouale of the Brady Report ~ 
the Iilterim Report regarding the pUrpose of circuit breakers. tile SEC also believed that 
cirCuiit breakers would help promote stability' in tile equity and equity-re1atat markets by 
providing for increased information flows and enhanced opportunity to assess informatidn 
during times of extreme market movements. The SEC believed thar ciIcuit breakers wo~ 
provide market participants with an opportunity to re-establish an equilibrium between 
buyUlg and selling interest and CQSUre that marlcet participants had a reasonable opportuni~ . 
to become aware of and respond to significant price movements. 

C. Modifications to the Circuit Breakers in 1996 and 1997 

I 
By 1995, the SEC and the CFfC had become conCerned that the markets' ciraUt 

breaker procedures needed to be adjusted to take into account changing market COnditioDs 
since: 1988. and the agencies began working with the marlcets in early 1996 to review the 
existing circuit breaker procedures. In July 1996, tile SEC and tile CFTC approved tile first 
significant modifications to the circuit breakers, which included: (1) a 50% reductioD in the 
length of the trading halts; and (2) elimination of tile provisions allowing for abbreviated 
reopening procedures.14 ~, , 

~ Securities Exchange Act Release No. 26198 (October 19. 1988), 53 FR 41637 (October' 2t 
1998) (CBOE. NASD, NYSE. and AMEX). ); 

I 
14 

See Securities Exchange Act Release Nos. 37451 (July 19. 1996). 6t Fa 39176 (NYSE); 37458 
(July 19. 1996),61 Fa 39167 (AMEX); and 37459 (July 19. 1996).61 FR 39176 (SSE. I 
CBOE, eHX, and PHLX). ~ IlI2 Letter fromNormaD E. Mains, Senior Vice Presideot. 
Chief Economist and Director of Research, CME, to Jean A. Webb, Secretary. CFrC, dated ; 
July 5, 1996. ' 

6 
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I 

In approving the 1996 amendments, the agencies also urged the mut.ets to consider 
incre;lSing the existing 2SO-poiot and 4OO-poiot cin:uit breaker trigger levels, noting tbat 
when the circuit breakers were adopted in 1988, the 256-poiot t1m:shoId (epIesented a D~ 
decline of 12% and the 400-poiot threshold lq):re5ented a decliDe of 19%. By July 1996;, 
the ~~O-point and 400-poiot triggers repn:seoll:d DDA decliD:s of· 4.5% and 7%1, 
respeCtively. . Accordingly, the ~ ea:ouragt'ld the s:natkds toiDcrease the ciJcuit 
bfeaker trigger levels to reflect their original design. I' : 

. . . i 
Subsequently. in approving a six-month extension of the ciIaJit breakers in October 

1996" the· agencies again strongly. urged the IDIIteIs to reach a CODSeDSUS on the size ~ 
incIe<lSeS in the trigger levels required to eomre that cross-market trading baits would be 
imposed onJy during market declines of historic proportions.J6 : 

, 	 1 

In response to the agencies' recommendatiom. the markets submitted proposals tP 
increase the circuit breaker triggers to the levels of 350 and 5SO points in the DllA. 
A1thCiUgh the 3501550 trigger levels represented a substantial improvement over the ex.istin8 
250J.<OO trigger levels, the SEC maintained. that trigger levels should be further amended to 
reflee:t an extraordinaIy decline. Hence, the SEC and CFfC approved the revised limils 
and indicated that they would work with the markets to develop proceduies for reevaluacmg 
the circuit breaker triggers on an ammal basis. I7 

. ' , 
,. 

m.. 	 Operation and Effect of Circuit Breakers on October 27 

On October 27 and 28, 1997. the nation's .securities markets experienced 
significant price volatility on record trading volume. On October 27, 1997. the DnA ; 
declined 554.26 points (7.18%) to close at 7161.15; the decline represents the tenth 
largest percentage DnA decline in the index since 1915. 1be October 27 DnA declin~ 
activ:ilted cross-market circuit breaker trading halts for the fust time since the securities 
and futures markets adopted circuit breaker procedures in 1988. Specifically. on: 

110 	
~ Securities Exchange Act Release No. 37890 (October 29, 1996).61 FR 56983 (AMEX, 
NYSE. and PHLX). The SEC approved the SCQ1ritics excb.anacs· rulcs for a temporary onc­
y~p~. . 

17 
See Securities Exchange Act Release No. 38221 (January 31, 1997),62 FR 5872 (NYSE • 

. AMEX. CBOE. CHX, .8SE, and PHLX). ~!Im Letter to Howard L. Kramer. Associate 
Director. Office of Market Supervision, Division of Market Regulation, SEC, from Stephen Aj 
Shenod, Chicf, Finaucialln.sUUJnerltS Unit, CFrC, dated December 20, 1996; and ~ to ' 
Jean A. Webb, Secretary, CFTC, from Norman E. Mains, Senior Vice President, Chief : . 
Economist and Director of Research, CME, dated December 17, 1996; from Richard T. , 
Pombonyo, Managing Director. New York Futures Excbange,lDc. (-NYFE"), dated December 
16, 1996; and from Jeff C. BolCbardt. Senior Vice President, Kansas City Board of Trade I 
("KCBT"). dated December 18. 1996. I 

I 

7 
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I 

Octobe:r 27, the DnA declined 350 po~ (4.54%) to trigger the first circuit breaker 
trading halt at 2:36 p.m. After trading resumed at 3:06 p.m., the DnA declined 

. rapidly to reach the 5So:.point circuit breaker at 3:30 p.m. Because the 55G-point . 
circuit breaker called for a one-hour trading halt, the circuit breaker closed the market 

. for the remainder of the day, ending the trading session 30 minutes prior to the normal i 
stock [narket close. On October 28, the DnA initially declined 187.86 points (2.62%) 
.by 10:06 a.m., before rallying to close lip 337.17 points (4.71 %)at 7498.32.00 recordi 
share 'fOlumes of over a billion shares each on the NYSE and. Nasdaq. 

Subsequent to the triggering of the circuit breakers on October 27, the. staff of 
the SEC and CFfC calJected data to use in the Working Group report. The SEC 
conecled data on the operation of the cross-market trading halts on October 27. That 
data and its analysis is contained in Appendix 1. The CFfC reviewed data on the . ; 
operation of the NYSE collar and sidecar rules from 1990 to the present .. That data andi 

. its analysis is contained in Section VI of this report. From this data, discussions with I 

markel: participants, and observations on the effect of cross-market trading halts, the : 
staff of the Working Group was able to arrive at several conclusions· regarding the ! 

operation of circuit breakers. . These are presented below. 

A. The 30-Minute Trading Halt was Unnecessary 

Several factors mitiga~ against concluding that there was a magnet eff~t18from: 
thefrrst circuit breaker. First, the DnA came within seven points of the 350-point i 
trig get' at 1:59 p.m., but prices stabilized and recovered approximately 70 points by I 

2: lOp. m. In addition, there is n9 clear pattern of an accelerating market decline from i 
2: 10 p.m. to 2:36 p.m. Specifically. the largest one-minute percentage decline in the ! 
DnA during this period occurred around 2: 16 p.m. and the price decline abated for a 
few minutes shortly after 2:20 p.m. and again at 2:34 p.m. before the DnA reached 

18 	
Commentators use the term "magnet effect" to describe the role circuit breakers may play in 
exacerbating a market decline. Specifically. the "magnet effect" refers to the idea that the 
approach of a circuit breaker may increase selling pressure during a market decline as market . 
panicipants move to sell shares prior to a circuit breaker trading halt. . 
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, the 350-point threshold. Second, although the rate of the decline in S&P 500 stocks 
acCelerated as the rJIst circuit breaker approached, with S&P soo stocks declining at a :. 
rate of .03% per minute between 1:03 p.m. and 2:35 p.m.(compared to .01 % per! 
minute between 9:30 a.m. and 1:03 p.m.). the increase in the rate of the decline is not 
as dranlatic as the increase in the rate of the decline between 3:06 p.m. and 3:30 p.m., 
when S&P 500 stocks declined at a rate of .10% per minute. Third. there was no 
appreciable increase in trading volume on the NYSE in the period immediately prior to I 

the first circuit breaker. Taken together. these factors suggest that there was no clear 
magnet effect from the first circuit breaker. 

C. 	 Tbe Market Reopenings at 3:06 p.m. Further Indicated the 
Unnecessary Nature of the First Halt 

The market reopenings at 3:06 p.m. generally appeared to be orderly, with few 
significant "gaps" between stock prices before and after the halt. Stocks reopened 
more quickly following the conclusion of the rust circuit breaker trading halt on 
October 27 than at the morning opening on the control day ofOctober 23.

19 

Specifically. 50% of all S&P 500 stocks traded on the NYSE had opened two minutes 
after the trading halt ended on October 27, 75 % wereopeIi after four minutes, and 
90% were open after seven minutes. Within 23 minutes after the conclusion of the 
trading halt, all of the S&P 500 stocks had reopened. On October 23. 50% of all S&P 
500 stocks traded on the NYSE were open six minutes after the start of trading, 75 % 
were open ten minutes after the stan of trading, and 90% were operi 14 minutes after 
the statt of trading. The last stock opeDecJ 41 minutes after the start of trading on 
October 23.20 

During the trading baIt, most traders simply waited for trading to resume. Staff i' 

conversations with market panicipants found that there was little 'need for the 
panici))ants to assess market conditions and no need to check credit lines. There was 
no buge influx of orders during the break. Consequently, the NYSE disseminated pre­ 1 

opening indications in only a few stocks because most stocks had no sizable order 
. !imbalances prior to the 3:06 p.m. reopening. 
i 
1 

19 	 In order to assess the impact of circuit breakers on October 27. the SEC compared trading on ' 
October 27 to trading on a control day, October 23. The SEC selected October 23 as the control! 
day because October 23 was relatively close in time to October 27 and because trading on ' 
October 23 displayed price trends similar to th::lse of October 27. though of a lesser magnitude. 
The use of October 23 as the control day mjnimi~ changes in the characteristics of the sample 
1£..&... stock prices. trading activity. and volatility) that affect liquidity measures. 

20 On October 28. the morning opening (which also was the effective reopening after the second i 
circuit breaker) was slower than both the morning opening on October 23 and the reopening OD : 

October 27 following the f1l'St circuit breaker trading halt. Specifically, on October 28. 50$ of : 
the: S&P 500 stocks traded on the NYSE were open after 11 minutes, 75% were open after 18 : 
minutes. and 90% were open after 26 minutes. All of the S&P 500, stocks were open after 55 
minutes. 
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· D. 	 The Second Circuit Breaker Appears to Have Had Some Magnet 
Effect 

During the period between the reopening of the markets at 3:06 p.m. and the 
triggering of the second circuit breaker at 3:30 p.m., the DJIA declined over 200 
points. 21 The velocity of the price decline in S&P 500 stocks also increased 
.signific:antly during that period. with S&P 500 stocks deClining at a rate of .10% per 
minute (or 6% per hour) betWeen 3:06 p.m. and 3:30 p.m., ten times more quickly 
than their decline at a rate of .01 % per minute (or .6% per hour) between 9:30 a.m. 
and 1:03 p.m. The price decline during this interval also is more rapid than the decline I 

between 1 :03 p.m. and 2:35 p.m., when S&P 500 stocks declined at a rate of .03 % per i 
12 	 ' I

minute (or 1.8,% per hour). 	 . 

The increase in quote spreads between 3:06p.m. and 3:30 p.m. also suggests a 
possible magnet effect associated with the second circuit breaker. Between 3:06 p.m. 
and 3:30 p.m., mean relative spreads (the quoted dollar bid-ask spread divided by the 
spread mid-point) for S&P 500 stocks were approximately 46 basis points, a 50% 
increa~;e overthe mean relative spread of 30 basis points on October 23?3 

Effective quote spreads (calculated by doubling the difference between the trade 
price and the midpoint of the bid-ask spread), which reflect the cost of trades executed 
inside the quoted spread, also increased thfoughout the day on October 27, but most 
sigitificantly after the first circuit breaker. For S&P 500 stocks traded on the NYSE, 
the me:an effective spread was 10.,6 cents per share between 9:30 a.m. and 1:03 p.m., 
12.9 c,ents per share between 1:03 p.m. and 2:35 p.m., and 18.1 cents per share 

betwe(:n 3:06 p.m. and 3:30 p.m. Mean effective quote spreads for DJIA stocks also 

increased during these time periods, rising from 10.4 cents per share during the first 

period, to 14 cents per share during the second period, to 23.4 cents per share during 


'00 24th thi'de r pen . 	 . ' 

:21 	 However, the DJlA did not accelerate in a clear pattern between 3:06 p.m. andl:30 p.m. 
Specifically, the largest one-minute percentage declines between 3:06 p.m. and 3:30 p.m. 
occurred around 3:12 p.m. and 3:14 p.m. and again around 3:24 p.m. and 3:25 p.m., with the 
rate of the decline abating somewhat in the intervening period and again immediately prior to 
3:30 p.m.' The absence of a clear pattern in the price decline during this period is not entirely 
consistent with a magnet effect for the second circuit breaker. 

Zl 	
See Appendix I for a detailed discussion of trading on October. 27. 

23 

Spreads typically exhibit an intra~y pattern char.acterized by wider spreads at the beginning 
and the end of the day and narrower spreads in the middle of the day. Spreads on the control 
day, October 23, follow this pattern. Specifically, on October 23, the mean effective quote 
spread for S&P 500 stocks was 11.5 cents per share from 9:30 a.m. ,to 1:03 p.m., 8.9 cents per 
share from 1:03 p.m. to 2:35 p.m., and 9.7 cents per share ~m 3:06 p.i:n. to 3:30 p.m. The 
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Finally, the ratio of bid depth to ask depth exhibited a similar pattern. The 
median, bid depth to ask depth fell.somewbat from the morning session to the fIrst pre-
halt period on October 27. then dropped substantially in the post halt period.2S 

· . 

Although the sharp increase in the rate of the S&P SOO stocks' decline between 
3:06 p.m. and 3:30 p.m. is consistent with a magnet effect for the second circuit 
breaker, it is not possible to state defInitivelY, 00: the basis of a single event, that the 
second cifcuit breaker produced a magnet effect. Given the increase in volatility 
prevai]ling at that time, it.is impossible to place responsibility for the swiftness of the . 
declim~ between 3:06 p.m. and 3:30 p.m. solely on the second circuit breaker. 

E. 	 The 7% DJlA Decline on October 27 Should Not Have Closed the 
Markets Early 

v 
Although quote spreads widened throughout the day on October 27, other 

measures of market quality suggest that, overall, the markets were functioning in an 
orderly manner with sufficient liquidity on October 27. AcCordingly, the 7% DM 
decline on October 27 should not have closed the markets early. 

For example, the number of transactions and shares traded at the bid before a 
downtick (Le., a change in price downward) reflect the amount of liquidity at a bid 
quote and the markets' ability to absorb selling pressure. 

On October 27, data in both S&P 500 stocks and DnA stocks reveal a fair , 
amount of liquidity at each quote and suggest that the markets were able to function in ; 
an orderly manner. The data in Appendix I do not indicate that there was chaotic. 
pricing or destabilizing price moves as the market declined in the late afternoon of . ~ 
October 27. Although certain measures, such as the ratio of bid depth16 to ask depth, 2~ 
quoted spreads, and acceleration of price declines, show a deterioration after the fIrst ' 
circuitt breaker, ,they clearly do not indicate an impending systemic breakdown or 
failure to maintain an orderly market. Indeed, the decline in market measures may 
have been due not only to the increase in volatility, but also inpart to the uncertainty 
caused by the prospect of a premature close of trading from the approach of the secOIxi 
circuit breaker. . 

. 	 , 
mean effective quote spread for DJIA sbares during these three periods was 9.8 cents per share; 
8.3 cents per sbare, and 9.2 cents per share. See Appendix I. !.' . . . 
~ Appendix I. 

Bid depth is the Dumber of shares available for purchase at the bid quote. 

.7:1 Ask depth is the number of shares available for sale at the offer quote. 
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F. An Early Close Could Have Resulted in Derivative-Related Losses 
! : 

Because October 27 was not an expiration day for most exchange-traded . 
derivatives, most fInns did not experience significant losses due to derivative positions : 
that tbey could not properly hedge, adjust or unwind because of the early market 
closure at 3:30 p.m. However, fIrms could have experienced severe derivative-related : 
losses if the circuit breaker twl closed the market early on an expiration Friday or on a ~ 
quarte:r-end when a significant number of exchange-traded and over-the-counter options 
expirc::. 

IV.· Regulatory Initiatives Since October 27, 1997 

Immediately following the events of October 27. 1 WT, the markets and regulatorS 
began considering further revisions to the circuit breaker procedures. The SEC hosted 
discwiSions 'with market officials and the CFrC staff on November 21, 1WT, tl1.at 
considered whether the trigger levels for circuit breaker halts should be increased 
substnntially and what measures could be taken to permit normal market closings if ~ 
DnA reaches a circuit breaker threshold late· in the trading session. Participants at the 
meeting generally supported initiatives to modify the circuit breaker thresholds to 
percentage DJIA declines of 10% and 20% and to reset the trigger levels at least annually. 
The participants agreed to give further consideration to possible modifications designed *' 
pennit a normal closing if the DJIA triggers the circuit breakers late in the trading session. : 

I 

As an interim measure, the markets adopted modest changes designed 'to reduce tile 
likelihood that the current 350/550-point trigger levels would· preclude normal mark~t 
closes. Specifically. the SEC and CFfC approved changes effective through April 30, 
1998, which provided that the marketS would not implement the 3D-minute circuit b~r 
halt jf the DJIA reached the 350-point trigger on or after 3:00 p.m., and would halt trad~ 
for only 30 minutes (rather than one hour) if the DnA reached the 550-point trigger on Or 
after 2:00 p.m. but before 3:00 p.m. If the DnA reached the 5SO-point threshold on or " 
after 3:00 p.Ili., the markets would continue to use their existing one-hour halt, whi~h 
would end the trading session early. 18 . . ' 

, 
In ongoing discussions with the securities and stock index futures ~ts aimed :at 

achit~ving a consensus on expanded circuit breaker levels. the SEC has. indicated its rum 
belief that the 10% and 20% circuit breakers should not close the markets prema~y 
during the trading day. In addition, at U.S. Senate hearing on January 29. 1998, the 
Wor-king Group agencies and most senators indicated a strong preference for the markets:to 
rentlin open whenever possible and adisinclination for circuit breakers to close the niarlcets 
fot the day. . , 

I 

See Securities Exchange Act Release No. 39S82 (January 26, 1998),63 FR 5408 (February 2~ 
1998) (order approving File Nos. SR-Amex-98-Q3; SR-BSE-98-Ql; SR·CHX-98-Q2; and SR· i 
PHLX-98-Q2). 
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, In response to Congress's and the agencies' concerns, the securities, and ~ 
exchailges submitted proposals to reyise, their circuit breaker procedures. The SEC and 
cnt: approved the revised procedures and they became effective on April 15, 1998.2~ 
The circuit breakers adopted by the securities exchanges establish ttading halts following 

I 

one..day DnA declines of 10%,20%, and 30%. The NYSE will calcu1at.e: the trigger leve~, 
at the beginning of each calendar quaner. using the average closing value of the DJIA for 
the previous month to establish ~ific point values for the quarter. Under the securiti~ 
exchanges' revised circuit breaker procedures, trading will halt for one hour· if the D.J'11. 
declines 10% prior to 2:00 p.m., and for one-half hour if the D1IA declines 10% betwet:~ 
2:00 :p.m. and 2:30 p.m. If the D1IA declines by 10% at or after 2:30 p.m., trading will 
not hillt at the 10% level. If the D1IA declines 20% prior to 1:00 p.m., trading will halt for 

I 

two hours; trading will halt for one hour if the DJIA declines 20% between 1:00 p.m. and 
2:00 p.m.• and trading will halt for the remainder of the day if a 20% decline occurs at dr 
after 2:00 p.m. If the D1IA declines 30% at any time, trading will halt for the remainder ~f 
the d1Y. ' 

The futures exchanges trading, stock index futures have adopted substantively 
identical circuit breaker procedures. However, the CME's revised daily price limit for S&P 
500 :futures will permit a maximum daily downward price movement of 20%, while the 
secwities exchanges' circuit breaker procedures will permit trading in the range of 20% :to 
30% .down prior to 2:00 p.m. In addition, the CME's variation margin settlement va1~ 
will be based on the, 20% limit price, rather than on a price derived from the closing ind~ 
va1uc~. While noting the disparities in the markets' procedures and recommeDd.ing that the 
CMl~ reconsider its 20% cap on variation margin, the regulators, in approving the revised 
procedures. concluded that the markets' rules are substantively identical for purposes of the 
effec:tiveness of the circuit btl:.aker rules.30 

: 

In approving the securities markets' revised circuit breaker procedures, the sEc 
noted that, the amended trigger levels reflect the type of severe one..<.Jay market declines that 

, circuit breakerS were intended to address. The SEC concluded that the revised trigger 
levels are consistent with the. intended design and function of circuit breakers, and'that tqey 
should not cause premature or unnecessary trading halts; In additi~n, the SEC found ~t 
the revised circuit breaker procedures sufficiently address the need for the markets: to' 

remain open or to reopen during the trading day to permit an orderly market close.31 

See April 1998 Approval Order, !!!m note 3; and Letters to Jean A. Webb, Secretary, CFTcl, 
from Richard J. McDonald, Vice President, Research, CME, dated March 9, 1998; from Paul J. 

, Draths. Vice President and Secretary. CBOT. dated March 13. 1998; from Jean Butler Furlan. 
Chief Economist, NYFE. dated March 12, 1998; and from Jeff C. Borchan1t, Senior Vice I 
President, KCBT, dated March 10, 1998. . 

30 
See April 1998 Approval Order, supra note 3. 

31 
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A. Circuit Breaker Trigger Levels Needed to Be Raised 

The events of October 27 clearly showed that the trigger points for circuit breake~ 
halts needed to be 'raised significantly to take into account current market levels and ~ 
increased capacity of the U.S. markets to handle volume and price corrections of the type 
that occurred on October 27. On Octo~r 27. the 350-point trigger level represented Ii 
DnA decline of,only 4.54% and there was no evidence of the types of systemic stress that 
wouJd have justified cross-market trading balts. The trigger levels for circuit breakers 
needed to be raised and., maintained at levels that would minimiu the likelihood that 
regula,tory halts will needlessly interfere with the ability of investors to trade. This finding 
is consistent with the recent rule cbangeS implemented by the securities and futures marketS 
to inclrease the trigger levels to represent DnA declines of 10%. 20%. and 30%. and to J:ei­
set the: trigger levels on a quarterly basis. ' 
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B. 	 Circuit Breaker Procedures Should Permlt an Orderly Market Close 
Each Day 

The trading dynamics on October 27 illustrate the need for circuit breakers to permit! 
trading to resume at least for orderly market closings whenever feasible. The early market; 
closing on October 27 was u~ry. and investor concerns that the second circuit! 
breakei: wouJd close the ma.rket may have ~1erated the price decliDes in the last 2S I 
minutes of trading on October 27. Moreover. normal business practices assume that trades! 
at the (:lose will be possible for managing market and credit risks and that these prices will; 
be available for valuing portfolios. Some participants in the derivatives ma.rkets could be: 
wlnemble to significant losses if an early market close leaves them unable to complete' 
certain transactions and strategies U. the unwinding of an arbitrage position). A normal: 
close (JIf the U.S. markets also lessens any disruptive impact on foreign markets. For thesel 
reasoni;, the securities and futures markets have revised their circuit breaker procedures to: 
permit a conventional market close whenever possible. 32 i 

C. 	 Circuit Breaker Procedures Must be Reviewed Periodically 

The recent changes to the circuit breaker procedures of the securities and ~ 
marlcets reflect the need to revise circuit breakers periodically toemure that trigger level~ 

, are maintained at levels that provide for cross-market trading halts only during market 
decliru~s of historic: proportions. In addition, markets and regulators should re-examme 
circuit breakers to make certain that they reflect technological advances that may e~ 
the capacities of financial markets and allow them to handle greater trading volumes while 
continliling to function in an orderly manner. As markets continue to grow and change, ~ 
regulaJtory agencies and the self-reguJatory organizations must monitor and revise circuit 
breake:rs and other protective measures to ensure that they continue to function as intended 
and to achieve their goals with minimal market disruption. 

VI. 	 NYSE Rule 80A 

A. 	 Overview 

1. 	 NYSE RuieSOA(c) Collar Provision 

NYSE Rule SOA(c).known as the "collar" provision, in its cUrrent form limitS 
stock jlndex arbitrage orders whenever the DnA increases or decreases by 50 points from itS 
previous close. Specifically, when the DnA declines. by SO points or. more from ~ 

. previous trading day's closing value, all index arbitrage orders to sell must be entered with 
31. 	

We recognize that there might be extremely rare circumstances where the magnitude of a market 
decline is so overwhelming that the markets, as a practical matter, cannot continue to function. ~ 
In this circumstance, the markets might effect a de facto halt for the day if a circuit breaker did i 
not cause a close for the remainder of the day. For this reason, the securities markets have 
determined to close for the day if the DJJA declines 30% during the course of a trading day. I 

IS 



the instruction "sell plus." Conversely, when the DnA advances by SO points or more, 
from. its previous trading day's closing value, all index arbitrage orders to buy component, 
stocks of the S&P 500 must be entered with the instruction "buy minus." The rule de~ 
index arbitrage as "an arbitrage trading strategy involving the purchase or sale of a 'basket': 
or group of stocks in conjunction with the purchase or sale, or intended purchase or sale, of; 
one 01' more casb-settled optiom or futures contracts on index stock groups, or options on 
any such futures contracts, in an attempt to profit from. the price difference between thd 
'basket' or.group of stocks and the derivative products.". ! 

I 
I 

Although Rule SOA(c) originally was intended to slow index aIbittage trading only 

on days of relatively large price movements, its trigger level bas never been adjusted to 

reflect the threefold increase in the DJIA since 1988.. Consequently, Rule BOA(c) is no-w 


. triggen:d on average more than once per day. 

2. 	 NYSE Rule SOA(a) SidfQU" Provision 
, 

In October 1988 the NYSE also implemented NYSE Rule SOA(a), known as ~ 
"sidecar" procedure. . The sidecar procedure diverts program trading orders in·S&P 5CX? 
stocks routed through the NYSE's Designated Order Turnaround ("DOT") system into a 
sep3I"alte execution file for five minutes when the CME S&P 500 futures decline by 1+ 
points. When Rule SOA(a) was implemented in 1988. the CME bad an opening price limit 
of 5 points and an intra-day limit of 12 points. 

Although Rule SOA(a). originally was intended to divert and temporarily delay 
progrinn trading on days of relatively large price movements, its trigger level bas never 
been adjusted; Although the CME bas increased the first intra-day price limit from If 
points to 15 points as index values have increased~ the NYSE bas not modified Rule 
SOA(~l). Consequently. Rule SOA(a) is now triggered more frequently as well. 

B. Background 
I 

Until 1988. no circuit breakers or price limits applied in U.S. equity markets. In 
respomseto the stock market volatility of October 1987, the NYSE on January 14. 19~, 
implemented a voluntary restriction against index arbitrage whereby member firms willingl:6 
refrained from executing index arbitrage transactions when the DJIA moved by 75 points. ;3 . 

33 Specifically. the NYSE.asked its members to voluntarily refrain from using the NYSE's I 

automated systems for index arbitrage on days when the DJIA moved 7.5 points or more. The ' 
NYSE changed the trigger to 50 DJIA points on February 4, 1988. in conjunction with its i 

decision to file its initial Rule SOA proposal with the SEC. ~ Securities Exchange Act Release 
No. 2.5.599 (April 19. 1988), .53 FR 13371 (April 22, 1988) (order approving File No. SR· . 
NYSE-88-(2). . . 

16 



I 

On February 25, 1988, the NYSE submitted a proposed rule change to the SEC which i 
fonnalized the voluntary restriction.34 : 

I 
In its initial filing, the NYSE proposed to prohibit members from entering into any I 

NYSE automated order routing or ttading system (such as the DOT system) any order or : 
other nailing interest involving index arbitrage OIre the DJIA reached a level 50 or more : 
points ilbove or below the previous day's close. When the NYSE filed its proposal with the ! 

SEC, the 50-point trigger represented a DnA movement of approximately 2.5%. The! 
NYSE's proposal contained provisions allowing the NYSE to adjust the trigger to maintain I . 

the 2.5'% relationship. I 
I 

I 
The SEC approved NYSE Rule BOA, then known as the "DOT collar," in April' 

1988 on a six-month pilot basis. In approving the pilot program, the SEC stated that, in' 
light Clf the need to iocn:ase investor confidence in the stability of the markets, it was I 
appropriate for the self-regulatory organizations to implement measures intended to I 
ameliorate extreIIie stock price volatility. 

On February 9, 1990, the NYSE filed amendments with the SEC to modify the: 
coUar Ilu)e to require that all index arbitrage orders in component stocks of the S&P 500 be! 
effected on stabilizing ticks when the DnA moves 50 points or more from the previous; 
day's closing value. The NYSE's proposal indicated that "program trading may create; 
excess volatility" and that there was a need to "mioimire excess market volatility and: 
promote stabilization of the market" through provisions designed to "isolate one of the, 
potentiial causes of market volatility, program trading...· , 

. . ; 

On July 30, 1990, the SEC apfroved the rule amendments on a one-year pilot basis 
and Rule SOA(c) was put into effect. In approving the pilot program, the SEC stated ~ 
it was concerned that the trigger level may have been too low. At that time, 50 pointS 
represented a 1.71 %change in the DnA. 

I 

On May 31. 1991, the NYSE provided the SEC with a report on the operation of 
Rule 80A(c), the "Rule 80A Arbitrage Tick Test." It stated that the rule bad two purposes: 
"to prevent large price changes from gathering momentum by discouraging the submission 
of index arbitrage orders" and "to dampen large stock price swings. " The NYSE 
concluded that Rule SOA(c) "dampened volatility," but did not eliminate it; slowed ~ 
eXecu1tion of index arbitrage orders by increasing the execution risk; did not result in a 
"significant increase in mispricing" on "down days." but "increased significantly" me 

I 

See Securities Exchange Act Release No. 34-25400 (February 26, 1988).53 FR 7273 (March 7,. 
1988) (notice of filing of File No. SR-NYSE-88-02). I 

I 
35 

See Securities Exchange Act Release No. 28282 (July 30, 1990),55 FR 31468 (August 2, 1990) , 
(order approvmg File Nos. SR-NYSE-90-05 and SR-NYSE-90-11). .: 
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mispridng on "up days; ,,36 appeared to curb price momenmm during price declines, but: 
. failed 11.0 resttain momentum on upward moves; did oot produce a magnet effect, although' 
shon-~..nn volatility increased as the trigger point was approached; did not delink the! 
futures: and cash markets; and did not widen quotes or deter price continuity and depth. 

Because RUle SOA(c) had been approved on a one-year pilot basis expiring July 31,: 

1991, the NYSE filed for permanent approval of Rule SOA(c) on JUDe 10, 1991. The' 

NYSE's proposal indicated that the NYSE thought that the rule bad "been helpful in; 

promoting market stability by minimizing excess vOlatility" and that "the 50 point level: 

appears to be high enough that it is not triggered too frequently, yet low enough to act as a 

meani.tIgful check on excess market volatility which might be associated with index. 

arbitrage activity.... Since January I, 1991, the rule has been applied to date eight times, 

over five months. 'This latter pattern (about twice a month) appears to be representative of ~ 


more 'nonnaJ' instance of the rule's invocation ... 37, : 

[ 

. .; 
On July 19, 1991. the NYSE filed for accelerated approval of a rule to extend the: 


pilot program until the earlier of November I, 1991, or the date on which the SEC 

penna.nently approved Rule SOA.38 Subsequently, the SEC. ~roved the index arbitrage 

collar provisions on a permanent basis on October 24, 1991,3 citing the need to "address 

excessive market volatility." In approving the index arbitrage collar provisions, the SEC, 

stated again that the 5O-point level was "high enough that it was not triggered too' 

frequently" -and the "frequency of triggerings ...f about twice . a month ... [did] not seetri , 

unreasonabl)' intrusive to normal marketplace operations." 


c. 	 Recent Experience with NYSE Rules 8OA(a) and (c) 

As the levels of equity indexes have increased over the past few years, NYSE Rule 

80A has generated complaints. Some market participants argue that the absolute point 

liniits have become too restrictive in relation to the escalation of the levels of stock indexes: 

These absolute point limits now represent a much smaller percentage move than they did 

when they were established. The following table shows over time the rangeS of perceDUlg~ 

moves in index value represented by absolute 50 point chaDges . in the DnA and 12 po~ 


, 	 , 

I 

The iIlcrease in mispricing on up days solely was attributed to January 17, 1991, when the mJA! 
rose 114 points during the Persian Gulf conflict. I 

,
37 	

See Securities Exchange Act Release No. 29308 (June 14. 1991),56 FR 28428 (June 20. 1991) 

(notice of fIling of File No. SR-NYSE-91-21). ! 


i 
See Securities Exchange Act Release No. 29498 (July 30, 1991),56 PR 37377 (August 6, 1991) 
(otder approving File No. SR-NYSE-91-24). - ! 

, 
39 

. 	See Securities Exchange Act Release No. 29854 (October 24. 1991).56 PR 55963 (October 30: 

·1991) (order approving File No. SR-NYSE-91-21). 
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changes in CME S&P 500 future~, as well as the point moves COtTeSpOndiilg to the 2.50% 
and 5.~)()% original standards for Rules BOA(c} and (a), respectively. ' 

RULE 80A(c) COLLAR RULE 8OA(a) SIDECAR : 

YEAR SO POINT MOVE 2.50 PERCENT 12 POINT MOVE S.OOPER~ 

1988 2.29% 2.70% 46 55 4.20% 5.01% 12 14 
1989 1.79% 2.35% 53 70 3.29% 4.35% 14 18 
1990 1.66% .12% 59 75 3.21% 4'~-H 15 19 
1991 1.57% 2.03% 61 80 2.86% ,3.87 15, 21 

j 

1992 1.46% 1.62% 77 86 2.70% 3.08% 20 22 
1993 1.32% 1.55% 81 95 2.54% 2.81% 21 24 

1.25% 1.41% 89 100 2.48% 2.76% 22 24 

1995 0.95% 1.31% 95 131 1.92% 2.61% 23 31 
1996 I 0.76% 1.00% 125 165 1.56% 2.01% 30 38l 
1997 I 0.60% 0.79% 159 207 1.21% 1.64% 37 SO 

199840 0.60% 0.67% 186 208 1.16% 1.31% 46 52 

As is evident from the table, when the NYSE Rule 8OA(c) collar was proposed iIi 
1988, a SO-point move in the DJIAwould have ranged from about 2.29% to 2.70%. using 
the high and low values for the year. Now it is less than one percent. If the original 2.50% 
standard were implemented. Rule SOA(c} would be triggered at levels ranging from 186 to 
208 points. When the NYSE Rule BOA(a} sidecar was proposed in'1988, a 12 point mov~ 
in the S&P SOO futures contract was 4.20% to 5.01 %. Now it is a little more than one 
percent. If the original 5.00% level had been adhered to, Rule BOA(a) would be in effect a~ 
declines of 46 to 52 points in the S&P 500. : 

Rule SOA(c) has been activated with increasing frequency, particularly in 1996 and 
1997, as shown in the following ,table of the arinuaI history of Rule SOA(c) activation. lit 
the earlier years, the collar was activated about once or twice a month. As the percentag~ 
change represented by a 50 point move declined markedly, activations increased to an 
average of more than once per trading session. 

Data through February 17, 1998. 
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Yi~AR TOTAL 80 A(c) UPSIDE COLLARS DOWNSIDE i 

ACTIVATIONS 

23 

20 

16 

9 

30 

29 

7 

12 

8 

4 

9 

14 

COLLARS 

16 

8 

8 

5 

I 21 

' 15 

199041 

1991 

1992 

1993 

1994 

1995 

D. Studies of Rule SOA(c) 

Four econometric studies that examined the impact of Rule SOA(c) on the stock i 
and futures markets have failed to establish substantial empirical evidence justifying 

! 

I 

continuation of the rule in its current form.42 The studies by Overdahl and McMillan 
and GJldstein et a1.. which use the most extensive data available. fmd only weak to : 
moderate effects of Rule 80A(c) on price volatility. Among other things. Overdahl and! 
McMillan conclude that: (1) Rule 80A(c) significantly cunails index arbitrage.; . 
reducing volume by as much as two-thirds; (2) the cash·and futures markets nonetheless' 
remaul linked, although the price adjustment process between the two markets takes i 
longel" when Rule 80A(c) is in effect than when index arbitrage is unconstrained; and i 
(3) trading costs. as measured primarily by bid-ask spreads for S&P 500 stocks, are not 
tangibly affected under Rule 80A(c), although cash index volatility (which they view as! 
an underlying element of trading cost) declines after a triggering of the rule. : 

4. NYSE Rule 8OA(c) became effective in late July 1990. 

The studies are: M.A. Goldstein. I.E. Evans, &. J.M. Mahoney. Circuit Breakers. Volatility. I 

and Ihe U.S. Equiry Markels.: Evidence from NYSE RJi.le BOA (January" 1998) (unpublished : . 
working paper); O.J. Kuserk, P.R. Locke. and C.L. Sayers, The Effects 0/Amlndmmts 10 Rule: 
BOA on Liquidiry. Volatility, and Price Efficiency in 1M S&P 500 Futures, 121. FUTURES 
MARKETS 383 q992); 1. Overdahl &. H. McMillan, Anotlu!r Day. Another Collm: An. 
Evaluation ofthe Effects 0/NYSE RJi.l~ BOA on Trading Costs and Intermarket Arbitrage, 
Economics Working Paper 97-8 (Office of the Comptroller of the Currency. May 1997); and 
G.J. Santoni & T. Liu. Circuit Breakers and Stock Market Volatility, 131. FUfURES 
M~ 261 (1993). 
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Goldstein ~ il. found evidence that volatility was lower when Rule SOA(c) was. 
in effect than when it was not in effect, and, in contrast to Overdahl and McMillan, 
found that Rule 80A(c)'s impact on'lowering volatility was greater in rising markets 
than in falling markets. Goldstein·~ ai. also found that volatility was lower than it . 
would ltlave been if Rule 80A(c) did not exist. Although theirfmdings were statistically:' 
significant, the effects observed Were small in magnitude. i 

The earlier studies,· by Sant6ni and Liu and K.userk: et al., suffer from problems 
associated with their small sample $izes. Santoni and Liu reached mixed conclusions 
but found. overall, that volatility on 50-point days was higher since the adoption of 
Rule 80A(c). Kuserk et a1. concluded that Rule 80A(c) does not unduly constrain 
index arbitrage and slightly increases price volatility, although the authors suspect that 
their model overstates thi·s effect. 

Taken together, the studies do not offer strong justification for maintaining the 
50·pomt collar employed by Rule 80A(c). 

E. Condusion Regarding NYSE Rules BOA(a) and BOA(c) 
I 
I , 

The Working Group staff' believes that the .data presented in Section: VI.CI 
demonstrate that Rules SOA(a) and SOA(c) have become outdated and no longer reflect ~ir[ 
original purpose. Consequently, the NYSE should at the least signific3ntIy increase Rule I 
SOA's trigger levels to reflect the increase in the equity prices since 1988. Indeed; there are; 
reasons for eliminating Rule 80A entirely: The markets· have changed significantly since: 
1988. For example, the NYSE has substantially increased its systems capacity so that it can: 

. I 

handle five times the trading volumes experienced in October 1987. Moreover, the variety; 
of derivative products have grown,: as have the array of derivative related equity trading' 
strategies. It may make little sense to singJe out index arbitrage, which ensures that markets: 
are aligned economicalJy, from all other types of derivative trading for restrictive lreatlnent. 
Indeed, Rule 80A may tend artificially to disconnect the securities and futures markets and1 

impoSC! unnecessary costs on market participants. The NYSE should address this matter., 
promptly. The members of the Working Group submitted a letter to the NYSE, dated MaY; 
7, 1998, that addressed the need for further revisions to these rules, a copy of which ~ 
provided as Appendix D. . , 
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Appendix I 

AnaJysiis of Circuit Breaker Data 

Introduction 

To analyze the performance oithe two circuit breakers triggered on October 27, 1997. 
the SEC used audit trail data from the NYSE and Nasdaq and Securities Industry 
Automiltion Corporation ("SIAC") data from the regional stock exchanges. The 
attached charts present the data that was analyzed. 

A caveat should be kept in mind in interpreting the following data tables. Care must be I 
used in drawing direct causal inferences from the data compiled. For example, it may" 
be tempting to conclude that the circuit breakers by themselves "caused" spreads to 
widen or "caused" prices to fall sharply after the first circuit breaker, but other factors. 
such as increased volatility and directional order flow. may have contributed to the 
change in market quality measures. 

Price l..evels 

On October 27, the S&P 500 index lost 6.7% of its value. Circuit breakers. 
which are triggered by specified declines in the DnA, halted NYSE trading twice 
during the trading day. The fust halt occurred at 2:36 p.m. and lasted until 3:06 p.m. : 
The se;;ond halt was triggered at 3:30 p.m. "and, since this halt was to last for one hour, i 
effectively discontinued trading for the rest of the day. 

Exhibit 1 illustrates the decline of the stock market on October 27. The S&P I. 

500 index began the day at 940.22. From the opening at 9:30 a.m. unti11:03 p.m., 
the index fell 20 points to 920.01. At that point the decline became more pronounced 
as the :index fell by an additional 21 points over the subsequent hour and a half. The . 
fall of the index was halted by the 2:36 p.m. circuit breaker at a level of 898.29, down' 
approximately 4.5% from the opening. When trading resumed at 3:06 p.m., the. 
declin(: in the market intensified. Over the ensuing 24 minutes. the S&P500 index· 
dropped another 22 points. or 2.2 % as measured from the 9:30 a.m. opening index 
level. At 3:30 p.m., the second circuit breaker triggered, halting trading for the day. 

Exhibit 3 documents the rates of change of the S&P index in three time . 
intervals. The second column presents changes in the index measured in percent per 
minute:. Between 9:30 a.m. and 1:03 p.m., this rate of change was -.01 % per minute. 
The rate of change increased to -.03 % per minute over the next ipterval (1 :03 p.m. to 
2:35 p.m.) and to -.10% per minute in the interval between the lifting of the frrst 
circuit breaker and the imposition of the second circuit breaker. ­

Because the second circuit breaker effectively ended trading on October 27. the 
SEC staff also ,reviewed the beginning of trading on October 28. Exhibit 2 shows that 
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.the market initialJy fell and then rebounded dramatically. The low point of the market 
on October 28 occurred at 10:07 a.m., wben the S&P 500 level hit 855.53. The 
percentage rate of change per minute in the index over the initial 37 minutes of trading 
was -0.5%. Over the following 38 minutes, the S&P 500 increased to 890.70, a 
percentage rate of change of +.11 % per minute. 

Volume I, 
. I ,

Exhibit 4 presents volume of NYSE traded S&P 500 stocks in approximately I 

IS-minute time intervals. No distinct pattern is evident. There d9CS appear to be a 

signifi(:ant increase in trading in the 15 minutes before the second circuit breaker was 

triggen:d. There is no increase in volume in the period immediately prior to the fIrSt 

breakeir. 


. 
The average volume per minute between 9:30 a.m. and, 1:00 p.m. was 1.84 


million shares per minute. This average increased to 2.34 million shares per minute 

over the 1:00 p.m. to 3:30 p.m. period (excluding the half bour that the market was 

closed during the fIrSt circuit breaker). Excluding the final IS-minute period, this 

averag,e was 2.10 million shares. For the fmallS-minute period, the average was 3.6 

milliofl shares per minute, the highest for the day . 


. Openi:ngs . 

One measure of the efficiency of circuit breaker implementation is how rapidly 
trading mstocks resumed after the baIts were lifted .. If the trading pause allows 
investC)rs to place orders and establish equilibrium prices, then markets should open 
rapidly. Exhibit 5 shows the total number of NYSE traded S&P 500 index stocks that 
were open on a minute by minute basis for three time periods. The fIrSt is the opening : . 

. of trading on October 23, our control period.43 The second is the opening after the· : 
fIrst circuit breaker on October 27. The third is the opening of trading on October 28, ' 
effectively the opening after the second circuit breakcrr. 

On our control day, 50% of all S&P 500 NYSE stocks were open six minutes 

into the trading day. 75% were open 10 minutes into the day and 90% were open 14 

minut(:s into the day. It took 41 minutes for the last stock to open. 


During the fIrSt cross-market circuit breaker from 2:36 p.m~ to 3:06 p.m. on 

Octobc:r 27. trading in the markets for stocks, options, and stock index futures was 


As discussed above. the SEC selected October 23 as the control day because October 23 was 
relatively close in time to October 27 and because trading on October 23 displayed price trends 
similarto.those ~f October 27. although of a lesser magnitude. The use of October 23 as the 
control day minimized changes in the characteristics of the sample ~. stock prices. trading 
activity, and volatility) that affect liquidity measures. ... 

'. 

23 
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halted. During the halt, most traders in those markets simply waited for ttading to 
resume. The NYSE disseminated pre-opening indications in only a few stocks because 
most stocks had no sizable order imbalances prior to the 3:06 p.m. reopening. 

'The opening of individual stocks after the first circuit breaker was lifted was 
more nl~pid than on the control day. Two minutes· after the breaker was lifted 50 % of 
the stocks had opened. After four minutes. 75 % were open and after seven minutes 
90% wl~re open. Within 23 minutes. all S&P 500 stocks had reopened. Some market 

. participants have suggested that the rapidity of the reopening after the fust circuit 
breaker was due to the fact that the rust circuit breaker was triggered when the market 
had dedined only 4.5% and markets were still functioning in an orderly manner. 

On the 28th, the opening was slower than on both our control day and the 
opening after the first circuit breaker. It took 11 minutes for 50% of S&P 500 stocks 
to open, 18 minutes to reach 75%, 26 minutes to reacJf90% and 55 minutes to reach 

. 100%. This opening was both the initial morning opening and effectively the 
reopening after the second circuit breaker. 

Exhibit 6 shows the opening d,ata'in the same format for the DnA Stocks. 

Quoted Spreads 

Quoted spreads are one measure of trading costs. In general, narrower quoted 
spreads. are suggestive of lower trading costs. The average spreads on the NYSE were 
higher on October 27 than on 'our control day. Mean relative spreads, defmed as the 
quoted dollar bid-ask spread divided by the spread mid-point, on S&P 500 NYSE 
issues were approximately 30 basis points on October 23 and were close to 38 basis 
points on October 27. Exhibit 7 presents average raw and relative spreads for three 
time intervals during October 23 and 27. In the interval between 9:30 a.m. and 1 :03 
p.m., the spreads on October 27 were approximately 3S basis points, compared to 30 
basis pl)ints for the same interval (and on average over ~ entire day) for October 23. 
Spread:; increased on October 27 as the trading day wore on. Between 1 :03 p.m. and 
2:36 p.m., when the flI'st circuit breaker was triggered. spreads averaged 39 basis 
points. In the 24 minute interval between the lifting of the fust and triggering of the 
second circuit breaker, spreads widened to approximately 46 basis points. 
• 1 

At the close of trading on October 27. spreads were 50% higher than on a 
normal' trading day. These higher spreads persisted on October 28. Over the fust three ' 
•. I 

and a half hours of trading, average relative spreads were approximately 48 basis . : 
points. These spreads decreased somewhat through the close of trading to i 

approximately 42 basis points. 

Exhibit 8 presents the spreads for Nasdaq issues. The same general pattern is 
evident with these stocks. Spreads began on October 27 somewhat higher than on 
October 23. and the spreads increased as the trading day wore on. 
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Although we see higber spreads around the circuit breakers than we do on our 
control day, it is not· necessarily the case that the circuit breakers . alone caused these 
higher spreads. Spreads in general will be higher when there is greater uncertainty 
about stockprices. We would therefore expect spreads to widen when volatility in I 

prices is high, as was the case on October 27 and 28. Nevertheless, tb,e possibility of a I 
premature close on October 27 due to the second circuit breaker clearly contributed to I 
the um:ertainty about stock prices. !. 

Effectilve Spreads 

The effective spread is calculated "y doubting the difference between the trade 
price and the midpoint of the bid-ask spread. If aU trades were executed on either the 
quoted bid or ask price, then the effective spread would precisely equal the quoted 
spread. But, in general, some fraction of trades occur at prices inside the quoted 
spread. The effective spread captures this effect. Effective spreads therefore are 
indicative of realized trading costs.· Exhibit 9 reports the effective spread of trades 
executed in each of the three time periods. 

Spreads typically exhibit an intra-day pattern characterized by wider spreads at 
the beginning and end of day and narrower spreads in the middle of the day. Indeed, 
in the control period effective spreads exhibit this U-shape intra-day pattern. However" 
on October 27 this particular pattern is not observed. Instead, effective spreads are . 
narrowest in the 9:30 a.m. to 1:03 p.m. session and widen in afternoon sessions. For : 
the NYSE S&P 500 issues the mean effective spread is 10.6 cents per share in the first: 
session, rises to 12.9 cents in the 92 minutes prior to the first circuit breaker, and 
increa;ses further to 18.1 cents per share in the post-halt session. Effective spreads of 
the DJ1A stocks more than doubled, rising from an average of lOA cents per share in 
the m()ming session to 23 A cents in 24 minutes of trading after the circuit breaker. 

Although effective spreads widened around the circuit breakers, the circuit 
break~:rs alone may not have produced the increase in the effective spreads. Spreads 
typically widen when price volatility is high. as it was on October 27. Accordingly, it . 
is not possible to conclude that circuit breakers alone caused the increase in effective 
spreads. 

·Bid Downtick Trades and Volume 

The number of transactions and shares traded at the bid before a downtick: 
reflects the amount of liquidity at the bid quote and the markets' ability to absorb 
selling pressure. If prices fall rapidly through successive bid quotes with few trades 
OCcun'ing at the quotes, market depth and liquidity are poor. On the other band, if a 
greater number of trades occur at the bid quotes before prices move down, market 
depth and\Jiquidity are good. ­
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\ In Exhibit 10, the flrst two columns present the mean and median number of 
trades c~xecuted on the bid downtick for October 23 and October 27. The fmal two 
columrlS present the mean and median volume of shares that traded on the bid 
downtick. Both sets of numbers indicate that more trading occurred on the bid 
downtick on October 27 than on October 23. However, more trading occurred overall 
on October 27. 

Bid 3IItd Ask Depths 

Bid and ask depths indicate the number of shares available for purchase (ask 
depth) or sale (bid depth) at the prevailing quote. Depths are a measure of liquidity .: 
(the ability to buy or sell quickly and in large volume without· substantially affecting 
price); greater depths in general indicate greater liquidity .. 

On October 27, shares available for sale at the inside ask (median ask depth) 
increai;ed from earlier levels following the circuit breaker while shares available for 
purchlilse (median bid depth) declined slightly. This pattern is most evident for the 

. DnA :,tocks but also exists for the S&P 500 issues (see Exhibit 11). The median ask I 

. depth of DnA stocks rose to 10,166 shares in. the post·ha1t period from 5,294 shares in: 
the 9O-minute period prior to the halt, an increase of 92% . The median bid depth fell 
from 5,400 shares in the 90 minutes pre-halt session to 4,098 after the halt. . i 

I 
I 

The ratio of the bid depth to the ask depth of DJIA stocks (median) fell from : 
0.97 in the morning session to 0.91 in the pre-halt session and declined further to 0.52 i 
in the post-halt periOd. These ratios reflect the increase in selling interest as compared ! 

. to buying interest which was evident throughout the day, and which accelerated after I 

the frrst circuit breaker. These ratios are consistent with the downward direction of 
prices during these periods. (Values less than one indicate there is more selling interest i 

. I 

than buying interest while values greater than 1 indicate more buying than selling i 
interest.) i 

Speci:llist· Participation 

. Specialist sales as a percent of total sales fell dramatically after the circuit . 
breakl~r was lifted at 3:06, while specialist purchases as a percent of total purchases wa~ 
fairly stable throughout the day (see Exhibit 12). In DJIA stocks, NYSE specialists ; 
sales irepresented. on average, 16.3% of a stock's total sales in the 9:30 a.m. to 1:03 .' 
p.m. :period, 17.5% of sales in the 1:03 p.m. to 2:35 p.m. session, and fell to 8.8% of; 
total sales in the 24 minute session after the halt. The decline is attributable to the ; 
increase in directional order flow to the sell side after the flrst circuit breaker was 
lifted, The data show that specialists purchased, on average, 15.6%, 17.3%, and 
16.7% of a stock's total purchases for the three time periods analyzed .. 

The median ratio of speCialists' buy volume to sell volume also rose 
significantly in the period after the fll'St circuit breaker as specialists purchased about 
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.. . , 
twice as much stock as they sold (median stock), The ratio for both the DJIA and S&P I 

500 stocks was approximately 1 in the time periods prior to the circuit breaker . I 
indicating specialists' purchases and sales.were about equal on average. ·1 

Trading by Account Type 

The NYSE data utilized for this analysis contains a data field that identifies the ! 
type (jf account for each buy and sell side of a ttade. The account types are specialists, I 
individual, proprietary, and agency, with further breakdowns into program ttading, I 
index arbittage, and non-program ttading for certain of the primary account types. An : 
examiination of changes in the buying or selling interest after the halt may indicate wha~ 
if any effect the halt had on investors. 

Exhibit 13 presents information on the number of trades and share volume by 
buy a:nd sell side and by account type. The primary role of a specialist on the NYSE is 
to bu~y or sell stock when there is no counter party for someone wishing to trade. As a! 
provil1er of liquidity. specialists' participation in the market is indicative of bow often i 
custoiiIler orders meet directly. Overall, sell interest increased somewhat after the halt,: 
meaning that there were more non-specialist sell trades than there were non-specialist 
buy tJrades. However, the pattern varies widely according to account type. Program 
tradirig.and index arbitrage accounts were net sellers after the halt, while individuals, 
proprietary and agency non-program accounts, and specialists were net buyers. 
Trading in the first half hour on October 28 generally continued in the same panern but 
one exception was trading by individual investors. Individual accounts were net selled . 
of stock early on October 28 and sold stock almost twice the rate as they bought stOCk.' 
As the market moved upward in mid-moming, individuals became net purchasers of 
stock. . 

, 
\ 
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Exhibit 3 
.Rates of Change of S&P, 500 Index 

Table shows the mean rate of change of the 
S&P 500 index in intervals on October 27 
and October 28. Table presents changes in 
index points and percent 

I 

I 

I 


I 
I 

• I 
, 

Interval 
Change p

Index points 
er minute 

Percent 

27-Oct 

9:30-1:03 
1:03-2:35 
3:05-3:30 

28·0ct 

9:30-10:07 
10:07·10:45 

-0.095 
.a.24 
-0.89 

.a. 47 
0.93 

-0.01 
.a.03 
.a.10 

.a.05 
0.11 

I 
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exhibit 5 

Opening of S&P 500 NYS! baues 


Thill Exhibit InIdcs ttl. opening. of S&P 500 stoc:b which InIde oftlhl New Yark Stock 
Exchange. Opening is defined IS the time It which !he firIt trade oc:::&.n. l!'ItIe perioda are 
compated: !he opening .9:30 AM on OdIober 23, !he opening after !he cin::ui braker was 
&fted It 3:05 PM on Octrlblr "0. and lie openirIg 81 SUO AM an 0dDber 28. The Dhibit 
documents !he nwtl.bIr of S&P 50D NYSE stocks open It ac:h minLde and the pen:2ntage 
this number represents of IIS&P sea NYSE stocks (!here Ute 4S9 S&P 500 stcdcs InIded 
on !he NYSE). 
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exhibit 6 
Opening of Dow Stocks 

.' 
This Exhibit tracks the opening of the 30 Dow Jones InduStrials stocks. Opening is 
defined as the' time at which the first trade occurs~ Three periods are compared: the' 
opening at 9:30 AM on October 23. the opening after the circuit breaker was titled at 3:05 
PM on October ~!7. and the opening at 9:30 AM on October 2B. The exhibit documents . 
the number of D)ow 30 stocks open at each minute and the percentage this number 
represents of all Dow 30 stocks. . 

10/23197 10127197 
 1012.8197 
Number ot Percent of Number ot Percent of Number ot Percent 0' 

StOCks Stocks Stocks Stocks stocks Stocks
lime Ope(l Open Time Open Open lime Open Open
930 2, 6.7% 1505 0 0.0% 
931 2 6.7% 
 1506 14 46.7% 

932 3 10.0% 
 1507 17 56.7% 

933 5 16.7% 
 1508 22 73.3% 

934 5 16.7% 
 1509 27 90.0% 

935 8 26.7% 
 1510 28 93.3% 

936 11 36.7%, 
 1511 28 93.3% 

937 12 40.0% 
 1512 29 96.7% 

938 14. 46.7% . 
 1513 29 96.7% 

939 15, 50.0% 
 1514 29 96.7% 

94Q 23 76.7% 1515 29 96.7% 

941 2~, 80.00/, 1516 29 96.7% 

942 25 83.3% 
 1517 30 100.0% 

943 2".) 83.3%" 1518 30 100.0% 

944 2~r 90.0% 1519. 30 100.0% 
945 2~r 90.0% 1520 . 30 100.0% 

946 2'r 90.0% 1521 30 100.0% 

947 2'7 90.0% 1522 30 100.0% 

948 2'7 90.0% 1523 30 100.0% 

949 27 90.0% 
 1524 30 100.0% 

950 27 90.0% 
 1525 30 100.0% 

951 27 90,0% 
 1526 30 100.00/,

952 27 90.0% 
 1527' 30 100.0% 
953 ~:8 93.3% 1528 30 100.0% 

954 ~:9 96.7% 1529 30 100.0% 

955 4~9 96.7% 1530 30 100.0% 

956 ~~9 96.7% · · 957 :SO 100.0% · · 958 :50 100.0% · · 959 :)0 100.0% · ·. 1000 
 :30 100.0% · · 1001 :30 100.0% · I · 1002 '30 100.0% ·· 1003 30 
 100.0% · ·,1004 30 
 100.0% · · 1005 30 
 100.0% · 1008 30 
 100.0% .. 

930 1 3.3% 

931 1 3.3% 

932 1 3.3% 

933) 3 10.0% 

934 4 13.3% 

935 5 16.7% 

938 5 16.7% 

937 8 26.7% 

938 9 30.0% 

939 11 36.7% 

940 11 36.7% 

941 . 12 40.0% 

942 14 46.7% 

943 '17 56.7% 

944. 17. 56.7% 

945 20 66.7% 

946 22 73.3% 

947 23 76.7% 

948 23 76.7% 

949 24 80:0% 

950 26 86.7% 

951 26 86.7% 

952' 26 86.7% 

953 26 86.7% . 

954 27 90.0% 
 , 

I
955 27 90.0% 
 I

956 27 90.0% 

957 27 90.0% 

958 27 90.0% 

959 27 90.0% 


1000 28 . 93.3% 

1001 28 83.3'" 

1002 28 93.3% 

1003 29 ge.71r. 

1004 29 96.7% 

1005 29 96.7% 


. 1006 30 100.0% 

Securities and Exchange Commlsslan 
Office of Economic Analysis , 

1122198 . 




Exhibit 7 
Quoted and Percent Bid-Ask, Spreads in NY~E Issues 

, " , QlJloted spreads are calculated as (ask quote • bid quote) and are expressed as 
, -~..t. doltt.{'S per share. Percent spreads are calculated as (ask quote • bid 

quote)/(midpoint between the bid and ask quotes). ' FIrst. mean spreads are 
calculated on a stock-by-stock basis, weighted by the length of time the quote 
remained in effect. The overall mean and median spreads In the table are then 
gE~nerated from the stock-by-stock mean spreads. equaliy weighted over all 
stOcks. Spreads are shown for October 23 and October 27. Three Ume Intervals 
are shown for each day. ' 

S&P 500 Issues 
Quoted Spread % Spread 

Time Oct. 23 0c:l27 Oct. 23 Oct. 27' 
9':30 to 1 :03 

Mean , 0.133 0.152 ' 0.301% 0.3490/0 
Median 0.125 0.148 0.276% ,0.320% 

1:03 to 2:35 , 

Mean 0.128 0.168 0.292% 0.391% 
Meetlan 0.124 0.161 0.257% 0.359% 

~1:05 to 3:30 
Mean 0.138 0.191 0.310% 0.457% 

Median 0.129 0.171 ) 0.278% 0.396% 

Dow Issues 
Quoted Spread % Spread 

lime Oct. 23 oct. 27 Oct. 23 oct. 27 
'9:30 to 1 :03 

Mean 0.116 0.134 0.183% 0.219% 
Median 0.120 0.133 0.177% 0.200% 

1:03 to 2:35 
Mean 0.113 0.166 0.178% 0.275% 

Median 0.107 0.162 0.165% 0.270% 
3:05 to 3:30 

Mean 0.120 0.209 0.187% 0.356% 
II Median 0.113 0.208 0.180% 0.370% 

Non S&P Issues 
% SpreadQuoted Spread 

Time Oct. 23 oct. 27 oct. 23 oct. 27 
9:30 to 1:03 

Mean 0.280 0.277 1.300% 1.351% 
Median 0.784% '0.796%0.178 0.176 

1:03 to 2:35 
Mean 0.261 0.28 1.220% 1.385% 

Median 0.157 0.176 0.725% 0.807% 
3:05 to 3:30 

, 

Mean 0.258 0.299 1.196% 1.447% 
Median 0.151 0.189 0.715% 0.870% 

SecuriUes and Exchange Cammiuion \ 
Otllce ot Economic Analysis 

1122198 



Exhibit 8 
Quoted Spreads and Percent Spreads in Nasdaq Issues 

Quoted spreads are calculated as (ask quat. - bid quote) and are expressed as dollars per 
share. Percent spreads ate calculated as (ask quote - bid quote)l(mjPpoint between the bid 
and asll quotes). First. mean spreads are calculated on a stock-by-ltodt basis, weighted by 
the len!;th of time the quote temained in effeel The overall mean and median spreads in the 
table ate then generated from the ttock-by-stock mean spreads, equally weighted over all 
stocks. Spreads are shown for October 23 and Octo.bar '21. Three time intervals are shown 
for each day. ' 

Top !l3 Stocks Quoted Spread Percent Spread 
Oct. 23 Oct. 27 Oct. 23 Oct. 27 

8efore' Halt 9:30 t01:03 ' 
Mean . Median 
1:03 to 2:35 
Mean 

Median 
After 1:!i!1 3:05 to 3:30 

Mean 
Median 

0.121 0.148 
0.104 0.117 

0.115 0.141 
0.100 0.107 

" 

0.114 0.162 
0.094 0.128 

0.48~ 0.55% 
0.34% 0.40% 

0.43% 0.58% 
0.35% 0.41% 

0.4~ 0.68% 
0.29% O.~ 

Top 51-100 Stocks .. Quoted Spread Percent Spread 
Oct. 23 Oct. 27 Oct. 23 Oct. 27 

Betot~ 9:30 to 1:03 
Mean 

Median 
1:03 to 2:35 
Mean 

Median 
M!rHalt 3:05 to 3:30 

Mean 
Median 

0.1134 0.183 
0.156 0.162 

0.1153 0.191 
0.139 0.176 

0.1n 0.230 
0.189 0.195 

1.41% 1.54% 
O.fmfI 0.76% 

1.3M(. 1.59% 
0.56% 0.713% 

1.49% 1.80% 
0.135% 0.86% 

Top 101·500 Stocks 
" 

Quoted Spread 
Oel 23 OCl27 

Percent Spread 
Oct. 23 Oel 27 

Betimt.!:!!! 9:30 to 1:03 
Mean 

Median, 
1:03 to 2:35 
Mean 

, Median 
Aft,!t.I:i!!1 3:05 to 3:30 

Mean 
Median 

0.230 0.226 
0.195. 0.229 

0.218 0.257 
0.177 0.219 

. 0.213 0.288 
0.171 0.250 

1.29% 1.54% 
1.00% 1.22% 

1.22" 1.59% 
0.93" 1.24% 

1.21% 1.80% 
0.8"" 1.~ 

50'1 & Below Stocks Plf'cent SpreadQuoted Spread 
Oct. 23 Oct. 27 Oct. 23 OCl21 

, il!'!o[e He! 9:30 to 1:03 
Mean 

Medlan 
1:03 to 2:35 
Mean 

Median 
!ll!r.l::1!J.t 3:05 to 3:30 

Mean 
Median 

0.442 0.484 
0.319 0.339 

0.424 0.454 
0.290 0.335 

0.422 D.488 
0.279 0.386 

3.84% 3.90% 
2.8ft 2.88% 

3.50% 3.99% 
2.48% 2.91% 

3.51% 4.28% 
2.46% 3.14% 

'Sec:uritIeG 8I'Id ~ Ca•••Iiwica. 

0ftIce 01 Ecanarnic AnIIyIis 
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Exhibit 9 

... < Effective Bid·Ask Spreads In NYSE Iss~e~< 

~ 

I 

I 
I' 

Table presents effective bid ask spreads and spreads for b~ side and sell side. 
Buy siele bid-ask spread is calculated as (trade price .. ~ quoted spread 
midpointt2: sell side bid-ask spread is calculated as (quoted spread midpoint­
trade price)'"2; effective spread is calculated I(trade price - quoted spread 
<midpoint)I*2. Mean effective spreads < are equal-weighted across stocks. All 
spreads; are presented in dollars per share. . 

S&P 500 Issues 

, Time Buy Side 

oct. 23 
Sell SIde Effective Buy Side 

Oct. 27 
Sell Side Effective 

9:30 to 1:03 
Mean 0.020 -0.020 0.115 -0.009 0.009 0.106 

Medlall 0.008 -0.008 0.096 -0.009 0.009 0.100 
1 :03 te, 2:35 

Mean < 0.001 -Q.001 0.089 -0.015 0.015 0.129 
Median 0.001 -0.001 0.083 -0.013 0.013 0.121 

3:05 tel 3:30 
Mean 0.020 -0.020 0.097 -0.029 0.029 . 0.181 

Median 0.018 -0.018 0.087 -0.025 0.025 0.156 

Tirn~~ Buy Side 
Oct. 23 
Sell Side Effective Buy SIde 

Oct. 27 
Sen SIde Effective 

9:30 tlJ 1 :03 
Mean 0.006 -0.006 0.098 -0.012 0.012 0.104 

Mediiln 0.010 -0.010 0.096 -0.011 . .0.011 0.101 
1:03 to 2:35 

Mean 0.010 -0.010 0.083 -0.004 0.004 0.140 
Median 0.013 -0.013 0.079 -0.003 0.003 0.135 

3:05 to 3:30 
Mea.n 0.019 -0.019 0.092 0.040 -0.040 0.234 

" 
Median 0.024 -0.024 0.085 0.024 -0.024 0.207 

TiITle 
9:30 to 1:03 

Meiln 

Median 


1:03 to 2:35 
Me,an 

. Median 

3:05 to 3:30 
Mean 


Meelian 


Dow Issues 
! 

Non S&P Issues 
Ocl23 Oct. 27 

Buy Side Sell Side Effective Buy Side. Sen Side Effective 

-0.030 0.030 0.167 . -0.060 
-0.008 ,0.008 0.125 -0.035 

-0.023 0.023 0.131 -0.069 
-0.014 0.014 0.096 -0.047 

0.001 -0.001 0.126 -0.062 
0.007 -0.007 0.094 -0.047 .. .Securities and exChange CommlSlon 

Office of Economic Analysis
1122198 . 

. 

0.060 0.168 
0.035 0.122 

0.069 0.172 
0.047 0.125 

0.062 0.194 
0.047 0.125 

I 



Exhibit 12 
Measures of Specialists Trading Activity 

Table shows specialist volume as a percent of· total volume on buy side and sell side for three time 
intervals on October 23 and October 21. The final two columns show the ratio of specialists buy :to 
sell volume for each interval in each day. A ratio greater tJ:Ian one indicates specialists were l1et 
purchasers. A ratio less than one indicates that specialists were net sellers. StatJstics are calculatect 
on a stock-by-stoc!k basis and the medians are presented. . 

Dow Stocks 

9:30 -1:03 

1:03 - 2:35 

3:05-3:30 

Entire Day 

Oct 23 
Specialist Specia6st 

Buy Volume Sell Volume 
as % of Tot as % of Tot 

Buy Sell 

Oct. 27 
Specialist Specialist, 

Buy Volume . Sell Volume 
as % of Tot as % of Tot 

Buy Sell 

Oct. 23 Oct. 27: 

I 
Ratio of Specialist BuY 
Volume/Sell Volume i 

, 

17.2 15.1 

13.9 13.4 

11.4 13.6 

15.5 14.7 

! 

15.6 16.3 

17.3 11.5 

16.1' . 8.8 

16.2 15.3 

I 
.0.93 0.97 

I 

0.95 1.07 
I 
I 

.0.89 ~.06 
I 

I 

0:94 1.oe 

S&P 500 Stocks 

9:30 - 1:03 

1:03 - 2:35 

3:05-3:30 

Entire Day 

Oct. 23 
Specialist 

Buy Volume 
as % of Tot 

Buy 

Specialist 
Sell Volume 
as % of Tot 

Sell 

Oct 27 
Specialist SpeciaJist 

BuyVolume. Sell Volume 
as % of Tot as % of Tot 

Buy Sell 

Oct. 23 Oct. 27 
i 

i 
Ratio of Specialist BiJy 
Volume/Sell Volume 

16.5 

14.9 

13.6 

16.2 

15 

13.1 

13.5 

15 

11.3 15.7 

18'.3 15.6· 

18.5· 1.6 

18.5 15.5 

I 

1.04 
I
11.08 
I 

1.04 !1.13 
I 

1.0 I 2.0, 

1.01 I 1.1 

Securities and Exchange Commission 
Office of EconomiC Analysis 

1122198 
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Exhibit 13 
Distribution of Share Volume by Account Type - S&P 500 NYSE Issues 

Tile firsi:iwo paneis $hovdhe percentage oftiBdevolume-attribl.t1ed to-several- acccunttypes within severa!-t!meJnterv3Is. on 
October 27 and 28. The thin:l panel shows the net percentage purchase or sale of the market by account type., The fourth 
panel shows the ratio of purchases to sales by account type and time period. Proprietary trades are for clearing firm -and 
affiliated member accounts. Agency trades are for Institutional. money managect and discretionary accounts. 

·_~· ·S~_"" -P If Total Buy Vol _._-- bv Time Period A -. .........._- .. ..
~-A T' --

Oct. 27 

Proprietary Agency 
non-Index. non-Index Proprietary Agency Proprietary Agency Individual 
arbitrage arbitrage index Index non- Non- non-
program - program arbitrage arbitrage program Program program Specialist Other 

fotal 
Percent 

~:30-1:03 
1:03-2:35. 
3:0&.3:30 
Oct. 28 
9:30-10:00 
10:00-10:30 
10:30 &later 

1.5 8.3 3.1 1.9 6.4 57.0 4.2 18.4 3.2 
1.5 4.6 1.9 1.2 8.2 58.2 5.1 17.4 3.9 
0.1 3.9 0.0 0.0 4.1 82.3 8.8 17.7 3.1 

0.8 1.9 0.0 1.0 6.3 82.6 8.8 18.1 2.7 
1.0 2~7 0.1 0.4 ,4.9 88.2 8.7 13.8 2.4 
3.1 8.2 0.2 0.1 4.1 57.5 7.1 18.8 2.9 

100.0 
100.0 
100.0 

100.0 
100.0 
100.0 

", 

! 

i 

P bv Time Period A -.... -. - .. ~- f Total Sell Vol.-.... ~.-- A ItT' --..­

Oct.27 

Proprietary Agency 
non-Index non-Index Proprietary Agency Proprietary Agency Individual 
arbitrage arbitrage' Index rnd_ex non­ , Non- non-
program program arbitrage arbittage program Program program Specialist Other 

Total 
Percent_ 

9:30-1:03 
1:03-2:35 
3:05-3:30 
Oct 28 
9:30-10:00 
10:00-10:30 -----­
10:30 &later 

2.3 6.1 0.7 0;3 4.8 61.0 5.9 15.4 
9.1 8.7 0.4 0.4 4.4 53.0 5.3 15.9 
9.8 13.2 2.9 1.0 3.0 48.1 7.5 12.0 

2.4 6.7 1.8 0.7 2.1 55.8 15.5 10.7 
- -3.0 -------5.8-------- ,2.9 --- ---1.3- __ _ __3.4_. ____52.3 __ ~.-"- 23.3 

2.1 5.3 . -...§---() 2.1 4.5 56..1 3.5 18.8 -

3.5 
2.8 
2.5 

4.3 
_2.!.·t. 
.1.6 

100.0 
100.0 
100.0 

100.0 
100.0 
100.0 
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(Exhibit 13 continued) 

Oct. 27 
9:30-1:03 
1:03-2:35 
3:05-3:30 
Ocl28 
9:3()';10:00 
10;00-10:30 
10:30 & later 

Net % Purchase of Market Volume b)' Account Type and TIme Period 
"'!" .. -~-,..--.-- ...... -_._-, 

Proprietary Agency 
non..lndexnon~lndex Proprietary Agency Proprietary Agency Individual 
arbitrage arbitrage Index Index nOI}- Non- non­
program program arbitrage arbitrage program Program program SpeclaJlst other I 

-0.8 0.2 2.4 i.e 1.8 -4.0 -1.7 1.0 -0.3 

-7.8 -4.1 1.5 0.8 1.8 5.2 ..Q.2 1.5 1.1 

-9.7 -9.3 -2.9 .1.0 1.1 14.2 1.3 5.7 0.8 


",
-1.8 . -4.8 ·1.8 0.3 4.2 8.8 -e.7 5.4 -1.8 
·2.0 -3.1 -2.8 -0.9 1.5 13.9 3.1 -9.7 0.0 
1.0 2.9 -5.8 -2.0 ;.0.4 1.4 3.8 -2.0 1.3 

Ratio of Purchases to Sales by Account Type and Time Period 

' .. 
Oct. 27 
9:30-1:03 
1:03-2:35 
3:05-3:30 
Oct. 28 
9:30-10:00 
10:00-10:30 
10:30 & later 

"'!_lessthlln O.Ot'" 

Proprietary Agency 
non-Index non·lndex Proprietary Agency Proprietary Agency Individual 
arbitrage arbitrage Index Index non- Non- non-
Iprogram program arbitrage arbitrage program Program program Specialist other 

0.7 1.0 .* . 8.3 1.3 0.9 0.7 1.1 0.9 

0.2 0.5 .* 3.0 1.4 1.1 1.0 . 1.1 1.4 

0.0 0.3 -• 0.0 1.4 1.3 1.2 1.5 1.2 

0.3 0.3 . 0.0 1.4 3.0 1.1 0.8 1.5 0.8 
0.3 0.5 0.0 .* 1.4 1.3 i.e 0.8 1.0 

1.5 1.5 0.0 0.0 ...~ 1.0 2.0 0.9 1.8 

Securities and Exchange Commission 
Office of E~nomlc Analysis .-, 



• . Appendix II 

The Working Group on Financial Markets 

Robt:rt E. Rubin, Secretary 

DI!partment of the·Treasury 


Brooksley Born, Chairperson 

Commodity Futures Trading Commission 


. i 
I 

Alan Greenspan, Chairman 
Board of Governors of the Federal Reserve System 

. i 
I 

Arth.ur Levitt, Chairman I 
I 

Securities and Exchange Commission 

May 7, 1998 

Rkhard A. Grasso 
Chairman and Chief Executive Officer ,I' 

Nf.:w York Stock Exchange 

11 Wall Street 

New York, NY 10005 


D'ear Mr. Grasso: 

The members of the President's Working Group on Financial Markets are 
writing to express our views concerning the NYSE's collar rule (NYSE Rule 8QA(c» 
and sidecar procedure (NYSE Rule 80A(a». We understand that the NYSE has i 
undertaken a reexamination of the continuing necessity of these rules, as well as the 

. I 

appropriateness of their trigger levels. As a result, you recently indicated that the I 

NYSE would be wilting to eliminate its sidecar procedure and to change the trigger . 
l<:vel for the collar rule from a 50-point move in the Dow Jones Industrial Average! 
("DnA") to a 1 %move in the DnA. i 

We,appreciate the NYSE's willingness to revisit these rules. Members of ~e 
Working Group testified before Congress earlier this year that these rules were : 
probably outdated and should be eliminated. Alternatively , we testified that the I 

triggers should be substantially raised to reflect increased market levels since thes¢ 
rules' adoption. While we are pleased by the NYSE's decision to eliminate the sidecar 
procedure, we urge you to re-evaluate the usefulness of the collar rule. In this regard, 
the \NYSE's systems capacity has increased severalfold since the collar's inception!. 
The NYSE can handle volumes of index arbitrage trading far greater than 10 years ago. 

I . 

Moreover, index arbitrage ensures that the securities and futures markets are aligried 

, 
I, 



a 

t Mr. IUchard. A. Grasso• Page 2. 
, . I 

economically. Accordingly. we question the continuing need for restrictive treatment . 
of index arbitrage trading. 

If you determine a continu~g need for the collar, at a minimum. we believe th~t 
the NY~E should consider a substantially ~reater pe~entage increase in the collar I 
rule's tngger level. We note that, even WIth a 1 % tngger level, the collar would have, 
been activated over 130 times during the previous 12 months. We also note that the I 

original level was set at 2 112% " 

Again. we would like to thank you for considering ways to respond to the , 
Working Group's concerns about both the collar rule and the sidecar procedure. We i 

I 

believe that further consideration of the collar rule will help ensure that the NYSE's I 

rules continue to enhance the efficiency. liquidity. and integrity of our nation's capital 
~~. .. : 

. . Sincerely, 

I·). ')_ 

\ CJ'-~ V ---------- . 


Robert E. Rubin, Secretary 
Department of the Treasury I 

~, 
i 

Brooksley Born, Chairpe on .. 

! 

Board of Governors of the Federal 
Reserve System 

,,' j It: ..; . ,J. ;..- i . 
',/: fl't 0 .. I 

Arth:rj'CVi~. ~hairman 
Securities and Exchange Commission 

Cod" tures Trading CommissioQ 

Alan Greenspan. irman 


