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REGULATION OF FUTURES
MARKETS

Regulation of the futures market began with the
Grain Futures Trading Act of 1922, with responsibil-
ity lodged in the U.S. Department of Agriculture
until 1974 (see ch. 4). The present regime was
established with the Commodity Futures Trading
Commission Act of 1974 (88 Stat. 1389). The Act
provides that a new Commodity Futures Trading
Commission “. . . shall have exclusive jurisdiction
with respect to . . transactions involving. . . con-
tracts of sale (and options on such contracts) for
future delivery . . ..” It is to administer the basic
provisions of the Commodity Exchange Act of 1936.
The new 1974 Act defined “commodity” to include
not only agricultural staples and other “physicals,”
but also “services, rights, and interests in which
contracts for future delivery are presently or in the
future dealt in. . .,” thereby expanding the term to
include many financial instruments. The CFTC was
created under ‘‘sunset legislation, ’ a popular con-
cept in the early 1970s, which provided that the
agency would cease to exist unless re-authorized
periodically. Congressional oversight of the CFTC
continues to be exercised by the House and Senate
Committees on Agriculture.

CFTC authority generally preempts that of States,
although the Commodity Exchange Act (sec. 6D)
permits States to prosecute commodities fraud. The
SEC’s authority is shared with States. The authority
of the two agencies also differs in terms of investor
protection. 10

TENSION BETWEEN THE
AGENCIES

In 1978, SEC asserted jurisdiction over securities-
related activities, including the trading of futures and
options contracts based on stocks or stock prices,
and sought congressional codification. The congres-
sional Agriculture Committees, however, wanted to
keep jurisdiction over all futures trading in one
agency.

The linkages between stock and futures markets
were not so visible in 1974 and 1978 as they are now.

The most direct link-stock-index futures-did not
then exist. Nevertheless, some congressional mem-
bers saw potential problems. The Futures Trading
Act of 1982 reflected congressional concerns about
the impact of trading in futures contracts on other
financial markets. These concerns were stimulated
by the Hunt silver scandal and the impending
introduction of interest-rate futures. The 1982 Act
directed the Federal Reserve Board of Governors
(FRB), SEC, and CFTC to assess the effects of
futures and options on capital formation, the liquid-
ity of credit markets, the adequacy of customer
protection, the effectiveness of regulatory tools and
mechanisms, and the extent to which futures con-
tracts could be used to manipulate markets and
prices. The study concluded that futures and options
did not have adverse effects on capital formation or
stock and credit markets.

Over time most of the early congressional con-
cerns about trading in futures contracts were allayed
through this and other studies by Federal agencies
and through a growing body of practical experience.
This unease was roused again in 1987 and 1989 by
the possibility that stock-index futures and related
trading behavior contributed to-or caused-market
breaks (see ch. 4). The bifurcated regulatory struc-
ture itself has become a focus of concern and
controversy. It is particularly controversial in terms
of: 1) the effects on innovative financial products, 2)
the setting of margin requirements, and 3) decisions
about measures to be taken when markets are
stressed or collapsing.

INNOVATION AND REGULATION
The boundary between SEC and CFTC jurisdic-

tion is, in broad terms, that between instruments for
capital formation (securities) and instruments pro-
viding a means of hedging, speculation, and price
discovery without the transfer of capital. Options are
sometimes regarded as an investment, but more
often as an instrument for hedging or speculation.
The SEC has authority to regulate trading of options
on securities. The CFTC regulates trading of futures
contracts (including futures on stock indexes) and
options on futures contracts. The CFTC has jurisdic-
tion over options on foreign currencies-except

lqor exmple, tie mc ~fio~ &r=t ~ket ~ei~nce based on large trader reporting, which the SEC m~ot  yet r~~e (a bill tit ‘odd
authorize the SEC to require large traders to report their transactions is now before CongmSS). AS another eqle, the CEA requires futures commission
merchants (the f~ tit tindle purchase and s~e of fiwm contracts for retail customers) to segregate customers tids. SEC Rule 15c3-3 requires
segregation only of net total credits, but the Securities Investor Protection Act setup an insurance fund for tier investor protection.
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when the option is traded on a national securities
exchange, in which case the SEC has jurisdiction.
Thus the SEC regulates an option on the British
pound traded by the Philadelphia Stock Exchange,
and the CFTC regulates essentially the same option
traded at the Chicago Mercantile Exchange.

Futures exchanges have been highly innovative in
developing new products, and the CFTC has gener-
ally been responsive and flexible in approving those
products (or in agreeing to exclude them from
regulation). The SEC has until recently been more
cautious in approving new exchange products.11

But the futures exchanges’ innovative products
have blurred the distinctions assumed in statutes,
and thus the allocation of responsibility of the CFTC
and SEC, particularly with the advent of products
whose definition and price are derivative of products
traded on a securities exchange. In drawing up the
Securities Exchange Act of 1934 and the Commod-
ity Exchange Act of 1936, legislators could not
anticipate the new products and computerized trad-
ing strategies that would eventually confront regula-
tors. As a result, the two agencies have frequently
struggled with jurisdictional confusion, sometimes
resolved by negotiation but sometimes finally
resorting to courts to sort out jurisdictional disputes.
In time, the related industries have come to use the
threat of litigation to thwart competition and perhaps
to thwart regulation as well.

A major source of difficulty is the “exclusive
jurisdiction’ phrase in the Commodity Futures
Trading Commission Act. The Act says:

. . the Commission [CFTC] shall have exclusive
jurisdiction with respect to. . transactions involving
. . .contracts of sale (and options on such contracts)

for future delivery of a group or index of securities
(or any interest therein or based on the value thereof) .12

Most new contracts, if they are not standard
corporate stock or bonds, have some aspects of
“future delivery,” and the likelihood that they will
be found by the courts to fall under the CFTC’s
jurisdiction may effectively discourage stock mar-
kets from product innovation.

Exchanges have formed separate subsidiary ex-
changes in order to avoid being regulated by both the
CFTC and the SEC. The NYSE formed the New
York Futures Exchange and the Philadelphia Stock
Exchange formed the Philadelphia Board of Trade.
Futures exchanges are particularly intent on avoid-
ing regulation by the SEC, saying that it does not
understand futures trading.

Serious disagreements erupted between exchanges
seeking to innovate, and between the regulatory
agencies, over products at the intersection of the
agencies’ jurisdictions.

13 In 1981, the chairmen of
the SEC and the CFTC entered into an agreement
clarifying the respective jurisdictional responsibili-
ties of the two agencies, pending the enactment of
clarifying amendments to the securities and com-
modities laws.14This Shad-Johnson agreement (named
after the two chairmen) left the CFTC exclusive
jurisdiction over futures contracts and options on
futures contracts. It recognized SEC as sole Federal
regulator of options on securities and on foreign
currencies traded on national securities exchanges.
The agreement specified certain criteria that the
CFTC would use in approving futures contracts on
a group or index of municipal and non-exempt
securities. 15

As part of the Futures Trading Act of 1982,
Congress enacted the Shad-Johnson agreement into

ll~o~ RUSSO,  who practices  s~fitics and commodities  law as a partner in Cadwalader,  WickerSham & Taft told Congress: “AS a redt of the
recent-and in my view unfortunat~eventh  Circuit decision in the IPS case, the Commodity Exchange Act has become a major obstacle to product
innovation. . . The II% decision will work in effec~  to ban many new products with any element of futurity  from the U.S. markets.”

127 U.S.C. 2a(ii). See also 7 U.S.C.  Section 2 . . . ‘‘the Commission shall have exclusive jurisdictio~ except to the extent otherwise provided in sec.
2a of this title.” U.S. Court of Appeals for the Seventh Circuit  CiUE et al., v. SEC, decided Aug. 18, 1989.

lsFor c~plc, in early 1981, the SEC gave approval for the CBOE to trade options on Government National Mofigage As=~tion securities. The
CBOT (which had traded GNMA futures since 1975) objected. The U.S. Court of Appeals of the Seventh Circuit ruled that the SEC was without
jurisdiction because of the exclusive jurisdiction clause in the CIWC statute. Board of Trade of City of Chicago v. SEC, 677 F,2nd 1137, 1142 n.8,
1156-1158 (7th Cir. 1982), vacated as moot, 459 U.S. 1026 (1982). The Court said that GNMA options wme not securities, despite a “right to . . .
purchase” phrase in the securities laws.

14SEC and CFTC press release Dec. 7, 1981, 2982-82 Fed. Sec. L. Rep. (CCH)  pa.  83,W2.
15~e Smenti cfic~t  cow later  ~led tit tie SEC and ~C co~d not ~ter the~~sdiction  by mum agmm~~  S= 677 F.2d at 1142 n.8. The

jurisdictional dispute between the ~C and SEC was over options on GNMA certiilcates. An appeals court later found them to be “both securities
and futures,” and, therefore, “the CFTC’S jurisdiction is exclusive in light of 7 U.S.C. Sections 2 and 2a. ” U.S. Court of Appeals for the Seventh Circuit
decision in CiUE et al.,  v. SEC, Aug. 18, 1989, pp. 11-12.
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law. Congress added a provision that the SEC had
the right to object to a futures contract on a stock
index (or option on such a contract). After a hearing,
SEC’s objection could be taken to judicial review.16

In late 1983, the SEC objected to four stock-index
futures contracts proposed by the Chicago Mercan-
tile Exchange (CME) (based on indices of sectors of
the securities markets such as energy corporation
stocks or financial institution stocks). This led to a
second agreement between the two agencies setting
out detailed guidelines for joint CFTC/SEC ap-
proval for index futures contracts and options on
index futures contracts. Subsequently, there was
joint approval of 20 stock-index futures contracts,
later withdrawn. In May 1988, in the wake of the
crash, the SEC Commissioners again voted to
propose the transfer to the SEC of CFTC jurisdiction
over stock-index futures contracts and associated
options. 17 This has been proposed anew in 1990.

In 1989, the continuing dispute focused on
jurisdiction over a new financial instrument called
Equity Index Participations (IPs), proposed for
trading by three securities exchanges.18 IPs were to
represent “a present interest in the current value of
a portfolio of stocks. ’ The holder of an IP would be
entitled to a proportionate share of an amount equal
to any regular cash dividends paid on the stocks in
the portfolio, without ever owning the stocks.19

Index participations were approved by the SEC as
a way to let individual investors get some of the
risk-reduction benefits that institutions get from
program trading, and as a means to reduce market
disruptions due to such high volume trading tech-
niques. They were held by the SEC to be ‘ ‘securi-
ties” because their economic function was equiva-

lent to that of securities-a claim to dividends,
freely transferable in exchange transactions, and
able to appreciate in value. The Chicago Board of
Trade (CBOT), the CME, and the CFTC challenged
the SEC’s approval, claiming that IPs were futures
contracts because they represented a transaction that
would be cashed out at a future date, at a price based
on the difference between an initial price and an
undetermined future price. The Court of Appeals for
the Seventh Circuit noted that the IPs have some of
the characteristics of a security and some of the
characteristics of a future contract, but because of
the exclusivity rule would have to be regulated by
the CFTC.20

The dispute over regulatory jurisdiction for IPs
highlights some useful insights about competing
regulators and the stresses that some new innovative
products place on the jurisdictional boundaries
established by law. Exchanges may seek to protect
their existing products against competition from a
new financial product that would trade on other
exchanges. Regulators must implement statutes as
written (but also may seek to protector expand their
jurisdiction). These disputes often delay or prevent
the trading of new financial products that could be
useful to investors.21

The dispute over regulatory jurisdiction of IPs
also highlights the growing difficulty of categoriz-
ing some new financial instruments as either stock,
options, or futures contracts and thus assigning their
regulation to the SEC or the CFTC. The Appeals
Court, unable to find a clear categorization of IPs,
complained: ‘‘We must decide whether tetrahedrons
belong in square or round holes.”22 The court
necessarily relied on interpretation of existing stat-
utes and prior case law, and properly made no

16’’l’he seventh  @c~t d~~i~n ~onw~g Optiom on GM securities (see foo~ote 15) ww mooted by this legislation (and was dSO vacated w
moot by the Supreme Court).

ITThevote  was, however, 3-2, and Chairmm Ruder, whoproposedthe change, admitted that there was little chance the proposal would succeed (David
A. Vise, “Battling for Market Control: SEC, Led by Ruder, Votes To Ask Congress for Index Futures Role,” Washington Post, MZly 27, 1988, Dl).

18~ey Werefmst d~igned by tie philadelp~ Stock fic~%e, which inFeb~ 1988 applied to the SEC forpe~sion to @ade them. The AMEX
and CBOE later submitted to the SEC their own proposrds for variations of E%.

19’rhe ~ w= to be of indeffite dmation. The holder ~o~d either  exemise a “c~h-out”  privflege  av~~ble  @y or qtierly (this V~ed ~Ong the
II%) or could enter into an “offsetting” sale or purchase to close out his position. In that case, theholderwouldmake a profit (or limit his loss) by receiving
or making payment of the difference between the prices of his opening and closing transactions. SEC Release 34-26709, Apr. 11, 1989.

20U.S.  Court of Appeals for the Seventh Circuit decision in Chicago Mercantile Exchange, Board of Trade of the City of Chicago, and Investment
Company Institute. Securities and Exchange Commission decided Aug. 18,1989. Also, ‘‘Court Rules SEC Erred in Decisions on Futures Markets,”
Wall Street Journal, Aug. 21, 1989, p. C9.

zlAc@rd~g t. ~om= Russo, S=fities  ~d co-~tiw 1aWer, the SEC initi~ly  rej~t~  the  f~st f~ncti futures COn~C~ which WW then
approved by the C~C  and trad~  on CIXYI’.  The SEC also would  not approve the fiist  attempts to develop index products. RUSSO, Op. cit., footnote
11, p. 3.

221bid.,  P.2. [7ti Cir. COurt of Appds,  Aug. 18, 19*9.1
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judgment as to which agency is better equipped to
supervise trading in IPs. Nor did this court decision—
or earlier judicial decisions, the Shad-Johnson Agree-
ment, or the legislation based on it—resolve the
fundamental issue of how to assign jurisdiction for
new financial instruments which do not fall neatly
within either the capital formation or the hedging
categories.

MARGIN REQUIREMENTS
In stock markets, “margin” is the amount that,

under FRB rules, brokers, dealers, and other lenders
must require from customers as a down payment
when they sell securities to customers on credit.
Exchanges and the NASD also require additional
“maintenance margin” deposits. 23 In futures mar-
kets, margin is defined as a performance bond that
protects the clearinghouse against default by clear-
ing members. Proposals have been made repeatedly
to “harmonize’ the levels of margins across markets—
generally with the policy objective of raising futures
margin requirements in order to constrain the
pressure that might be transmitted from futures
markets to stock markets. This issue is discussed in
chapter 4. It is closely related to another policy issue:
How and by whom should margin levels be set?

After the 1929 stock market crash, Congress
concluded that low margins required for stock
purchases had encouraged excessive speculation.
Margin requirements were, at the time, set by stock
exchanges without government intervention. The
FRB was empowered by the 1934 Securities Ex-
change Act to specify required margin levels on
securities.

The FRB changed stock market initial margin
requirements 15 times from 1934 to 1959 and less
frequently thereafter. Since 1974 it has left initial
margin requirements at 50 percent of the market

value of purchased stocks, and 150 percent of the
value in ‘‘short’ transactions. 24 The stock ex-
changes and NASD’S additional maintenance mar-
gins require at least 25 percent of market value in
long transactions.25 Specialists and OTC market-
makers pay much lower margins.

Futures margins are set by exchanges and are
usually about 5 percent. Only in emergencies does
the CFTC have authority to direct the exchanges to
raise margins. Unlike stock margins, required levels
for futures margins change frequently. For a time
following the 1987 crash-possibly to ward off the
numerous proposals that Congress take action to
require higher futures margins26-exchanges did not
drop this requirement below 15 percent for specula-
tive long or short positions, but the requirement was
soon halved. In early May 1989, the CME reduced
the speculative margin for S&P 500 futures from
$15,000 to $6,500. In October 1989, it varied from
$9,000 to $12,000-FRB Chairman Alan Greenspan
later said that he was shaken by the exchange’s
action in raising margin requirements during the
market break, because it drained liquidity from the
market when it was most needed. In May 1990 the
margin requirement stood at $20,000.

The inability of empirical studies to answer
decisively (at least to the satisfaction of all sides in
this politicized argument) the question of whether
initial margin requirements affect volatility is dis-
cussed in chapter 4. Regardless of empirical re-
search, the regulatory agencies take strong-and
conflicting-stands on this question. SEC’s Divi-
sion of Market Regulation ‘continues to believe that
low futures margins have contributed to the size and
volatility of short-term market movements, ’ ’27 and
Richard Breeden, chairman of the Commission, has
on several occasions in 1990 reiterated a demand for

~when~adverse~et  movement~s  reduced the margin account to a point where the cash or collateral loaned to the account holder by the broker
is jeopardized, the exchanges require the customer to deposit additional equity, or “maintenance margin. ‘‘ Ifacustomerbuys  stock worth $100, he might
put up $50 (initial margin) and borrow $50. Unless  the stock value falls below $66.67, the customer would not need to deposit additio~ maintenance
margin because the re mairdng value of the stock to the customer ($66.67 minus the $50 he put up) is $16.66, which is equal to the NYSE’S maintenance
margin requirement of 25 percent of $66.67. If the value continues to decline more maintenance margin will be demanded.

~h a short tr~sactiou one is selling stock that one does not yet OWIL but has borrowed, expecting to be able to buy it subsequently at a lower Price.
?5Moptions ~~g tie IIUW@ is a ~rfo~nce bond to cover the obligations incurred if the underlying stock generates a 10SS for the oPtiOm Writm.

FRB has deferred the setting of both initial and maintenance margin to the options exchanges subject to SEC oversight. The way these are set was
explained in ch. 5. That chapter also discusses the related issues of cross-margining and futures-style margins for options.

Z6’rhe ~esident~s  T~k Force on M~et M~~sms, m one e~ple, c~ed for ~@s in tie two m~ket s~ents to reflect  rOU@y @Vdent

risk and leverage.
~Ric~d G+ KetchW Division Director, in a m~or~dm to SEC D~ctor David S. Ruder, June 30, 1989, p. 22.
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higher margins.
28 CFTC Chairman Wendy Gramm

told Congress in March 1990, “There is no credible
evidence to support the contention that low margins
for stock-index futures cause stock price volatil-
ity. “29 Secretary of Treasury Brady has called for
higher margins. Alan Greenspan, chairman of the
FRB, says, “Although available statistical evidence
on the relationship between margins and stock price
volatility is mixed, the preponderance of the evi-
dence is that neither margins in the cash markets nor
in the futures markets have affected volatility in any
measurable reamer. ’

After the 1987 crash, there were many proposals
to change the locus of responsibility for setting
margin requirements. (The assumption is that the
SEC, and possibly but not surely the FRB, would be
likely to raise futures margin requirements, the
CFTC-as now constituted-would not.) The Presi-
dent’s Working Group on Financial Markets could
not reach consensus on who should set margin levels
(reflecting the diverse institutional representation in
the Group) .30 Representatives of the SEC, FRB, and
Treasury Department argued that the government
should set (or disapprove) margin levels for all
products. The CFTC, possibly unwilling to be put in
a potentially adversarial position vis-a-vis the fu-
tures industries, maintains that exchanges are in the
best position to assess market volatility and deter-
mine appropriate margin levels, with the CFTC
having authority to act only in emergency. The SEC
in July 1988 proposed to Congress a restructuring of
margin regulation. The CFTC would be required to
review futures margins to assure that they are
‘‘prudential’ and SEC would have the same respon-
sibility vis-a'-vis securities margin requirements.
The FRB would have residual authority to review
margin requirements for all products. At one time
the FRB asserted that it has power to set margins on
stock-index futures, but the FRB has recently shown
no interest in exercising this untested claim.31 It has
not changed securities margins at all since 1974,
which can be interpreted to mean that it has seen no

useful economic purpose served by margin regula-
tion.

In part, this disagreement turns on the question of
the purpose of margins. The futures industry (and the
CFTC) say that margins are to protect the clearing
organization and the futures markets against default
of a clearing member. Because of the practice of
marking-to-market daily, and daily or intra-daily
margin calls, relatively low initial margins afford
fully adequate protection for the clearinghouse. The
argument for government responsibility, on the
other hand, makes two points. First, the links
between markets now allow participants with great
leverage in the futures market to make great
demands on the liquidity of securities markets. This
creates the opportunity for a financial “tragedy of
the commons. ” Secondly, participants in futures
markets also are participants in securities and
options markets; the collapse of their financial
integrity would threaten far more than other clear-
inghouse members and could imperil basic U.S.
financial mechanisms. The question of whether
margin requirements are “adequate” must turn on
whether ‘‘adequate’ refers to protection of the
clearing organization against the potential insol-
vency of a clearing member, or to the integrity of the
clearing and settlement system, or to the robustness
of the national payment system.

The SEC and the CFTC continue to make
significantly different judgments about the effects of
margin levels and about how they should be set.
Neither now has the statutory authority to determine
margin levels in either market. The CFTC can act in
an emergency, but since it holds that margin levels
do not affect volatility it would presumably not do
so in the context of a market break. The FRB has
delegated authority to approve margins on equity
options to the SEC.

The unease about the possible affects of low
margins for stock-index futures, which increase the
leverage that futures market speculators can exert on
stock prices, contributes to the controversial propos-

2s~Fe_ 1988, the SEC had suggestti that the futures markets should increase initial margins for stock-index futures  tO ii kd Of 20-=  Pement-
“Black Monday-the Stock Market Crash of Oct. 19, 1987,” Hearings before the Senate Committee on Banking, Housing, and Urban Affairs, looth
Cong., 2d sess., 1988,547. Feb. 2,3,4,5, 1988.

zgs~tement of Dr. Wendy L. Gramrn before the Semte Committee on Banking, Housing, and Urban Mairs, w. 29, lm.

% waseomposedof GeorgeD. Gould, Department ofTreasuryUnder Secretary for Finanee;  Alan Greenspw Chairma nof the FRB; Wendy Gramm,
Chairman of the CIWC; David S. Ruder, Chairma n of the SEC.

slM~kh~ and step~~, ‘The stock Market Crmh of 1987—The United States Looks at New Recommendations, ” Georgetown bW~CWrMz, VO1.
76, 1980, pp. 1993,3037, and n.280.
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als to transfer jurisdiction over stock-index futures
trading to the SEC. In that case, their margin
requirements would presumably fall under the juris-
diction of the FRB. The FRB’s responsibility is the
financial system as a whole, while there is no reason
to believe that any single exchange has the motiva-
tion or the ability to fully consider the impacts of its
actions on other exchanges and clearance systems or
on the economy as a whole.

REGULATORY RELATIONSHIPS
A proposed bi1132 partially addresses concerns

about lack of coordination in market regulation. It
has four parts: 1) emergency powers for the SEC at
times of great marketstress;332) reporting of trades
by large traders to allow better investigation of
insider trading and better analysis of the effects of
institutionalization and program trading; 3) risk
assessment; 34 and 4) coordinated clearing mecha-
nisms. In Hearings on this bill held in May 1989,
Senator Christopher Dodd listed other congressional
concerns: whether margin levels in derivative prod-
ucts markets are high enough to control speculation
whether margin harmonization across markets is
desirable; inter-market coordination; and “what
should we be doing now to prepare for the markets
of the future?”35

From the time of the 1987 crash until late 1989,
staff of both the SEC and the CFTC publicly said
that relationships between the two organizations
were good, ’that satisfactory ways of sharing infor-
mation and discussing interagency problems are
well worked out, and that the two staff groups
continually communicate, both formally and infor-
mally. However, the CFTC said that during the 1987
crash ‘‘interindustry coordination could have been
better,” as to whether trading in individual stocks
would be halted or whether (as rumored at one time)
the NYSE would close. Since the crash, arrange-
ments for coordinated circuit breakers have been put
in place.

The SEC and CFTC reach significantly different
conclusions in analyzing the causes and contributing
factors in recent market breaks. This was evident in
their reports on the 1987 market crash, as discussed
in chapters 3 and 4. It was evident again in their
analyses of market events on October 13 to 16, 1989,
both released in May 1990.36

In spite of close communications, there is room
for disquiet about the effectiveness of coordination
in times of emergency because of the differences in
approach apparent in these reports. Many of the
findings about events, and about similarities and
differences compared to events in 1987, are basi-
cally the same, but their interpretation and the action
implications are quite different.

After exhaustive analysis of trading data from
October 13 and October 16, the SEC said that its
findings confirmed that “while activities in the
index futures market do not, in themselves, cause the
sharp market downturns or price rises . . . these
trading strategies, in particular index arbitrage, can
markedly accelerate price movements already un-
derway.” The CFTC found that “Neither program
trading nor futures sales by those with large posi-
tions, explain the observed price movements on
those days. ” The CFTC did find that stock-index
futures markets “initially reacted faster than their
underlying stock indices when market-wide volatil-
ity increased’ but there was no evidence of causa-
tion.

The SEC noted that the partial circuit breakers
that took effect in futures markets coincided with a
sharp drop-off in program selling and a reduction in
the rate of price decline in stocks. The SEC said that
“while a direct causal relationship is difficult to
establish, ” at a minimum its findings indicate “an
absence of harm’ from the imposition of price
limits. The CFTC also said it was “difficult to draw
conclusions from limited observations” but found
that ‘‘shock absorbers do not appear to have

qz(t~ket  Refo~ ~t of Iggg$>  (S.648), and  “Stock Market Reform Act of 1989” (H. R.1609),  later  H.R. 3657.

33~e  or@@.I propos~ Actwouid expand SEC emergency powers to call a halt to securities trading under c- conditions; a later proposed version
requires Presidential approval before closing markets. The WC already has such emergency powers over futures trading. Hearings on S.648, The
Market Reform Act of 1989, May 18, 1989.

34~e ~ket R~om  ~t ~so wo~d wow tie SEC to gamer data to assess me fiici~ so~dness  of holding companies that Own broker-dealer
firms (’‘risk assessment”). The NYSE, supporting this proposal, remarked that ‘‘As fmncial institutions enter non-traditional businesses not subject
to self-regulatory oversight they have the potential to create systemic risks domestically and internationally. ”

3sSemtor Dodd’s opening statement, Hearing on S. 648, The Market Reform Act of 1989,  WY 18, 1989.
36CoHodi~Fu~es  Tradingcommission,  Division of fionomic ~yis, Repoflon stockInd~Fu~res  andcash  Marketktivity  Dun”ng October

1989,  May 1990. Securities and Exchange Commission Division of Market Regulation Trading Analysis of October 13 and16,  1989,  May 1990.
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moderated intraday market volatility,’ and that
“instead, there is some evidence that a binding
circuit breaker in one market is associated with
increased volatility in other unconstrained mar-
kets.’ The CFTC model predicted that stock market
volatility would have been higher if the futures price
limit had remained in effect longer.

With the present informal arrangement for coop-
eration between these two agencies, there is always
a risk-even a probability-that new areas of
conflict will arise. Further conflict is likely to arise
for the same reasons as past conflict, through
continued disputes about jurisdiction over new
instruments, disagreements over different margin
levels, and finger-pointing when there is another
sharp market decline. These disputes raise the
question of whether a different regulatory structure
is now needed, to avoid a continuation of tensions
between regulators.

Three approaches to permanently resolving the
jurisdictional issue are possible: 1) provide clearer
jurisdictional separation for each agency; 2) create
an inter-market coordinating committee or agency;
and 3) merge the SEC and CFTC to create a new
agency.

Clearer Definition of Jurisdictions

Earlier efforts toward redefinition of jurisdictions
have not proved effective. It is almost impossible to
foresee just what attributes tomorrow’s financial
products will have because “new instruments can
appear at any border. ’ ’37

One approach is to assign jurisdiction on the basis
of the primary function of each financial instrument
(i.e., capital formation instruments v. risk shifting,
hedging, or speculation instruments). Regulatory
jurisdiction over options could be transferred from
the SEC to the CFTC. Instruments that provide both
capital formation and risk shifting functions (to
different investors) would still pose problems.

Alternatively, jurisdictional responsibility might
be assigned according to whether the purchaser
owns or does not own the assets underlying the
instrument. This would make the CFTC responsible

for all options and all futures, the SEC would have
jurisdiction over capital raising instruments—
stocks, bonds, and also commodity pools.38

It would almost certainly be necessary to increase
the size of the CFTC with either of these approaches.
Neither would solve the problems of assigning
responsibility for subsequent new products, of
determining appropriate futures margin levels, or of
coordination in emergencies.

A third approach would place all products whose
price is directly derived from stock prices-such as
stock-index futures and stock-index options-under
SEC. This would leave a mixed bag of financial
futures contracts to be regulated by the CFTC.
Alternatively, all financial futures could be shifted,
so that the CFTC retains only futures contracts based
on agricultural products, industrial materials, met-
als, etc., i.e., non-financial contracts. Under this
approach the jurisdictional assignments would cut
across market institutions, trading location and
exchange responsibility, trading techniques, mar-
gining systems, and retail distribution systems. This
could be the source of much complication and
confusion.

The possible effects of reassigning stock-index
futures to SEC responsibility are uncertain. Whether
the exchanges would continue trading these con-
tracts, whether they would be used by the same
market participants and in what ways, whether they
would be traded overseas, and other such questions
have not been thoroughly assessed by those on either
side of the controversy. Several gains in efficiency
might be achieved if this jurisdiction is transferred
to the SEC. For example, the current relationship
requires much duplication of effort in joint approval
of new products.

Transferring stock-index futures and options on
stock-index futures from the CFTC to the SEC
would require amendment of Federal securities laws
and the Commodity Exchange Act. Existing securi-
ties legislation is highly complex, with at least six
laws applying to securities markets. Thomas Russo,
who practices securities and commodities law and
has been a member of the staffs of both the CFTC

3Tu.s. COWI of Appeals, op. cit., footnote 12, p. 13.
3S0Ww~~p of ~ ~-o~~ pool is much me omer~fip  of am~@ fid in tit in~est~rs  ~ve ~ int~est in tie resets of the pool, mthm ~ direCt

ownership of its assets. These pools acquire various types of futures, e.g., futures on stock indexes, wheat, or gold. The SEC does not now have this
regulatory responsibility.
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and the SEC, recently told a congressional commit-
tee:39

(N)either the commodities nor the securities
laws. . . reflect today’s markets. When we talk about
what we should do with the commodities and
securities regulatory structures, we must keep open
the possibility that both structures should change. It
may well be that neither particularly suits the world
in which we live.

A compromise proposal, also in discussion in
Congress (in July 1990) would allow the CFTC to
retain its authority over stock-index futures and give
the SEC authority to regulate any new instruments
that “share the qualities of both a future and a
stock. ” This would not solve the current problems
of jurisdictional confusion, margin levels, or control
of short term volatility, and it would almost surely
give rise to new disputes over subsequent product
innovations.

An Inter-Market Coordination Agency

The Brady Commission, in its most controversial
proposal, urged that one agency be given the
authority to coordinate ‘‘a few but critical” inter-
market regulatory issues such as clearing and credit
mechanisms, margin requirements, and circuit break-
ers, leaving intra-market issues with either the SEC
or the CFTC.40 Later, the experts behind the Brady
report effectively retreated from this suggestion for
a two-tier structure.41 A bipartisan group of Senators
proposed an inter-market coordinating committee
consisting of the heads of the FRB, the SEC, and the
CFTC, but the proposal did not bear fruit.42

Placing the authority for jurisdictional decisions
in the hands of a multiagency panel could reduce the
present reliance on judicial decisionmaking, pro-
vided the panel were given clear and binding
decisionmaking authority rather than being charged
merely with making recommendations. The panel

might, for example, be composed of representatives
of the SEC, the CFTC, the Treasury Department, and
the Federal Reserve Board, with or without represen-
tation for SROs; or it might be made up of neutral
experts in finance and securities law. The former
alternative already exists, in the form of the Presi-
dent’s Working Group on Markets. The weakness of
this proposal is that on such a panel—which is not
an independent, staffed agency—agency representa-
tives vote their agency position, derived from
broader agency concerns not always directly focused
on the issue at hand. They predictably vote to
buttress the authority of their agency, so that most
decisions would depend solely on the vote of the
third member. If SROs were included they would
vote their competitive interests, so that nothing
approaching an objective consensus could be ex-
pected.

The alternative, an expert extra-governmental
panel, would be in a better position to take into
account product design and function, the best
interests of investors, the efficiency of markets, and
other national interests. In practice, however, it
would be difficult to find truly neutral experts. The
relatively few people with great knowledge and
understanding of securities and derivative product
markets usually have been affiliated in the past with
one set of markets or the other, but not both, as an
exchange member or officer, a regulator, or a
long-time consultant.

Inter-market coordination primarily involves three
tasks: 1) assuring the willingness and ability of the
banking system to make credit available to stock
brokers, futures commission merchants, and clear-
ing corporations when markets are under stress; 2)
margin harmonization; and 3) coordination on issues
such as circuit breakers, information sharing, market
surveillance and enforcement, and contingency plan-
ning. The frost task is already vested in the FRB and
was exercised appropriately in October 1987. The

39ThODMS A. RUSSO, Testimony before the Subcommittee on Telecommunications and Finance, House Committee on fiergy ~d Com.mmce, MY
3, 1990. Mr. Russo is a partner at Cadwalader,  Wickersham  & Taft.

@Tfie  Presidential  Task Force on Market  h4echunisms,  (Brady RIWOK J~WUY 1988, P. 59).

dl’rhe Brady Report also suggest~ that the Federal Reserve Board was best qualified to be the inter-market regulatory agency. A monti  ~ter FR.B
aairman Greenspan objecte~ on the grounds that: a) this would lead to a presumption that the Federal safety net had been extended to the markets (so
that no securities fm or clearing corporation would be allowed to fail), and b) the FRB lacked the necessary specialized expertise. Soon after, the authors
of the Brady Report said that debate over the proposal bad drawn attention from ‘‘more critical issues’ and “what is most crucial is not who oversees
the [inter-market] issues” but that “we get to work on them.”Statement of the Presidential Task Force on Market Mechanisms, 1987-1988 Fed. Sec.
L. Rep. (CCH), Par. 84,237, May 1988.

4~ter--ket Coortition  ~t of 1988,  H~gs ~fore Smate  Committee on B-g, Hous~g, and Urtin Aff~.s, 1~ Cong., 2d SeSS., On S.
255610-14,77 (1988). The bill W= not enacted. There is at present ~ hter-bet surveillance Group  (initiated by SEC) made Up of stock and stock
option exchanges plus the Chicago Mercantile Exchange, that coordinates efforts to eliminate trading abuses.
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second and third tasks could be handled with more
organizational simplicity either by transferring CFTC
jurisdiction of stock-index futures and options on
stock-index futures to the SEC, which has already
been discussed, or by merging the existing agencies
rather than adding a third layer.

Merging Agencies

Merging the SEC and the CFTC has the merits of
containing and resolving disputes within one agency,
rather than requiring court decisions. This approach
also would tend to encourage the use of less
parochial criteria in decisionmaking and inter-
market coordination. No serious problem of inexper-
tise should arise, since, the staffs of both agencies
would be combined.

The case for consolidation has been stated suc-
cinctly by Judge Stanley Sporkin of the U.S. District
Court, Washington, D. C., former Director of SEC’s
Division of Enforcement:43

Our securities markets are too symbiotic to have
the kind of separate regulation that now exists
between the CFTC and the SEC. . . . An objective
analysis of the problem stripped from its political
realities would seem to suggest that a single agency
should be reposed with the responsibility for over-
seeing all securities related activities.

Another argument for integration is that having to
deal with two hotly competitive industries might
help to prevent the regulatory agency from becom-
ing too closely identified with, or captive of, either
of these industries.

Many participants in futures industries are con-
vinced that the two regulatory agencies have differ-
ent perceptions of and attitudes toward the markets
they regulate, and that their industry would be
disadvantaged if the CFTC is merged with the larger
SEC. This perception is reflected in the observation
that: “The SEC’s world is net long, while the

CFTC’s world is a zero-sum game.”44 It was said
less cryptically by the CFTC chairman Windy
Gramm, who told a congressional committee that
there is “a conflict of interest” between the SEC
goals of stable or higher prices for the benefit of
investors, and the duties of a futures regulator, who
‘‘must be insulated from any such price bias in order
to maintain price neutrality.’ ’45 This implies that the
SEC is generally happy to see market prices
increase, benefiting the capital formation process
and investors; the CFTC is “price neutral,’ since in
futures markets, for every winner there is a loser.

Some critics of consolidation argue that there is
benefit to having competition among regulatory
agencies, 46 specially 46specially, that this stimulates healthy

cross-fertilization. To these critics, the many strong
disagreements between the SEC and the CFTC are
a positive benefit, because they reflect the fact that
certainty about many of these issues is not possible.
Merging the two agencies, according to this view,
“would give the impression of a single view and
would stifle responsible discussion of important
issues.” 47

But competition between regulatory agencies can
also lead to a situation in which the regulated
industries tailor their behavior or their products to
choose their regulator, thereby setting one agency
against another in order to paralyze government
response. 48 At present, innovation in products is

hampered or completely stymied because the prod-
ucts “fall between the stools” and are likely to
involve the exchanges in protracted wrangling
between agencies or in lengthy judicial proceedings
to determine the proper jurisdiction. If it is the case
that the SEC and CFTC have different regulatory
philosophies, this may encourage the industry to
exploit the bifurcated regulatory regime. In any case,
the difference in approach could change at any time
with appointment of new Commissioners (or could
be influenced by Congress through oversight, budg-

ds~e Honorable Stanley Spork.in, “U.S. Financial and Securities Markets Under Stress, ” Address to the Fourth Annual Colloquium on Corporate
Law and Social Policy, University of Ohio College of Law, Mar. 6, 1989.

44A remkoftenmadeby SEC Cotissioner  ~wudFlei~c@ in sp=ches d~g 1988  and 1989.  See 13is speech to tie National Security Traders
Association, New York City, July 21, 1988, as reported in The Market Chronicle, Sept. 22, 1988, pp. 8, 10.

dsGramm, op. cit., footnote 28.
46~wmd J+ ~e, ~ ~ReWlatoV  s~c~e ~ F~~es  ~kets: J~sdictio@ Competition  Between tie SEC, tie ~C, and Other Agencies,” The

Journal of Futures Markets, vol. 4, No. 3, 1984, pp. 367-384.
47~ofe~~or Ha Stoll, D~ector of tie F~mcW  Mmket~ Re~~ch  Centm, owen ~ad~te School of mgem~~ Vandefiilt  University, in

correspondence to OTA, July 13, 1990.
4SSee SMCO, “Agencies ~Cofiict:  OverIappi.ng  Agencies and the Legitimacy of tie Adminisbtive  ~ocess! ‘‘ VanderbiltL.uwReview, vol. 33,1980,

p. 101.
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etary action, and refusal of conflation of Commis-
sioners). Short-term characterizations of the agen-
cies are not an appropriate basis for making long-
term decisions about jurisdictions.

Another objection that has been raised to consoli-
dation is that neither agency has the expertise in or
understanding to take over the others’ responsibili-
ties. This problem, if it exists, could be handled by
transferring or merging staff and by altering the
management structure of the consolidated agency. It
could be beneficial to disrupt any feelings of
identification of regulatory staff with the industries
they regulate. Consolidation of two independent
agencies would however require careful attention to
writing a new organic law. There are sufficient
differences in the legislatively mandated structure,
scope of responsibility, and authority of the two
agencies—as well as in their ethos and cultures as

they have evolved during their institutional lifetimes-
that merely joining the two agencies, each bringing
along its own charter, would probably create a
dysfimctional organizational monster.

The most practical barrier to consolidation of
jurisdiction is perhaps that different congressional
committees now have oversight over the two agen-
cies, and may not be willing or able to agree to
consolidation of jurisdiction. One approach could be
to create a new single committee in each House with
oversight over regulation of the trading of stocks,
stock options, and stock futures, or over the trading
of all securities (including commodity futures,
bonds, etc.). These two committees could then give
attentive consideration to the advantages and disad-
vantages of jurisdictional consolidation, possibly
extending to complete consolidation of the two
regulatory agencies.
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Clearing and Settlement in the United States

Three clearinghouses and three depositories serve
the Nation’s seven stock exchanges, National Asso-
ciation of Securities Dealers Automated Quotations
System (NASDAQ), and other over-the-counter
(OTC) dealers. Nine clearinghouses serve the 14
futures exchanges, and one clearinghouse serves all
the equities options markets.1 The major clearing
members, who also clear for non-clearing members
of a clearinghouse, tend to be highly automated for
lower costs and greater operating efficiency. For
safety purposes, U.S. clearinghouses also tend to be
financially structured such that a failing clearing
member can be isolated quickly and its problems
resolved without a ripple effect.

While arrangements between clearinghouses and
their clearing firms vary, the general goal is that the
clearinghouse maintain adequate resources and com-
mitments to assure settlement if a clearing firm
defaults. These protective arrangements include
capital requirements for members, claims on items
in process, if any, and claims on the defaulting
member’s remaining assets on deposit with the
clearinghouse (e.g., cash, letters of credit, Treasur-
ies, or securities posted as collateral for margin). The
clearinghouse also has claims on other assets of the
failed clearing member. The clearinghouse’s guar-
antee fund is another resource. Certain major clear-
inghouses, (e.g., the Chicago Mercantile Exchange
and Board of Trade Clearing Corp.), also require the
parent entities of their clearing members to guaran-
tee all proprietary trading on the books of the
clearing members. Finally, the clearinghouse can
make assessments against other clearing member
fins. This succession of fallbacks is a buffer against
shocks ranging from sudden large price movements

to defaults by members. As a result, there have been
few cases of a failure of a clearing member in the
United States, and no instances of a failure of a
clearinghouse. 2

Equities Clearing Organizations

National Securities Clearing Corp. (NSCC)3

NSCC processes 95 percent of all equities trades
in the United States. It is jointly owned by the
principal equities markets: the New York Stock
Exchange (NYSE), American Stock Exchange (AMEX),
and National Association of Securities Dealers
(NASD). It serves 1,800 brokers, dealers, banks, and
other financial institutions, through about 1,100
direct participants.

NSCC’S clearance and settlement process nor-
mally requires 5 business days. Trade information is
received either in the form of locked-in trades
already matched by the computer systems of the
exchange or market; or, as buy and sell data reported
by market participants. The latter still must be
compared and buy and sell orders matched. Locked-
in trades are entered directly in the NSCC computer
system on the same day as the trade. This sharply
reduces the need for the matching of buy and sell
orders at the clearinghouse level. On a typical day,
about 76 percent of the trades on the NYSE are
locked-in (a smaller proportion by dollar value).4

Figures A-1 and A-2 illustrate the steps in the
NSCC’s clearing and settlement of retail and institu-
tional customers’ trades, respectively.

Securities which are held for NSCC members by
The Depository Trust Co. (DTC), and whose owner-
ship can therefore be transferred within DTC via its

Ih ~rw~g ~s apwn~,  OTA has retied heavily on a contractor report by Btmkers Tmst CO., “Study of International Clearing and Settlement”
VOIS. I-V, prepared for the Oftice of Technology Assessmen~  October 1989, to which many dozens of institutions and individuals around the world
contributed expert papers and/or served on the Bankers Trust adviso~  panel. Hereafter called Bankers Trust qort.  OTA has also used the discussions
of an expert workshop held at OTA on Aug. 22, 1989. For information on the clearin g and settlement of U.S. Treasury and government agency securities,
mortgage-backed securities, and municipal securities, see Bankers Trust Report.

@ne expert notes that the only situation he can envision in which the National Securities Clearing Corp. (which clears the vast majority of equities
trades in the United States) could fail, would require a major external triggering event, such as the collapse of one or more major U.S. banks causing
the failure of one or more NSCC clearing banks or major clearing members. (Robert Woldow, NSCC, at a meeting of experts on clearing and settlement,
OX% Aug. 22, 1989.) The events of October 1987 in the United States-when the payment system began to become clogged-were perceived as
potentially disastrous.

BRob~ J, w70~dow, clearance  ~~ settlement  in the U.S. Secun”ties Markets: An ove~iew of the Roie of the Nafi”owl Secun”ties  c~earing CO?p.

in Equities Trading, revised July 1990. Hereafter referred to as NSCC report.
4~ Au~t 1989,  &e NSCC began ~ompfig  ~~m  tit ~ not 1ocked.~ dfig he emly mor~g hems of Ti-1. Locked-in trades dSO include 56

percent of the American Stock Exchange’s daily trades, and over 18 percent of OTC trades. Ibid., NSCC reporti p. 2.
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Figure A-l-Clearance and Settlement of Retail Customer Trades
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Figure A-l--Clearance and Settlement of Retail Customer Trades-Continued
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Figure A-2-Clearance and Settlement of Institutional Customer Trades
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Figure A-2-Clearance and Settlement of Institutional Customer Trades-Continued
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computer book-entry system, are also eligible for
settlement through the Continuous Net Settlement
(CNS) computer system. This includes the prepon-
derance of trades settled through the NSCC. NSCC
becomes the counterpart to each trade; it guarantees
that the settlement obligations of the trade will be
met—both the obligation to deliver securities and
the obligation to make payment. For locked-in
trades, NSCC’S guarantee takes effect at midnight
on the day (T+l) that the counterparties to the trade
have been notified that the trades matched.

Trades that do not match begin a reconciliation
process that is being shortened and by the end of
1990 will occur on the day following the trade (T+l).
Those that remain unmatched by T+3 are returned to
their originating marketplace for face-to-face nego-
tiation. With the increasing number of trades locked-
in at the marketplaces, and with the availability of
on-line reconciliation systems at these marketplaces,
the need for this process is being eliminated.

Using the CNS system, the NSCC calculates each
day a net long or short securities position for each
CNS-eligible security that was traded by the clearing
member on that day. The number of settlement
transactions and the gross amount of the clearing
member’s obligation either to deliver securities or to
make payment is adjusted by the amount of any
securities or payments that it would receive as a
result of other trades of the same security. This type
of calculation process is known as netting. It reduces
the total number of securities to be delivered or
received, and the number and size of aggregate cash
payments. As a result of this process of offsetting
obligations, the NSCC estimates that movement of
almost 90 percent of the total daily transactional
volume of owed securities and cash payments
otherwise required on the settlement date is elimi-
nated. Netting may indirectly increase market li-
quidity by reducing the gross amount of finds
necessary to meet settlement obligations. After
netting through CNS, the NSCC then informs the
DTC of the net amount that each counterpart owes

in securities on the settlement date, T+5. The DTC,
using its book entry system, records the transfer of
ownership s by debiting the securities account of the
delivering counterpart and crediting the account of
the receiving counterparty.6 Payment on the settle-
ment date is in the form of a certified check, payable
to the NSCC. When settlement cannot be made on
the settlement date-e. g., when the securities are not
available in the participant’s DTC account-these
obligations remain in the CNS system and are
carried forward and netted with the next day’s
obligations.

Securities that are not eligible for the CNS system
may be settled either through balance order account-
ing or on a trade-for-trade basis. These other forms
of settlement comprise a very small percentage of
trades settled through NSCC.

In 1989, the fail rate-the percentage of trades
which do not settle on the settlement date—in trades
cleared through CNS was 8.13 percent of the total
net dollar value of cash and securities due on the
settlement date. Since the NSCC takes the counter-
part position and guarantees the settlement of all
CNS-matched trades, NSCC is exposed to various
credit, market, and non-market risks.7

NSCC protects against credit risk, first of all, by
retaining a lien over securities for which the
receiving participant has not paid. For trades not
settled by T+5, NSCC uses a mark-to-market
procedure to limit its market risk until settlement
does occur. Market risk is kept to 1 day’s market
movement by adjusting members’ settlement obli-
gations to current market prices. Members pay or are
paid at settlement based on the current value of their
open positions (positions for which T+5 has past),
rather than the value when they made the trade. In
the interim, until the open position settles, members
pay or receive the net difference in market price
movement. NSCC’S guarantee fund for CNS takes
account of potentially adverse movements on trades
which have not settled before T+5. It is based on the
total size of all positions open. These include those

s~s description  diswsses  inter.de~er  (Street-side) and  institutional settlement only. Concerning depository functions, a broker ~n~e se~ement
with his institutional customer through DTC’S ID program. A description of customer (retail) settlement is provided by the Securities and Exchange
Commission in vol. II of the Bankers Trust report, op. cit., footnote 1.

GStock held by DTC is in nominee name and appears on the books of the transfer agent of the issuing company. h a typicrd @rinSaCtiOn, tie ~sfer
agent would not be involved in the change of ownership. The change in ownership between the parties to the transaction would occur solely on the books
of DTC. If, however, a broker or his customer wishes to have the shares registered in his own name, he instructs DTC to send the appropriate quantities
of stock  currently in street name, to the transfer agent who would then send the reregistered shares directly to the broker.

7Credit fisk refem t. tie possibili~  ~t a p~icipant @@t not pay for dehver~ s~fities.  Mmket risk refers to the price changes of the Setity.
Non-market risks include loss of data, human error, systems failure, or any breakdown caused by any factor other than credit or market factors.
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pending (before settlement); trades settling on T+5;
and trades for which T+5 has passed and settlement
has not occurred. In addition, to mitigate the risk that
a member may fail to pay for securities when they
are delivered to his account, a percentage of their
market value is included to the member’s clearing
fund requirement. In order to protect the NSCC, the
required clearing fund amounts must be deposited
with it. The calculation, which sets the total clearing
fired requirement, is done daily for all members and
can be collected more frequently than the monthly
norm. All NSCC clearing members are required to
contribute to the guarantee fired. NSCC’s total finds
on deposit, not including NSCC’s own lines of
credit, totaled over $400 million in 1989 and 1990.

The NSCC also maintains a full compliance-
monitoring system to ensure its continuing ability to
judge the creditworthiness of its participants.8 It
shares risk information with other SEC-registered
clearinghouses, both through the SEC’s Monitoring
Coordination Group and the Securities Clearing
Group. NSCC and a number of futures clearing-
houses are now discussing proposals for increasing
the sharing of risk information; e.g., data on market
participants’ holdings on various exchanges.

The NSCC is linked to its clearing members by
means of the Securities Industry Automation Corp.
(SIAC), which operates NSCC’s technology base.
Most participants now have direct computer links;
only about 1 percent of the Ml-service members
continue to report trades via computer tape.

All payments to NSCC are on a net basis; i.e., the
NSCC calculates each clearing member’s total credit
and debit positions and nets to a single figure that is
either owed to NSCC or is owed by NSCC. Payment
to NSCC is by certified check. Funds are concen-
trated in one central clearing bank. If a certified
check is not received on the settlement date, then
payment via Fedwire is required the next morning.
NSCC pays selling members with regular bank
checks, but intends to move towards the increased
use of electronic payments as one way to improve
the settlement process.

The International Securities Clearing Corp.

ISCC is a subsidiary of the NSCC and is an
SEC-registered clearinghouse. It was founded in
1985 to assist in clearing and settlement and for
providing custody services for securities traded
among American brokers and banks and their
counterparties across national borders. It has links
with clearinghouses and depositories in foreign
markets, 9 including:

●

●

●

●

●

●

the International Stock Exchange (ISE), in
London;
the Centrale de Livraison de Valeurs Mobili-
eres (CEDEL), in Luxembourg;
20 depositories and custodians in Europe and
Asia, indirectly linked by means of a conduit
provided by CEDEL;
the Japan Securities Clearing Corp. (JSCC), the
Tokyo Stock Exchange’s clearing and custody
organization;
the Central Depository subsidiary of the Stock
Exchange of Singapore; and
the Canadian Depository for Securities (CDS),
in Toronto, linked through NSCC.

ISCC also serves as the clearing system for the
NASD’s PORTAL market for foreign private place-
ments exempt from SEC Rule 144A registration.

Futures Clearing Organizations10

The Board of Trade Clearing Corp.

The Chicago Board of Trade (CBOT), which
handles the greatest volume of futures contracts
trades in the United States, has its own separately
incorporated clearinghouse, the Board of Trade
Clearing Corp. (BOTCC). With approximately 139
clearing members, the BOTCC is by far the largest
clearing organization serving the futures markets.

The Chicago Mercantile Exchange (CME) is the
largest U.S. futures exchange when measured by
another yardstick, the average total value of open
futures and options on futures contracts. CME has a
Clearinghouse Division. This system and other U.S.

8NSCC’S  STMS  system  monitors  projected settlement exposures from the time trades are matched until they m ultimately settled. NSCC fio
employs a series of exception reporting mechanisms to detect security concentratio~ settlement pattern changes, and security price changes.

me ISCC is also discussing the possibility of setting Up other links with the societe Interprofessionnelle pour la Compensation des Valeurs
Mobilieres  (SICOVAM), the French central depository, and with Societe des Bourses Francais, the broker clearing system at the Paris Bourse.

IOMuchof  the information in this section is based on Roger D. Rutz, “Clearance, Payment, and Settlement Systems, in the Futures, Options, and Stock
Markets,” Feb. 24, 1989, a contributed paper in the Bankers Trust report, op. cit., footnote 1.
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futures clearinghouses, are similar (although not
identical) to that at the BOTCC.11

BOTCC has an on-line trade entry/trade capture
system that allows it to receive over 75 percent of its
trade information through on-line terminals (with
the user keying in data). The remaining 25 percent of
trade information is reported by means of computer-
to-computer transmissions. In addition, members of
the BOTCC that are also members of the CME may
use the BOTCC’s on-line trade entry/trade capture
technology to send trade information to the CME,
and CME members may similarly send trade sub-
mission data to BOTCC via the CME’s on-line trade
entry/trade capture technology. About 20 percent of
the CME’s trade information arrives at the CME
clearinghouse through the BOTCC trade entry/trade
capture technology.

Once a trade has been captured, BOTCC employs
a two-sided matching system in which both the buy
and sell sides of a trade are submitted to the trade
comparison system for matching. This capability
provides the benefits of comparisons on the day of
the trade, and a match by broker and by counter-
broker as well as a match within the clearinghouse.
This is the standard for futures markets in the United
States. 12

BOTCC’s guarantee to clearing members that the
settlement obligations of the trade will be met begins
at the moment a trade has been matched and
registered. At that time, typically about 1 hour after
the final trade submission, the clearinghouse be-
comes counterpart and guarantor to every trade.

In all U.S. futures markets, both buyer and seller
make a good faith deposit to the clearing member
firm; this is “original margin. ”13 The amount
required per contract is determined by the exchange,
and is due from both parties to the trade on the

morning of the day after the trade (T+l). Most
clearing members maintain substantial excess origi-
nal margin deposits in their clearing account at the
BOTCC. The amount of margin a clearing member
owes is calculated by the clearinghouse based on the
value of his open contracts and an assessment of the
amount of risk those contracts involve. The BOTCC
uses its risk assessment computer system SAFE
(Simulated Analysis of Financial Exposure) to
evaluate clearing member firms’ credit, and uses the
CME’s SPAN (Standard Portfolio Analysis of Risk)
to determine the amount of margin owed.14

There are two methods of calculating original
margin: gross margining and net margining. Gross
margining requires a clearing member to post
original margin on all the long and short positions in
these accounts; they cannot be used to offset each
other in case of a deficiency. By contrast, with net
margining the margin owed by each clearing mem-
ber is calculated on the difference between all the
long and short positions, calculated separately for
proprietary accounts and customer accounts. The
BOTCC figures original margin on a net basis, as do
most U.S. futures clearinghouses.15

The BOTCC’s trade-matching process, from the
time it guarantees settlement obligations to the
posting of original margin by clearing members,
may be 7 hours.

16 During this timelag, the BOTCC
carries the full risk. Clearing members demand that
trades become guaranteed as quickly as possible,
since this is the point at which counterpart risk
should be eliminated.

Besides original margin, futures clearinghouses
also calculate and collect variation margin.17 The
amount reflects the changes in the value of a clearing
member’s open contracts. Variation margin may be
collected daily, or more often. The BOTCC rou-
tinely issues one morning call and supplemental

llFor de~S on he  ~l~g and se~ement  pm~sses at tie other U.S. futur~ clefighouses,  S= Bankers  Trust report, Op. cit., fOOtnOte  1.

12’rhe exception i5 the New York M~c~Me Exc~ge (_NY~x),  w~ch  us~ a one-sided trade ~tching system h which “Sefl” klfO~tiOn iS

put into the system and the clearing member with the “buy” information must confii the data at a later time.
13~5 ofi@ m~gi.n deposit is a performance bond to protect the financial integrity of the clearinghouse in the event that the clearing fm is unable

to meet a margin call or to make or take delivery. Original margin refers to deposit of funds in the form of cask government securities, or letters of credit.
There are two levels of margin: the f~st is from the customer to the f~ the second is from the fm to the clearinghouse.

14The cm ~ is OM risk ~%aent computer systetip~ (Standard Portfolio Analysis of ~sk)--for  detm the amount of margin.
The futures industry (with the exception of the Intermarket  Clearing Corp. (ICC), which uses the system known as TIMS) is moving towards adopting
SPAN as the standard for calculating margin.

ls’rhe  exceptiom me the CME  Clearinghouse Division and NYMEX, which figure origi.nd  Ugin On a gross  b=is.

16paWent of -~ mu5t ~ ~ -&&y ~~.g+, ~05e provided by he F~er~  Reserve’s Fdwire electronic  payment SySt~.

17V~ation  mm~ me the ~mh flow rqfied to -k positio~  to ~ket. They  flow  through  the  cle~ orga~tion  to the  cledllg meIldEr  On
the other side of the trade.
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intra-day variation margin calls (usually around 2
p.m. c.s.t.).18 The major purpose of routine intra-day
variation margin calls (and payments to clearing
members with profitable trades) is to remove same-
day price risk while the banking system is open. It
also reduces the magnitude of the following morning
margin call, which is always made by the CME and
BOTCC at 6:40 a.m. c.s.t. on the day following the
trade date (T+l). As a result of this system, the
BOTCC typically collects (and pays out) by about
2:30 p.m. c.s.t. on the date of the trade between 60
and 95 percent of the final settlement calls that
would otherwise have been made at 6:40 a.m. c.s.t.
on the following day. This reduces the clearing-
house’s risk because the shorter the period of time
between trade execution and settlement, the more
certain it is that a clearing member will be able to
meet its obligations. In general, the more frequently
a clearinghouse settles (marks-to-market) trades
each day, and requires its clearing members to post
margin, the greater is the financial integrity of the
clearing system.

Lines of Defense

In the futures markets, the maximum potential
default liability represents at most only one business
day’s market movement. Along with monitoring
clearing members’ positions, this is the frost line of
defense for the clearinghouse. The BOTCC segre-
gates and nets proprietary and customer open
positions of each clearing member across commod-
ity futures and options contracts to calculate the
amount of both the original and variation margin of
each clearing member. The BOTCC’s SAFE system
calculates each clearing fro’s potential exposure to
an adverse move in prices.

Margin deposits are the second most important
line of defense in protecting the clearinghouse from
a default by a clearing firm which could affect other
clearing members. The Commodity Futures Trading
Commission (CFTC) requires that all clearing mem-
bers maintain two bank accounts for settlement and
two safekeeping accounts for original margin. One
set of bank and safekeeping accounts is for original
and variation margin for customer positions, while

the other set is for original and variation margin for
proprietary and non-customer (affiliated firm) posi-
tions.19

Another line of defense for the clearinghouse is its
net capital requirements for clearing members. In
addition, all U.S. futures clearinghouses share cer-
tain types of “risk information’’-data on amounts
paid and collected by clearing members in the form
of both original and variation margin, reflecting their
overall exposure, and amounts paid by clearing-
houses to clearing members, representing reductions
in the amount of risk faced by a clearing member.

Still another line of defense in protecting the
clearinghouse from default by a clearing firm is its
authority to issue a ‘‘super’ margin call if the
clearinghouse determines that a customer or proprie-
tary position represents a clear and immediate
danger (i.e., a particular market condition could
cause a substantial amount of a clearing fro’s
capital to be depleted because of customer defaults).
The clearing member would then be required to
deposit the additional super margin (in the form of
cash, U.S. Treasury securities, or letters of credit)
within 1 hour of receiving the call. Finally, the
segregation of customer funds, clearing member net
capital requirements, and ongoing financial surveil-
lance, each contribute to bolstering the integrity of
these markets.

If, despite margin calls, a clearing member
nevertheless defaults on the settlement obligations
of the trade, the clearinghouse has several protec-
tions against liability for the default. The clearing-
house may liquidate the clearing member’s positions
and original margin, sell his exchange membership,
use his contributions to the clearinghouse guarantee
fund, use the clearinghouse guarantee fired and its
committed lines of credit, assess all clearing mem-
bers, where permissible, and finally, use the clear-
inghouse’s capital.

All U.S. futures clearinghouses have finds availa-
ble to protect themselves against default by their
members; these are primarily made up of mandatory

ls~e CME Clefighouse DivisioU the COMEX Clearing Associatio~ and the Coffee, Sugar and COCOa Cle- Corp. dso issue roufie d~ly
intra-day  variation margin calls. The others have the capability of doing so on an as-needed basis; e.g., in times of severe market volatility.

l~e se=egation of customer ~d proprie~  funds is a requirement of the Commodi~ Exchange ~t, SmtiOn ‘l@2)  .
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contributions from clearing members .20 They fluctu-
ate in size. Most U.S. futures clearinghouses, but not
the BOTCC21 and Kansas City Board of Trade
Clearing Corp., also have the power to assess their
members, if the amount of a clearing member default
cannot be covered by capital finds and the guarantee
fired.

The BOTCC uses four settlement banks, all based
in Chicago. The BOTCC’s morning payment proc-
ess (6:40 a.m. c.s.t.) precedes the opening of the
Fedwire system and hence requires the settlement
bank to extend credit on behalf of some clearing
members. At times, this credit extension may not be
fully collateralized, and thus is a risk for those
settlement banks.

Clearing members must maintain accounts at
settlement banks for the payment of original and
variation margin, including final settlement pay-
ment. When the clearinghouse determines the amount
of margin owed, the clearinghouse notifies the
clearing member’s bank of this amount. The bank
then examines the clearing member’s assets (cash,
government securities, lines of credit), gathers
incoming payments from the clearing member (via
Fedwire, if it is available at the time the bank is
making the decision), and makes a commitment to
the clearinghouse as to whether it will honor the
margin call by forwarding the funds to the clearing-
house.

If the clearing member does not have sufficient
assets to meet its margin obligations, the bank’s
decision is whether to extend credit to the clearing
member. When a settlement bank decides that it
cannot meet the financial obligations of a market
participant, the participant will ask his credit banks
for credit. This process generally works well, but it
depends on two assumptions: first, that the market
participant will be able to reach the account officers
at the credit banks within the permitted time; and
second, that the credit banks (which do not always

coordinate a market participant’s various lines of
credit) will not extend more credit than a clearing
member is worth. Generally, these assumptions are
sound, as firms usually have a predetermined credit
line. But, if a firm is having difficulty and the fro’s
needs come during a period of market stress, a
settlement bank may decide not to honor a margin
call. The clearinghouse would frost attempt to
transfer the customer’s positions to another clearing
member. 22 Any customer position not transferred
would be subject to liquidation.

Clearinghouses, in respect to intra-day margin
payments batch process trades rather than process-
ing each trade as it is executed. Thus, a clearing-
house may not be able to eliminate its risk instanta-
neously by shifting it to clearing members. One
reason the clearinghouses are forced to do batch
processing is that the banking system moves too
slowly to accommodate any other method. For
instance, Chicago banks generally use paper-based
processes to move money among clearing members.

The working interface between the clearing-
houses and the banks survived with difficulty under
immense strain in October 1987.23 In further im-
proving this interface, there are cost-benefit trade-
offs. The existence of a Clearing Organization and
Banking Roundtable that provides settlement bank-
ers, clearing organizations, and regulators with a
forum for regular discussion of these tradeoff issues,
is some evidence that the system is moving towards
a more secure, less volatile, but still competitive,
state.

Options Clearing Organizations

The Options Clearing Corp.

OCC is the common entity serving all securities
options exchanges in the United States24 The OCC
clears and settles options trades for the Chicago
Board Options Exchange (CBOE); the American

-e BOTCC does not have a guarantee, or clearing fund, but does require clearing members to purchase its capital stock when they are admitted
to membership, which is similar to a guarantee or clearing fund. The relative number of shares of stock that a BOTCC clearing member must purchase
is adjusted semi-annually to reflect its open positions and trading volume. Other Mures clearinghouses have guarantee funds based on capital, trading
volume, or open positions. Rutz, op. cit., footnote 10, pp. 23-27.

zl~ mid.1989, tie BOTCC es~ated as $325 million the total value of its available trust fund, ties  of credit, and Cle~@OUSe  @pi@.
22Foradditio~ ~o-tion, see~&ea M. cor~or~and Susan C. EI-vin, ‘ ‘Mtenance  of -et Strategies in Futures Broker Insolvencies: FutureS

Position Transfers From Troubled Firms,” Washington ami Lee L.uw Review 44:849,  1987, pp. 849-915.
~~ere  is disag=ment mong participants  themselves as to whether these systems “survived witi ticultY, ” “barely managed,” or performed

otherwise. Nevertheless, many improvements have bee~ and are, being implemented to strengthen the clearing and settlement process.
24~e OCC Clas ~ exc~g~~ded se~ties options. For dews  on cl-g and settlement of optiom on futures ~ntracts, S= Bankers Tmst

report, op. cit., footnote 1.
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Stock Exchange (AMEX); the Philadelphia Stock
Exchange (PHLX); the New York Stock Exchange
(NYSE); the Pacific Stock Exchange (PSE); and the
National Association of Securities Dealers (NASD).

Unlike the clearinghouses already discussed, the
OCC does not do trade comparison, since it receives
locked-in data on compared trades from each of the
exchanges. The exchanges have chosen to keep their
own trade-matching systems as a means of competi-
tive differentiation. The data on matched trades is
sent to the OCC by computer on the day of the trade.
The OCC then must calculate the amounts of money
that are owed and due the next day (T+l) by the
buyer and the seller. In the case of the buyer, the
entire amount of money owed to the OCC is called
the “premium obligation,” or “premium,” and is
paid in cash. The premium, while paid to the OCC,
is passed onto the writer of the option. To the buyer
of the option, the premium is the amount he pays to
lock in the possibility of an advantageous movement
in the price of the underlying security. To the writer
of the option, the premium is the maximum amount
of profit he can expect. If the market moves against
the writer, the premium might, at best, offset only a
small portion of the option writer’s losses.

Customer margin is set by the exchanges, subject
to review by the SEC and regulation by the Federal
Reserve Board (FRB). Clearinghouse margin is set
by the OCC and is subject to review by the SEC and
oversight by the FRB, as with customer margin.

The writer of the option always owes margin to
the OCC, each day that the option contract is in
effect but has not been exercised by the holder. This
m a r g i n 25 to the margin owed by the buyer
or seller of a futures contract, essentially “good
faith” money which serves as an assurance to the
OCC that the writer of the option has the financial
ability to meet the potential obligations of the option
that he has sold. The amount of margin owed reflects
changes in the market price of the option as well as
a portion of the total amount that he would have to
pay if the option were exercised.

On the day after the trade (T+l), the OCC notifies
the buyer of the amount of cash premium which is
owed; at the same time, the writer of the option is
notified by the OCC of the amount of margin that is
owed. Both amounts are due on T+l. On the next day
(T+2), and each day thereafter until expiration,
exercise, or closeout26 of the option contract, the
OCC calculates and then collects margin from the
option writer.

Margin on long option positions thus reflects the
adjusted daily value of the option writer’s open
positions (the total amount of money which he could
be forced to pay if the options he sold were to be
exercised by the holders). The OCC marks-to-
market (determines the adjusted value and liability
of each member’s open positions) at the end of each
trading session. If the options contract loses value,
the OCC reduces the amount of margin required.
When the holder of an option contract decides to
exercise it and actually buy or sell the underlying
product of the option, the person who originally sold
the option is not necessarily the same person that
OCC will require to fulfill its terms. Instead, the
OCC randomly assigns a clearing member to honor
the delivery or purchase obligations of the option,
from the pool of all clearing members who sold
options with identical contract terms.

For example, when an IBM option is exercised,
the OCC assigns a clearing member with a short
position and then sends delivery instructions to an
equities clearinghouse such as the NSCC, which
incorporates instructions to deliver or receive into its
Continuous Net Settlement (CNS) system. Any
obligations not netted out through normal CNS
procedures are settled by instructions to a depository
(e.g., the DTC). Delivery of the IBM stock is then
made by transferring it from the seller’s account into
the buyer’s account at the depository, subject to the
CNS system.27

When a foreign currency option is exercised, the
foreign currency underlying the option contract is
delivered to the OCC’s cash account at a designated
overseas bank, and then transferred to the account of
the market participant who is buying the foreign

~F~rmmgin~ayments, tie OCC ~Wepts ~a~hand collater~  including:  b~letters  of credit, U.S. Treas~  obligations, the actu~ equities ~dmlying
particular option contracts, and various other stocks. Additionally, margin obligations can be reduced through corresponding long positions in other
options which have the effect of reducing net exposure.

26~e ~fcloseout>> is when a titer or holder of an option con~ct  entms into another option con~act, crmting an offsetting pOSitiOn.

zTwhenNSCC  ~coWorates defive~ fi~ctiom ~to its CNS system, NSCC rather  ~~ OCC ass~es  Rspomibility  for, and gW.tllnteeS, deliveries
and payments.
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currency. The designated foreign exchange delivery
bank may be any bank designated by the parties
involved in the transaction, not necessarily one of
the OCC’s settlement banks.

The OCC provides its clearing members with a
guarantee on the morning of the day following the
trade (T+l), after the buyer of the option has paid the
premium obligation.28 The OCC guarantee protects
the holder of an option against the possibility that the
option writer might default on the payment or
delivery obligations of the option.

Lines of Defense

The OCC’s first line of defense against the
potential for clearing member default is its continu-
ing monitoring of the creditworthiness of its clearing
members. The OCC, exchanges,29 and the Securities
and Exchange Commission (SEC), also monitor
market participants in respect to capital adequacy
and other financial requirements. The OCC is apart
of the information-sharing arrangement among all
seven SEC-registered clearing entities, as well as a
participant in the pay-collect risk information sys-
tem operated by BOTCC. 30 The OCC uses a
monitoring system to quantify the potential risk of
each clearing member under different market scenar-
ios, including large price movements. The system
evaluates the risk in participant’s stock, options, and
futures positions.

The OCC’s second line of defense against clear-
ing member default is the margin that the clearing
members have on deposit. If this is insufficient to
cover the default, the OCC can turn to its guarantee
fund, made up of cash and government securities.31

In the event of a default by a clearing member, after
closing out the defaulting clearing member’s posi-
tions, the OCC follows five steps to cover any
residual liability from a default:

●

●

●

●

●

First, any margin that the defaulting clearing
member has on deposit with the OCC is applied
towards the liability of the default.
Second, if that amount is insufficient, the OCC
takes the defaulting clearing member’s contri-
bution to the guarantee fund and applies it
toward the liability of the default.
Third, if that amount is still insufficient, the
OCC may use its guarantee fired to cover
whatever portion of the liability is outstand-
ing.32

Fourth, if that still isn’t enough to cover the full
liability, the OCC has the right to assess its
members for the remaining amount of the
liability. 33

Finally, the OCC, like the NSCC and futures
clearing organizations, may also take legal
action as a creditor to recover any sums that are
owed by the defaulting clearing member. The
amount that can be recovered in this way is
limited by bankruptcy law.

At the end of each trading day, the OCC has an
overnight processing cycle during which it calcu-
lates the net amount which each member either owes
or is owed. The net figure reflects, among other
things: a) the cash premium obligation due on each
new long position; and b) the margin due for each
new short position. The OCC then sends payment
instructions to the settlement bank. The netting is
done on a multilateral basis; i.e., the status of all of
a clearing member’s holdings in the options market
is taken into consideration in arriving at the daily net
payment obligation to the OCC.

The OCC has two different methods for calculat-
ing margin-one for options on equities and another
for all other types of options (foreign currency,
government securities, or stock indexes). In both
cases, the margin required from the writer of an

2$Oc!ClMs fded arulechangewiththe  SEC, currently pending approval, which would provide OCC clearing members with anunconditional guarantee
on the morning of T+l.

=e options exchanges have limits on the aggregate amount of open positiom that any one market participant may carry at any one time. These are
net lirnits-i.e., the market participant’s short positions are offset by his long positions. The clearing members’ positions are monitored daily by the
exchanges in respect to these position limits.

~obert  Woldow,  “Clearance and Settlement in the U.S. Securities Markets,” February 1989, expert paper contributed to Bankers Trust repo% op.
cit., footnote 1,

sl~e  total amount req~d  in the guaranteed fund is recalculated monthly. As of December 1989, the guarantee, or clearing fun~ plUS a 100 P~ent
minimal additional assessment for which OCC clearing members are unconditionally liable, was about $450 million. The amount of the fund varies in
proportion to the amount of clearing members’ liability. It is always equal to 7 percent of the average daily aggregate margin requirements of all clearing
members in the previous month. Each clearing member must contribute an amount equal to his pro-rata share of outstanding contracts in the previous
month.

sz~e occ ~s recently a.mend~  is ties  to include using its own retained earnings at the discretion of its Board of Directors.
ssNot w U.S. cle~ghouses,  how~er, ~ve these assessment powers. See Bankers Trust report,  op. cit., footnote 1, VO1. 1, p, 137.
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option is equal to the current market price of the
option, plus a cushion to cover the risk of a change
in the current market price. But for all non-equity
options, as well as all options and futures contracts
cleared by the Intermarket Clearing Corp., the OCC
uses the Theoretical Intermarket Margin System
(TIMS). TIMS evaluates each clearing member’s
overall risk profile and then sets the total margin
owed. The OCC was the first clearing organization
in derivative markets to change from a fixed or flat
rate of margining (per contract) to sophisticated
computational methods. Rules have been submitted
to the SEC to expand the use of TIMS to include
setting the margin on equity options.

The CFTC and the SEC have approved applica-
tions from the OCC and the CME to allow cross-
margining of stock index options, futures, and
options on futures for proprietary trading accounts of
clearing members. Cross-margining between the
CME and OCC started in October 1989.34 OCC also
offers cross-margining through an agreement with
its affiliate, the Intermarket Clearing Corp. (ICC).
The ICC clears trades for the New York Futures
Exchange, the Philadelphia Board of Trade, Amex
Commodities Corp., and the Pacific Futures Ex-
change; therefore, OCC members can use their
holdings on those exchanges to offset the status of
their open positions at the OCC.

The extent to which OCC and ICC offer cross-
margining is however limited. The CFTC, con-
cerned about safety, market stability, and liquidity,
has not approved expansion of cross-margining
beyond proprietary accounts of market-makers.35

The OCC has approximately 190 clearing mem-
bers. The clearing member brokerage firms transact
business for their proprietary accounts, other brokers
who are not clearing members, and institutional and
retail customers. The link between OCC and its
clearing members is automated: OCC requires that
all members submit post-trade information through
OCC’s on-line Clearing Management and Control
System (C/MACS).36

The OCC allows its members to choose from a
selection of designated settlement banks. There are
currently 16, but the OCC is flexible and may
designate a member’s primary banking institution
(concentration bank) as an approved settlement
bank. The OCC maintains accounts at each of these
settlement banks, and instructs the banks on each
trading day as to the debits and credits that are to be
made to the OCC’s accounts and those of the
clearing members.

~See John Watt and J~es Me K@usc~ “Cl~~ce and Setiement  of Derivative Financial Instruments,” Apfi 1989; ~d Jo~ p. Behof,  “IsSue
Summary: Inter-market Cross-Margins for Futures and Options,” The Federal Resewe  Bank of Chicago, May 1989. Both are expert papem included
in the Bankers Trust report, op. cit., footnote 1.

ssB~ed  on intemiew by OTA staff with senior CITC officials, October 1989.

36~att and KUStUSC4 op. cit., footnote 34.



Acronyms and Glossary

ADP
ADR
AMEX
BOTCC
BSE
CATS

CBOE
CBOT
CFTC

CME
CSE
DTC
ERISA
FCM
Forex

GAO
ICC
ITS
LBO
MOU
MSE
NASAA

NASD

Acronyms

—Automatic Data Processing, Inc.
—American Depository Receipt
—American Stock Exchange
—Board of Trade Clearing Corp.
—Boston Stock Exchange
—Computer-Assisted Trading System

(Toronto Stock Exchange)
-Chicago Board Options Exchange
—Chicago Board of Trade
—Commodity Futures Trading Commission

(U.S.)
—Chicago Mercantile Exchange
—Cincinnati Stock Exchange
—Depository Trust Corp.
—Employee Retirement Income Security Act
—Futures commission merchant
—Foreign exchange
—Federal Reserve Board
-General Accounting Office (U. S.)
—Intermarket Clearing Corp.
—Interrnarket Trading System
—Leveraged buyout
—Memorandum of Understanding
—Midwest Stock Exchange
—North American Securities Administrators

Association
—National Association of Securities Dealers

NASDAQ —National Association of Securities Dealers

NMS
NSCC
NYSE
OCC
OTC
P/E
PHLX
PSE
RICO

S&P500
SEC
SIAC
SIPC
SRO
UMS

Automated Quotation System
—National Market System
—National Securities Clearing Corporation
—New York Stock Exchange
-Options Clearing Corp.
-Over-the-counter
—Price/earnings ratio
—Philadelphia Stock Exchange
—Pacific Stock Exchange
—Racketeer Influenced and Corrupt

Organization Act
—Standard & Poor 500 Stock Index
—Securities and Exchange Commission (U. S.)
—Securities Industry Automation Corp.
—Securities Investor Protection Corp.
—Self-Regulatory Organization
—Universal message system

Glossary

Acquisition: One company taking over controlling inter-
est in another company, often by paying more than the
market price for the shares needed to acquire it.

Affirmative obligation: The duty of stock market
specialists to maintain a fair and orderly market and
assure liquidity or immediacy, by selling from their
own inventories or buying for their own inventories
when there are no other buyers/sellers at or near the
market price. See Liquidity.

American Depository Receipts (ADRs): A receipt for
shares of a foreign-based corporation, held by a U.S.
bank; the receipts are listed and traded on U.S. stock
exchanges in lieu of the shares.

Arbitrage: Profiting from fleeting differences in price in
the same or related assets or instruments in two
markets; e.g., buying gold in New York and selling
gold at a higher price in Chicago, which tends to raise
the New York price and lower the Chicago price. Index
arbitrage is profiting in this way from temporary
disparities between the average price of stocks repre-
sented in the Standard& Poor 500 Index and the price
of the S&P 500 index futures contract.

Auction market: The system of trading on stock
exchanges, in which prices are determined by compet-
itive bidding between brokers (acting as agents for
buyers and sellers) and with intermediation by a
specialist when necessary; this is distinguished from
the over-the-counter market, where prices are estab-
lished by negotiation between customer and dealer.
The exchange system is a “double auction” as
opposed to a conventional auction with one auctioneer
and many potential buyers. Futures markets are also
double auction markets.

Audit trail: A record of transactions, identifying the
participants, the terms of the trade, the time of the
trade, and the firm responsible for clearing the trade.
Audit trails are most useful for monitoring and
surveillance when generated automatically, and in real
time.

AURORA: An electronic trading system that was being
developed by the Chicago Board of Trade for 24-hour,
remote site trading; as of June 1990, there are plans to
combine its development with that of GLOBEX,
possibly to make AURORA an alternative user inter-
face to GLOBEX.

Basket trade: The simultaneous sale, or purchase, of a
diversified portfolio of stock such as the basket of
stock represented in a stock index.

Bear market: A prolonged period of falling stock prices.
See Bull market.

Best execution: Timely completion of a trade at the best
price available in any market or from any dealer.

–194--
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Bid: Indication of readiness to buy at a specified price.
“The bid” is the highest price any potential buyer will
pay at the moment. See Offer.

Big Board: Slang term for the New York Stock Ex-
change.

Block (or block trade): A large quantity of stock
included in one trade; usually 10,000 shares or more.

Block positioner: A dealer (member of the exchange)
who handles large block transactions “upstairs” (i.e.,
in the dealer’s trading room, off the exchange floor) by
finding buyers for sellers and vice-versa, usually
themselves participating in the purchase or sale; the
block positioner must be so registered with the
exchange and must bring the negotiated transaction to
the specialist on the floor for execution.

Bond: A security representing a loan by the buyer to the
corporation or government issuing the bond; it may
either pay interest, or it may be discounted in price
from the value at maturity. Also called a debt security
or a freed-income security (because traditionally, the
interest rate was fixed, “although now it is sometimes
variable).

Book (the): Record kept by a specialist of buy and sell
limit orders in a given security. Once a notebook, now
a computer file.

Broker: One who acts as an agent for a customer, usually
charging a commission.

Bull market: A prolonged period of rising stock prices.
See Bear market.

Bulletin Board (the): An electronic system operated by
the National Association of Securities Dealers for
displaying dealer quotations or expressions of interest
in making markets in over-the-counter stock not listed
on NASDAQ.

Buyout: Purchase of a company’s stock (or a controlling
percentage of it) in order to take over that company’s
operation, or its assets. A leveraged buyout occurs
when the purchaser(s)often the management of the
company—borrow the money to buy the shares,
usually putting up the company’s assets as collateral
and intending to repay the loans with the company’s
revenues or by selling off some of its facilities or other
assets.

Call, or call option: See Option.
Capital markets: Markets where debt and equity securi-

ties are bought and sold; includes primary placement
and private placement of issues, as well as secondary
markets (exchanges and over-the-counter trading).

Cash markets: Markets where a transaction can be
completed and ownership transferred immediately,
e.g., stock markets-as compared to futures markets,
where contracts are to be satisfied at some later date.
Cash markets are also called spot markets.

Churning: Excessive or injudicious trading that allows
a broker controlling an account to earn commissions
while disregarding the best interests of the customer.

Circuit breaker: A rule or procedure by which a market
is closed down, or trading is halted, when price
movement exceeds a specified limit. A circuit breaker
is designed to prevent-or at least to slow down-a
market crash.

Clearing and settlement: In securities markets: compar-
ing the details of the transaction between buyer and
seller (or their brokers) and exchange of securities for
cash payment. In futures markets, satisfaction of the
terms of the contract; both buyer and seller make a
good faith deposit (initial margin) to a clearing house
or clearing member firm.

Clearinghouse: An organization (or division) setup to
handle the clearing and settlement of all transactions
within a market or on an exchange. Its clearing
members (usually large securities firms) deal directly
with the clearinghouse but also act as intermediaries
for other securities firms in clearing their trades.

Commercial paper: Short-term loans (maturities rang-
ing from 2 to 270 days) made to banks, corporations,
or other borrowers.

Commodity: Bulk goods such as grains, metals, and
foodstuffs, for which the price is generally determined
by competitive bids and offers; now includes standard-
ized financial instruments.

Commodity Futures Trading Commission (CFTC):
The U.S. agency responsible for regulating the trading
of all futures contracts and options on futures con-
tracts.

Common stock: Units of ownership of a corporation;
owners typically are entitled to receive dividends on
their holdings and to vote on the selection of corporate
directors and on some other corporate decisions.

Continuous net settlement: A method sometimes used
in securities clearing and settlement in which traders
end each day with one “receive” or “deliver”
position to be satisfied, rather than delivering or
receiving stock and receiving or making payment
separately for each transaction.

Covered option: A call option contract backed by
ownership of the shares underlying the option; the
option writer has the shares to deliver if the buyer of the
option decides to exercise it. This contrasts with a
naked option, for which the writer does not own the
underlying shares. See Option.

Cross: A securities transaction in which the same broker
acts for customers on both sides of the trade; illegal
unless the broker first offers the securities publicly at
a better price.

Cross-margining: A proposed form of margin netting
(for options trading) in which the clearinghouse would
recognize the hedging effects of positions in several
markets, and accordingly reduce the margin required
from participants with multiple positions.

Crossed orders: A situation in which the current bid is
higher than the current offer, which may occur during
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periods of extreme volatility.
Custodian: A bank or other financial institution that

keeps stocks (or other assets) for individual or
corporate customers, or for a mutual fund.

Dealer: A person or firm acting as principal in a securities
transaction, trading for a proprietary account rather
than on behalf of a customer. Dealers may make
markets by buying and selling to customers.

Debt security: Tradable evidence of borrowing that must
be repaid, stating the amount, a specific maturity date
or dates, and usually a specific rate of interest (or
discount+. g., a bond, bill, note, or commercial
paper.

Delivery v. payment: A term used in clearing and
settlement, meaning cash on delivery.

Derivative product: A contract (e.g., future, option)
whose price depends on the price of the underlying
asset (e.g., a commodity, a stock or an index of
stocks).

Discount broker: A brokerage firm that executes orders
to buy and sell but does not provide full services (e.g.,
advice, research), and charges commissions lower than
those of a full service broker.

Downtick: Sale of a security at a price below that of the
just preceding sale.

Dual trading: One firm or person acting as broker (agent)
in some transactions and dealer (principal) in other
transactions, on the same day in the same market.

Efficiency: The direct and rapid reflection in market price
of all relevant information, including supply and
demand. A desirable market characteristic.

Efficient market theory: Theory that market prices
reflect the knowledge and expectations of all investors
(there is no way to beat the market); theory that market
prices should only reflect the knowledge and judgment
of all investors, and should be ‘distorted” as little as
possible by transaction costs, including regulatory
costs and taxes.

Employee Retirement Income Security Act, 1974
(ERISA): Law governing operation of corporate pen-
sion plans, and setting up the Pension Benefit Guar-
anty Corporation; partly responsible for the growth of
the largest category of institutional investors—
corporate pension funds.

Equity: Stock; the ownership interest possessed by
shareholders in a corporation.

Eurobond: Bond denominated in one currency (e.g., U.S.
dollars) and sold to investors outside that country;
usually issued by large underwriting consortia com-
posed of financial institutions from many countries.

Eurodollars: U.S. currency held in banks outside the
United States, commonly used for settling interna-
tional transactions; some securities are issued in
Eurodollars (interest is paid in dollars deposited in
foreign bank accounts).

Exchange: An organized market with transactions con-
centrated in a physical facility (a “floor”), with
participants entering two-sided quotations (bids and
offers) on a continuing basis. Compare: over-the-
counter market.

Exchange Stock Portfolio (ESP): Anew product offered
by the New York Stock Exchange, representing a
diversified basket of stock but settled in cash rather
than delivery of stocks.

Exclusivity clause: The clause in the Commodity Futures
Trading Act [7 U.S.C. 2a(ii)] that gives the Commod-
ity Futures Trading Commission exclusive jurisdiction
over contracts of sale “for future delivery. ”

Fairness: The qualities in a market of: 1) offering equal
treatment to investors (orders filled in order by
price-i. e., highest bid, lowest offer-and by time
received); and 2) absence of fraud, manipulation, and
customer abuse.

Fiduciary responsibility: The legal obligations of a
person, corporation, or association investing for or
holding assets in trust for another person or institution.

Financial future (contract): A future contract based on
a financial instrument such as a Treasury bill, foreign
currency, certificate of deposit, or index of stocks.
(There are no futures on individual stocks.)

Financial institution: A company that collects finds
from the public and places them in financial assets—
includes banks, credit unions, insurance companies,
pension plans, etc.

Fixed-income security: See Bond.
Floor broker: An employee of an exchange member

firm, who acts as an agent for clients by executing
orders on the floor of the exchange (or in the pit, in a
futures exchange).

Floor trader: Member of a stock or commodity/futures
exchange who trades on the floor for his or her own
account. In commodity/futures exchanges, a floor
trader is also called a “local.”

Foreign exchange (forex): Instruments used in making
payments between countries; includes currency, notes,
checks, bills of exchange, and electronic transfer
records.

Forward contract: Purchase or sale of a specific
commodity or other asset at the current (spot) price but
for delivery and settlement at a specified later date.

Fourth market: The direct trading of blocks of securities
between institutional investors (often through proprie-
tary electronic trading systems) without intermedia-
tion by brokers or dealers. See Third market.

Frontrunning: An abusive practice in which a broker
with advance knowledge of a block transaction and
holding a customer order trades for himself ahead of
the customer, to take advantage of possible price
changes as a result of the execution of the customer
trade.
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Futures commission merchant: A firm that buys or sells
futures contracts and accepts payment from or extends
credit to those whose orders it accepts.

Futures contract: A contractual agreement to buy or sell
a specific amount of a commodity or financial
instrument at a specified price for later delivery.

Gapping market: The price movement of a stock or
commodity when one day’s trading range does not
overlap the previous day’s, causing a gap in which no
trade has occurred. This can also happen during a
precipitous intraday price decline; price jumps maybe
so large that some limit orders do not get executed.

G1ass-Steagall Act (1933): Law prohibiting commercial
banks from owning brokerage firms and engaging in
most underwriting activity; designed to insulate bank
depositors from market risks.

GLOBEX: An electronic trading system being developed
by the Chicago Mercantile Exchange and Reuters (now
with participation by the Chicago Board of Trade) for
24-hour remote-site futures trading.

Hedge: To offset or balance investment risk by another
investment or a transaction in another market. For
example, one can hedge one’s investment in 100 shares
of stock X ($100 per share) by buying a put option
giving one the right to sell those shares at $100 per
share over the next 3 months.

Immediacy: Sufficient liquidity in a market to allow
trades to be made immediately at a market price-e. g.,
a balance of potential buyers and sellers.

Index: A statistical construct used to measure market
behavior. A popular index is the Standard& Poor 500
(S&P 500), which is the weighted average of the prices
of 500 frequently traded New York Stock Exchange
stocks.

Index arbitrage: Trading in order to profit by temporary
differences between the value of stocks in an index and
the price of the derivative index future contract.

Index future or stock-index future: A futures contract
that covers the price of a diversified stock portfolio
matching a designated stock index. See Index. The
index future is settled in cash, not in delivery of stocks.

Index option or stock-index option: An option that
covers the price of a diversified stock portfolio
matching a designated stock-index. See Index.

Indexed fund: An institutional investment portfolio that
matches that of an index such as the S&P 500. See
Index. Many pension funds are indexed.

Information services vendors: See Vendors.
Insider trading: Illegal trading by a corporate officer or

retainer (e.g., counsel) to take advantage of privileged
information about impending events that will affect
market price.

Instinct: A proprietary electronic system (Reuters) for
“fourth market” trading. See Fourth market. Instinct
is handling about 13 million trades daily in 1990.

Institutional investor: An organization such as a pension
plan, a mutual fund, an insurance company, or a union,
that holds and trades large numbers of securities on
behalf of members.

Intermarket Trading System: A video-computer sys-
tem that links specialists’ posts at the New York
American, and regional stock exchanges; a broker at
one exchange can send an order on to another exchange
with a better price.

Junk bond: A debt security of less than investment grade
rating, paying a high rate of interest; often issued in the
course of leveraged buyouts.

“Lean against the market”: The action of a specialist
carrying out his affirmative obligation by buying for
his own inventory in an attempt to stop or slow a sharp
market decline.

Leverage: Increasing return or value without increasing
investment; e.g., buying stocks on margin uses bor-
rowed money for leverage, buying a stock-index future
rather than a portfolio of stock gives greater leverage
because futures margins are lower than stock margins.

Leveraged buyout: See Buyout.
Limit order: An order (to buy or sell at a specified price)

placed on a specialist’s book, to be executed when and
if the market price reaches that price, or limit.

Liquidity: The capability of a securities market to handle
a large transaction without moving the price; usually
requires the availability of many potential buyers or
sellers.

Listed security: One that meets exchange criteria and has
been accepted for trading by an exchange.

Local: A floor trader in the futures pits, who trades as a
principal or speculator.

Locked orders or locked market: The situation where
bids and offers are identical. See Crossed orders.

Locked-in trades: Trades that have been matched
(usually by computer, at an exchange) before reaching
a clearinghouse for settlement.

Long position: Ownership of securities or instruments,
contrasted with a short position. See Short.

Making a market: Maintaining firm bid and offer prices
for a security and standing ready to buy and sell the
security at those prices. In a U.S. stock exchange, only
the specialist acts as market-maker for a given security,
but in the over-the-counter market there may be
competing market-makers for a security.

Margin: In securities markets, the deposit a customer
makes with a broker in buying securities (the broker
extends credit for the rest of the price). In futures
markets, a good-faith deposit or performance bond,
placed with a futures commission merchant by a
customer, or with a futures clearinghouse by its
members, to ensure that the depositor will meet
financial obligations.

Mark to market: Adjust the valuation of a futures
position to reflect current market prices, in order to
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adjust margin accounts; the gain or loss in each market
participant’s position as a result of trading is calculated
daily or several times a day depending on market
volatility.

Market-maker: See Making a Market.
Multiple-trading (of options): The trading of the same

option by more than one exchange; the SEC has ruled
that by 1992 all options can be multiple traded.

Mutual fund: A fund, operated by an investment
company, that raises money by selling shares to the
public and invests that money in stocks, bonds,
commodities, or other securities or financial instru-
ments.

Naked option: An option for which the writer (seller)
does not hold the underlying security. Naked options
involve large risks and large potential profits. See
Covered option.

National Association of Securities Dealers (NASD):
The Self-Regulatory Organization of over-the-counter
securities dealers, and the operator of NASDAQ, their
automated quotation display system.

National Market System: 1) The objective of the 1975
Securities Exchange Act Amendments-an integrated
nation-wide system for competitively trading securi-
ties. 2) A category of actively traded over-the-counter
stocks on NASDAQ.

National Securities Clearing Corporation (NSCC):
The clearing organization for almost all U.S. stocks,
formed in 1977.

Odd lot: Less than 100 shares (a round lot). Odd lot
transactions can be executed through most retail
brokers; the specialist assembles these into round lot
trades. The investor pays a higher commission.

Offer: Indication of readiness to sell at a specified price.
‘‘The offer” is the lowest price that any potential seller
is prepared to accept at the moment. See Bid.

Off-board trade: A trade of exchange-listed stocks that
occurs away from the exchange, in the third or fourth
market.

Off-setting: 1) Liquidating a purchase of futures con-
tracts through the sale of an equal number of futures
contracts of the same delivery month, thus closing out
a position. 2) Hedging by balancing one transaction
with another-e. g., a short sale of stock.

Open outcry: The method of trading on futures ex-
changes: public double auction in the pits, accom-
plished by shouting bids and offers.

Opening: 1) The price at which a security, commodity, or
futures contract begins the trading day. 2) The period
at the beginning of the securities trading day when the
opening price is determined by the specialist after
inspecting opening bids and offers.

Option: A unilateral contract conferring the right to buy
(a call option) or the right to sell {a put option) a stock
commodity, or financial instrument at a predetermined
price within a specified time period.

Option writer: A person or firm that sells options,
thereby earning a premium paid by the buyer.

Out-of-the-money: Having no intrinsic value at the
moment; for example, a call option to buy Stock X at
$30 a share when Stock X is selling at $25 a share is
out-of-the-money by $5.

Over-the-counter: A market in which securities transac-
tions are negotiated and executed through competing
dealers, operating by telephone and computer net-
works, rather than on an exchange.

Penny stock: Historically, stock that sold for $1 a share
or less, now generally applied to stock that costs $5 or
under. Most penny stocks are sold over-the-counter.

Pink Sheets: Daily publication of the National Quotation
Bureau that lists bid and asked prices for over-the-
counter stocks not listed on NASDAQ, with market-
makers for each stock

Pit: The tiered trading floor of commodities exchanges,
on which futures contracts are traded by open outcry.

Portfolio: The combined holdings of an investor, includ-
ing stocks, bonds, commodities, and other tradable
assets and instruments.

Portfolio insurance: A trading strategy aimed at substan-
tially reducing the market risk of a portfolio, especially
a strategy that uses stock-index futures to hedge a stock
portfolio. Popular computer models or programs used
for directing portfolio insurance strategies, which
called for selling stock-index futures in a declining
market or buying them in a rising market, were widely
blamed for contributing to the 1987 market crash.

Premium: 1) The amount that the buyer of an option pays
the seller, or writer, of the option. 2) A better price, as
in ‘‘The future on Currency X is at a premium to the
spot price. ”

Price discovery: Determination of the price by competi-
tive bidding; this process is assumed to “discover” or
reveal the real value of an asset or instrument by
integrating the knowledge and expectations of all
potential investors.

Price/earnings ratio: The price of a stock divided by its
earnings per share; indicating how much earnings
growth can be expected; low P/E stocks tend to be
low-growth, mature industries with stable earnings.

Price priority: The rule whereby market orders with the
highest bid, or the lowest offer, are filled first, ahead of
lower bids and higher offers even if those orders are
larger or arrived earlier.

Primary market: The market for newly issued stocks, in
which proceeds of the sale go to the issuer. Compare
Secondary market.

Private placement: Sale of securities directly to an
institutional investor, not offered to the public and not
intended for resale; privately placed issues do not have
to be registered with the SEC.

Program trading: The simultaneous or synchronized
purchase or sale of a large number of stocks, possibly
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several hundred, often but not always involving related
sale or purchase of stock-index futures. Program
trading usually is computer-assisted but can be done
manually.

Put or put option: See Option.
Quotation: The highest bid and lowest offer currently

available on a round lot transaction (100 shares) or a
stated larger quantity.

Racketeer Influenced and Corrupt Organization Act
(RICO): Law under which some alleged perpetrators
of fraud in securities and futures markets have been
indicted.

Regulation T: The Federal Reserve Board regulation
covering credit extended to customers by securities
brokers and dealers, and establishing initial margin
requirements for stock transactions.

Round lot: The generally accepted unit of trading in
securities markets: 100 shares of stock or $1,000 or
$5,000 par value for bonds. See Odd lot.

Rule 10a-1: SEC rule prohibiting short sale of securities
below the price of the last regular trade, and at that
trade unless it was higher than the preceding price. The
Short Sale Rule, also called Uptick Rule.

Rule 15c-2-6: SEC rule requiring penny stockbrokers to
give certain explanations to customers and to record
customer affirmations that these explanations have
been given. See Penny stock.

Rule 15c-2-10: SEC proposed rule requiring sponsors of
electronic proprietary trading systems to file financial
and operational plans with the SEC.

Rule 19c-3: SEC rule permitting securities listed on an
exchange after April 26, 1979, to be traded ‘upstairs,’
or off-floor, by member firms; an exception to Rule
390.

Rule 19c-5: SEC rule allowing any option to be traded on
all five equity-options exchanges, beginning in 1992.

Rule 144a: SEC rule allowing unregistered securities to
be traded by institutions in the fourth market.

Rule 390: NYSE rule forbidding exchange members to
make markets in exchange-listed stock in over-the-
counter markets (i.e., in competition with NYSE
specialists).

Seat: Membership on an exchange; may be bought and
sold.

Secondary market: Exchanges and over-the-counter
markets where securities are resold and bought after
their issuance and primary placement.

Securities Acts Amendments of 1975: Amendments of
the 1934 Securities Exchange Act and related legisla-
tion, directing the SEC to work with the securities
industry to establish a National Market System, and
setting out public policy objectives related to U.S.
securities markets.

Securities and Exchange Commission (SEC): The U.S.
agency responsible for regulating the trading of equity
securities and options.

Security: An instrument that represents 1) a share of
ownership in a corporation stock 2) a loan to a
corporation, government, or governmental body-a
bond; or 3) conditional rights to ownership-e. g., an
option.

Self-Regulatory Organizations (SRO): Industry organi-
zations or associations responsible for enforcement of
fair and efficient practices in markets. SROs, including
exchanges and dealer associations, make and enforce
rules binding on their members.

Sell short: To sell a security that one does not own,
anticipating that one can subsequently buy the security
at a lower price for delivery. Selling short against the
box is to sell stock owned but kept in safekeeping with
ownership not disclosed, usually so that the short seller
could defer a long-term capital gain into another tax
year.

Settlement: Completion of a transaction, by delivery of
securities to the buyer and payment to the seller or (for
futures and options) carrying out the terms of the
contract or off-setting it.

Share: The unit of equity ownership in a corporation,
represented by one stock certificate.

Short, or short position: Shares that a trader owes, i.e.,
has sold without owning, expecting to buy them later
at a lower price.

Side-by-side trading: The trading, on the same exchange
floor, of a stock and the option on that stock.

Single price auction: A procedure in which all orders are
queued according to the bid or offer and an “auction-
eer’ (probably a computer) determines the price that
will come closest to clearing the market. Orders with
bids/offers as good as or better than that price will be
executed.

Soft dollars: Rebates on brokerage commissions, some-
times made to large institutional customers, in the form
of free research, computer services, etc., rather than in
cash.

Specialist: Stock exchange member who is the desig-
nated and sole market-maker for a stock on one
exchange. The specialist executes limit orders, brought
to him by other exchange members on behalf of
customers, and buys for or sells from his own
inventory when necessary to counter order imbalances,
provide liquidity, and prevent wide swings in stock
prices.

Speculator: A person who trades in futures pits for his or
her own account, in order to profit by successfully
anticipating price movements, thereby assuming risks
that hedgers wish to hand off.

Spot markets: See Cash markets.
Spread: The difference between the bid and offer price

for securities. The spread narrows or widens according
to supply and demand, i.e., competition between
dealers or among potential buyers and sellers narrows
the spread.



200 ● Electronic Bulls & Bears: U.S. Securities Markets & Information Technology

Stock: Ownership of a corporation; a claim on a
corporation’s earnings and assets; issued by a corpora-
tion to raise capital.

Stock index: See Index.
Stock-index future: See Index future.
Stop order or a stop-loss order: An order to buy or sell

at the market price once the security has traded at a
specified price called the stop price. A stop order to sell
(at a price below the current price) is designed to
protect a profit, or to limit the loss on a stock bought
at a higher price. A stop order to buy (at a price above
the current price) is designed to protect a profit or to
limit a loss on a short sale.

Strike price: The designated price for exercise of an
option.

Takeover: A change in the control of a corporation by
buying up shares. A hostile takeover aims at replacing
the existing managers.

Third market: The trading of exchange-listed securities
in the over-the-counter market. Exchange-member
firms cannot participate in the third market as market-
makers because of Rule 390.

Ticker tape: Device that displays price and volume for
stock transactions, as they occur, to investors around
the world. Once a printed paper tape, it is now a
running display on computer screens. A consolidated
tape covers trades on the New York American, and
regional stock exchanges.

Time priority: In stock exchanges, a rule that orders with
identical bids (or offers) are filled in the order at which
they reach the specialist’s post.

Trade reconstruction: On futures exchanges there are no
automatically generated records of the time/price/
principals in a trade (i.e., no audit trail). Exchanges are
required to be able to ‘reconstruct such a record from
available data, assigning a time accurate within 15
minutes of the actual trade.

Triple witching hour: The last trading hour of the
quarter, i.e., on the third Friday of March, June,

September, and December, when options and futures
on stock indexes expire, causing a high volume of
trading (and often high price volatility) of the options,
futures, and underlying stock.

Two-dollar broker: On stock exchanges, a floor broker
who executes trades for other brokers, too busy to do
it themselves, for a fee (once $2 per round lot).

Underwriting: Buying an issue of stock from the issuing
corporation (or governmental entity) and reselling it to
the public. Underwriting is an activity of investment
bankers, but is now often done by a consortium of
them.

Universal message switch: A hypothetical, or proposed,
system that would automatically route customer orders
from a broker’s office to the exchange or dealer with
the best quotation at that moment, in order to achieve
maximum competition among markets and dealers.

Upstairs trade: A transaction completed within a broker-
dealer’s firm (in an exchange member’s upstairs
trading room rather than on the floor), without using
the exchange. Such trades must occur at prices no less
favorable to the customer than that prevailing in the
public market.

Vendor: One who supplies commercial goods or serv-
ices; in this report, companies that supply market data
(trades, prices, volume, quotes); information services
vendors, such as Reuters.

Volatility: Rapid declines or rises in price, especially if
the changes reverse directions several times in a short
period, or if the price changes are unanticipated or are
seemingly without full explanation.

Wash sales: A fictitious trade, made without taking a
position; giving a false impression that purchases and
sales have been made.

Wire house: An old term for a brokerage or futures
commission merchant, connected to its branch offices
by telephone, telegraph, or cable.
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