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In presenting this independent study in partial ful-
Tiliment of the reguiremsnts for a gladUth degree from the
University of Morth Dalicta. I agree that the Libvrarvy of this
University shall make 1t Tresly availables Tor inspection. I
further agres that permission Tor extensive copying for
schelarly purposes may be granted by the professor who

work o in his absence. by the Chaivman of the
It is understocd that any copying or publication
aof this indepcndEht study or part thereof Tor
gain =hall ot b allowed without my written
It is alsoc understood that due vecogniition shall
g and to the University of North Dakoctz in any
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ABSTEACT

This study examings the situation surrcunding the stoc
market crash of 1987. The rvesearch was conducted in curcen
literature and goverament reporits. The goal of the study i
to provide a backround cn the operations of the stock
markeis. szamine Tactors leading to and contvibuting ta the
crash of 1987 and compare the crash of 1937 toc the crash o
1725 in ovrder to provide possible insight to weaknesses in
thez markeit svystem.

The conclusions support specific récammaﬂdatians that
are designed to corvect markei instiiciencies. Thess
recommendations includes increasing margin vequirements on
index futeveszs: monitoring the performance of specialists. =
giving the same precedence to =11 market orders. regardless
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Chacter Iz Introduction

o

On October 192. 1937. he Mew York Stock Exchangs Dow
Jones Industirial fverage dropped 508 points.  This was the
climax of & crash that started on Doctobesr 14. when the DJIIA
F3 points. For the wesk ending Friday. October 1&. The
Dow Jones lost 235 points or 2.9%. DBy Black Monday over &00
million shares traded and the Dow lost 22.46%. This was the

LV

worst trading wesk in the Mew York Bitock Exchange’™s history
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and the gloomiest day for Tinancial @
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Thise paper will analvze the stock market crash of 1787.
Several causes will be discussesd for the unprecedenied dioo-

These causes will be analyzed fto determine 1T in Tact there

was a relationship to the crash., and discuss what. 1T any.
actions shonld be taken to avoid a repeat of ths crash.

First. this =study will present a brief overview of the stock

ts opevats and

]

Themns 1t will cover how ths mark
who cpsrates them. and why the markets Tailed to perform
during the crash. Second. several leading Tactors that have
besn identified as possible causes of the crash will be

cussed. Each Tactor will bz analysed and detsrminsd 1
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hose Taciors weve partially o wholly to blame. Thens. &

crash of 1787 to the crash of 1722 will be

il
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comparison of th

onclusions will bes drawn as to the causes of

made. Lasts C
the market cirash. and discussing whether anvihing should be

[y

flex Taylor I111. "What Heppernsd and What™ s Maut.
Faortuns. 23 Movembevr 1287, 77-83.
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donie to prevent anocther such cvrash.

Literaturs Survey

there are a varieiy of sources ussd in the resesrch 07

thi

mn

study. 8Since ths market crash occcurved approximately

ey
or
m

oTie yeEar ago. there are very Tew bound refersnces on
topic. HBusiness peEricdicals and jouwrnals are used

urrent data. Referencs materials
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mostly text books, are used to provide background information

o stock mar

Feriocdicalis and busingss journals are ussd extensively
inn the ssarch Tor informstion regarding the stock market
crash. Buch journal articles are numerous and 2asily found

in most libraries. bDovernment peblications are alsoc cited in

Therz is =uch & guantity of journal and pericdical
articles in the past vear conceErning thes crash.:. as well as
government and stock sxchange reporizs on the subject. tha
special effort was made o avoid sources that duplicate
information. This is so the individual can use the sources
cited toc g2t & more speclalizsd level of information withoot
having to jump Trom Source to source Tor basically the same
infTormaticon.

Methodology and &nalysis

The Stcck HMarkel

lhat i1s commonly refervred to as the stock market is

actuall

o

a group of organlizsd and unovrganized stock
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snges. Operating mosily in the secondary marks

sxchanges are the meeting place Tor buvers and sellers of
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tock and other s=

Tuncticn, the markets allow the buyers and ssllsirs to mest

and ==t = matually agresable prices. The stock is then
+ , - 2
tradsd, or sold: ard the ocyole continues.

The exchanges are actually modified auction markets
wharein peoples. through theiv bvokers. bid for stocks.  When

the sitock market was Tirst foundsd. brokers would call oul

bidder. IT a broker had & buy orders he would announce that
he want=d to buy a certasin stock and buy at thes cheapest

price. The sxchanges now have memnoers kKnown as spe
who Tacilitate thes process by kesping an inventory of shares

of stock in which they specialize. If a buy order comss in
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Wwith no ons waniing toc sell. the specialist wil

his own inventory. The situa

]

orders.
Wnen the market opens Tor the days. the spscialist =ets
bBoth the bid and asked price onn the stocks he has besn
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that he is willing to pay for the stoeck. Ths asked price is

the price he iz willing to =211 out of his inventory. These

J. Fred Weston and Eugene F. Brigham: Essentials of
anagerial Finance, Bth ed.. {Chicago: The Dryden Fress,
Z87 ).
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be a membsy of the exchangs and be sslecisd




T to have sdeguats caplital to assumes a position of at
b
lzast 4000 shaves of svery stock in which they specislizs.
=g PR —— —_— W - [ - - = - - — - 3
Efficient capital marksts ares essentizl Tor a dynamlc
capltslistic sccietv. Transactions in the financial marksis
Bring togethsr savings suvrpliuns uniits and savings deficit
units =0 that savings can be redistributed into their most
Srocct i —, — T THi= Oro — ._..__1 - TR ST
DTSOUDTIYE WsSes. = Tis profess: e84 TEEOUTOEE =T E
b — JOU | — E A — EN R s — R - pu ) - —
allocated morse sffTicisently and c‘i‘fE’L.’Cl\”.—:}.__f-. =4 wEput
I =
increassd.
iz to match potential caplial sowrces with
z 1 H 2 — _ e - S Ty g e
capitsl usses. Thie orimary =t=s perform this Tunction by

3 L P T — o, — g tee = - - ol 2 - i — — — T e
=il them thi "_’.«Lii_h 1 LT BT W .L’?Gls:s_' syndicate or groub. fns
S oy | A = — o S . [ - — [ . — - - e ¥ - kN
timz when the investment b 3.”}11%‘?‘:.{ firms ocwn ths stock and the
= 5 = -~ 3 e s 2 — 1 [ EN —
timz= 1% 1is sold at initizl risky Tor the

investment banking Tivm. IT unfTavorable infTormation becomes

ouilic during this pericd, the invesiment banking Tire could

-
. . .. . 7
wsll loss & subsiantial poviion of its capital.
Common stock repressnts a share in the ownsrship of the

=
P} - -
Franci=s, Investments: Gnalvs=is and Manacemsni.
& . 3 -
“J. Fred Yeston and Thomas E. Copeland. Managerial
inancss Eth ed.s {Chicagos Thz Dryden Press. 785y, S81-3E.
F i gt o {Chi Thz Dryvd F ig8sYy. 31-3
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Weak—form efTiciency states that the historical price and
trading volumese dazta for securities contain no information
which can be ussd to sarn a trading proefit above what could
bz attained with = nailve buy—and-hold strategy. Semi-strong
efTiciency maintains that markets are sfficient sncuch Tor

prices to vetlect all publicly avallsble information.

fBccording to the Semi-sivong theory. only a few insiders who
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trade on shorit—vun price changes. can earn a profi

furt s

than a naive buy—and-hold =trategy. Sivong-—Torm effliciency
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Claims that no ong can consistently =2arn arger
whiat could be sarned with the buyv—and—hold stratesgy by

trading on shori—vun secuvrity price movemenis. Insider

trading scandals have shown that this last theory i1s nct

Whnat sets the price of & security in the marketsY There
are ssveral valus theories that attempt toc st a price on
ities. All of thess theories attempt to st & market
valus on the return thes investor expecis to get on ths

he yeturi.

oS
m

=ecurity taking into accocunt the riskinsss of

The expscied retuin Consisis of twoe basic valuss: any

dividend expecied during the tims ths security is hesld, and
iz

the price esxpected when the sscurity is eventually sold.

The investor will not invest in stocks unisss he

that th2 stock will sarn & highsr rate of return than a visk-

Ll A
P § wall

Francis, Invesiments: Analvsis and Managemsnts

18 eston and Copeland, Managerial Finance. &6B7-&698.




free rate of return. The return must be high encugh o

offset the higher risk of investing in stocks. The one

fTacter that must be taksn inte account. howevers is the
market visk premium. This is the rate cver the riskless

v=turn that must be offered to a

i3

securiiv-

tiract an investor to the

-
7

What happensd on Black Monday? EBEveryvone is in agresement

that there were more sellers than buyers. In s bid-and-ask

to lower prices. The reascons many MoneEy
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ourus give Tor ths onsst of ths crash are hiigh interest

e - 14

rates. & huos trade deticit, and & growing budost deficit.

But these reasons were around Tor ssveral vears during the

Biggest and longest sustainsd bull marks:t in post—war

history.

Frogram trading ang porifolio insurance has not been

and how 1t was used will be edaminsd. and then how program
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The role of the specialist in the market crash will also be
.F

evaluated in the Tolliowing secticon.

‘crtfoilioc Insurance

Fortfolic Insurance 1s a strategy designed to protect

beston and Copeland. Managerizl Finance, 637-5%8.
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Stanley W. fAngrist, "Aszssssing Blame." Forbes. 30
Movesher 1987 254,
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institutional portfolics in down markets while giving t

aimost all the upside in vising markets. This siratsoy is

| -

sxecuted by sslling financial index Tutures to hsdges the

portfolic in a Talling market. Hedging is the practice of

creating & situsiion o protect capiial gains in unfavorable

markst conditicns. The theory goss that 1§ yvou s2ll fuiures
inn an index that clossly vresembles yvour poriftolic. and the

—

d price. then the Tutures will be

Tutures project a downward
more valuable in a Talling markst. TherefTore. any or most

iosses by the s=tocks will be offsst by the gains in the

Tutures valus. I ket continuss o visss then the
crily loss will be the moderats price of thsz hedgs.™ "~

This theory is ussd becausse of the advantages 1t had over

ted msthod of porticlic insurance. Thes

m
r
1
{1
(W]

the previcusly

previous method consisted of managers selling stocks in down

markests and buying somsthing with 1ittls or no markst visks
iike governmeEnt T-bills. IT the market continues to Talls

stocks and buy more bilis. when the market rises.

U
im
[
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==11 the T-bills and buy more stocks. The mere act of buying

and selling stocks is costly and cumbersomes SO0 MEAaNSOSTS

[
[

started using the index Tulures as a way to hedaoes.
Az stock prices decline. the insurance providers sell
Tuitures shori. IT stocks go stil1l Iower. then ths price o

the Tutures contract will also decline and the managers will

=
d 2
David Dieman. "Thanks Frofessora.” Forbss. 148



have a profit on the short positicn that will serve to offss=t
s 3 e . . A
the loss on the stocks that 1t owns.

On Ooctober 14, porifolic inswrers socld more and more
Tutures contracts short. This steady selling of index
Tutures probably helped drag stock prices lower: triggering
=ti1ll more sSelling. This downward pressare is considevred by

z=ome to b a contributing causse to the crash. Mors likelys

rifolioc managers decision to lock in the bull

g=ins as soofn 8% prices started o decline

1

decision was mades 1t is likely that thes market would have

dons the same whisther index Tuturess weres sold or

Th= theory of porifolic insurance using indsx Tutures

A

had never beesn ftested in & bear market. But the so callst

insurance did not rely on some desp-pocketed insurance

Frogram trading is simply the arbitrage betw=en the

Financial futures indesx and thes underlving stocks they

l;Taylar, YWha

181034,

i9_, , . - . 2
Floyd Morvis., "Villain or Scapsgoat? The Hzat’s on
Fraogram Trading.:"” Harron’ s. 2456 October 1987. 2.
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represent.  1The computsr program gives the investor a buy or
s2ll signal when certain condiiions exist. HRased on the

compuisrs yecommeandations thes investor will automatically

i

i

=y

iate the buy or s=11 crder. A= an sxamplies: iT the BEF
SO0 indesx is at 230 and the Future is at 2465: 1t pays the
program trader to sell the parcel of siocks clossly mirroring
the S&F 500 and buy

trader locks in a 1% veturn after costs. But this is big

monEY Since margin reguivements of 3 to 8 pesvycent on futuwres
index trading is vazor Ihin comparsed to S0 percent or greater
for the stocks. This can sguate to an 80Y return on the
. . =20
iNveSIors mONEY.

Sell programs are completsly computerized. This is

tocks mirroring ths 5&F S04
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index yeguives thousands of calculations instantanecusly.

ot

These programs must veact immediately to changes in the

market. SBoms of these program are alsoc st to frigger sel1l
ordsys avtomaticslly at various points of deciine in ths

=1
index.

The program Traders are brokerags Tirms, Tund managerss

and largs Tinancial institutions. They can protit from

ot

slight price discrepancies becsusese of the spzed with which

they trade and the smaller commissicons they pay for trading-
t

3 . =
Dreman "Thanks Professar.” Forbes.

=1 .
Ibid.
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ifferent stocks

brokerage Tirms Can

to taks further

z2l=o snhances thelv

Monday. Most of this trading came late in the mornings just
as the ssli-off besgan to pick up st=am. Fhelan alsoc notes
that thes stock market rallisd on Tussday when the exchangs
zsverely hindered program iraders by denyving them the use of
itz computerized order—exscution facility for such massive

the program trading and porifolio insurance could lead o
disaster. "Liguidity begets liguidity” was the rationals
obehingd such ochservations. What this mesEans is that the mors

zkes place. the more raticnal. profit—

E:’T - 1] R S
“Taylor. "What Happened and What’s Next.” Fortuns.
o L) Fm Lol
SE-83. 4
=3

Gary MWeiss. "Two ey Duestions: Ua
sinsss beeks 2 November 1987, Si.
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==sking buyers will coms intoc the market.

i
r

In defense of program frading. the marketis were

tocks had a stack of =211 orders and nio

fil
J
b 4
in

huvers o be found. This makes it hard to executzs trades

somzothly or to sven determine the actual market price o

stock. Essentiallys: 1t sesmed as i7 everyone made &
ful—

=, mmmm =1 Al o= 3 e — e S . e =

fundamsntal decision to Q=T OUuT O7 ThE MarTHEETa

The Soecizlists

Stock prices were i & Tree Tall.

soecialists did well undsr the circumstances. Mothing
happensd in an ovrderly fashion on Monday. The specialists
who handle the biggest blus—chip stocks were met with sell

orders That they could not hopes to absorbh. They had littls

£l

fast as the sxchange’s

The specialisis alsc had to buy enormous amounts of

el §

siock themselwves. By the end of Monday. they held over #1.

5illion of =steck. almost ten times the normal amount.

=
i

Despite this. there are still some that say the specialists
24 [ LI ot o g0 ™ - n L,
Dremanas ihanks Professor. Forboss.,

p T =l
o4 . - 3 - - N
Weiss, "Two Eey Dusstions:.!” Business kiesk.

Al
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Taylors: "What Happened and What’s MNexzt.” Fortuns.
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bought too Tew shares.
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specialists fTailed to sven answer thelilr phones. s a result
ot Soms impropristys. sSome specialists did lose theiv highly

sounnt attier position. A= & group howesver . they stood

rgest single day of

W

together and made it through the 1

i

rading volums in thz MYSE history. 500 million shares. This

was not without s cost. In that ons day. the I2 specixlist
Tirms absorbed about %1 billicn. Bo bad was the damage that

o the next day  thsy wers advised that they could. when

nECEssarys pend the vules that govern theilvy trading. The
mEssage sent was clesav: Do what you have to do to stay
5?1%25?.25

This paper has edaminsd porifolic insurance, program

sach case, theve is not 2 divrect causal relaticnship that
would explain the market crash The svidence gathevred Dy
this study will support This conclusion.

fine yveoar atier the ciashs it is perhags sasisr to sse
=nd understand what was going on it the @marksis.  Sevaral
reports have bzen made by different eschangss and by the

Federal Hessrve. Even Congress got in on the act by holding

fhiearings to decide 1T additional legislation was aporopriate
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Taylor . "What Happesned and What™ = Heut.?” Fortuns.
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Chapter II: The Crash of 12285

On September 3. 1929, the IIA clossed at 3B1. On

Cctobar 22 the DJIIA T=ll 4% points. This was Tollows

L
<
m

43 point drop the next day. By Oocicher 23, the LII& had

ropped to 334, This was & decline of almost 20 percent in
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thz and heralded

..4

he declins would take a toial of over three vears and would

reach a5 low as 41 points on July 8. 1732,

Unemployment went from a low of 3.2 percent in 17227 o
24%.% percent in 1F33. As unemployment ross. the demand Tor

cods contirued to drop and prices Tell. ne no nemployed
I t to drop d prices Teil The w unsmploved

consumsEr s purchases dropped to subsistence levels &5
veEtail sales went downs invenitories rose and production at
planis began to drop or stop. Many businsss shut down oF
went bankrupts; adding to thz number of unemployed and:

. . 30
continging the cyole.

Thaere are soms similarities and many differences beitwesn
the crash of 1987 and 1%92%. Ferhaps the most significant
difference were thes margin reguirements. Before the crash of
172%, many speculators purchased secwuritiss on margin. By
making small down paymenits of arocund 10 percent of the

purchase prices the investor could bovrrow ths remsining 70

percent. Az the stock prices went upas The investors borvrowsd

-

“Francis.: Investments: Analvsis and HManaoemsnta. 77—
107,

30
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«ital gains from the stock without sver selling
them. This pyramiding of debt proved to be disastrous when
the market crashed.

When stock prices began to Tall., declines egual
investor s original 10 percent were common. his served o

bankvrupt investors who overextended themsslves by pyramiding

T

iebt. bhen ths lenders tried to sell the stocks they now

held as= collaterals often the valus was not sutiicient to

Ernother important difiersnce betwssn ths two crashes is
the effect on the unempliovment status. khile the rate was
skyrocketing in 1925 a= a result of the crashs. the rate in
iP87 was stabls and sven declining despite ths stock marks:
crash of 1987 i{sss Tigure 1. At a Time in 1727 when
Tactories wevre closing theilr doors and lIstting workers go dus

to little or no demand Tor thelr product. 1737 saw Tactor

utilization increase and increased competition Tor the most
desirable emplovess.

The other major difference beitween the two crashes is
J
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leveraged and speculative. atTter the crash. thz Federsal

Feszerve restricted margin veguirements. Hecently. ths margin
reguiremsnts have vanged Torm S0 (o BO pevcent. In addition.
the Securities Exchangs Act of 1734 limitsd securitiss
gdealers® total indebisdness to 20 times their net capiitsi.

’-
&
m
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=
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L
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o

to Ccarry inventoriss of securities t nETupt the

t as impovrtant as the margin recguirsmentss

ted the money supply during ths 1727 crash.

This move caused the Irvauma of the market toc be wovrss. it is
nice to know that the nation learns from 1+ts misitakes. When

the market dropped in 1987: the Fed promissd liguidity and
actually sent these monsy supoly highsr than sxpected.
fs seen in charts € and 3: the market crasnh of 1727 and

= Tar as the mechanics are CoONCETNSEd.
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The market did drop an entor@mous aoount it a relatively short

peviod of timeE. There was a huge public outcry Tor tilghter

control on the markets. and in both cases there was plsnty of
talk about the fact that such a drop foreshadowsd a ssvers
depressicn. In 1929 the Toreshadowing was corvect. In 1987

it was not. The conclusion should help explain why 11 did

not happen in 1987.

Fortune.
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FIGURE 2

DJTIA 1920 - 1940
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FIGURE 3

DJTA 1987 - 1988
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Chapter Iil: fnalvsis

It has been over & ye=ar now since the market crash o

fiave been presented. There were definitely some hieroes and
more than & Tair share of pecpls who Tailed to come to €

rescue. There were also more than snough doomsayers among

l“

=
i

the journaiists and columnists, and thanktully almost all o
them have been proven wiong. [here are ssveral points that
H |

must Ge addressed and analyrzed with 3 critical eye. WHith

s Tor changse will be

FI

this critical analysis. recomnsndatioc

addresssd and any Turther implications concerning the aciions

L

of the market crash will be discussed.

Puring the crash of 1787, there weres many pecple who
thougnt that the stock marketse were the only indicators o
the US sconomy and its divection. Certainly. some Teared
that the sconomy might plungs in a abyss of loan liguidation

and Talling scending i1 soms major byokerage Tirm was to

gefault on i1ts ohiligations or the sscurities clearing and
1Y mmEeE e 35
settliement system collapsesd.
The Exchange bLeadership

U

The NYSE was helped in some way by the exchangs
legadership. Chaivman Phelan had predicted months before the

likelihood of & market meltdown. He sighted such reasons as

nd over—speculation

o

portfolio insurance and index arbitrage

in instruments such as index and futwres opticns. Fhelan is

3% . .
Jonathan R. Laings "The Day the World Etapped:
Taking Stocck of the Crash one Year Later.” Barron’sa. 7.
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ted with having the divectors kesp the sxchangs

gl s

also cred
open Tor the next Tuesday despite pless for a halt from a

number of specislist Tirvms that had slveady burnsd thiough

—t

moxst of th=ir trading capital.
However. Fhnelan™s performance was not without soms

mistakes. Apparently at his bidding: the NYSE clossd the DBOT

rdesr routing to program trading. fhis

il
'n
=l
o
o
o
i
=i
=
td
m
0.
il
=i

tively eliminated index arbiirsging. By pulling the

plug on the program frading: the sxchangs ssvered the link
between the sguity and Tutures markets Tor davs. A= &

resuli, the index Tutures markets Tor the remsindst of thes
wesk traded at hugs discounts to the actual values of theiv

underlying stocks. These discounts tended to demoralize

stock trading by Encouraging agditicnal selling and deterving
. 37
buying.
The Specialict: His Ferformance Under Fire

While most of the spescialists did apparesntly perform

L

admirable in a very trving time. the crash hardly oroved

m

1)}

heir Tinest hour. The 5EC staff report on the crash

r
m
el

cints out that a disturbing nwmber of sSpecialists ware

T

ei1ther net sellers of stock or did not take substantial
Yy

sy - . . R . . o=
positions in their stocks during the panic.

]
)
5
]

The next trading day saTter Black Mondaya

hLaiﬂQ: "The Day the World Stopped."” Barron’s.
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specialists took advantages of the Tlood of orders and opeEned
their stocks at much higher prices. The specialists used
this o actually pump shares into the pubklic’s hands while

ot buying for th2ic ocwn invenitory. Later in the davs

fiad sfrtectively halted in & number of major issuss as
the s21ling pressures grew and the soecialists refused to

37

Tul¥ill Theirv duly to insure an ordevlys continuous market.

Shortly after the crashs: The Hall Sirest Journals Mew
York Times. and obthsr publications began vurming charts

showing the striking resemblance betwsen the 1987 and 1729

crash. Hany Tinancisl writsrs pointed out the various

parallels between the two pericds. Over most headlines at
the tims were stori ssking 1T ancther downward spival in

poth the gensral economy and siock market was on 1ts way a la

ThankTully . the mediz seemsd movre interested in making

e
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m
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headlines and s=lling papsrs than
in Tact the similarities werse Tew betwessn the fwo crashss and

4

thes Federal Ressrve was already taking steps to pravent a

The Fedsral Ressrve

Buring the stock market crash and in the days following,

)
“A]

Lﬂlng! "The Day the dorld Stopped.”

e
o

Ibid.
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the Fedevral Reserve underiook 2 number of actions to deal

with the emsrging problems. The purposs was to 1imit any

involving visk—-bearing instrumsnis. Thess savers and lenders
tend to look Tor pressvvation o

capital gains and sarnings potentizal. This increassed demand

Y

I & sense. the sirategy adopted by the Federal Hessrve
atTter the Ociochsr 197 cracsh was almed at shvrinking ivrational

Tinancial markets. By
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demonstrating openly their determination toc mest liguidity
gemandss they could reduce bhose demands to the extsnt that

43

saggevratsd Tears.
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By heloing to reduce irvrational liguidity demands

Federal Ressrve avolidsd 2 tightening in overall pressures on

reserve positiocns and an increass in

hort—term interest

i1

rates. In fact. the FED went sven furthesr and sased policy

moderately aftter the collapse in light of the greater risk to

élﬁlan Greenspan: "Statements to Congress." Federal
Hezserve Bulletins April 19288, 217-225.

=
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continued econcmic expansion. Rather than up spikes in short—
ja o

ez
: L4

shori—term rates actually declined aftter October 19.

Greenspan. "Statements to Congress.” Federsl
Reserve Bulistin.
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Chapter IV: Review of

When reviewing the market crash, one must recognize that
the Tinancial system is in the preocess of evolution ang that
each of the changes since mid-October has been in reaction o
wesknesses displayed at that times. Some of these adaptations

are taking Torms that limit pressures that would be placed on

svstem 1T circumsStances similar to ihc

i ot th= crash

m

=

m

were o recur.
Befors the market drops:s the markset had ran up to ver

iigh leveis. The bull mariket from 17828 was nurtured by a

Tavoraole sconomic seitting Tor businssses. Howsvers stock
prices Tinalliy veachsd levels that sireiched o unrealisiic
gipectations of vising veal searnings and Talling discount
Tactors. UObviously. somsthing had to snap. IT 1t did ot
\ - . L =
fisppen in Gotobers. 1t would have happensd &t another tims.

£ contributing Tactor o high market prices were efforis

by investors to sxiend their cash sguity positions on the
thought that the availability of liguid markets would enable

A

them to prompily trim theiv holdings and limit losses should
a turnaround occcur. Many users of portyolic insurance

belisved that they could limit their losses in a declining

o

market, and were willing %o =sxpose themseselves more than

normally. IT there is one lesson to be learnsd from the

Gresnspan, "Statements to Congress.” Fedsral
Heserve Hullstin.

G5 .
Iibid.
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crasha 1t is that timsly executicns cannot be dependsd uwpons

especially when neseded most——wh

i

N Selling pressures are

great. This was true during the crashes of 1727 ang 1787 and
. . . 57
is =t11l trus today. ,

In addition to this. the systems capacity becams an
influsnce on invesitor bshavior. A investors began to
recocgnize that thes capaciiy of the system to execute tradss

reduces long positions in stocks, promoted more investors o
48

stock index Tutures. and options last October contributed to
uncertainty premiums and the downward pressure on orices.  In
normal civrcumstances. arbitrage kesps the prices of these
derivative instrumenits in lins with squities. Urnder the
strains of the crash.: thes individual markets for these were
fragmented. This generatsed considerable price diftfer—
erntials. Thiis difference persisited for an extendsd time
becauss of the breakdown of the arblitrage process assocciated
HT

with thes .ithdrawal process and execution problems.

In summary: 1.2 initial vapidnesss of the price

47 \ :
Greenspan. "Statements to Congress," Fedsral

Feserve Bullstin.

“81riq.
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correciion to an overpriced market. and a Taltering exscution

capacity. sharply raised visk or uncertainty premiums. This

contributed to historic declinss in prices.

De=spilts the atiention given to the performance of the

markets has bhesn on the weaknesses. they did coms through thes

Crisls vemarkably well considering ths svents. Hemembesr that
io maioy broksrage Tirm Tailed. Despite unprecedented margin

c=llis by the Tuturss clearinghouses. the calls were met by the

meEmbers.  Fost importantly s the stock prices reached a new

trading range shortly after the drop and has been steasdy sver

Hhen calling for reforms. 1t is important to recognicse

and avoid confusing sympioms with causes. When information

=
w

atfecting the valus of sguities becomss availables:. portfoclio
v oCour. They occur Tirst in thoss

markets whevre the costs are lowsst. Tutures markets.

i
I
I
n
=
0
1
m
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m
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Arbitrags acts tc insure that valuess in th
=2
slsewhsre retlect the new infTormation.
It is just as imporitant to vrealize that soms of the

. 1

e crash cannct v=alistically be

o

ors contributing to t

1]

corrected by public pelicy. In parts the degres of sharpnes

50 .
Gresnspans "Statements to Congress.” Federal

Hessvrve Bullstin.
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in ths drop reflected modern telecommunicaticons and

information processing systems.  In falrness, this technology

il
[
]
]
o
L
'.Jr
|

alsoc tends to snhance the efficiency of our mark

of cur welfare and is here

i

icial to many other aspect

fouord

to =tay. Iin Tact, since the bull market beEgan in 182, there
has not besn many people complaining that the marks
=
i

gocing up too hi -

Before coming down hard on portfolic insurance programsSs

remesber that these programs are strategies and not
oroducts. Thess strateglies Treguently involve ths uss of

b
or
1

tgerivative insitruments. but thsy would exist even without
availability of such products.

One should be aware that demands on the system could
again sxceed the capacity of the svystem to pecricrm 1ts
Tuncticn. Hemsdigs may @well be neesded that expand cagpacity

z

or thait sstablish an orderly adjustment process o

halts be considersd. The use of price ceilings could prove
to b2 & comstructive measurs Tor prompting & pause in
trading. especially iT there is uncertainty about the

55

Tinancial position of monesy makers and broksrs.

ts should be avoided.

=

= -
Gresnspan. "Statemsnts to Congress." Federal
REeserve Hulletin.
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Such methods are likely to encourage vumors of closings and

add to confusion. Any system that leads to market closings

should be orne that is coordinated among thes markets. Price

limits and other circuit breakers musi be vieswed as being
destabilizing, but they may be the best of 311 solutions.
Lihen orders excesd execution capacity. the system has shown
that it will break down. It may be bstter for i1t to takese thse

Torm of a controlised disruotion.

The Federal Ressrve contimmes to view the achievement of
consistent margins across the varicocus instrumsnts as beEing
appropriate. A fTedsral oversight authority would be well

L

positioned to accomplish this. Howsver. ths topic of the

ot
o
1

progper level of margin is very complicated and must

pursused caretully. The Tundamentzl differences bstwesn the

price behavior of individual stock
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Chapter ¥ Conclusion

B

The market crash of 1987 may not have been all bad. In
a matter of a few days. the often touted reaschns for the
crash were able to take a market whoss prices wers too biigh
and send them down to the accepted values oriented trading
rangs. The Tact that it happsosd on iremendous volume and

severe one—day diocps.: 31t Brassed billion of dollars in papsr

profTits. and caused the entive countvy to panic about the

ot

Tuture is perhaps the pecple’s Tault fTor oot under—-standing

zars for the markEet o reasch bottom. In the m=antimes the

longs: slow dgecline hurt emplovment: production. and €

national standard of living. In 17287, the market was able o
gdo &ll of its declining in ons wesk. In such & short time.
the industrial base had no time to veact by shuiting down.
The markets stayed liguids; the population continued to work.
antd the investors are slowly coming back to the markeis. Is
this not the sign of an sfTicisnt markst?

The figure on the next page shows both the 1728% crash
and ths 1F87 crash. While the similarities are readily
evident. remember that it was not until 1738 betore the DIIA

reached a stable trading range aftter the 1%2% crash. After
the 1987 crash, & trading range was established in four
moTths

.

A striking di r2nce bestwesn the two crashes can be

sesn in the difference betwsen the nesw range of trading and

the lowsst point on the DII&a. While the differesnt methods
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discussed in this veport did succesd in bringing move
efficiency intoc the markst, it also brought inefficiencies.
The degres of inefficiency can be mesasured by the diftference
between the lowsst post-crash level and the newly established
tra iﬂ§ Tangs.

ubmitted. not to

m

The Tollowing recommendations are

precliuges ancther market crashs bBut o help vid the markets of

the insfficien by

fhiat multiplied the severities of the

)
(N0
m
ut
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i

crash

rash in 1987. thevre have been many rTeports
and analysis on ot only the causes but on poisntial Tixes.

Trom "ivon Tist® regulaticn of thes markests

by the governmeEnt to a complets exonerstion of every plaver
involved in the crash. HBased on the information examin=ed in

this situdy. the Tollowing recommendations are made.
There should be no Turther regulations regarding the use
of poyiiolic insuarance ofF program trading. Fortfolio
insurance is just ancther risk reduction model and a new
model wiil resclace an old ons almest instantly. Since ths

1SCovere that no amount
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of hedging short of selling the stocks at a higher price than
when bought will guarantes profits. Similarly. program

s21f is not bkad for the markets. A
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trading in an
system that can handle more transactions than before only
increases the ligquidity of the markets and doss not increase

instability. However, when the transactions of the progiam
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traders take precedence over smaller traders. then
instability is introcduced into the market. Unless every

investor or potential investor can vealistically believe tha
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on & level field with the institutions. the
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=mall investors will go elsewhers with thelr capital angd the

"

markets will become move and more inefiicient. Egusl

orecedence shoulo bes given to all ovrders vegardliess ot the

The performance of the specialists should be more
ciossly controllsed. The specialisits have a guaranteed profit

identiTied by the "spread! every time they buy or ssl1l stock

Trom theivy own inventory. HBeing & spescialist should be
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locked upon &2 a privilege. not a right: and any speci

who does not perform up to the standards of the markets

should have their siocks reassigned.
It app=ars that this latest recommendation is already

being Tollowed. Az of Sectember &, 17BB: a total of sleven
stocks have boen vreassigned Trom ssven difreresnt specialist
Tirms=. B review of theiv performance during the crash

. Ly: .. =B . . s .
prompted this action. Continued wvigilance during good
times as well s bad is warranted. During s stock markst

—rash is not the tims o realize that vou nesd a different
The last recommendation is perhaps the most important.

It simply doss not make sense to veguires stock margins to be

) =g
o8, . . . . . -
"Big Board Reassigning & More Firms®™ Shares to
Other Specizlisis."” The Wall Street Journial. September &
1788, 8.




o percent or highsr and then to allow the corresponding

index futures margins to be as low as 10 percent. The index
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iz st up to mivror the actual =S

ks and the margins shoulg

also mirror. To not do so o would invite over lsveraged

regulation or contirol that works today can be sxpscted to
wioTk as w=ll in the Tuturs. The markeis nesd Strong
igadership that recognizes this and is prepared to make soms
popular and not so popular decisiocons. Had thess
recommeEndations besn snacted betovre thes crash: it may oot

havs bezn so Ssvers. Howesver . during the 60 month bull
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t: 1t would have been diftficul: o T

to stand up and pronounce that a change was nesded.
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=sfinitions

12 Dow Jonss Industrial fAverages. thes most widely

watched market index in the United States becauss of iis
historicsl signiticancse. It incliudes 30 stocks and is not
considered s comprahEnsive market index.

BL ACE HONDAY— Gotober 19: 1987. 0On this day the DJIIA
dropped 5908 points. This was the single worst trading day in
the history of ths United States.

BROKERS- {Stockbrokers) Deasl with both irndividusl and
institutional investors. ssirning commissions Tor buy or sell

A3
el
Im

CIALISTS- Members of organizsd exchangss whio

in stocks and =id the trading process by

ING FIRMSE- & firm that underwiriies and

-

IMITIAL OFFERINGS- The sale of securities by investment
banking Tirms through an underwriting sydicats. This

ransaction iz czalled the primary market.
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HAIVE BUY-AND-HOLD STRATERY- An investment plan where

1

one decides on which stock or stocks to buy and then are held

the investmeEnt environment.

despite changss in
BULL FAREET— A pericd of sustained upward movemsnt in

market indices whsrs sach succesding top is higher than the

ned downward movensnt 1n
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ton is lowsr than th

than the precsdlin
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INDEX FUTURES- An investment whose price is bassd o the

T-BILLE- Debt ochligations of ths= U.5. Treasury sold on s

t basis with maturities ranging from 2 months to i

immediate veszle in anothsr market with the hops of making =

profit. Arbitrage kesp markets efficient by maintaining the
sams pPrice in all marksts Tor the sams securityv.

S&F 500 INDEX- A market index that more closely
resembles the actual movement in the markeseit. It is more

comprehensive than the DIIA but is heavily weicghted by large
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REQUIREMENTS- Thg amount of capital that must be
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avail in an account befors on2 is able to bovrow from the

vl

brokers to buy securitiss.

BLUE-CHIF S5TOCKES— A& low—-risk common stock
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modera

powsred to control the nation™s money supply and credit

conditions.

FEDERAL HRESERVE BOARD OF GOVERMORS- A Boavd of Directors

consisting of ssven sembers appointsd by ths Fresidesnt of the
Unitised Siates. Each membsr has =2 ferm of fTourteen vears and
A Vacancy oCours every two vears. The Board of Governors

usually controls 211 important policy matiers and choosess the

chzivrman of the Board of Divectors of each Ressrve Bank.
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