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Executive Summary

Officials at the Treasury Department and the SEC contend that the low margins established by futures exchanges and
the bifurcated regulatory oversight of the stock and stock index futures markets have contributed to increased volatility
and reduced innovation in U.S. financial markets. But these claims misinterpret or ignore the facts. The stock market is
no more volatile today than it has been historically, nor is there any evidence that lower margins in the futures markets
add to volatility. Indeed, given that futures traders adjust their margin accounts daily, it can be argued that there is
often less debt in the futures markets than in the stock markets. Finally, if the SEC mandates higher margins on futures
markets in the United States many futures traders will flee overseas into the arms of futures markets that do not suffer
from similar government intervention.

Introduction

"The trouble with people isn't their ignorance--it's the number of things they know that ain't so."

--Mark Twain

We all know that a little knowledge can be dangerous: it is difficult to tell an elephant from a snake if all you can feel
is the trunk. That premise is alive and well in the discussions about which agency should have jurisdiction over stock
index futures: the Securities and Exchange Commission or the Commodity Futures Trading Commission.

The question has been around since before the advent of stock index futures contracts in 1982. The decade-old debate
was given new life after the October 1987 crash by the Presidential Task Force on Market Mechanisms, headed by
Nicholas Brady. In its postmortem of the crash, the Brady commission report focused on volatility emanating from the
futures markets, and a key proposal was "harmonization" of margins on stock index futures and stock purchases. The
Brady commission suggested that the Federal Reserve Board take on the job of establishing consistent margins across
markets.[1] Chairman Alan Greenspan declined, and the current treasury secretary, Brady, has offered the job to the
SEC. Chairman Breeden seems anxious to take up the challenge.

In making its new pitch, the Treasury Department has added other issues to its expressed concern over the volatility of
markets. Treasury officials defend their position by claiming that the close links between the stock index futures
markets and the stock markets require unified regulation. Proponents of SEC oversight of the stock index futures
exchanges also claim that the current system of dual control stifles innovation by making it more difficult to introduce
new financial products that fall in the gray area between futures and securities. Finally, they argue that no other major
country has two regulatory agencies overseeing its markets.

In assessing the validity of the Treasury Department's claims, it is useful to review several widely accepted myths. The
Treasury Department's current proposal stands on an unsound theoretical footing, and it could have some important,



and frequently overlooked, pitfalls.

Myth and Reality

Myth 1

The stock market is more volatile today than ever before.

The Facts

The October 13, 1989, market break, when the Dow Jones Industrial Average dropped 191 points in one day, is
frequently cited as evidence that U.S. financial markets are increasingly volatile. Some trace market volatility to
unaddressed problems that have been with us since the crash of October 1987.

In fact, today's financial markets are no more volatile than they were 150 years ago. Although the October 1989 drop
was the second largest in history in absolute terms, it was not even among the top 50 market moves in percentage
terms. The focus on Dow point moves exaggerates and misleads the public about volatility.

Empirical evidence shows that the volatility of today's markets is not very different from what we have experienced
historically. (See Figure #1.) The introduction of stock index futures in 1982 did not noticeably affect the trend, even
when one looks at intraday prices.

Program trading was also one of the focal points in post- 1987 discussions. But when Sanford Grossman of the
University of Pennsylvania compared the intensity of program trades (measured as the proportion of total New York
Stock Exchange orders that was program trades) with the daily volatility of the stock market, he found no
connection.[2] Furthermore, Hans Stoll of Vanderbilt University and Robert Whaley of Duke University found little
difference in the volatility of stocks that were part of program trades and those that were not.[3]

It may surprise some to learn that recent market volatility is within historic norms. Technological advances in
computers and communications make it possible for markets to react almost instantaneously to new information. New
financial products seem to the outsider, at least, to further complicate market adjustments. But advanced technology
and a broader range of financial products, coupled with the vast capital accumulations of pension funds and other
institutional investors, have greatly broadened participation, producing markets that are far more liquid and thus better
able to absorb new information smoothly.

If volatility has not changed substantially over the past decade (indeed, over the past century), then why all the fuss in
Washington? Like good and bad cholesterol, there appear to be Figure 1 - Volatility of Monthly Returns to a Market
Index of New York Stock Exchange Stocks Based on the Monthly Returns within the Year, 1834 - 1989

[Graph Omitted]

Source: G. William Schwert, "Margin Regulation and Stock Volatility," Journal of Financial Services Research 3
(December 1989): 153-64.

both good and bad volatility. To Washington policymakers, downward movements in the market are bad, and the
Treasury Department seems to believe that it can stop downward moves by giving a different federal agency (one with
no prior experience with futures) authority over the stock index futures markets. If a change in jurisdiction is the
necessary magic, we must assume that the new magician has a new trick. SEC Chairman Breeden is expected to focus
on the margins on stock index futures.

Myth 2

Low futures margins add to volatility.

The Facts



Margins and volatility are not related. Fed Chairman Alan Greenspan reported to the Senate Banking Committee on
March 29, 1990: "All of the analytical tools we have brought to bear fail to find any relationship between margin
levels and volatility." In a recent study, Federal Reserve Board economist Paul Kupiec concluded, "There remains no
statistical evidence that initial margin requirements in the futures markets can be used to attenuate volatility in the cash
market."[4] Those findings are echoed in numerous academic studies.[5]

At first glance, margins in the futures markets do appear to be substantially lower than margins in the stock markets.
Current initial margin requirements for a speculator in the Standard and Poors 500 index futures market is
approximately 12 percent. Hedgers in the stock index futures market are required to provide an initial margin of
approximately 5 percent. (Hedgers, often pension funds, have the full collateral of large diversified securities portfolios
backing their futures positions, so their margin requirements are lower.) In contrast, retail stock customers face margin
requirements of 50 percent. But a closer look is warranted.

The futures exchanges require participants to bring their margin positions up to date at the end of every business day.
During volatile markets, the futures exchanges have the power to require hourly margin adjustments. Stock markets, in
contrast, allow five days for settlement, with no provision for interim additions to keep margins current.

The impact of the different rules can be better understood by an example: An individual purchasing an S&P 500
futures contract on October 15, 1987, would have been required to put up a $10,000 margin. To hold his original
position, the futures trader would have been required to provide an additional $48,375 by October 20. An individual
purchasing stock on the New York Stock Exchange on October 15, 1987, would have been required to provide no
funds before October 20 because of the five-day settlement rule.

In fact, if Breeden is concerned about the leverage created by low futures margins, he should put his own house in
order. The premiums on stock options, regulated by the SEC, provide for far greater leverage than anything offered on
the futures exchanges. If an investor wants to speculate that the stock market will advance from the S&P 500 index
level of 340, he can buy a May call option on the Chicago Board Options Exchange with a strike price of 340 for
about $400 (the price quoted in the Wall Street Journal, May 8, 1990). Since that buys about $34,000 exposure, the
leverage factor is 85 times. If the investor chooses to buy a slightly out-of-the-money option with a strike price of 350,
he need spend only $56, creating a leverage factor of 604 times.

Myth 3

Low futures margins jeopardize the financial systems' integrity.

The Facts

To understand the fallacy underlying that statement, it is useful to consider how futures margins are set. Merton Miller
of the University of Chicago has described the process as follows:[6] Futures margins are set by the futures exchanges,
the private, profit-making clearinghouses for trades between individuals within the futures markets.[7] Margin
requirements are viewed by the exchanges as a first line of defense against settlement defaults by participants.
Consequently, the exchanges attempt to set initial margins high enough to absorb trading losses by market participants
under normal conditions. The second line of defense is a daily settling of accounts. As noted, the futures exchanges
"mark-to-market" each trader's position at the end of the day, and any trader who has lost money must deposit more
cash to bring his margin account back to its maintenance level. Failure to do so will result in the exchange's closing
out the delinquent trader's position on the next business day.

The exchanges are faced with a tradeoff, however. While raising margin requirements adds to the security of the
clearinghouse, it also adds to the futures traders' cost of doing business. Consequently, higher margins reduce the
number of participants in the market and hence the liquidity and efficiency of the market. If an exchange sets margins
too low, it will lose customers because of excessive losses and instability. If it sets them too high, it will lose customers
because the resulting market will be too thin. The futures exchanges adjust margins frequently to balance those
conflicting tensions. The exchanges can only lose by instituting policies that appear to market participants to jeopardize
the exchanges' financial integrity.



It should not be surprising then that there is no empirical evidence that futures margins are inappropriate, that they
undermine the integrity of the financial markets at their current levels, or that they increase stock market volatility.

The Brady commission report called for "consistent" margins, stating that "such requirements need not produce equal
margins on futures and stock, but should reflect the different structure of the two markets," The differences are
substantial. Futures margins are performance bonds, not a down payment as are securities margins. As noted, futures
positions are marked-to- market daily, and hourly margin variation procedures can be invoked; securities markets
allow five business days for settlement and require no daily margin evaluations. The futures system is fundamentally
debt-free; the stock margin system provides a built-in extension of credit. In the securities markets, an actual asset, the
stock, is owned. In the futures markets, no stock is ever actually owned or controlled.

Because of the risk-spreading inherent in carrying a diversified portfolio of 500 stocks, such as that contained in the
futures index, the White House Working Group Report, released in May 1988, confirmed that prudential margins on
index futures should be significantly lower than the margins required for a single stock.

Myth 4

Regulatory "bifurcation" has harmed U.S. innovation.

The Facts

In a May 24, 1990, appearance before the Telecommunications and Finance Subcommittee of the House Energy and
Commerce Committee, Fed Chairman Alan Greenspan noted, "Under the existing system of split jurisdiction over
financial instruments, our financial markets have been the most innovative in the world, with many of the new
products spurred by the introduction of index futures and other futures."

The SEC vigorously opposed approval of stock index futures in the late 1970s and early 1980s. But under CFTC
oversight, financial futures have transformed risk management and made Chicago a leading financial center. After the
proven success of the futures market innovations, similar products were developed by the securities industry and
approved by the SEC. Today stock index futures are actively traded around the world, in Tokyo, Osaka, London, Paris,
and Singapore, to name a few of the more prominent markets, and all follow the American model.

The Treasury Department has placed considerable emphasis on the jurisdictional dispute over index participations
(IPs), a hybrid product with aspects of both futures and securities. Treasury Department officials and SEC Chairman
Breeden often argue that the Seventh Circuit Court decision awarding oversight of those financial products to the
CFTC has stifled innovation because they are not now traded anywhere in the United States.[8] The CFTC has offered
the American and Philadelphia stock exchanges expedited treatment and approval for those products if they wish to
apply to the CFTC to trade IPs. They have simply chosen not to apply.

Myth 5

No intermarket coordination has occurred. New York and Chicago cannot work together.

The Facts

In its dissection of the October 1987 crash, the Brady commission report did include several important
recommendations for better coordination among regulators and the various exchanges. Improvements have followed
from those recommendations. Coordination efforts since 1987 have included

o a five-stage circuit-breaker program negotiated between the Chicago Mercantile Exchange and the New York Stock
Exchange that will give the market time to digest important news and help alleviate potentially damaging
overreactions;

o a market hotline linking officials at futures, options, and securities exchanges to ensure immediate communications
in times of unsettling market activity;



o a clearing organization/clearing bank roundtable that conducts regular meetings to discuss matters of common
interest and concern to members;

o an intermarket financial surveillance group, consisting of representatives of all domestic futures and securities
exchanges, established to monitor the financial health of clearing members; and

o an intermarket surveillance group created at the direction of the SEC to define trading abuses, devise an effective
surveillance system, and assign surveillance responsibility; the futures exchanges that trade equity indices participate in
the meetings.

Still another perspective deserves mention. The NYSE and the CME are, after all, competitors. Is it any more desirable
for the government to encourage coordination between the exchanges than it is to encourage government-sponsored
cooperation between GM and Ford? As former SEC commissioner Joseph Grundfest recently pointed out, more than a
dollop of the SEC's regulatory imperialism may be designed to give a competitive edge to the securities industry.
Finally, it is worth repeating that many students of financial markets fear that the so-called circuit breakers may
actually reduce liquidity and increase volatility in periods of uncertainty as investors take steps to avoid being caught
in an undesirable position when trading is stopped.

Myth 6

U.S. markets will suffer if Congress does not grant the SEC authority over the stock index futures markets.

The Facts

In the March 29, 1990, hearings before the Senate Banking Securities Subcommittee, when faced with a question along
those lines by Sen. Christopher Dodd (D-Conn.), Fed Chairman Greenspan responded:

I don't believe that. I think that if there is a major market reaction, it is likely to occur with or without
changes that we're talking about and I'm not certain the extent to which the types of changes we're talking
about would make all that much substantial difference in how the particular market break worked its way
through the system.

Miller offers a similar warning: "No amount of regulation in general or of 'oversight' can keep major price moves from
taking place when circumstances demand."[9]

It is important then to ask how Treasury Department officials expect the SEC to improve on the current situation and
what the results of that action will be.

No one doubts that the SEC intends to raise margin requirements on stock index futures contracts if given the
authority. That result is all but inevitable given the different constraints under which private exchanges and
government regulators set margins.

As noted earlier, when a futures exchange sets margins it has financial incentive to balance the market's stability and
security against the additional liquidity and efficiency provided by a larger number of traders. Regulators face a
different tradeoff. As Miller notes: "An active regulator invites heavy criticism for the few bad market days but
receives little praise for the many uneventful ones."[10] Consequently, regulators have an incentive to establish high
margins and keep them there. It is politically less costly to drive some traders from the market than to have to raise
margins, thereby implicitly admitting that a regulatory mistake was made.

Higher SEC-established margins will no doubt discourage some traders, but as Miller observes,

The SEC, in its long-standing role as guardian of what it sees as the main market, can hardly be expected to be acutely
sensitive to any drops in trading volume that high margins might cause in one of the merely derivative markets newly
brought under its mantle.[11]



Much of that activity will not disappear, of course; it will only be driven offshore into one of the other futures markets.
With respect to the international competitiveness of our financial markets, it is worthwhile to note that no other country
with developed futures markets that trade stock index futures gives the government margin-setting authority. In their
eagerness to emulate other countries' regulatory models, Treasury Department officials seem to have overlooked that
fact.

Conclusion

The financial markets are no more volatile today than they have been historically. Their very depth and adaptability
have probably kept them as stable as they are. SEC efforts to limit downturns by raising margins on stock index futures
will only create thinner markets at home and drive many market participants to overseas exchanges. Stock prices will
still continue to move up--and down. In fact, the House Banking Subcommittee on Domestic Monetary Policy reached
much the same conclusion in their August 1988 Repo rt on Futures Margins:

Federal regulation of [futures] margins would serve no good public purpose, and would likely prove futile
and counterproductive by leading to a regime of margins too costly and too inflexible for the efficient
functioning of broad and liquid markets.

The penultimate reason for Congress to reject the SEC's bid to obtain jurisdiction over the stock index futures markets
was provided by SEC Commissioner Edward Fleischman. A March 15, 1990, New York Times article reported that
Fleischman wondered whether the SEC would be able to regulate futures markets as effectively as the CFTC does. He
was quoted as admitting, "We don't really understand those markets. It is a different world."

Contrast that attitude with the confidence expressed by Breeden. Despite having asked for 100 new employees to
oversee the stock index futures markets, Breeden's assurance never flagged. When asked by Rep. Cardiss Collins (D-
Ill.) how quickly the SEC would be up to speed and ready to regulate the stock index futures markets, the SEC
chairman replied with impervious innocence, "Within 24 hours!"
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