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Executive Summary

After the stock market crash of October 1987, the President created the
Working Group on Financial Markets (Working Group) to identify
issues, make recommendations, and seek resolution of the complex prob-
lems raised by the crash. The Working Group is chaired by the Secretary
of the Treasury and its members are the Chairmen of the Securities and
Exchange Commission (SEC), the Commodity Futures Trading Commis-
sion (CFTC), and the Federal Reserve System (FrS). Among the areas they
examined were the clearance and settlement systems for stock, options,
and futures markets.

The clearance process ensures that both buyers and sellers agree on
trade quantity and price. The settlement process is used to transfer pay-
ments and stock among buyers and sellers for hundreds of thousands of
daily trades that are worth billions of dollars. The Group of Thirty, an
international private sector group, also made recommendations to
improve securities clearance and settlement systems. As a follow-up to
its initial observations on the October 1987 stock market crash, GAO
evaluated the merits of, and assessed the progress made in implement-
ing, the two groups’ recommendations for clearance and settlement
reforms in three areas:

the processing of information about trades,
procedures used by clearing organizations to manage financial risks, and
payments to and from clearing organizations.

_
Background

Specialized organizations handle clearance and settlement processes for
the different markets. These functions are done primarily by the
National Securities Clearing Corporation (Nscc) for the stock market; the
Options Clearing Corporation (0cC) for the stock options market; and
nine clearing organizations for futures markets, depending upon the
exchanges at which the futures contracts are traded. Clearing members
of these organizations include stock, options, and futures firms.

Clearing organizations not only administer trade matching and payment,
but they guarantee both sides of a trade once the details are reconciled.
Such guarantees boost the integrity of the markets but represent a
financial risk to the clearing organization, which must be carefully
managed.

The Working Group reported in May 1988 that unprecedented trading
volumes and price declines during the market crash caused the
following:
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Executive Summary

Clearing organizations and exchanges experienced trade processing
problems. The stock market had problems with data entry and promptly
resolving trades, and the Options Clearing Corporation could not quickly
obtain prices. '

Some clearing organizations were unable to routinely determine their
clearing members’ financial risk and exposure in other markets.

Some clearing members did not have the funding necessary to meet their
obligations, and many had to increase their borrowing from banks.

Some banks, clearing organizations, and their members did not make
necessary payments to each other within normal time frames.

The Group of Thirty recommended changes that would match trades by
the day after the trade and settle stock trades within 3 business days
after a trade is completed.

Some of the weaknesses in clearance and settlement systems revealed by
the 1987 stock market crash still exist, making clearance and settlement
systems vulnerable to instability in the event of another large and sud-
den market adjustment. Much progress is being made in increasing
exchange and clearing organization capabilities of handling large
volumes of trades and processing trade information. However, more
needs to be done to improve procedures used to manage financial risk
and to ensure that payments are made within time frames established
by stock, options, and futures markets.

Many of the needed changes involve coordination and cooperation
among competing exchanges and across stock, options, and futures mar-
kets. The Working Group needs to take the lead role to identify responsi-
bilities, assign tasks, and set a timetable for accomplishing the
remaining recommended changes on information sharing and ensuring
prompt payment.

Principal Findings

Certain clearance and settlement problems that occurred during the
October 1987 crash have been solved, but others remain uncorrected.
The greatest progress has been made in upgrading trade processing sys-
tems. Some systems are now capable of handling larger volumes of
trades and clearing them more quickly than was possible in October
1987. These capabilities should facilitate efforts of the Working Group
and the Group of Thirty to shorten the stock settlement cycle. (See pp.
23-28.)
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Less progress has been made in the areas of managing the financial risk
to clearing organizations. While improvements have been made in capi-
tal and liquidity requirements, clearing organizations continue to have
difficulty monitoring the financial position of firms trading in more than
one market, because clearing organizations operate only in single mar-
kets while 20 percent of their member firms trade in more than one mar-
ket. To obtain an expanded view of a firm’s exposure, clearing
organizations would need to share information among their counterparts
in other markets, but progress in this area has been slow. (See pp.
29-39.)

Some progress has been made to reduce cash flows and ensure prompt
payment. CFTC and the Chicago Mercantile Exchange (CME) have worked
to revise payment agreements with banks and make routine intraday
payments to and from the clearing organization. Although some pro-
grams have been developed to lessen cash flows between stock, options,
and futures markets, studies of cash flow netting and simplifying
intermarket clearing have not been completed. The adequacy of availa-
ble clearing member credit to support payments in times of high volume
and major price swings is unclear. (See pp. 40-51.)

Most actions that require intermarket cooperation, such as a shared
information system to evaluate intermarket risk, have not been com-
pleted. No joint effort to study methods of reducing cash demands
between markets or integrating clearing has been made.

_
Recommendations

GAO endorses the Working Group and Group of Thirty recommendations
to resolve clearance and settlement problems. GAO recommends that the
Secretary of the Treasury, as Chairman of the Working Group, ensure
that recommendations to reduce clearance and settlement system risks
and improve cash flows are completed. The Secretary, working with
other members of the Working Group as well as the exchanges and their
clearing organizations, should identify responsibilities, assign tasks, and
set time frames for accomplishing clearance and settlement recommen-
dations that have not been implemented. These efforts should ensure
that:

a routine, intermarket, information sharing system is developed and

used to assess the intermarket risks posed by joint members (See p. 38);
and
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» studies exploring ways to lessen intermarket cash flow pressures and to
simplify intermarket clearing without diminishing safeguards against
financial risk are completed and acted on apprOpriately. (See p. 50.)

;; Market-specific recommendations are included at the end of chapters 3
and 4.

: mm The Department of the Treasury, SEC, CFTC, NSCC, 0CC, and CME provided

Age ! Cy Co ents written comments on a draft of this report. The Department of the Trea-
i sury said that the Working Group, chaired by the Secretary of the Trea-
' sury, ranks progress on clearance and settlement issues among its

highest priorities and will do its part to advance the Gao
recommendations.

SEC and CFTC supported the general recommendations contained in the
report. CFTC supports the recommendation that it assess the adequacy of
clearing organization’s use of letters of credit in guarantee funds.

NSCC, 0cC, and .CME neither endorsed nor disagreed with GAO’s recommen-
dations. Each of these three organizations took exception with certain

data and phrases in the draft report. Specific comments are addressed at
the end of report chapters and in appendixes III through VII.
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Ch:i!pter 1

Introduction

|
|

Clearance and
Settlement Take Place
After a Trade Is Made

Various Organizations
Are Involved in the
Clearance and
Settlement Process

This study follows up a report issued in January 1988 on the October
1987 market crash.! That report described the linked nature of stock,
options, and futures markets and the actions taken by industry and fed-
eral regulators during the crash to stabilize markets. This report is a
status report on clearance and settlement actions that have been taken
in response to federal recommendations.?

On an average day, hundreds of millions of individual shares and con-
tracts are traded in U.S. stock, options,? and futures markets. These
transactions result from hundreds of thousands of trades that are worth
billions of dollars, Clearance and settlement take place after a trade is
made. Clearance is the process of capturing the trade data, comparing
the buyer’s and seller’s version of the data, and guaranteeing that the
trade will settle once the data match. Settlement is the final stage of the
process when funds and/or financial instruments are exchanged
between the parties through the clearing organization. Those who owe
money and/or financial instruments make payments or deliveries. Those
who are owed money and/or securities receive the funds or securities.

Exchanges, clearing organizations,* clearing members, and banks are
participants in clearance and settlement systems. Data concerning the
specific features of a trade, such as the identity of the buyer and seller
and the price, in some cases, are captured at the exchange and sent to a
clearing organization. For other trades, the buyer and seller submit
trade information to the clearing organization for comparison. The infor-
mation should be identical. Trades that do not initially match are recon-
ciled by the buyers and sellers to allow the trade to be cleared and
settled.

Once a trade is matched, the clearing organization becomes responsible
for completing the clearance and settlement process. To manage this
risk, clearing organizations operate risk-management systems, which
include margin requirements, minimum capital standards for members,

!Financial Markets: Preliminary Observations On The October 1987 Crash (GAO/GGD-88-38, Jan.
26, 1988.)

2See app. I for a list of federal recommendations and their status.
3The term “option” is used in this report to mean stock options, not options on a futures contract.
“We use the generic term “clearing organization” here to cover what are called “clearing agencies” in

the stock market, and “‘clearing corporations” in the options market. 17 CFR 8§ 1.3(d) (1989) calls
them *‘clearing organizations” in futures markets.
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and financial surveillance. Clearing organization memberships are com-
prised of securities broker-dealers, options market makers, or futures
commission merchants. Clearing members often take responsibility for
clearing the trades of smaller market participants. Banks are involved in
the clearance and settlement process in that they extend credit to clear-
ing members and serve as settlement banks for clearing members by
making payments for members in the options and futures markets.

All stocks are cleared through three clearing organizations. The National
Securities Clearing Corporation (NscC) clears 95 percent of stock trans-
actions. Two regional stock exchanges, the Midwest Stock Exchange and
the Philadelphia Stock Exchange, each have their own clearing organiza-
tions. Settlement takes place at one of three different depositories. (See
fig. 1) In addition to the primary linkages, the three stock clearing orga-
nizations also maintain interfaces with each of the other trading market-
places so that, for example, a trade made on the New York Stock
Exchange can be settled at the Midwest Clearing Corporation.

The Options Clearing Corporation (occ) clears all options contracts on
the six options exchanges. Each exchange provides occ trade data for
options trades executed on its exchange. Those exercising their options
do so through one of the three stock clearing organizations and their
associated depositories. (See fig. 2.)

Futures clearance and settlement involves 9 futures clearing organiza-
tions serving 14 exchanges. Most futures clearing organizations are affil-
iated with a single futures exchange. Despite the relatively large number
of futures clearing organizations, almost 80 percent of futures trading
volume is cleared by the two largest futures clearinghouses—the Board
of Trade Clearing Corporation (BorcC) and the Chicago Mercantile
Exchange Clearing House Division (CME). Over 90 percent of the volume
is handled by the four largest futures clearing organizations—BoTrcCC,
CME, Commodity Exchange Inc. (COMEX) Clearing Association, and the
New York Mercantile Exchange Clearing House. (See fig. 3.)
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.‘Figuto 1: The Primary Linkages in Stock Clearance and Settlement
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Figure 2; The Structure of Options Clearance and Settiement
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Figute 3: The Structure of Futures Clearance and Settiement
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Clearing organizations guarantee the settlement of matched trades.
They guarantee that clearing members who are owed money or stocks
will receive them and that clearing members who owe money or stocks
will make payment and delivery. The guarantee is advantageous
because once it becomes effective, market participants who buy and sell
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financial instruments do not have to concern themselves with the sol-
vency of counterparties with whom they have traded. The clearing
organization and, indirectly through assessment, the clearing members
who make up the organization, accept the responsibility of making good
on any clearing member who fails to meet its obligations.

The i;portance of

Routiine Clearance and
Settlement

Properly operating clearance and settlement systems are important to
the efficiency and integrity of financial markets. Their failure to con-
tinue to operate in volatile markets can further exacerbate market insta-
bility. The inability of a major clearing member to meet major
obligations could jeopardize the financial health of all the clearing orga-
nizations to which it belongs, because the trade guarantee makes the
clearing organization responsible for fulfilling the financial obligations
of its failed clearing members.

The failure of a clearing organization could have severe consequences
for financial markets as a whole. For example, if a clearing organization
fails, healthy clearing members may not get paid promptly for stocks
they delivered or receive stocks for money they paid. To the extent that
solvent clearing members are unable to meet other payment obligations
without payments from clearing organizations, these clearing members
may also fail. Thus, a widespread inability of clearing organizations and
their members to meet their obligations could result in a rippling effect
on parties and markets not directly involved with the failed member.

PR s SR R S
Federal Regulation of
Clearance and
Settlement Systems

T
'
‘

Because of the potential impact that a poorly operating system could
have, clearance and settlement regulation is the responsibility of the
Securities and Exchange Commission (SEC), the Commodity Futures
Trading Commission (CFTC), and the Federal Reserve System (Frs). The
SEC regulates stock and options clearance and settlement. The CFTC regu-
lates futures clearance and settlement. The FRS oversees the payment
and credit roles of banks in the clearance and settlement process.

In the stock, options, and futures markets, the structure of regulation is
such that self-regulatory organizations (SRO)—the clearing organizations
and the exchanges—are the primary regulators and the federal regula-
tors oversee the actions of the Sros to determine whether or not they are
functioning in accordance with regulations and the law. Stock, options,
and futures clearing organizations and exchanges establish rules gov-
erning activities in the markets that are subject to approval by their
respective regulators.
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Tae SEC Regulates

Stock and Stock
Options Clearance and
Settlement

|
}
!

The SEC oversees stock and stock options clearance and settlement
through registration requirements, rule reviews, periodic evaluations of
clearing organization operations called “inspections,” and special stud-
ies. Registration requirements specify financial, administrative, and
operational guidelines for clearing organizations. Through rule reviews,
the SEC examines proposed clearing agency rules for their consistency
with the Securities and Exchange Act and regulations issued by the SEC.
SEC inspections focus on rule compliance at clearing organizations. Its
inspections of depositories are done in conjunction with the FrRS and
state banking authorities. SEC oversight also occurs through special stud-
ies such as those done after the crash.

CFTC Regulates
Futures Clearance and
Settlement

CFTC oversees clearance and settlement in the futures markets through
contract designation, rule reviews, and regular assessments of the finan-
cial operations of exchanges, including clearance and settlement ele-
ments called “audit and financial rule enforcement reviews,” and special
studies. The first time an exchange applies to trade a futures contract,
called “‘contract market designation,” CFTC examines and analyzes the
clearance and settlement facilities and the applicable clearing rules. In
rule reviews, CFTC examines proposed exchange and clearing organiza-
tion rules for consistency with CFTC regulations and the Commodity
Exchange Act, Through periodic audit and financial rule enforcement
reviews, CFTC examines systems established by clearing organizations
and exchanges to identify, monitor, and manage financial risk to the
exchanges, clearing organizations, and their members. CFTC oversight
also occurs through special studies, such as those done after the Volume
Investors Default and the October 1987 market crash which identified
problems and suggested solutions.

:_
The Federal Reserve
Regulates the Payment
and Credit Role

The FRs also plays a role in the clearance and settlement process through
its regulation of banks, FedWire operations, and setting of monetary
policy. As a regulator of banks, the FRS oversees the credit and payment
role of banks in the clearance and settlement process, primarily by issu-
ing regulations concerning credit and payment procedures that banks
must follow. The FRS operates the FedWire funds transfer system.
FedWire is a communications and settlement system that links FRS banks
with insured depository institutions and transfers money and certain
types of government securities. The FrS also influences credit through
monetary policy. Depository institutions are regularly examined to
determine, among other things, the soundness of their assets and sol-
vency. In its role as the lender of last resort to banks, the Frs seeks to (1)
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|
|

ensure a sound banking system, (2) forestall liquidity crises and finan-
cial panics, and (3) ensure the health of the financial system.

Clearance and
Settlement Practices
Are Different in the
Three Markets

|

i

Although clearing organizations in the three markets perform the same
basic set of functions—trade comparison, risk management, and settle-
ment—the details of how these functions are performed can vary
depending on whether the trade takes place in the stock, options, or
futures markets. For example, stock trades settle in 5 business days
after a trade occurs, while options and futures trades settle the day
after the trade. Also, options and futures are interests without certifi-
cates while those who own stocks can request certificates of ownership.
Depositories can hold these certificates and provide a simple means of
transferring ownership by book entry. The role of banks is also different
in the three markets because in the stock market payment is made by
check, while in the options and futures markets payment is generally
made by banks who make wire transfers between clearing member and
clearing organization accounts. Options clearance and settlement is dif-
ferent from futures clearance and settlement in that payment and clear-
ing guarantee time frames are different.

L |
Clearance and

Settlement Systems
Are Linked

Market participants who use trading strategies involving all three mar-
kets help connect or link markets that developed independently and are
regulated separately. The clearance and settlement systems developed
in each market reflect the divergent histories and needs of each market.
The differences between clearance and settlement systems in the three
markets can sometimes hinder intermarket trading, Trading strategies
may develop settlement problems when gains in one market are needed
to cover losses in another market.? For example, market participants
cannot use the proceeds from their stock market activity to cover daily
losses in the futures market since payments are due in the futures mar-
kets the next business day while funds available from stock settlement
take b business days. In such a situation, market participants sometimes
borrow funds against the stock value to cover losses. If capital to sup-
port intermarket strategies is limited, the margining arrangements, the
time it takes to settle, and other differences between markets can hinder
an intermarket strategy, especially in volatile markets.

5Typical intermarket strategies are: (1) using options or futures positions to hedge the risk of stock
purchases or sales or (2) trying to profit from price differences between a basket of stocks and a
stock index options or futures contract by buying one and selling the other.
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Clearing members who belong to clearing organizations in more than one
market and actively employ intermarket investment strategies also link
clearance and settlement systems. A number of the joint clearing mem-
bers are very large firms, such as Prudential-Bache Securities, Inc.;
Shearson Lehman Hutton Inc.; and PaineWebber Incorporated.; who rep-
resent a substantial number of investors and have substantial market
power.

Our analysis of firms listed as being clearing organization members in
August 1989, indicates that 190 out of approximately 963 clearing mem-
bers in the three markets, or 20 percent, were members of clearing orga-
nizations in two or more markets. Of that number, 32 clearing members

| belong to clearing organizations in all three markets, 126 clearing mem-
bers belong to both stock and options clearing organizations, 20 clearing
members belong to both options and futures clearing organizations, and
12 clearing members belong to both stock and futures clearing organiza-
tions. Table 1 does not show the number of clearing firms, affiliations,
and/or parent-subsidiary relationships among clearing firms. As a
result, the number of intermarket clearing firms may be understated.

Table 1: Intermarket Membership in s
Clearing Organizations (August 1989) Percent of All
. Markets Number of members members?

Futures, options, & stock 32 3%

Options & stock 126 13%

Futures & options 20 2%

Futures & stock 12 1%

Total clearing members belonging to
clearing organizations in more than one

market 190 20%
Only futures 273 28%
Only options 13 1%
Only stocks 487 51%
Total Clearing Members 963 100%

#Percentages do not add up to the total due to rounding.
Source: Securities Clearing Group and Board of Trade Clearing Corporation.

: : In March 1988, the President created the Working Group on Financial
The Rre51dent1al Markets (Working Group) to identify issues, make recommendations,
Worklng Gr oup and seek resolution of the complex problems raised by the market crash
Identified Problems of October 1987. The Working Group is chaired by the Secretary of the

Treasury and its members are the Chairmen of the SEC, CFTC, and FRS. We
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categorized the clearance and settlement problems the Working Group
and its individual members identified into three areas:$

the processing of information about trades,
risk-management procedures used by clearing organizations, and
payments to and from clearing organizations.

Processing of information about trades and payment was a problem in
the stock and options markets. Because of the unusually high trade vol-
ume and volatility during the market crash, the trade processing sys-
tems of clearing members, exchanges, and clearing organizations
experienced problems. Trade data entry systems of member firms and
exchange reconciliation systems were not always able to process trade
data quickly and accurately. For example, the percentage of stock
trades that did not match on price or quantity doubled during the crash.
In the options market, ocC had problems obtaining and verifying price
information needed to value and set options margins.”

During the market crash, the risk-management systems of some clearing
organizations were inadequate. Some clearing members in the options
market had inadequate capital to meet their financial obligations. In all
three markets, the Working Group was concerned that guarantee funds
were insufficient in size and not liquid. Clearing organizations also were
not always able to determine the risk-exposure of their clearing mem-
bers in other markets.

Some payments to and from clearing organizations were made after the
usual time in the options and futures markets. Some clearing members
did not have sufficient capital or credit to cover losses and did not
promptly meet their obligations to clearing organizations. The CME and
0CcC—two major clearing organizations in the options and futures mar-
kets—met their legal obligation to pay in same-day funds but were late
in paying clearing members. Banks were unable to immediately make
credit decisions due to the large payments and associated risks.

SWorking Group on Financial Markets, Interim Report to the President of the United States, May
1988. Other discussions of clearance and settlement problems appear in Commodity Futures Trading
Commission, Division of Trading and Markets, Follow-Up Report on Financial Oversight of Stock
Index Futures Markets During October 1987, January 6, 1988; Presidential Task Force on Market
Mechanisms,dl_%%port to the President of the United States, [Brady Report], January 1988; and U.S.
Securities and Exchange Commission, Division of Market Regulation, The October 1987 Market Break,
February 1988.

"Margin is the amount of money or collateral deposited by a custumer to insure against loss on an
options contract.
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The Group of Thirty, a private sector group concerned with the working
of the international financial system, reported in March 1989 on clear-
ance and settlement systems in world securities markets.t The Group
observed that the operational characteristics of clearance and settle-
ment systems in each country were uneven in quality. According to the
Group of Thirty, this uneven quality could inhibit international invest-
ment flows and, under adverse circumstances, present a serious risk to
the world’s financial network. The Group concluded that agreement
among national marketplaces on clearance and settlement standards and
practices was desirable. The Group of Thirty made various recommen-
dations designed to achieve the objectives of matching trades on the
first business day after the trade date and settling stock trades by 3
business days after a trade is completed.

_
Objectives, Scope, and
Methodology

Our objectives were to (1) describe the clearance and settlement difficul-
ties experienced during the stock market crash of 1987 and (2) report on
efforts undertaken by the financial institutions and federal regulators to
reform clearance and settlement processes.

Because this report deals with problems raised during the October 1987
stock market crash, it is limited to clearance and settlement for stocks,
stock options, and stock index futures instruments.? Clearance and set-
tlement of these instruments is the responsibility of the Nscc, the occ,
and the cME Clearing House Division. Since the BOTCC was only indirectly
involved in the events of the October 1987 market crash, it will be dis-
cussed only in relation to information sharing among clearing
organizations.

On the basis of our knowledge of clearance and settlement, we identified
clearance and settlement problems that we judged to be the greatest
threat to the stock, options, and futures markets. We assessed the merits
of, and progress made in implementing, the related recommendations
made by the Working Group and the Group of Thirty. This report
describes progress made in eliminating the most critical clearance and
settlement problems that emerged during the October 1987 market
crash. Major problems are discussed in the text. Our assessment of prog-
ress on the implementation of all federal recommendations for clearance

8Group of Thirty, Clearance and Settlement Systems In the World’s Securities Markets, March 1989.

9Gtock index futures instruments are agreements to buy or sell the market value of stocks included in
a particular stock market index.
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and settlement reform, including those that we feel are less important, is
contained in appendix I.

Our audit and evaluation work was done from May 1988 through Sep-
tember 1989. To examine clearance and settlement in these three mar-
kets, we reviewed federal, clearing organization, and exchange
documents, including reports and regulations. We also interviewed offi-
cials from clearing organizations, exchanges, banks, and federal agen-
cies; broker-dealers; options market makers; and futures commission
merchants concerning progress made on implementation of Working
Group recommendations. The work was done in Washington, D.C., New
York City, Chicago, San Francisco, Kansas City, Minneapolis, and Phil:-
delphia using generally accepted government auditing standards. GAO
requested and received formal comments from the Department of the
Treasury, SEC, CFTC, NSCC, 0CC, and CME. FRS did not make formal com-
ments on the draft report.

- - - - -
Comments and Our

Evaluation

NSCC, 0CC, and CME provided comments relevant to the content of this
chapter.

Both Nscc and occ questioned the regulatory authority and practices of
CFTC over futures clearing organizations. NSCC said that futures clearing
organizations are regulated indirectly through CFrcC oversight over
futures exchanges. occ said that the Commodity Exchange Act does not
empower the CFTC to regulate futures clearing organizations.

CFTC claims authority over futures clearing organizations. In Commodity
Exchange Act Regulation 1.41, which implements the CFTC’s responsibil-
ity to review contract market rules, the CFrC defines a contract market
to “includ(e) a clearing organization that clears trades for a contract
market.” (See 17 CFR § 1.41(a)(3) (1989).)

At least one court has upheld the validity of cFTC’s definition of contract
market as inclusive of clearing organizations.! The court observed that
in designating a contract market under the Commodity Exchange Act,
the CFTC has a broad statutory mandate to protect the public interest by
assuring the financial integrity of the contract. The court found that the
CFTC could reasonably conclude that transactions in a contract that was
not secured by a clearing system would be contrary to the public interest

10Board of Trade Clearing Corporation v. United States, [1977-1980 Transfer Binder} Comm. Fut. L.
Rep. ( ) , (D.D.C. Jan. 11, 1978), aff’d, No. 78-1263 (D.C. Cir. 1979).
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and ineligible for designation as a contract market. As a result, the court
ruled that the CFTC's assertion of authority over clearing organizations
falls within the range of authority delegated to it by Congress.

CFTC, in practice, does oversee futures clearing organizations. It reviews
clearing organization rule submissions. It also does audit and financial
rule enforcement reviews, including examination of clearing organiza-
tion risk-management programs.

CME questioned the report’s lack of discussion of the events of October
13, 1989. Although we agree that the October 13, 1989, decline did test,
to a limited extent, the changes made in clearance and settlement sys-
tems, the size of the decline did not approach that of October 19, 1987.

CME questioned our methodology and said the report has no qualitative
standards for comparing clearance and settlement across industry seg-
ments and has not adequately quantified the problem or evidence.

This report was never intended to compare the clearance and settlement
systems in the different markets except to note major differences
between clearance in settlement systems in stock, options, and futures
markets. Our conclusions are based upon judgments about federal
agency and clearing organization progress in response to Working Group
recommendations. Such progress is not quantitative beyond indicating
that a particular Working Group recommendation has been completed,
that there has been some progress in implementing the recommendation,
or that no progress has been made. Appendix I summarizes the federal
agency and clearing organization actions in response to Working Group
recommendations and our judgments as to the progress achieved.
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Since the crash, clearing organizations that experienced trade processing
delays identified the causes of their problems and have solved, or are in
the process of solving, those problems. The stock exchanges, NASD, and
NScC are implementing systems to speed up the reconciliation process for
unmatched trades and to accelerate trade comparison time frames. The
occ has replaced its primary price information dissemination vendor
and enhanced its own price collection system.

Effijient Trade

Processing Systems
Are Crucial to
Financial Markets

On an average business day, market participants buy and sell millions of
individual stocks, options, and futures instruments on the Nation'’s
stock, options, and futures markets. The parties do not immediately
exchange cash for the instruments. Instead, they record the terms of the
trade and transfer the funds later. Payment for futures and options
transactions must be made the next business day after the trade. Pay-
ments for stock transactions normally occur 5 business days after the
trade date.

After the execution of a trade in one of the markets, either the exchange
or the participants in a trade, submit the details of the trade directly to
the clearing organization or indirectly through a clearing member for
processing. Clearing organizations, or their affiliated exchanges, match
key elements of each trade to ensure that buyers and sellers each have
accurate data and agree to the terms of their trades. Typical elements of
a trade that are matched include the identities of the buyer and seller,
the number of shares or contracts, the price, and other information
about the trade. Without efficient trade matching systems, market par-
ticipants might experience delays in finalizing their trades. Delays can
expose market participants to unnecessary financial risks because of the
uncertainty surrounding their trades. Clearing members who clear for
other market participants often guarantee that a customer trade will be
filled at the price at which the trade was originally supposed to be exe-
cuted. The clearing member is obligated to resolve unmatched trade
discrepancies.

Clearing organizations are responsible for transferring funds and finan-
cial instruments among participants. These organizations have proce-
dures to ensure that buyers and sellers meet their financial obligations.
Clearing organizations also act as central processor, since all trades at
exchanges must be reported to the organization for clearance and settle-
ment. Payments and transfer of financial instruments should be made
on time because delays can cause concern about the financial soundness
of market participants.
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Clearing organizations and exchanges operate a variety of automated
and manual accounting and data processing systems. Although the spe-
cific clearance and settlement processes that organizations use vary, our
review of clearing organization rules and procedures showed that each
clearing organization or its exchange must be able to

set trade reporting requirements so that trade data are uniform and eas-
ily processed within established time frames;

establish trade matching systems capable of accurately matching trades
within specified time frames;

develop and maintain systems that quickly reconcile inaccurate trade
data;

conduct financial surveillance of clearing members in order to monitor
their financial condition and therefore protect the financial stability of
the clearing organization;

establish payment and collection procedures so that clearing members
are able to meet their financial obligations within established time
frames;

establish accounting systems that keep accurate track of market partici-
pant obligations, payments, and receipts; and '
develop and maintain lines of communication among market partici-
pants so that settlement payment and collection information moves
quickly. ‘

Efficient trade processing is necessary to (1) calculate payments and
collections, (2) ensure the timely and orderly flow of settlement funds,
and (3) maintain market integrity. During the crash, clearance and set-
tlement systems in stock and options markets experienced various oper-
ational problems. Because of the extraordinary trading volume and
market volatility, trade processing systems became backlogged and were
not able to process trade data on time.

The Brady Report said that uncertainty among some market partici-
pants resulted from these problems and that some market participants
questioned the integrity of the markets. CFTC officials told us that
although there were some reports of uncertainty, market participants in
general did not lose confidence in the clearance and settlement systems
of the three markets.

Clearing organizations and exchanges recognize the important role that

their systems play in the markets, and they have improved or are in the
process of improving their trade processing systems.
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Clearing members and stock exchanges had trade processing problems
during the crash but are in the process of improving their systems.
Because of the high number of transactions, some firms reportedly had
problems entering all their data in a timely fashion. Also, according to
the February 1988 SEC report, the normal rates of unmatched trades for
the NYSE, AMEX, and over-the-counter markets (OTC) are 1.6 percent, 2.4
percent, and 5.7 percent, respectively. However, on October 19, during
the market crash, the NYSE rates more than doubled to 3.4 percent, and
AMEX and OTC rates more than doubled to 5.5 percent and 12.8 percent,
respectively. The trade processing problems exposed market partici-
pants to a heightened degree of financial risk since they could not be
assured that their trades were final at the price at which they were orig-
inally executed.

According to the February 1988 Sec report, the securities trade process-
ing industry could not process the large volume of trades within estab-
lished time frames. During the crash clearing member trade entry
systems were unable to quickly report the greater volume of trades,
resulting in a much greater number of unmatched trades.

Also, stock exchanges relied on a paper- and labor-intensive set of proce-
dures to reconcile unmatched trades, a complicated and time-consuming
process. The stock exchanges and stock clearing members were able to
reconcile most of these unmatched trades. However, they had to modify
their working hours to complete reconciliation. NYSE members resolved
over 140,000 unmatched trades during the week of October 19, 1987. It
became apparent to federal regulators and sros during this period that
the trade entry and trade reconciliation systems for resolving
unmatched trades needed improvement. Since the market crash, the
stock exchanges and NSCC have taken steps to improve their trade
matching and reconciliation processes primarily by eliminating the
paper- and labor-intensive procedures and shortening the reconciliation
time frame.

The exchanges, NASD, and NSCC are working to develop next-day trade
comparison systems that should become operational during 1990. They
are working towards next-day trade comparison through their efforts to
(1) automate or otherwise improve trade reconciliation systems and (2)
accelerate trade comparison time frames. When completed these efforts
would satisfy the Group of Thirty recommendation that equities move
to overnight comparison. These efforts will not satisfy the Working
Group recommendation of same-day comparison.
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Automated trade reconciliation systems are currently operational at the
NYSE and NASD; however, although AMEX has developed an automated
trade comparison system, AMEX still relies on manual trade reconciliation
systems. The time frames for trade comparison have been accelerated to
provide next-day trade comparison for those trades that match on origi-
nal comparison.

Each of the trading marketplaces—NYSE, AMEX, and NASD—have made
different levels of progress in improving their trade comparison sys-
tems. In addition, NSCC has redesigned its recomparison system. The NYSE
has developed the overnight comparison system. This comparison sys-
tem was developed to automate trade reconciliation in NYSE-listed equity
securities. At the time of the October 1987 market crash, trade reconcili-
ation in NYSE-listed securities was performed manually. The system lists
unmatched trade data on terminal screens at the beginning of the day
after the trade. During this day and the following day, members use this
system to reconcile these unmatched trades. At the end of each day, the
system transmits all compared trade data to the Nscc for further
processing. This system began phased operation in April 1989 and is
now fully operational. The exchange plans to compress the reconcilia-
tion process to 1 day but has not yet set a date for the change over.

NSCC has redesigned its comparison system. This system is operational
and provides for next-day trade comparison for trades in NYsg-listed
stock. Members are required to submit their trade comparison data to
the Nscc 11 hours earlier than previously required. In turn, the Nscc
reports on the results of the comparison of this trade data 25 hours ear-
lier than before. When Nscc made formal comments on a draft of this
report, in an attachment to its letter, it provided a more detailed descrip-
tion of the status of changes to its trade processing system. NSCC’s com-
ments and attachment are contained in appendix V of this report.

AMEX has developed an automated comparison system that is similar to
the NYSE's system. The first phase is completed and will help automate
the trade reconciliation process. Similarly, AMEX efforts to accelerate the
time frames to provide for next-day trade comparison are in the devel-
opmental phase and they are supposed to be coordinated with NYSE
efforts. It is unclear when AMEX's next day trade comparison process
will be fully operational.

The NASD systems for unmatched trade reconciliation are already highly

automated. The NASD had an automated system called the Trade Accep-
tance and Reconciliation Service (TARS) at the time of the October 1987
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market crash. TARS allowed members to view unmatched trade data on
terminals and to enter corrections at once. During the market crash, it
helped members to quickly reduce a large number of unmatched trades.
At the time of the market crash, participation in TARS was voluntary;
after the crash the NASD made participation in TARS mandatory.

The NASD has developed a new trading system called the Automated
Confirmation Transaction (ACT) system which, among other things, per-
forms trade comparison near the time of the trade and transmit “locked-
in” trade data to the Nscc. The market making member has 90 seconds to
forward the details of a particular trade to the NASD’s ACT system. The
other member involved in that trade has 6 and 1/2 minutes to view the
trade on his or her terminal and accept or decline the trade as reported.
The ACT system performs on-line trade comparison and later transmits
the locked-in trade data to the NsCC. The SEC recently granted approval
to the NASD to begin the phased implementation of the ACT system.

During the week of the crash, 0cc experienced settlement processing
problems after it obtained inaccurate option price information from its
vendors. The ocC contracts with securities information dissemination
vendors to provide it with daily stock option price information. Daily
price information is essential to 0CC’s operation because 0CC uses the
data to calculate margins and to determine the value of securities held
as margin. Without accurate option pricing data, 0CC cannot accurately
assess and manage its financial risk. On the evenings of October 19, 20,
and 21, occ had to manually correct over 5,000 option reports it
received from its vendors because the option prices reported by its ven-
dors were inaccurate. Despite these problems, occ distributed reports
within established time frames.

According to the SEC market crash report, during the crash, occ vendor
automated price reporting systems dropped the first digit from three-
digit option prices so that options prices reported to 0ccC that had a
three-digit price were inaccurate. For example, if a particular stock
option sold for $152 per share, occ’s vendors reported the sale price at
$62 per share rather than $152 per share. The occ, therefore, had to
manually correct each three-digit option price to determine the correct
price. To resolve the problem, occC replaced the primary price informa-
tion vendor that it had at the time of the crash with a new vendor. In
addition, occ enhanced its own option price calculation system so that it
would not be totally dependent on vendors for option price information.
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Progress has been made by exchanges and clearing organizations in
resolving the problems with trade processing systems and procedures.
These problems were intramarket in nature and, therefore, were easier
to resolve. The solutions only required the efforts of federal regulators
and sros in individual markets. Because of these improvements, trade
processing systems appear less vulnerable to processing delays today
than they were during the October 1987 market crash even though the
Working Group recommendation on same-day comparison has not been
achieved in the stock market. These efforts should facilitate attempts to
shorten the stock settlement cycle as recommended by the Group of
Thirty.

C@ments and Our
Evaluation

SEC challenged the tone of our statements concerning uncertainty of
market participants and our statements about market participants ques-
tioning the integrity of the markets. SEC said that while some market
participants may have had some uncertainty as to the timing of clearing
organization trade processing, the integrity of the markets was never
questioned in the securities and options area.

We have altered the report to acknowledge that there is a disagreement
between the Brady Report and SEC and CFTC perceptions concerning
whether or not market participants were uncertain about the perform-
ance of clearance and settlement systems and, as a result, questioned
market integrity. The Brady Report says that “while no default
occurred, the possibility that a clearing house or major investment bank-
ing firm might default, or that the banking system would deny required
liquidity to the market participants, resulted in certain market makers
curtailing their activities and increased investor uncertainty.” (p. v) The
SEC and CFTC reports do not develop an uncertainty theme or mention
market participants questioning market integrity.
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Capital Requirements

Help Ensure Clearing
Member Liquidity

Clearing organizations use a variety of risk-management tools to ensure
that clearing members meet their financial obligations and that the
clearing organization is protected in the event of a clearing member
default. Although most of these worked during the crash, some risk-
management tools proved inadequate and caused the following to occur:

clearing member net capital was sometimes insufficient to cover
obligations,

clearing organization guarantee funds may not have been adequate to
protect the clearing organizations in the case of a major default by one
or more clearing members, and

clearing organizations were unable to quickly and routinely determine
the financial exposure that their clearing members had in other markets.

Since the crash, progress has been made to increase capital requirements
for clearing members and improve the liquidity of some guarantee
funds. However, an intermarket financial information system that
includes participation by stock, options, and futures clearing organiza-
tions does not exist. An information sharing system that includes all
markets would help clearing organizations (1) anticipate problems their
clearing members might have in making payments and (2) further pro-
tect their members.

Although margin requirements provide the basic level of liquidity pro-
tection for clearing members, capital requirements and guarantee funds
also provide assurance against the risk of failure of a clearing member.
Clearing organizations establish minimum net capital requirements for
clearing members. The minimum capital requirements are designed to
ensure that clearing members are able to withstand losses, thereby pro-
viding a layer of protection to the clearing organization. Clearing organi-
zations’ capital requirements should assure that all clearing members
have enough readily available assets to meet their obligations in a timely
manner do so without falling below the minimum capital requirement.
The cFrC and SEC also set capital requirements for broker-dealers,
options market makers, and futures commission merchants.! Clearing
organization capital requirements are generally higher than those set by
the CFTC and SEC.

1See 17 CFR § 1.17 (1989) for CFTC capital requirements and 17 CFR § 240.15¢3-1 (1989) for SEC
capital requirements.
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: 2 33 : During the October 1987 market crash, some market participants,

LIQUIdlty and Capltal including clearing members, had too few funds to (1) meet their obliga-
Problems Occurred tions from losses in the market and/or (2) aid some of their customers in
Dlilring the Crash honoring their payment obligations. The result was that these clearing

} members had to borrow money from banks or obtain it from other

| sources. Although clearing members routinely borrow from banks for
this purpose on a daily basis, the amounts they needed during the crash
were much higher than usual. In order to meet their payment obligations
or comply with their clearing organization capital requirements, market
participants and clearing members took one or more of the following
actions:

| received a cash infusion from their parent firm,

had their operations and financial obligations taken over by another
firm,

liquidated some or all of their market positions to obtain cash and
reduce liabilities,

» liquidated other assets to obtain funds, or

+ obtained additional bank credit.

For example, occ officials said nearly 35 percent or 61 of 0CcC’s members
received capital infusions from their parent companies or partners sub-
sequent to the October 1987 market crash. In another case, a clearing
member was liquidated by the Securities Investor Protection Corpora-
tionz when its parent company did not provide additional capital. Sev-
eral stock market participants, including at least one clearing member,
also received capital infusions from parent companies or were taken
over by the parent company. According to CME officials, some of their
clearing member firms became temporarily undersegregated.? This was
because of the large deficits in the accounts of some customers, which
resulted from the sudden adverse market moves against the customers’
positions. The firms cleared up the undersegregated conditions by col-
lecting margins from customers and infusing funds from other sources
into the segregated accounts the following day. Further, it is noteworthy
that, while most firms generally maintain between 10 to 20 percent
excess funds in segregation to buffer against volatile markets, during

2The Security Investor Protection Corporation was created by Congress in 1970 to protect customer
deposits and security holdings against broker-dealer insolvency.

“The Commodity Exchange Act requires that a futures commission merchant must segregate any
funds received from a customer from the merchant's own funds. All funds received by a futures
commission merchant to margin, guarantee, or secure the trades or contracts of its commodity cus-
tomers, as well as funds accruing to those customers as a result of those trades or contracts, must be
separately accounted for and segregated as belonging to those customers.
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NSCC Has Maintained

Current Capital
Requirements

this particular market, such amounts were insufficient. Therefore, since
the undersegregation was cleared up quickly and was solely due to the
unusually adverse market conditions, the cFTC did not impose penalties.

The SEC crash report stated that many stock trading firms that clear
their own trades had no established lines of bank credit to increase the
funds available to them during periods of market volatility. To help
solve the cash liquidity problem that some of these firms experienced
during the crash, the SEC suggested that exchanges consider one or more
of the following:

establish lines of bank credit;

apply higher per share capital requirements for firms that are unable to
establish lines of credit at banks;

require firms unable to obtain lines of credit to clear their transactions
through a clearing member with established lines of credit; and
establish a fund to finance these members in emergency situations.

To help solve liquidity problems during the crash, CFTC recommended
that:

the settlement agreements between clearing organizations and settle-
ment banks should be clarified to establish that settlement bank confir-
mations, once communicated to the clearing organization, are final;

a procedure be developed for adjustment of Fedwire hours in market
emergencies or periods of extreme volatility;

settlement banks should have increased access to financial data that
would assist their evaluation of clearing member creditworthiness;
intraday margin calls should be used on a daily basis by all clearing
organizations as well as distribution of payments of excess margin to
clearing members; and

a risk exposure information system be established.

An Nscc official said that increasing a member’s capital requirement,
except to significantly higher levels that would restrict access to NscC
membership, would not protect NSCC against risk of financial loss. NSCC
prefers to rely on the guarantee fund in which members are required to
deposit to collateralize their risk. Also, according to Nscc officials,
increasing a member’s capital requirement would limit participation in
Nscc since fewer members would be able to qualify. Since the market
break, NscC has maintained its member capital requirement that its
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members maintain $50,000 in capital in excess of whatever the mem-
ber’s capital requirement is as established by the seCc and the member’s
designated examining authority.

An SEC official said that increasing capital requirements of clearing
members creates burdens for smaller clearing members. He also said
that increasing capitalization will not solve the liquidity problem of
assets not being liquid enough to be readily accessible.

OEC Has Increased Its

Capital Requirements

The SEC, in May 1989, approved an 0cC rule that increases new clearing
members’ membership requirements for net capital from $150,000 to
$1,000,000. In addition, the amount of capital new and current clearing
members must maintain after membership is granted was raised from
$100,000 to $750,000.

L
CME Has Increased Its
Capital Requirements

According to a CME official, since the crash, CME increased the minimum
capital requirement for its clearing members from $1 million to $1.5 mil-
lion per member in 1987 because of the volatility of contracts and the
CME’s concern over financial safeguards.

Guarantee Funds Help
Provide Market
Integrity

Most futures, options, and stock clearing organizations have established
guarantee funds to pay off the debts to the clearing organization of
clearing members that default on their payment obligations.* A default
occurs when a member fails to pay for receipt of securities or losses it
incurred in the marketplace. By guaranteeing buyer and seller perform-
ance on contract provisions, clearing organizations become obligated to
make these payments in the event of member insolvency. Clearing orga-
nizations require that all their members contribute to the fund and spec-
ify the amount and type of contribution. The contribution is subject to
partial or total loss in the event the member or another member defaults
on its payments.

The Working Group recognized the importance of guarantee funds being
in the form of cash and/or instruments easily convertible to cash. They
want clearing organizations to be able to quickly pay off a defaulting
member’s clearing organization in the event of a default. Most funds

4The guarantee fund is called the “security deposit” by the CME and the “clearing fund” by the 0CC
and NSCC.

Page 32 GAO/GGD-90-33 Clearance and Settlement



Chapter 8 .

Progress Made in Changing Clearing
Organization Risk-Management Systems Has
Been Slow

Clearing Organizations
Reviewed Their
Guarantee Funds

consist of some combination of cash, U.S. Treasury securities, and bank
letters of credit.

Each clearing organization has its own method of determining the
amount members contribute to the fund, developed in consultation with
federal regulators. The contributions are based on the level of financial
risk the clearing organization is willing to accept. These organizations
base contributions on the volume and the nature of business that their
members conduct.

The market crash raised concern among federal regulators that some
clearing members’ guarantee fund contributions may not have been suf-
ficient to meet their payment obligations, and that some clearing organi-
zations might not have been able to quickly pay for losses had one or
more major clearing members defaulted. The Working Group recognized
the potential for problems and recommended that the stock, options, and
futures clearing organizations review the adequacy of their guarantee
funds and assess the adequacy of the guarantee fund contribution of
each clearing member. The Working Group also recommended that fed-
eral regulators encourage clearing organizations to assess the liquidity
of the guarantee fund and, if appropriate, require that guarantee funds
be in the form of cash or cash equivalent.

Stock clearing organizations had major portions of their guarantee funds
in letters of credit. Letters of credit are considered less liquid than cash
or cash equivalents because banks that issue letters of credit may
choose not to honor them, However, failure to honor a letter of credit is
a serious matter and can have adverse consequences on a bank’s reputa-
tion and credit. The SeC reported that in October 1988, five securities
clearing organizations, including depositories, had an estimated $1.08
billion in aggregate clearing fund deposits that consisted of $500 million
in U.S. Government Securities, $212 million in cash, and $296 million in
letters of credit.

All the major clearing organizations reviewed the adequacy of their
guarantee funds. The following briefly summarizes the results of their
reviews and actions taken:

Prior to the 1987 market crash, the NSCC proposed to change the way it
calculates member contributions to the guarantee fund to reflect more
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closely the risks the member has assumed in the market. The SEC tempo-
rarily approved the new method until December 1990. The new calcula-
tion method is more risk-based but may decrease the amount of funds
available in Nscc’s fund. The Nscc continues to rely on the use of letters
of credit in its guarantee fund. Nscc officials said that they have never
had to draw upon a letter of credit in the 11 years of their existence.
Only 74 of their 410 members use letters of credit. SEC officials said that
given the vital role that NScC plays in securities markets and the conse-
quences of its failure, caution would dictate less reliance on letters of
credit.

SEC and NscC comment letters indicate that two recent changes have been
initiated to increase the liquidity of NSCC’s guarantee fund. On October
25, 1989, Nscc filed a proposed rule change with SEC to increase the mini-
mum cash contribution for those members who use letters of credit and
to limit the percentage of a member’s deposit that may be collateralized
with letters of credit. Also, on December 7, 1989, NSCC accepted a com-
mitted line of credit at $200 million.

The 0cCcC raised its minimum guarantee fund contribution for stock
option members from a minimum of $10,000 to $75,000 per member.
The CME, in February 1988, adopted rules that resulted in CME increasing
its guarantee fund from $4.6 million to about $356 million, eliminated the
use of letters of credit in its fund, and changed the method it uses to
calculate each member’s contribution from a flat rate to a rate based on
the member’s average daily margin requirement.

L
Clearing Organizations
Cannot Routinely
Monitor the Financial
Exposure That
Clearing Members
Have in All Other
Markets

Clearing organizations in the stock, options, and futures markets have
no single system to routinely monitor the financial exposure of clearing
members that do intermarket business. The clearing organizations,
therefore, may not be able to completely monitor risk because they have
only a partial view of their clearing members’ overall financial
condition.

As part of their risk-management activities, clearing organizations daily
assess the financial risks that each clearing member has in its market.
The typical risk-assessment that clearing organizations make includes,
but is not limited to, a determination of the following:

the capital the clearing member has available,

the money the clearing member needs to fulfill its market obligation, and
the money the clearing member would need in the event of a market
decline.
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Each organization has the procedures and systems in place to make
these daily risk-assessments within its own market. However, about 30
clearing members operate in the three markets and may buy and sell
stocks, options, and futures all in the same day. These activities may or
may not involve both intermarket and single-market trading strategies.

During the crash, some clearing organizations frequently communicated
with other market clearing organizations and exchange audit depart-
ments, but there was no established system in place to do this routinely.
As a result, one clearing organization could not quickly identify a spe-
cific clearing members’ financial problems and made management deci-
sions on the basis of inaccurate or incomplete information.

The SEC reported that on October 21, 1987, the occ was notified by one
of its clearing member’s settlement banks that the bank would not honor
a $3.1 million margin payment request for the firm.> The occ analyzed
the risks associated with the clearing member’s position and decided to
relieve the clearing member of its margin payment, primarily because
occ was holding $12.5 million in collateral from that clearing member.
However, according to the report, occC later learned that the clearing
member also was having difficulty financing a $30 million settlement
obligation at NscC. To protect itself, occ placed some restrictions on the
clearing member, including daily capital computations and reporting
requirements, capital restrictions, and a prohibition against opening new
accounts.

L

NSCC Does Not
Part;icipate in the
Futures Intermarket
Information Sharing
System

As of August 1989, Nscc does not use the futures intermarket informa-
tion sharing system. This system is a potential mechanism that clearing
organizations could use to help reduce intermarket risks. The BoTCC
administers a futures clearance and settlement intermarket information
sharing system. The system compiles payment and collection data on
common clearing members that do business through two or more of the
Nation’s futures clearing organizations. Each night, these organizations
provide settlement information to the Borcc for each of their joint clear-
ing members. The next morning, futures clearing organizations can
access the system to obtain this information. The system enables clear-
ing organizations to monitor their clearing firms’ activities and helps
assess the financial risks that their members have in their own and in
other futures markets.

5Settlement banks in the options and futures markets make payment between clearing organizations
and clearing members.
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The occ signed a May 6, 1988, agreement to join the information sharing
system managed by Borcc. However, as of September 1989, the occ had
not participated in the system because of concerns about how the sys-
tem operates. ocC officials expressed concern that confidential data pro-
vided might be used for competitive purposes. For example, 0cC said
that the administrator of the system has first access to the data and
may be able to receive margin payments from a common member that is
facing financial difficulties before other clearing organizations. Because
of these and other concerns, 0CC suggested that a neutral organization
should operate the information system. CFrc officials told us that the
Borcc information sharing system operates with a confidentiality agree-
ment that guards against the misuse of data. They said that they told
occ that its cross-margining program would not receive regulatory
approval without ocC’s participation in the intermarket information
sharing system. In October 1989, the occ joined this intermarket infor-
mation system. , ‘ ’

As of September 1989, stock clearing data from NSCC is not shared with
other clearing organizations through the system managed by BorCC.
Borcc officials said that the system is technologically capable of accom-
modating data on stock clearing members. Because stocks settle in 5
days rather than in 1 day as do futures and options, some refinements to
the system need to be incorporated before it can process stock data.

Nscc has not decided whether data on stock clearing members should be
included in the system. In addition, NSCC rules do not provide for the
sharing of confidential data with futures clearing organizations.

NsCC does not routinely share stock clearing information with futures
clearing organizations, although Nscc officials said that they support the
concept of intermarket information sharing. Nscc officials expressed
concerns about information sharing arrangements, because of the differ-
ent settlement time frames in the futures and stock markets. Nscc said
that an arrangement to advise each other about a dual member not mak-
ing a payment may be more useful than the exchange of settlement data.
NSCC also said that it has more common clearing members with 0CC than
with futures clearing organizations and, therefore, has primarily
focused on options market information sharing.
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According to SEC, the stock and options clearing organizations created
the Securities Clearing Group (scG) in 1988 in an effort to establish a
formal information sharing system.® The scG has formalized by contract
existing information sharing arrangements among stock clearing organi-
zations, including settlement, margin, and position information. The sca
plans to explore various improvements as follows:

development of a central database that would maintain financial data on
clearing members;

improvement of SEC financial report requirements to strengthen clearing
agency surveillance;

development of arrangements that would permit the application of a
defaulting member’s margin, settlement credits, and guarantee fund con-
tribution to meet outstanding obligations at other stock clearing
organizations;

development of a system to net clearing members’ separate settlement
debits and credits across stock clearing organizations; and

development of routine settlement information sharing among SCG mem-
bers and futures clearing organizations.

NSCC’s comment letter notes that the SCG is currently creating the data
base and doing work on several other of the above items. Although no
specific time frame has been specified for completing the above tasks,
these improvements, if implemented, should improve information shar-
ing among stock and options clearing organizations.

Although federal regulators and SROs have made progress in implement-
ing intramarket or market-specific recommendations, they need to
strengthen the stock, options, and futures clearance and settlement sys-
tem by further reducing or mitigating known risks.

During the past 22 months, federal regulators and SrRos have not imple-
mented some of the intermarket recommendations that seek to resolve
problems caused by the linked nature of markets and intermarket trad-
ing strategies. Whereas intramarket recommendations can be imple-
mented by individual federal regulators, intermarket recommendations

8The SCG includes OCC, NSCC, Depository Trust Company, Midwest Clearing Corporation, Midwest
Securities Trust Company, Stock Clearing Corporation of Philadelphia, and the Philadelphia Deposi-
tory Trust Company.
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require a coordinated effort among the various affected parties. Differ-
ent traditions in each market and differences of opinion on the merits of
particular solutions are impeding change.

A major intermarket problem that still exists is the lack of an informa-
tion sharing system. Clearing organizations in the three markets con-
tinue to assume unnecessary risk because there is not an intermarket
information sharing system to evaluate intermarket risks when clearing
members participate in multiple markets.

Rgcommendations We recommend that SEC and CFTC reassess the adequacy of clearing

[
i
i

organization use of letters of credit in their guarantee funds.

We also recommend that the Secretary of the Treasury, as Chairman of
the Working Group, ensure that a routine intermarket information shar-
ing system is developed and used to assess the intermarket risks posed
by joint members. The Secretary, working with other members of the
Group as well as the exchanges and their clearing organizations, should
identify responsibilities, assign tasks, and set time frames for accom-
plishing this recommendation.

Comments and Our
Evaluation

SEC said that we should consider NSCC’s concerns on information sharing
more carefully, These concerns are:

BOTCC access to confidential information about clearing members,

the possibility that futures clearing organizations may misinterpret pay/
collect data and take inappropriate action on the basis of that
information,

the differences in settiement time frames between NSCC and derivative
markets,

the limited number of Nscc participants that are also members of futures
clearing organizations, and

other information that is more useful to clearing organizations than the
size of pay/collect obligations.

occ said the report does not define the arrangements that constitute
competitively neutral and efficient information sharing and that the
BOTCC system has serious drawbacks. 0CC is concerned that since BOTCC is
the system operator, the other clearing organizations are less than equal
partners. 0CC implies that BOTCC may be able to take advantage of the
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information flow to protect itself relative to other clearing
organizations.

We only use the BOTCC information sharing system as an example of a
way to implement the Working Group recommendation for centralized
collection and availability of clearing member’s risk-exposure informa-
tion. We agree that such a system should not provide an advantage to
one or more of its participants. A risk-exposure information sharing sys-
tem for joint clearing members should be jointly designed, operated, and
controlled by clearing organizations in the three markets and could
prove valuable in mitigating risks. Each participating clearing organiza-
tion should have equal access to confidential information about joint
clearing members.

A confidentiality agreement is currently in effect between futures and
options clearing organizations. NSCC could sign this agreement. This con-
fidentiality agreement could be monitored and enforced by the clearing
organizations participating in the system. Because information useful to
a clearing organization in one market may not be useful to a clearing
organization in another market, the kinds of data displayed in the sys-
tem could be agreed upon in advance by all clearing organizations. So
that data are not misinterpreted and inappropriate actions are not
taken, an understanding could be developed on how to interpret data,
including the implications of different settlement time frames, and
actions appropriate to certain types of data. NscC participants who are
not joint clearing members would not be in such a system.
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Credit and Late
Payment Problems
During the Crash

Stock, Options, and
Futures Markets Rely
on Banks for Timely
Payment and Credit

Prompt payment or settlement is a cornerstone of efficient clearance
and settlement systems. The Brady Report stated that during the crash,
late payments to and from clearing organizations led to a loss of confi-
dence by some market participants and speculation that some clearing
members or clearing organizations could not meet their financial obliga-
tions. Two principal problems that led to late payments have not been
fully resolved. First, the adequacy of available clearing member credit
facilities in supporting payments is unclear. Second, some proposals to
reduce cash demands on clearing members with intermarket positions
have not been studied or fully implemented.

During the market crash, payments among market participants were
much higher than usual. On October 19, 1987, CME requested over $2.5
billion in payments from its members. The next day, CME requested an
additional $900 million from its members. For trade date October 19, occ
drafted $1.18 billion. For trade date October 20, occ drafted $938 mil-
lion from its members. Margin payments at CME on an average day are
$100 million. ocC’s average daily margin payments are $470 million.
During the week of October 26, clearing corporations processed over
$100 billion in deliveries. Some market participants did not have suffi-
cient capital or access to bank credit to make their payments on time.

The unusually large fund transfers among some market participants
resulted in the use of all their available bank credit. Some banks had to
make decisions about providing additional credit to clearing merbers in
excess of their credit limits. In certain instances, banks delayed confirm-
ing payments to clearing members and clearing organizations until the
banks were assured that market participants were financially sound.
Rather than rely on bank credit, other clearing members obtained addi-
tional capital from their parent corporations.

Options and futures market participants rely on commercial banks to
pay and collect funds for their market transactions. Banks establish
accounts for each of their options or futures market participants and
transfer funds to settle payment obligations when requested. In the
stock market, clearing members and their clearing organizations or
depositories settle their payment obligations by certified check. Many
market participants typically do not have adequate funds in their bank
accounts to pay for their market obligations and, therefore, rely on
banks for short-term loans. The majority of these bank loans are on a
secured basis and the participant must provide collateral for the loan.
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Some Clearing
Members Were Late
Paying Their Clearing
Organizations During
the Crash

Collateral that banks accept varies and usually consists of stocks, bonds,
treasury bills, and other assets. Some banks also provide loans on an
unsecured basis to a small number of well-capitalized market
participants.

Some clearing members in the stock, options, and futures markets were
late in paying their clearing organizations during the market crash. In
addition, three NscC clearing members, one that was also an occC clearing
member, defaulted or withdrew from the clearing organization or depos-
itory membership. Two of the three members were in a credit position or
had a clearing fund deposit to cover their settlement debts. The other
member caused a $400,000 loss to NscC. According to the SEC February
1988 Report, between October 19 and October 30, 1987, clearing mem-
bers made late payments to stock clearing organizations approximately
50 times. These late payments were similar to late payments made dur-
ing the preceding and following months in terms of frequency and
amounts. On October 19, 20, and 21, 0CC received late payments from
several of its members. According to CME, clearing banks were late in
confirming member payment for 26 of cME’s 90 clearing members. Thir-
teen of those payment confirmations were between a half hour and an
hour late on October 20. These late payment confirmations violated
clearing organization rules and increased clearing organization risk. CFTC
officials said that although some payment confirmations from clearing
banks to the CME House Division were late, by the time of the opening of
the S&P 500 contract for trading, all payment confirmations were
received by CME.

Some clearing members were late in paying or did not pay their clearing
organizations for a variety of reasons, including the following:

The clearing member or one or more of its customers were unable to
cover losses in the market.

The clearing member had insufficient funds to pay for its losses in the
market, and its parent company was unable or unwilling to provide
additional funds.

In addition, the following factors may have contributed to delayed set-
tlement payments:

The clearing member needed more time to secure additional collateral.
The value of collateral used to obtain credit at banks had depreciated
with the large decline in stock prices.
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One bank would no longer accept options contracts as loan collateral.
Some banks delayed extending additional credit to market participants
until their creditworthiness was established.

According to a CME official, senior bank officials at some banks outside
Chicago were not available to make credit-approval decisions during this
crisis.

The federal wire transfer system essential for fund transfers did not
work on several occasions.

Clearance and settlement processing delays of noncash margin calls at
the CME resulted in payment delays.

i ——————
Revised Settlement

Agreements and
Routine Intraday Pays
and Collects Will Help
Resolve Late Payment
Problems

CFTC officials told us that renegotiated settlement agreements with
banks should help prevent any late payments in the futures clearance
and settlement system. As of October 21, 1988, the CME and each of the
four Chicago settlement banks have entered into uniform agreements
that clearly specify the obligations of parties in honoring settlement
instructions received from the clearing organization and the timing and
finality of payments between clearing members and clearing organiza-
tions. The agreement unambiguously requires each clearing bank either
to pay member obligations through irrevocable credits to the respective
clearing organization’s account or to inform the CME that the payment
cannot be processed by a certain time before the opening of regular trad-
ing hours. Under this agreement, to the extent that a clearing bank has
not received funds from a clearing member when it commits to honor
settlement instructions, it is making a credit decision. The clarification
of that fact should cause clearing banks to assess the basis upon which
they are conferring credit to particular clearing members.

CFTC officials also said that the use of routine intraday pays and collects
at CME, introduced in March 1988, should help prevent late payments in
the futures clearance and settlement system. The CME reports that its
settlement banks have confirmed that the use of intraday settlement
reduces the period during which margin obligations remain unsatisfied
and generally results in a smaller aggregate cash payment at morning
settlement.
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The Adequacy of
Available Clearing
Member Credit Is Not

Although federal regulators, clearing organizations, clearing members,
and banks are aware of the credit problems that occurred during the
market crash, limited progress has been made in resolving credit prob-
lems. Market participants are still susceptible to cash flow problems and
restricted credit during volatile markets.

According to an official from a major options clearing member that
experienced severe late payment problems during the crash, the firm
continues to maintain investment portfolios and collateral funds similar
to what it held before the market crash. Market participants and the
banks that provide them credit have not reached any formal agreements
on ways to facilitate adequate, yet prudent, credit in all market situa-
tions. Many banks do not consider it prudent to accept options as collat-
eral because they are unfamiliar with valuing options.

Officials at banks in New York said that they increased credit to broker-
dealers after the crash and will do so again in any future crash for clear-
ing members who are worthy of credit. However, the current levels of
committed or secured lines of credit are unclear. Some clearing members
may be unwilling to pay for them since committed lines of credit are
more expensive than uncommitted lines of credit that can be withdrawn.
A crrc official said that even committed lines of credit have provisions
so that banks can withdraw them in certain extreme situations.

SEC officials said that the acquisition of credit is the responsibility of the
clearing member and not that of the clearing organization. The Clearing
Organization Clearing Bank Roundtable is focusing on credit facilities of
clearing members and is considering ways to see that clearing members
have adequate credit.! Because of confidentiality and privacy concerns,
clearing members and banks have been reluctant to openly discuss the
issue.

_
The OCC Was Late in
Paying Its Clearing
Members

0CC’s rules require 0CC to pay its members at a specified time, and are
not contingent on the receipt of funds from other members. The occ
made late payments to all of its clearing members on October 20, 1987.
occ delayed paying its members from 2 to 2-1/2 hours because it did not
receive prompt payment from various clearing members. According to

!The Clearing Organization Clearing Bank Roundtable was created by the CME and BOTCC to open
lines of communication among futures and securities clearing organizations, their respective federal
regulators, and the banks that provide settlement services for the clearing organizations and their
members. It meets quarterly.
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CME Made Late
Payments to Two
Clearing Members

the Brady Report, late payments to clearing members during the crash
led to rumors concerning the viability of clearing organizations.

SEC and CFTC reported that clearing organizations should pay their clear-
ing members promptly at settlement time in accordance with clearing
organization rules and bylaws. SEC and CFTC also reported that payments
guaranteed by the clearing organizations should not depend upon the
clearing organization’s receiving funds from clearing members that owe
money to the clearing organization. The Working Group recommended
that the SEC and CFTC confirm that options and futures clearing organiza-
tion guarantees ensure timely payments to clearing members in accord-
ance with clearing organization rules and bylaws. Since issuing its
report, the SEC discussed this issue with occ. On October 11, 1989, occ
submitted a rule change to SEC for its review and approval. occC officials
told us that the new rule will enable 0CC to make money settlements to
its members on time.

On October 20, 1987, the CME made late payments of margin funds from
its Clearing House Division to 2 of its more than 90 clearing members.
On October 19, in response to unusual market price declines, the CME
made three margin calls during the trading day (“intraday’’).2 According
to a CME official, CME did not routinely make intraday margin calls and
did not have detailed procedures in place for processing noncash collat-
eral. When the CME produced clearing and banking reports on October 20
for trading that occurred on October 19, the reports did not reflect cer-
tain intraday margin amounts that clearing members had already paid
to CME in securities. Because of this, some banks were unsure of their
payment obligations for a certain period of time on October 20. CFTC offi-
cials told us that although these funds were paid later than normal, they
were made within legal parameters for payment.

A CME official stated that the noncash margin processing problem was
further compounded by the size and number of payments that had to be
processed by the settlement banks. The large payments, in some cases,
delayed the credit-approval process at the settlement banks, a problem
that was compounded by CME’s policy of only collecting intraday margin
payments from members whose contracts declined in value and not pay-
ing out intraday margin to clearing members whose contracts had

2Putures market margin cails are requests by the clearing organization to its members for additional
cash for each contract that decreased in market value. Payment of margin calis by the clearing mem-
ber is required within a specified time frame.
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increased in value. Furthermore, CME experienced difficulties in getting
hold of senior decision makers at some clearing members and at some
non-Chicago based banks early in the morning on October 20. The actual
processing of the payment instructions and the movement of funds were
delayed by the Fedwire being inoperable at two times during the day. As
a result, two clearing members received payment of a total of $1.5 bil-
lion 6 hours late on October 20.

Somg Proposals to

Reduce Cash Demands
on Clearing Members
With Intermarket
Positions Have Not
Led to Reform

Each clearing organization independently determines the overall risk its
clearing members pose. Clearing members that operate in the futures,
options, and stock markets simultaneously are required to meet margin
requirements in each market. However, a member’s intermarket trading
positions are not normally a factor in determining its margin payment
requirements in each market. Trades made in one market are protected
against potential losses with trades made in another market, but margin
is collected in both markets. Because of these multiple market cash
demands, several options and futures market participants did not have
access to enough cash during the market crash to meet all their payment
deadlines.

Industry and federal regulators made various proposals to increase the
liquidity of the markets by reducing cash demands on clearing members
and market participants during periods of market volatility. For exam-
ple, the Working Group suggested that exploring measures to reduce the
size of net cash flow obligations should be a priority. As a result, the
Working Group reviewed a list of proposals and recommended that stud-
ies be undertaken to determine their costs and benefits. Some reform
proposals seek to eliminate unnecessary cash demands on market par-
ticipants by changing the way clearing organizations clear and settle
trades and calculate payments. Other reform proposals would increase
the liquidity of the markets by increasing the availability of bank credit.
Proposals to increase credit availability have included imposing uniform
rules as to how a bank as a creditor establishes claim to securities that it
accepts as loan collateral. The SEC and CFTC have reviewed the various
reform proposals, but some proposed reforms have not been imple-
mented because no consensus exists on which reforms are most appro-

- priate and how they should be implemented. The suggested reforms

include:
“Cross-margining,” or allowing clearing organizations in different mar-

kets to give credit to a clearing member for related market positions in
other markets, thereby reducing the amount of original margin funds
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the clearing member must pay. For example, under a cross-margining
system, a clearing member that traded futures contracts and offsetting
options contracts to reduce the members’ exposure to market losses,
would only have to make a single margin payment based on the reduced
risk of the combined positions.

Exploring other arrangements between clearing organizations in differ-
ent markets that would reduce the cash payments among participants.
One of these arrangements is netting of clearing member transactions
and payment obligations. For example, if a clearing member had to pay
$50,000 to one organization and collect $40,000 from another, under a
netting arrangement the clearing member would only pay $10,000 in
cash and the clearing organizations would net the difference by book
entry. According to CFTC officials, netting would be difficult if trade
guarantees in different markets become effective at different periods in
time,

Exploring the use of futures-style margins for options contracts, which
would require daily pays and collects of margins on options, as is cur-
rently done in the futures markets. This would in some cases reduce the
credit that market participants currently need to meet their payment
obligations in the options market.

Consolidating stock, options, and futures clearing organizations’ opera-
tions in order to reduce cash flows and simplify payment and opera-
tional procedures.

Reforming state commercial laws to impose a uniform rule governing
how banks as creditors establish a claim to uncertificated securities,
such as certain types of stocks or options contracts.

Resolving the ambiguity in bankruptcy rules concerning how to estab-
lish a customer’s priority during the liquidation of a firm that had oper-
ated both as a securities broker-dealer and a futures commission
merchant. This is an incidental clearance and settlement issue concern-
ing coordinating the rights of securities and futures customers in the
event of a default of a financial firm.

Shortening the b-day settlement time frame for routine stock transac-
tions with the goal of reducing risk. This was also called for by the
Group of Thirty who would like to see all nations adopt systems that
would settle stock transactions in 3 days after the trade by the year
1992.

Of these reform proposals, cross-margining has been partially imple-
mented by a pilot program. The other proposals are still in various
stages of discussion, in large part, because opinions vary widely on their
merits and on how to implement them. The following is the status of the
proposals listed above:
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Clearing organizations have initiated two cross-margining pilot pro-
grams. The ocC and its futures-clearing subsidiary, the Intermarket
Clearing Corporation (ICC), developed one program, and the occ and the
CME have developed another program. Both programs, however, are lim-
ited by CFTC and SEC to firms trading on their own behalf, thereby
excluding any use of customer funds. This limitation is necessitated by
the CFTC requirement that customer funds be held separately from firm
proprietary funds. Only a small number of clearing members are eligible
to participate in cross-margining programs. As of August 1989, the occ-
ICC cross-margining program had only one active participant. The occ
and CME cross-margining program was approved by CFTC and SEC in Sep-
tember 1989. According to a CME official, as of October 31, 1989, three
firms were actively participating in the program. SEC and CFTC officials
said that cross-margining programs will provide a test of one means of
resolving cash flow problems and is a step towards integrating clearing.
However, CFTC officials said they are concerned that the overall result-
ing margin must not be too low. A cME official said that if regulatory
approval is extended to include customer positions, activity in the occ-
CME program should increase.

Netting, which would result in the reduction of payments among clear-
inghouses in different markets, has been discussed, but no specific
approaches to netting of payments have been explored. No comprehen-
sive studies of intermarket netting have been completed. CFTC officials
said that some clearing members would be reluctant to have a single
bank aware of all their business on major exchanges. Presumably, they
could use knowledge of their cash flows to identify their trading strate-
gies. CFTC has requested from SEC information on options cash flows in
October 1987 that may be helpful to evaluating the impact of netting.
CFTC officials told us that while netting and cross-margining programs
may improve liquidity, they may do so at the expense of solvency.
Reduced payment flows may reduce the integrity of the clearance and
settlement system by decreasing the amount of cash deposited in clear-
ing organizations, thereby reducing liquidity risks.

The Chicago Board of Trade (CBT) and CME petitioned CFTC in July 1988
to change their existing rules that prohibit futures-style margin on
options. These changes, if approved, would allow futures-style margin-
ing on some options on futures contracts. The CFTC has requested and
reviewed public comments and is analyzing the arguments for and
against this proposed rule change. As of December 1989, crrc had not
acted on the petition. In 1982, the CFTC rejected a similar proposal
because it said an investor may lose more than the original investment
and inexperienced investors might take unnecessary risks. Neither the
Chicago Board Options Exchange (CBOE) nor occ have petitioned SeC for
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futures-style securities options margins. SEC is concerned that adoption
of futures-style margining for securities options could change the eco-
nomics of options trading by eliminating the usefulness of certain strate-
gies. They believe that such changes could eliminate as much as 30 to 50
percent of options trading activity today. They also are concerned that
futures-style options margins, if applied to reduce initial margin depos-
its, could increase the ability of long option holders to leverage their
investments and could permit holders to control substantial positions in
securities index options at almost no cost, possibly increasing systemic
risk. occ officials said that futures-style margining of options would
increase market risk for their customers and present operational diffi-
culties for their members. In addition, they said that futures-style
options margins would reduce business in the options markets. CME offi-
cials said that they do not advocate futures-style margins for securities
options. They said that the treatment of securities options in this man-
ner could create an artificial need for cash in the options market if the
stock market moved against an options position of someone hedging a
stock position in the options market.

“Coordinated,” “integrated,” and ‘“unified” clearing have been dis-
cussed. Opinions vary widely regarding whether and how clearing oper-
ations could be coordinated or in some way centralized. Many clearing
organizations and market participants said they oppose centralized
clearing for all markets. Their arguments against centralized clearing
include the need for clearing organizations to be responsive to the needs
of individual markets, and the potential danger to the clearing system of
concentrated risk. According to CME, under the current system it is possi-
ble for one clearing organization to experience financial upheaval and,
conceivably, even cease to exist without having a major impact on other
parts of the market. Other clearing organizations and clearing members
have acknowledged the possible benefits of centralized clearing, citing
lower operational costs. CFTC officials said that if cross-margining pro-
grams are successful and the netting of cash flows among clearing orga-
nizations is adopted, integrated clearing might not be necessary. CFTC
officials said that integrated clearing would result in information shar-
ing. SEC and CFTC officials said existing intermarket systems should be
improved first. An additional study of structural changes to clearance
and settlement systems, if necessary, could follow these improvements.
An American Bar Association committee is studying ways to resolve
uncertainty about how a creditor establishes a claim to uncertificated
securities, including certain types of stock and options contracts. This
uncertainty reduces the availability of bank credit by discouraging
banks from accepting such securities as loan collateral. Uncertainty
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arises because creditors’ claims to securities are governed by the com-
mercial codes of the various states. Although most states have modeled
their commercial codes on the Uniform Commercial Code, individual
provisions vary from state to state and are subject to different interpre-
tations in state courts. A bank extending credit for a multistate transac-
tion may not know which set of rules apply. To eliminate uncertainty,
the Business Section of the American Bar Association is studying ways
of imposing a uniform set of rules on all participants in securities
markets.

An American Bar Association committee is studying an incidental clear-
ance and settlement issue concerning coordinating the rights of securi-
ties and futures customers in the event of a default of a financial firm.
This issue concerns the establishment of a customer’s priority during the
liguidation of a firm that operated both as a securities broker-dealer and
a futures commission merchant. Different bankruptcy rules apply to
these two types of financial activities. Subchapter I1I of Chapter 7 of the
Bankruptcy Code, which governs the liguidation of securities broker-
dealers, establishes a priority for securities customers but leaves futures
customers in the status of unsecured creditors. Conversely, bankruptcy
regulations issued by CFTC, which govern futures commission merchants,
establish a priority for futures customers but not for securities custom-
ers. Whether securities or futures customers have priority to the assets
of a firm that engages in both activities is unclear.

Resolving the ambiguity in bankruptcy rules is complicated by the fact
that the SEC and CFTC do not have equal authority over bankruptcy rules
applicable to firms under their respective jurisdictions. The Commodity
Exchange Act grants the CFTC broad authority to issue regulations gov-
erning the liquidation of a futures commission merchant, including the
determination of what property is customer property or identifiable as
belonging to a particular customer and how the firm is liquidated. SEC,
on the other hand, does not have any authority to issue bankruptcy reg-
ulations and, therefore, has a limited ability to define the effect of the
bankruptcy code on broker-dealers.

Although no agency has done a formal study of the costs and benefits of
shortening the stock settlement cycle, the move to accelerate trade
matching systems and improve trade reconciliation processing should
facilitate achievement of the Group of Thirty recommendations to settle
all stock trades by 3 business days after a trade is made. However, other
factors are instrumental to the success of earlier stock settlement.
Although no technological impediments have yet surfaced, shortening
the clearance and settlement cycle for stock transactions will require
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changes in the institutional and retail sectors of the stock market. A pri-
vate sector review committee charged with implementation of Group of
Thirty recommendations is currently discussing compressing the settle-
ment period. They have reported that the current method of trade con-
firmation and affirmation with institutional clients will need to be
accelerated. The current institutional delivery environment will need to
be changed to an intraday, interactive trade confirmation system. They
also have recommended that by January 1, 1992, all new issues of cor-
porate securities, which include initial public offerings and secondary
distributions, be in book-entry only or certificateless format. Retail cus-
tomers will have to accept owning stocks without receiving certificates.
This would require extensive educational efforts, but, according to
securities industry officials, the cost saving of such an effort would far
outweigh the expense of moving to a certificateless or book-entry-only
trade processing environment. Also, the mailing of personal checks as a
form of payment may have to be eliminated and electronic payment sys-
tems may have to be used.

{500 S
Conclusions

Federal regulators and SrRos have not implemented all the intermarket
Working Group recommendations designed to reduce cash demands.
Studies of netting of cash flows among clearing organizations and of
integrated clearing have not been completed. Although these recommen-
dations are more difficult to implement than market-specific or intra-
market recommendations, they could rectify problems that pose great
risks to clearance and settlement systems.

Recommendations

We recommend that the SEC and CFTC ensure that appropriate mecha-
nisms are in place to assure that payments required by clearing mem-
bers and clearing organizations are made within established time
frames.

We recommend that the Secretary of the Treasury, as Chairman of the
Working Group, ensure that studies exploring ways to lessen
intermarket cash flow pressures and to simplify intermarket clearing
without diminishing safeguards against financial risk are completed and
acted on appropriately. The Secretary, working with other members of
the Group as well as the exchanges and their clearing organizations,
should identify responsibilities, assign tasks, and set time frames for
accomplishing this recommendation.
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occ said that the report does not sufficiently emphasize the benefits of
cross-margining in reducing risk and cash flows.

Pilot cross-margining programs are a promising step in the direction of
recognizing components of related portfolios and smoothing out asyn-
chronous cash flows. However, current cross-margining programs only
apply to a limited cross-section of trading activity and may increase
liquidity at the expense of solvency. Without further action by the CFrc
regarding various rule interpretations, an expansion of cross-margining
programs is not possible. Cross-margining programs do decrease the
overall level of margin funds in the system.

CFTC said that the report focuses on liquidity issues to a greater extent
than it does on issues of financial integrity and that the report empha-
sizes liquidity over solvency. CFTC says there is a trade-off between
liquidity and protection against risk.

We recognize the trade-off between liquidity and solvency and agree
that liquidity should not be improved at the expense of solvency. Our
second general recommendation has been amended to note this concern.
We say that studies exploring ways to improve liquidity and simplify
intermarket clearing should be completed and acted upon without
diminishing safeguards against financial risk.

CME questioned our grounds for concluding that markets are still at risk.
The grounds for our overall conclusion that the markets are still at risk
are contained in appendix I. Although progress has been made in many
areas, particularly in the processing of trades, more needs to be done to
improve procedures to handie financial risk and to ensure that pay-
ments are made within established time frames. In particular, some
actions requiring intermarket cooperation have not been completed. An
intermarket information sharing system of risk-exposure information on
Jjoint clearing members has not been completed, nor have studies been
undertaken exploring ways to lessen intermarket cash flows and sim-
plify intermarket clearing.
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Working group recommendation Issue type Action taken

I: Trade Processing Issues

‘ The SEC and CFTC should review futures  Market-Specific Completed
w and options clearing organization

\ guarantees of timely payments to clearing

\ members.
|

The SEC and CFTC should encourage Intermarket None
' OCC and futures clearing organizations to
coordinate margin calls and settlements.

The SEC shouid encourage movement Market-Specific Progress
toward same-day trade comparison for

stocks, and SEC and CFTC should foster

progress toward on-line trade matching

systems at the exchanges.
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Federal Regulator Action/Position

Clearing Organization Action/Position

|
SEC | CFTC FRS CME NSCC occ
|
Reviewed OCC rules. Monitored N/A Improved trade N/A OCC reviewed its
OCC'’s ¢urrent policy development of new processing systems ability to meet its
is to pay members on uniform agreements and procedures to payment obligations
time If these between clearing handle multiple daily and SEC reported
membeys are notin  organizations and margin pays and that, under current
default pn payment  settlement banks. collects. market conditions,
obligations. 0QCC has sufficient
! guarantee fung
resources to meet
isolated payment
i defaults.
Monitored SRO Monitored SRO N/A Intraday margin calls  N/A Officials said the
discussions. discussions. were introduced. For business hours of
: intraday margin calls, non-Chicago banks
CME now pays its do not lend
excess margin funds themselves to this
to members whose recommendation.
contracts increased Also, Fedwire is not
in value. open at 7 AM.
central time.
Discussed with
banks, federal
regulators, and other
clearing
organizations.
Approved pilot Monitoring SRO N/A CME instituted a pilot NYSE: Implemented  N/A. The OCC does
implementation of actions. program for an an on-line trade not march trades.

NYSE an-line trade
matching system as
first stap toward
Overnight
Comparison System.
Partial approval given
to NASD proposal
regarding the
Automated
Confirmation
Transaction System.
Approved NSCC
acceletation of trade
comparison functions
from 2 days after the
trade date to the day
after the trade date
for NYSE, AMEX, and
NASD trades.

electronic trade order
routing system. CME
now has at least
three intraday
matches.

matching system in
last quarter of 1988
as first step toward
an Overnight

Comparison System.

NASD: Implemented
and requires its
members to use
Trade Acceptance
Reconciliation
System to facilitate

same-day or next-day
automated resolution
of unmatched trades.

Options exchanges
match their trades
and send matched
trade information to
ocCcC.
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Working group recommendation Issue type

Action taken

The NYSE, NASD, AMEX, clearing Market-Specific
organizations, and market participants

should identify costs and benefits of an

earlier settlement time frame for securities

and identify how a shorter time frame can

be implemented.

Progress

1l. Risk-Management Issues

Working Group should encourage Intermarket
establishment of regular meeting schedule

between futures and securities clearing

participants and federal regulators.

Completed

Clearing organizations should review Market-Specific
adequacy of clearing member guarantee

fund contributions. Federal regulators

should assess results of these reviews.

Progress

The SEC and CFTC should encourage Market-Specific
securities and futures clearin

organizations to explore the gesirability of

converting portions of existing securities

and futures guarantee funds to cash or

cash equivalents on an incremental basis.

Progress

Procedures should be implemented for Intermarket
centralized collection and availability of
pay and collect information.

Progress
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Federal Regulator Action/Position Clearing Organization Action/Position

SEC CFTC FRS CME NSCC occC
Workingjto support ~ N/A N/A N/A No formal study of N/A
Group of Thirty recommendation.
private ipitiatives to Working with
implemant this goal. exchanges and

NASD towards a

more automated
reconciliation cycle
and earlier trade
reporting by
members. Working to
implement Group of
Thirty
recommendation to
move settlement to 3
days after the trade
date.

Participated in Participated in Participated in Organizer and Organized and Participant in
Clearing Bank Clearing Bank Clearing Bank participant in participated in Clearing Bank
Ciearing Organization Clearing Organization Clearing Organization Clearing Organization Clearing Bank Clearing Organization
Roundtable. Roundtable. Roundtable. Clearing Bank Clearing Organization Roundtable,
Roundtable. Roundtable. NSCC  Participant in
representative chairs  Securities Clearing
the Securities Group.
Clearing Group.
Clearing organization Reviewed and N/A Increased Submitted to SEC OCC increased its
rule changes under  approved CME re%uirements in Feb. proposed changes in minimum clearing
consideration. increase in member 1988 by adopting contribution fund contributions.
Temporarily approved contribution risk-based rate for requirement. New
NSCC changes. requirement. member requirement is risk-
‘ contributions. based. Rule filing
pending at SEC.
Clearing organization Approved a CME rule N/A Eliminated letters of  Reviewing increasing N/A. OCC has no
rule changes under  change to eliminate credit from its the minimum cash letters of credit in its
consideration, letters of credit. security deposit in contribution by guarantee fund.
April 1989. member.
Has enpouraged Sent correspondence N/A Full participant in the NSCC Board has OCC participates in

NSCC and OCC to
join BOTCC
information sharing
system.

SEC officials noted
concerns about
confidentiality and
problems with the
aging of data.

to OCC encouraging
OCC participation in
BOTCC information
sharing system.

futures and options
intermarket
information sharing
system.

approved the
concept, but NSCC
noted concerns with
current system.

the BOTCC and SCG
information sharing
systems.
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Working group recommendation Issue type

Action taken

Develop a trial reporting system of large-  Market-Specific
trader data for OCC positions and consider

changes to securities laws necessary to

obtain large-trader data.

None

. Credit and Liquidity issues

The CFTC and SEC should monitor options Market-Specific
and futures self-regulatory organization

progress in revision of settlement

agreements with clearing banks.

Completed

Federal regulators should review clearing  Intermarket
member credit arrangements to support
large payments to clearing organizations.

None

FRB should explore earlier opening of the  Intermarket
Federal wire transfer system. Market

participants should assure smooth market

operations on bank holidays.

Progress

The CFTC and SEC should expedite Intermarket
consideration of the ICC-OCC proposal for

a pilot cross-margining program. Other

clearing organizations should be

encouraged to consider cross-margining.

The CFTC should evaluate whether floor

traders and market makers can participate

in cross-margining pilot programs.

Progress

The CFTC and SEC should formulate a Intermarket
coordinated approach toward FCM/broker-

dealer bankruptcy laws and identify areas

requiring legislative action.

Progress
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Clearing Organization Action/Position

; Federal Regulator Action/Position
|

SEC | CFTC FRS CME NScCC occC
Proposdd legislation  Offered to initiate N/A N/A N/A OCC has an internal
in June 1988 to pilot program large trader reporting
increase SEC large  whereby CFTC system. However,
transaction reporting  futures position data OCC and SEC have
requirements. would be used to not developed an
Legistation was not  verify OCC futures external large trader
enacted as of Nov. position data. reporting system for
1989. OCC positions.
Monitored review. Monitored revisions.  N/A Finalized revised N/A Reviewed

| agreements in Oct. agreements with

f 1988. Agreements banks and decided

further specify
settlement
procedures and
timing and finality of
payments.

no revisions were
needed.

Discussed at
Futures/Securities
Clearing Roundtable.

Discussed at
Futures/Securities
Clearing Roundtable.

Discussed at
Futures/Securities
Roundtable.

Discussed at
Futures/Securities
Clearing Bank
Clearing Organization
Roundtable.

Discussed at
Futures/Securities
Clearing Organization
Roundtable.

Discussed at
Futures/Securities
Clearing Bank
Clearing Organization
Roundtable.

Expanded Fedwire
neither necessary nor
cost effective at this
time.

Supports FRS
informal agreement
to extended hours on
an as-needed basis.

Performed an internal
study and concluded
that federal wire
transfer hours do not
need to be extended
as arule.

An official said
federal wire transfer
hours should be
extended.

N/A

Discussed with
members, FRS, and
Securities Clearin
Group. Conclude
that wire transfer
problems did not
contribute to
problems during the
market crash.

Aggrovgd in Oct.
1988 1 year ICC-OCC
pilot cross-margining
program. CME-OCC
cross-margining
proposal has been
approved.

A&?roved in June
1988 ICC-OCC pilot
cross-margining
program. CME-OCC
cross-margining
proposal has been
approved.

N/A

Initiated cross-
margining program
with OCC in Oct.
1989. As of Oct.
1989, the program
has three active
participants.

N/A

1) The ICC-OCC pilot
cross-margining
program was
approved in 1988. As
of Aug. 1988, the
program had one
active participant.

2) Initiated cross-
margining program
with CME in Oct.
1989. As of Oct.
1989, the program
had three active
participants.

Referred the issue to
the American Bar
Association for
further study. Staft
members participate
on ABA committee.

Referred the issue to
the American Bar
Association for
further study. Staff
members participate
on ABA committee.

N/A

N/A

Staff members
participate on ABA
committee.

N/A
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Working group recommendation Issue type

Action taken

Consideration should be given to whether  Intermarket
Ie?islation is necessary to establish federal

rules for the transfer and pledge of stock

and securities options.

Progress

The practical impediments to and risk intermarket
implications of futures-style margining of
options should be explored.

Progress

The Working Group should encourage the  Intermarket
SRO'’s, in conjunction with clearing banks,

to explore angroaches to netting of

payments obligations.

None

Futures and securities clearing intermarket
organizations should identify costs and

benefits of integrated clearing and

determine how integrated clearing could

be achieved.

None
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i Federal Regulator Action/Position

Clearing Organization Action/Position

SEC | CFTC FRS CME NSCC occ
Submitted in June  N/A N/A N/A Staff members Staff members
1988 drdft legislation participate on ABA  participate on ABA
that authorized SEC committee. Committee.
to establish federal
rules for|the transfer
and pledge of
securities
transacton, including
options, |if SEC
determined such
rules are needed.
Referred state
commercial law and
choice of law issues
to ABA committee.
Reviewing CME and  Under discussion. N/A Petitioned CFTC in N/A Officials said futures-
BOTCC proposals. Reviewing CME and July 1988 to change style margins would
Officials:cited lack of CBT petitions to its existing rules that increase market risk
interest by OCC and  change CFTC rules. do not aliow futures- for their customers
Chicago Board of style margins on and present
Options Exchange. options. operations difficulties
: for their members.
Under discussionin  Requested No specific action. Officials said CME- NSCC currently nets  Officials said CME-
SCG and Futures/ information from SEC  General studies of OCC cross-margining payments with OCC cross-margining
Securities clearing regarding the netting are ongoing.  program is a step Depository Trust program is a step
Roundtable. potential impact of toward netting. Company. toward netting.
netting. Officials said
they are not aware to
any practical way to
net cash flows across
markets.
Proposed legislation  Staff said integrated  FRS officials Issued position paper Officials said OCC issued a report

in June 1988 calling
for SEC and CFTC to
facilitate linked or
coordinated
clearange and
settlement of all
markets. Legislation
was not enacted, and
on other action has
been taken. Staff
said studies of
integrated clearing
are premature.

clearing is best
achieved by
information sharing of
risk.

cautioned against the
concentration of risk.

saying that united
clearing would
dramatically
decrease the
financial integrity of
the markets.

integrated clearing
requires 1) resolving

on clearance and
settlement and

jurisdictional disputes discussed integrated

among regulators, 2)
establishing uniform
regulatory standards
across markets, and
3) expanding
commonality of
procedures and
policies throu\%lhout
the industry. Working
with Securities
Clearing Group and
SEC.

clearing in the report.
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mments From the Department of

UNDER SECRETARY December 14, 1989

DEPARTMENT OF THE TREASURY
WASHINGTON

Dear ogel:

My staff and I have reviewed the copy of the draft report
you sent to Secretary Brady entitled "Clearance and Settlement
Reform: The Stock, Options, and Futures Markets are Still at

Risk."

The Report should be a constructive and timely addition to
the work done since October 1987 on the subject of clearance and
settlement in the equity, futures, and options markets. The more
the problems in this area can be highlighted and examined the
better our chances of seeing real progress in solving some of the

problems.

As the Report points out, there have been some achievements
in expanding the capacity of the clearance and settlement systems
to handle heavier trading volumes. It is in coordinating the
various clearing organizations and in assessing their risk
exposure that more progress is necessary. We believe your report
will prove helpful in this regard.

The Working Group on Financial Markets ranks progress on
clearance and settlement issues among its highest priorities and
will do its part to advance your recommendations within the
Working Group. We believe the Working Group is an appropriate
forum in which the member agencies can address these issues and
formulate approaches to shared concerns.

It was a pleasure contributing to your work on the Report.
I am certain it will be well received.

Since ,

Robert R. Glauber
Under Secretary for Finance

Mr. Richard L. Fogel
Assistant Comptroller General
General Accounting Office
Washington, DC 20548
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Note: GAd) comments
supplementing those in the
report tex{ appear at the
end of thig appendix.

UNITED STATES
SECURITIES AND EXCHANGE COMMISSION
WASHINGTON. D.C. 20549

DivisiON OF
MARKET REGULATION

January 5, 1990

Richard L. Fogel

Assistant Comptroller General
General Government Programs
General Accounting Office

441 G Street, N.W.
Washington, D.C. 20548

Re: e ement Reform
Dear Mr. Fogel:

The Commission has authorized me to respond to your
request on November 21, 1989, for comments on a report
("Report") of the General Accounting Office ("GAO") concerning
the progress of clearance and settlement reforms in the stock,
options, and futures markets since the October 1987 market
break. The Report focuses on the recommendations made by the
President's Working Group on Financial Markets 1/ ("Working
Group") and the Group of Thirty. 2/ As a general matter,
although GAO concludes that certain clearance and settlement
problems that occurred during the October 1987 market break
have been solved, others require further attention.
Specifically, GAO endorses the Working Group and Group of
Thirty recommendations and recommends that the Working Group
take a leading role in implementing the recommendations to
ensure that: (1) a routine intermarket information sharing
system is developed and used to assess the intermarket risks
posed by members of multiple markets; and (2) studies exploring
ways to lessen intermarket cash flow pressures and to simplify
intermarket clearing are completed and acted on appropriately.

We appreciate the opportunity to comment on the Report.
safe and efficient clearance and settlement of securities,
options and futures transactions are of the utmost importance
to the operation of our nation's financial markets. Reducing
the risk of loss due to weaknesses in the clearance and

Working Group on Financial Markets, Interim Report to the

R oK
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o
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President of the United States (May 1988) ("Interim Report")

Group of Thirty, Clearance and Settlement Systems in the

W d's S

u

ities Markets

(March 1989).
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See comment 1.

Seq’ comment 2.

Richard L. Fogel
January 5, 1990
Page 2

settlement system continues to be one of the Commission's
highest priorities. We support the general recommendations
contained in the Report. Our comments, detailed below, are
offered as a supplement to the Report.

I. General Comments
A. Market Reform Legislation

We agree with GAO that coordination of clearing systems
for options, futures and equities is essential. Toward this
end, the Commission submitted to Congress in June 1988 proposed
legislation that would direct the SEC and the Commodity Futures
Trading Commission ("CFTC"), in consultation with the Board of
Governors of the Federal Reserve System ("Fed"), to foster the
development of coordinated and linked intermarket clearing
systems. As the Report identifies, clearance and settlement
systems are complex and technical. Many of the changes that
are likely to be needed require action by the CFTC, Fed and
SEC. For this reason, the Commission's proposed legislation
would clarify SEC and CFTC authority, and establish a timetable
for agency and industry action, among other things, by
regquiring both agencies to report to Congress on progress
toward linked and coordinated intermarket clearance and
settlement systems. We urge GAO to focus on the legislative
proposals currently before Congress and to formulate its views
on the need for that legislation.

The Commission also proposed that Congress amend Section
17A of the Securities Exchange Act of 1934 to authorize the
Commission, where necessary to the safe and efficient operation
of the national clearance and settlement system, to promulgate
rules to clarify and unify state commercial laws that provide
the framework for financing securities, optiong, and futures
positions. The Commission staff is working with legal experts,
under the auspices of the American Bar Association's Section on
Business Law, to explore and address these concerns. (That
group, under the stewardship of Robert Haydock, expects to
issue a report by May 1990.) Some examples of how state
commercial laws affect the settlement process are noteworthy.
First, state commercial laws preclude United States ("U.S.")
depositories from engaging non-U.S. custodians to safekeep, on
behalf of the U.S. depositories, securities outside the U.S.

As a result, transfers and settlement of trades among U.S.
broker-dealers in non-U.S. securities generally must occur
outside the U.S.; this is not only risky but an impediment to
efficient and liquid international securities markets. Second,
notwithstanding ambiguous results under state commercial laws,
banks and broker-dealers routinely use agreements to pledge
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| securities as a method to secure overnight financing of dealer
| inventories. 1In an effort to clarify the rights of banks in

\ securities subject to an agreement to pledge, the New York

‘ commercial law was amended, somewhat hastily, after the October
1987 market break and raises further questions because of

1 differences between New York law and the laws of other states.
j Third, state commercial laws do not provide uniform rules that
! spell out how lenders can obtain a perfected security interest
’ in uncertificated securities, such as exchange-traded options.
Approximately ten states still have not adopted the 1978
amendments to Article Eight and Nine of the Uniform Commercial
Code (those amendments establish new and exclusive ways to

: perfect security interests in uncertificated securities). The
See comment 3. lack of uniformity creates a trap for the unwary lender. We

: urge GAO to focus on this area so that Congress may benefit

: from GAO's expert views when Congress considers the
Commission's legislative proposals.

B. Clearing Funds and Reliance on Letters of Credit

We commend GAO for identifying, as an issue of concern,
clearing organization reliance on letters of credit. As a
supplement to the discussion of this issue in the Report, we
note that the National Securities Clearing Corporation ("NSCC")
See comment 4. has filed with the Commission a proposed rule change that would
increase the cash and cash equivalent (e.,g., U.S. Treasury
securities) deposits individual members must provide NSCC and
restrict letter of credit deposits to 70% of the member's
clearing fund deposit requirement. This, we understand, would
have the effect of increasing the cash and cash equivalent
components of NSCC's clearing fund to approximately $150
million and would reduce letters of credit to approximately 55%
of NSCC's aggregate required clearing fund deposits (only 78 of
NSCC's 410 members use letters of credit). 1In addition, NSCC
has obtained a secure line of credit totalling $200 million.
These changes will give NSCC approximately $350 million in
liquid assets and will facilitate NSCC's ability to meet its
payment and guarantee obligations in a timely manner. We are
continuing to discuss with NSCC whether these changes are
adequate to meet NSCC's reasonably anticipated payment
obligations.

We would urge GAO to consider not only the composition of
clearing and guarantee funds at clearing organizations, but the
See comment 5. size of those clearing funds in relation to the clearing
organization's payment obligations in normal and volatile
market conditions. Not only must clearing organizations have
liquid assets, they must have assets sufficient to meet their
payment obligations on a timely basis. We have sought to apply
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| this standard in our discussions with NSCC and the Options

i Clearing Corporation ("OCC"): we believe that both clearing

! organizations have taken actions to meet that standard. Wwe

1 urge GAO to apply the same standard in its review of other

| clearing organizations. For example, although the GAO report
notes that the Chicago Mercantile Exchange ("CME") has
increased its guarantee fund to approximately $40 million and

| we understand from CME officials that they have obtained lines
, of credit exceeding approximately $250 million, that may not be
: sufficient to meet the CME's payment obligations in volatile
markets (e.d., as the Report notes, the CME delayed payments of
approximately $1.5 billion to two clearing members for more
than six hours on October 20, 1987).

C. Reducing Cash Flows and Information Sharing

The Report correctly has identified two important areas
for reform of clearance and settlement procedures: reducing
cash flows within and across markets 3/ and increasing

3/ In its discussion of how market participants who trade
© across all three markets (stocks, options and futures)
represent a link among the three markets, the Report
states that differences among clearance and settlement
systems in the three markets can sometimes hinder inter-
Now p. 17. market trading (page 20 of the Report). The Report also
indicates that if capital to support intermarket
strategies is limited, clearance and settlement
differences between markets can hinder an intermarket
strategy, especially in volatile markets. We assume that
the Report does not intend to imply that clearance and
See comment 6. settlement facilities should be designed to facilitate
intermarket trading strategies based on limited capital,
but rather that clearance and settlement anomalies should
not unnecessarily restrict capital availability other than
for prudential reasons.

In addition, the Report indicates that market participants
cannot use the proceeds from their stock market activities
to focus on the potential need for financing or capital
pending execution of equity trades and settlement of those
trades. The example, however, overstates the potential
problems. If a market participant has sold futures and.
See comment 7. bought stock, he or she can borrow money using the stock
as collateral, but like any other investor, cannot expect
to receive funds (other than dividends regularly paid all

shareholders) sufficient to meet payment obligations if
(continued...)
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information flows among clearing organizations that serve those
markets ("information sharing"). 4/ These two areas have been
a Commission priority since October 1987 and much has been done
over the past two years to address them.

3/(...continued)
the futures position increases in value and the stock
position decreases in value. In this instance,
differences between markets are irrelevant. On the other
hand, if a market participant has bought futures and sold
stock, the market participant can draw from the proceeds
of the sale to satisfy payment obligations if the futures
contract declines in value. Futures and equities settle
on different time frames, and this may give rise to a need
for financing until the equity trade has settled, usually
five business days after the trade is executed.

4/ The Report separately diagrams the clearance and
settlement relationship among the exchanges and clearing
organizations in the stock, options, and futures markets.
The figure diagramming the structure of stock clearance
and settlement (page 13 of the Report) does not reflect
the full scope of the NSCC's, Midwest Clearing
Corporation's ("™MCC") and Stock Clearing Corporation of
Philadelphia's ("SCCP") relationships with the exchanges
and depositories. The three clearing corporations
maintain interfaces among themselves and the depositories
that permit members to settle trades, wherever executed
(e.d., on the New York, American, Midwest or Philadelphia
Stock Exchanges, as well as over-the-counter through the
National Association of Securities Dealers' ("NASD")
NASDAQ system). Thus, the lines running from the
exchanges and the NASD should connect to NSCC, MCC and
SCCP.

The Report discusses in general the organizations involved
in the clearance and settlement of futures trades (page

16 of the Report). The discussion needs to clearly spell
out why so few futures clearing organizations handle most
of the trading volume. With two exceptions (i.e., the
Board of Trade Clearing Corporation ("BOTCC") and the
Intermarket Clearing Corporation ("ICC")), futures
contracts traded on an exchange are cleared at only one
clearing organization, and those contracts are not
fungible between exchanges or their affiliated clearing
organizations. Thus, if 80% of the open interest in all
futures contracts is on the CME and the Chicago Board of
Trade ("CBT"), BOTCC and CME will clear 80% of futures contracts.
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1. Reducing Cash Flows
i a. Cross~Margin

The Report discusses efforts to implement intermarket
cross-margining systems. To date, the Commission and the CFTC
have approved a cross-margining arrangement between OCC and
IcC, 5/ and, on a pilot basis, a cross-margining arrangement
between OCC and CME. 6§/

Nevertheless, there are certain impediments to the
expansion of cross-margining arrangements that are not within
the control of the Commission. For example, while permitting
market maker participation would increase the benefits of
cross-margining, our understanding is that, without further
action by the CFTC regarding various rule interpretations, such
an expansion is not possible. 7/ The Working Group recommended
that the CFTC evaluate whether market maker and floor trader
Seqconwnent10. participation in the OCC-ICC cross-margining pilot would be
consistent with its segregation rules, 8/ and, if not, to
consider the desirability of changing those rules. As of the
date of this letter, the CFTC has not interpreted or changed
its rules to allow market maker and floor trader participation
in either the OCC-ICC or CME-OCC cross-margining pilots. 1In
addition, permitting bank financing in connection with cross-~
margining, as OCC and CME proposed, also would expand the
benefits of cross-margining. The CME-OCC cross-margining
pilot, however, at the CFTC's request, does not include a
proposed bank financing provision pending further analysis. 9/

5/ See Securities Exchange Act Release No. 26153 (October 3,
1988), 53 FR 29567 [SEC File No. SR-0CC-86-17].

6/ See Securities Exchange Act Release No. 27296 (September
26, 1989), 54 FR 41195 [SEC File No. SR-0CC-89-01].

1/ See letter from Jean A. Webb, Secretary, CFTC, to Lori R.
Burns, Assistant General Counsel, CME, dated September
26, 1989,

See Interim Report at 21.

SN

See supra, note 6. We understand the CFTC staff

expressed concern about OCC and CME relinguishing control

of options to banks participating in the pledge program
(continued...)
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b. Delayed Payments

‘ The Report notes that, in the derivative markets, delayed
payments by clearing organizations to clearing members caused

| problems during the October 1987 market break. Specifically,

1 the Report notes that two CME members received $1.5 billion six
hours late on October 20 and OCC clearing members received

: payments up to two and one-half hours late during the market

: break. The delays reportedly resulted from trade processing
delays and the extended credit approval process necessitated by
unusually large payment obligations.

The Report notes, however, that CME has taken steps to

1 resolve the problem (e.g., improving its automated systems to
See comment 11. reduce trade processing time and increasing its clearing fund
from approximately $4.6 million to $35 million), but suggests
that OCC has not revised its practices to correct the problem
of late payment to clearing members. We do not understand the
basis for GAO's conclusions.

We believe that a clearing organization's rules and
settlement bank agreements should spell out clearly respective
rights and obligations. As noted in the Report, we have
reviewed OCC's rules and settlement bank agreements and believe
those rules provide adeguate clarity and certainty. 0CC's
rules assure members timely payment of funds owed to them by
occ. Although OCC will not pay a member if that member has not
satisfied its payment obligations earlier that day, OCC remains
obligated and will pay all other members on a timely basis.

We also believe it is appropriate to measure a clearing
organization's ability to meet its anticipated payment
obligations during normal and volatile markets (see discussion
above at item I. B.). Accordingly, we have reviewed 0OCC's
clearing fund and financing sources. Based on our review, we
believe 0CC's clearing fund and other financing sources are
sufficient. 10/ For example, OCC's payment obligations to the

9/(...continued)
when the value of those options might otherwise be used to
offset losses incurred in liquidating a defaulting
clearing member's obligations. We continue to explore
with OCC, CME and CFTC staff ways to address these concerns.

10/ OCC has increased minimum clearing fund requirements
bringing its aggregate required deposits up to $219.2
million. See Securities Exchange Act Release No. 27410

(continued...)

Page 67 GAO/GGD-90-33 Clearance and Settlement



Appendix I
Comments From the Securities and
Exchange Commission

Richard L. Fogel
January 5, 1990
Page 8

five members with the largest collects during October 1987 and,
more recently, on June 30, 1989, totaled less than $80 million
and $20 million, respectively. To meet these obligations, 0CC
maintained, among other things, a c¢learing fund (that does not
include letters of credit) that exceeded $275 million and $232
million, in October 1987 and on June 30, 1989, respectively.

Based on information contained in the Report, the CME's
clearing fund during the October 1987 market break appears to
have been less than $10 million, and since has been increased
to $35 million. As indicated above, we understand the CME has
obtained a $250 million line of credit. We are not sure,
however, if these resources, standing alone, are sufficient to
meet the CME's payment obligations during volatile markets. As
noted in the Report, on October 20, 1987, the CME owed two
clearing members approximately $1.5 billion.

c. Settlement Time~Frames

The Report notes the continued lack of coordination of
settlement times across markets., On the one hand, the Chicago
futures markets use a limited number of settlement banks (i.e.,
between four and six Chicago banks) and obtain commitments from
those banks at approximately 6:40 a.m. (CST). On the other
hand, 0OCC effects settlement through approximately 16 banks in
a number of cities in several time zones at 9:00 a.m. (CST)
(for payments 'to OCC) and at 10:00 a.m (CST) (for payments to
clearing members).

We believe OCC's arrangements facilitate the settlement
process because they permit OCC clearing members to effect
payments to OCC through banks with whom they maintain
traditional banking relationships for all of their financing
activities. Although OCC has committed to deliver morning
settlement instructions to clearing banks by 7:00 a.m. (CST)
instead of its current practice of delivering instructions at

10/(...continued)
(October 31, 1989), 54 FR 46668. In addition, OCC has
submitted a proposed rule change to the Commission that
provides for the netting across accounts of all cash
settlement obligations to be settled between it and any
clearing member to one pay or collect amount. See
Securities Exchange Act Release No. 27444 (November 15,
1989), 54 FR 48175. The proposal will decrease the number
and amount of funds transfers considerably and thereby
further decrease the likelihood that OCC would be unable
to meet its settlement obligations.
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/

J 9:00 a.m. (CST), it has not done so because many clearing
banks, particularly those in New York, are not ready to receive
instructions by 7:00 a.m. (CST). We understand that OCC would
be prepared to change its settlement time frames if the
necessary systems (e.g., Federal Reserve and member bank
payment systems) and personnel (particularly credit officers
and support staff) were available and ready to effect payments
and make credit decisions at an earlier hour. We are continuing
to explore this issue with OCC and bank regulators.

d. Futures-style margin

The Report notes that the Working Group recommended
exploration of futures-style margin as one of several ways to
: reduce intermarket cash flows. We believe the Report misstates
' our position on futures-style margining. In examining
i proposals by the CME and CBT to use futures-style margin for
i futures options contracts, Commission staff has explored the
{ benefits, costs, and risks of margining securities options as
! if they were futures. The Commission staff is concerned that
; adoption of futures-style margin for securities options could
‘ change the economics of option trading by eliminating the
ugefulness of certain strategies, such as covered call writing,
and foreclosing some market participants, such as investment
companies and insurance companies, which are subject to
investment restrictions. We believe that these changes could
eliminate as much as 30-50% of options trading activity today.
Moreover, futures-style margin, if applied to reduce initial
margin deposits, could increase the ability of long option
holders to leverage their investments and could permit holders
to control substantial positions in securities through index
options at almost no cost, possibly increasing systemic risk.

See comment 12

2. Information Sharing

Congiderable progress has been made in efforts to improve
intermarket information sharing. For example, the Securities
Clearing Group ("SCG") has been formed by several clearing
agencies for the purposes of communicating information on
common members and to explore the development of other devices
of common interest to SCG members, such as cross-lien
agreements. 11/ In addition, at the SEC's and CFTC's urging,
OCC has agreed to participate in the BOTCC's system for the

11/ A cross-lien agreement would permit one clearing agency to
recover losses remaining after liguidating a defaulting
member's account by obtaining access to the member's
clearing funds at other clearing agencies.
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routine exchange of pay/collect data among clearing

‘ organizations. We believe this is a positive step toward

| intermarket information sharing. Moreover, futures and
securities clearing organizations, clearing banks and their

| regulators meet quarterly to discuss intermarket clearing and
‘ payment system coordination issues. Also, the Working Group
‘ meets regularly to coordinate regulatory concerns. Clearing
| organizations and regulators are continuing to pursue these

| initiatives with a view toward increased information sharing
and reduced cash flows.

The Report correctly identifies that the Working Group
urged NSCC participation in the BOTCC's pay/collect information
; sharing system and that to date NSCC is not participating in
See.comment 13 that system. We believe that NSCC has raised substantial

, concerns that GAO should consider more carefully. Those
concerns include BOTCC access to confidential information about
clearing members; the possibility that futures clearing
organizations, including the BOTCC, may misinterpret
pay/collect data and take inappropriate action based on that
information; differences in settlement time frames between NSCC
and derivative markets (NSCC effects money settlement in next-
day funds during the late afternoon, derivative markets effect
settlement in the early morning hours the next day); the
: limited number of NSCC participants that are also members of
) futures clearing organizations: and other information that is
more useful to clearing organizations than the size of
pay/collect obligations.

We believe it is important for all clearing organizations
to know the business mix of their members and the professional
market participants whose trading activity is cleared through
those members; where and through whom those members conduct
business in other markets (and related clearing organizations);
whether those firms are subject to greater than normal
surveillance; and whether those firms have failed to meet their
obligations in a timely manner. To this end, the securities
clearing agencies and 0CC, through SCG, have established a
common membership list, which now includes membership data from
the futures clearing organizations. 1In addition, SCG members
have agreed to notify each other concerning common members who
are placed on surveillance or who default on their obligations,
and we have encouraged SCG to discuss with futures clearing
organizations ways to share information concerning common
intermarket clearing members. We understand SCG plans to meet
with futures clearing organizations within the next few months
and we will use our best efforts to encourage progress in this
area.
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| II. Other Matters
{ A. Trade Matching and Trade Processing Systems

‘ The Report gives the impression that stock and options

| clearing organizations had difficulties matching trades during
Now1p.2§. the October 1987 market break (pages 23-24 of the Report). 1In

| fact, trade matching systems worked well during the October
i 1987 market break and were able to process trade data without
Seeconunent14, incident. The problem lay in the ability of some execution

‘ systems to execute trades on a timely basis or the ability of
clearing members to submit trade data to clearing corporations
in a timely manner. 12/

The Report states that trade processing problems during
the October 1987 market break caused uncertainty among market
participants and caused them to question the integrity of the

'

Now p. 24. markets (page 31 of the Report). The tone of this statement is
; too strong. Although some clearing organizations were slow to
See comment 15, determine clearing members' settlement obligations, much of the

delay can be attributed to the problems on the trade execution
side and the inability of clearing members to input trade
information into the clearing organizations' systems. 1In
addition, although OCC delayed in paying its members on the
morning of October 20, 1987, we are not aware of any general
perception that 0CC might be unable to make those payments.
Therefore, while some market participants may have had some
uncertainty as to the timing of the clearing organizations'
trade processing, at least in the securities and options areas
the integrity of the markets was not guestioned.

Now p. 25. The discussion regarding trade matching and reconciliation
systems includes the Working Group's recommendation for same
day comparison but omits the Group of Thirty recommendation
that equities move to overnight comparison (page 34 of the
Report). The Commission has endorsed the Group of Thirty's

See comment 16. recommendation. To this end, we note that currently over 95%
of all New York Stock Exchange and American Stock Exchange
trades and over 90% of over-the-counter trades are now compared
before markets open on the morning after trade date. We
believe that the Group of Thirty's recommendation, while noted
in the Introduction, should also be referenced in this
discussion.

12/ See Division of Market Regulation, The October 1987 Market
Break (Feb. 1988) ch. 10 at 6-9.
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B. Clearing Organization Risk Management Systems

\

\

|

|
Now pp. 37-38. The conclusion and recommendations section of Chapter

} Three focuses on the need for further change in the equity

! clearance and settlement system, but does not address the need

! for continued improvements in futures clearance and settlement
See.comment 17. (pages 54-56 of the Report). We believe that, in light of the

1 discussion in Chapter Three, there is a demonstrated need for
i continued improvements in the settlement systems in both the
f equities and futures markets.

* % %

If this Report is issued, we request that a copy of this
letter be appended to the Report. Again, thank you for the
opportunity to comment on the Report.

Sincerely,

i~ A./ St

Rlchard G. Ketchum
Director
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The following are GAO's comments on the Securities and Exchange Com-
mission’s letter dated January 5, 1990.

1. We support SEC-sponsored legislation that directs SEC and CFTC to fos-
ter the development of coordinated and linked intermarket clearance
and settlement systems. We believe the legislation, if enacted, will sup-
port our recommendations. The expertise of both the SEC and CFTC are
needed to establish a timetable for industry action and implement Work-
ing Group initiatives.

2. These issues are addressed on pp. 45-49 of the report.

3. We agree that a uniform set of rules should be established concerning
how a bank as a creditor establishes a claim to uncertificated securities.
We support SEC rule-making authority that would preempt state laws on
perfecting a security interest.

4. The text has been amended on p. 34 to take account of these recent
rule filings with SEC.

5. We agree that clearing organizations should have liquid assets suffi-
cient to meet their payment obligations on a timely basis. Although
intraday margin pays and collects should diminish the size of any single
futures payment, original margin deposits are usually sufficient to meet
the payment obligations of futures clearing organizations. See also p. 6
of CFTC's comment letter where this matter is further discussed.

6. We concur that clearance and settlement facilities should not be
designed to facilitate intermarket trading strategies based on limited
capital and that clearance and settlement anomalies should not unneces-
sarily restrict capital availability other than for prudential reasons.

7. The text has been changed on p. 17 to indicate that market partici-
pants sometimes borrow against the value of their stock gains to cover
losses in the options or futures markets.

8. The text has been changed on p. 11 to make this point. We have

adjusted the title of figure 1 accordingly. The primary relationships in
stock clearance and settlement are as diagrammed in figure 1.
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9. The text of chapter 1 indicates that most futures exchanges are affili-
ated with a single clearing organization and that 80 percent of the
futures trade volume is cleared by Borcc and CME.

10. We agree with the SEC that cFTC should formally evaluate whether or
not market makers’ and floor traders’ participation in the occ-ICC cross-
margining pilot is consistent with segregation rules and, if not consis-
tent, the desirability of changing segregation rules.

11. The text in chapter 4 on p. 44 has been altered to indicate that occ
has submitted a rule change to SEC for review and approval to correct
the problems of late payments to clearing members.

12. The text has been altered on pp. 47-48 to reflect SEC concern on
futures-style margining of changing the economics of option trading and
possibly increasing leverage and risk.

13. See pp. 38-39 of this report where information sharing issues are
discussed.

14. The discussion in the report is about trade processing, which
includes the submission of trade data by clearing members, not just
trade matching. We have altered the text on pp. 25-27 to make this point
clearer. We agree that the primary problems were not the initial match-
ing process, but the late submission of data to that process and inade-
quate reconciliation of trades that did not match on the first attempt.

15. Reports of uncertainty have been attributed to the Brady Report,
and the text discussing loss of confidence in the markets has been
revised. See p. 25 of the report.

16. Efforts to achieve same-day comparison in response to the Working
Group recommendation will also achieve overnight comparison in
response to the Group of Thirty recommendation. The text has been
altered on p. 26 to note the Group of Thirty recommendation.

17. The text has been altered on p. 38 to indicate that federal regulators
of stock, options, and futures markets need to strengthen their respec-
tive clearance and settlement systems by further reducing or mitigating
known risks.

Page 74 GAO/GGD-90-33 Clearance and Settlement



|
\

Apggn(iix IV

Comments From the Commodity Futures
Trading Commission

|

1
Note: GAO comments
suppleménting those in the
report text appear at the
end of thi appendix.

DIVISION OF
TRADING AND MARKETS

COMMODITY FUTURES TRADING COMMISSION
2033 K STREET, N.W., WASHINGTON, D.C. 20561
(202) 254-8985
(202) 254-8265 FACSIMILE
710-822-9327 TELEX

January 29, 1990

Mxr. Richard Fogel

Assistant Comptroller General
General Government Programs
General Accounting Office

441 G Street, N.W.
Washington, D.C. 20548

Re: Report on Clearance and Settlement Reform
Dear Mr. Fogel:

The Commission has authorized me to comment on the report
("Report”) of the General Accounting Office ("GAO") concerning
clearance and settlement reform in the equities, futures and op-
tions markets. GAO endorses the recommendations of the Presi-~
dent’s Working Group on Financial Markets ("Working Group") and
the Group of Thirty. Specifically, GAO recommends that the
Working Group take an active role in appropriately implementing:
(1) a routine intermarket information sharing system to assess
intermarket risks posed by joint members; and (2) studies ex-
ploring ways to lessen intermarket cash flow pressures and to
gimplify intermarket clearing without diminishing safegquards
against financial risk.

The Commission wholeheartedly concurs that effective clear-
ance and settlement processes are vital to the proper functioning
of the financial markets. The Commission has worked continuously
since the October 1987 market break with other regulatory bodies
and self-regulatory organizations to improve those processes and
thus supports the general recommendations of the GAO.

We appreciated the opportunity to work with members of your
staff in explaining the steps taken by the Commission and the
futures markets to improve clearance and settlement systems. We
believe that certain aspects of the Report can benefit from ad-
ditional information. Our comments on the Report are set forth
below.

A. Information Sharing

Information sharing has long been a Commission priority. 1In
tinancial rule enforcement reviews since 1985, Commission staff
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! has recommended that exchanges explore means of routinely ob-
taining information on members with exposures in more than one

i market. The Board of Trade Clearing Corporation ("BTCC") pay and
| collect data-sharing system was well along in development prior

; to the October 1987 market break, and the Commission’s large
trader position database has been in place since 1937.

Routine sharing among futures clearing organizations using
the BTCC data-sharing system went on line in October 1988, and
has proven to be an invaluable tool. The BTCC developed this
system at its own expense and operates it on a costs only basis.
The Commission has sought to obtain participation by securities
clearing organizations in this system for approximately two
years. The Options Clearing Corporation ("OCC") began to par-
ticipate in October 1989, after signing an agreement to partici-
pate in May 1988. The National Securities Clearing Corporation
("NSCC") continues to decline to participate.

The Commission has also been developing a position database,
which would use data from the Commission’s large trader reporting
system, that would include information about positions of clear-
ing firms across futures and futures options markets. This sys-
tem should be operational in mid-1990. While the system will
initially use data concerning futures positions, this system
could incorporate securities data as well and the Commission has
offered OCC the opportunity to participate.

OCC and NSCC have expressed concerns about protection of the
confidentiality of the data in the BTCC system. Their concerns,
however, seem unwarranted based on actual experience with the
system and the extensive confidentiality provisions agreed to by
its users. BTCC officials advise that as an operational matter
each participating clearing organization has access to the pro-
cessed pay and collect and surplus and deficit information on its
own members within minutes of any other participant. The BTCC's
computer center receives the data directly from various clearing
organizations’ computer centers. This information is then pro-
cessed and stored in the BTCC’s computer disk where it is acces-
sible at precisely the same moment by all clearing organizations
with terminals linked directly to the BTCC’s computer center.
Thus, any clearing organization with a terminal can access the
information at approximately 5:30 a.m. each day.

See comment 1. The suggestion that the BTCC has earlier access to this in-
formation is erroneous. 1In addition, OCC'’s claims that the BTCC
system would encourage a "race to the bank" by multiple clearing
organizations seeking to receive security in preference to each
other seem inconsistent with OCC’s decision not to synchronize
its daily settlements with the earlier settlements of the Chicago
Mercantile Exchange ("CME") and BTCC. Despite recommendations of
the Working Group for harmonization of settlement timeframes, OCC
continues to collect its settlements at approximately 9:00 a.m.
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! each morning and pays at 10:00 a.m., although the CME and BTCC

i collect and pay settlements before the markets open at 7:20 a.m.
( In connection with the CME/OCC cross margining program, the Com-
i mission has suggested that OCC collect and pay out funds contem-
| poraneously. This would facilitate netting procedures at common
! banks and assure that cross-margining actually results in a re-
| duction in the number of payments made.

Seeconv%entZ. The OCC's statements about the operation of the BTCC infor-

! mation sharing system are incorrect. If OCC’s allegations are to
be published with the Report, BTCC should be provided the oppor-
tunity to respond to them.

B. Timely Paymepts

Now p. 50. The Report contains a recommendation on page 76 that the
Securities and Exchange Commission ("SEC") and the Commission
ensure that appropriate mechanisms are in place to assure that
payments required by clearing members and clearing organizations
See comment 3. are made within established timeframes. We believe that the ob-
jectives underlying this recommendation have largely been
achieved. Intra-day variation payments and collections have been
made routine since October 1987 and CME'’s settlement software can
accommodate payments made with securities as well as cash. Such
enhancements have largely solved any problems which might have
existed regarding timely payments. Indeed, market participants
have informed us that making routine intra-day variation payments
and collections by clearing members is one of the single greatest
improvements in clearance and settlement processes since October
1987,

Another improvement in this area is the revision of settle-
ment agreements between clearing organizations and banks. As of
October 21, 1988, the BTCC, the CME and each of the four Chicago
settlement banks 1/ entered into uniform settlement agreements
which are intended to clearly specify the obligations of the
parties with respect to the honoring of settlement instructions
received from the clearing organization and the timing and fi-
nality of payments between clearing members and the clearing or-
ganizations. The agreements require each clearing bank either to
pay member obligations through irrevocable credits to the re-
spective clearing organization’s account or to inform the re-
spective organization that the payment cannot be processed by a
time certain before the opening of regular trading hours.

1/ The CME entered into agreements to add two settlement banks
in New York in July 1989.
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! The Report makes only passing reference to these develop-
i ments in discussing payments to clearing members by the CME on

| October 20, 1987. The CME opened for trading on time on that

i date and all clearing members were paid within the legal time-

j frame, that is in "same day funds,” although it is true that

! payments to two clearing members occurred later than usual. The
! Commission’s Division of Trading and Markets addressed the cir-
cumstances related to this matter on pages 55-56 of its Follow-up

, January 6, 1988 ("Follow-up Report"). The
problem was largely caused by the fact that settlement banks did
not receive accurate instruction sheets at the usual hour because
certain non-cash intra-day variation payments made on October 19,
1987 were not accommodated by existing software and therefore
were not reflected in the October 20 variation calculations.
Intra-day variation payments and collections have since been made
routine, the applicable software has been modified, and this
problem has not recurred.

To assure effective, stable operation of clearance and set-
tlement systems, receipt of final, irrevocable payment commit-
ments is the critical fact. When payment commitments have fi-
nality and those commitments are honored through payment of same
day funds, as occurred on October 20, market participants should

: have no cause to question the viability of the clearance and
See comment 5. settlement system. To the extent that market participants are
encouraged to believe that isolated delays in their receipt of
funds constitute a basis for questioning the soundness of the
system, they may be encouraged to take precautionary measures,
such as delaying their own payments to customers or clearing or-
ganizations, which could have adverse impacts upon the market as
a whole. 1In addition, we do not believe that any evidence has
been developed that the incident created a general lack of con~
fidence in the futures markets, as the late payments only came to
public light well after the actual event. 2/

2/ The SEC comment letter alsc makes repeated reference to this
Sed comment 6. incident, implying that the CME payments referred to may
have been delayed because CME was unable to make such
payments and questioning whether the CME has adequate
resources to weather future market crises. The SEC fails to
note, however, that in addition to the fact that all
payments were made by the CME on October 20 in same day
funds, standing original margin on deposit at the CME
exceeded by billions of dollars the variation margin
payments made during October 1987. See Table 5, Follow-up
Report at page 66(a). Margin is the first line of defense
in a volatile market and while we have encouraged efforts by

(Footnote Continued)
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See comment 7. The Report states that settlement bank payment confirmations

\ were over an hour late for thirteen clearing members. The CME
has advised Commission staff that only one such confirmation was
over an hour late. Follow-up Report at 44. BAll confirmations
were received before the market opened.

C. Risk Assessment

|
Nowtpp'4knd29. BExisting risk assessment tools are referred to at pages 5

k and 50 of the Report. We believe that a complete asgsessment of a

‘ firm’s financial risk would require development of mechanisms
See commient 8. whereby clearing organizations have access not only to data on
regulated markets such as securities, stock options and futures,
but to data on unregulated activities such as foreign exchange
transactions and bridge financing as well. Both the CFTC and SEC
have been seeking legislation addressed to obtaining additional
information related to assessing the exposures of holding company

|
|
[

g systems.
| D. Reduction of Cash Flows
NOWF117é We are concerned that there is an assumption on pages 22-23

of the Report that preservation of intermarket strategies is more
important than prudential concerns. Margin and capital require-
See comment 9. ments are intended to reduce systemic financial risk, and imple-
mentation of margining systems which result in symmetric cash
flows may ease pressures on third party lenders. The feasibility
of such measures should be assessed and requlators should deter-
mine whether it would be sound public policy to adopt futures-
style margining systems. Such a system need not be mandated for
markets in which it would not be appropriate or desired. In any
event, the overall health and preservation of the financial mar-
kets should take precedence over the implementation of any

(Footnote Continued)

the CME and other clearing organizations to augment and make
more liquid their guarantee funds, such funds should not be
considered as a substitute for prudential margin levels.
Such levels proved adequate during October 1987 and again in
October 1989 under very stressful conditions. Suggestions
that the CME is not financially able to meet its obligations
under volatile market conditions cannot be supported by an
objective assessment of CME's actions, contingency plans and
capabilities. The CME's payment record on October 20, 1987
might be usefully contrasted with that of the OCC which, as
the Report notes, made late payments to all of its clearing
members on that date, even though OCC’s payments are due
later in the trading day than CME's payments because of
0CC’s midmorning settlement.
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particular trading strategy. We believe that the SEC comment
letter (footnote 4 at page 3) makes essentially the same point.

| E. Clearing Funds and Use of Letters of Credit

| Commission staff supports the GAO’s recommendation that the
SEC and CFTC assess the adequacy of clearing organizations’ use
| of letters of credit in their guarantee funds. Futures clearing
organizations have made improvements in this area, including the
| CME’s elimination of the use of letters of credit in its guaran-
tee fund and increases in the size of its guarantee fund. The
CME has also modified the basis on which it calculates guarantee
deposit requirements from a flat rate to a risk-based rate based
upon average daily margin requirements for the clearing firm. We
will continue to encourage and facilitate further enhancements of
this nature.

See comment 10. The Report would be improved by inclusion of a discussion of
i the different functions performed by equities clearing guarantee
funds and futures clearing guarantee funds. When these differ-
ences are analyzed, equities clearing guarantee funds appear more
comparable to initial margin deposits in the futures markets than
to futures clearlng guarantee funds, which provide a financial
integrity cushion in addition to initial margin deposlts. The
NSCC, for example, does not require initial margin deposits.
NSCC clearing firms are reguired to make deposits to NSCC's
clearing fund based upon a formula that reflects the firm’s set-
tlement exposure calculated on a daily basis but generally col-
lected only on a monthly basis. By contrast, futures clearing
organizations calculate and collect margin based upon settlement
exposure at least on a daily basis, such that clearing member
margin deposits accurately reflect the risk of their outstanding
positions. Futures clearing organizations maintain guarantee
funds that stand as an additional protection, in the event that
margin deposits of a failed clearing firm prove inadequate to
cover a default.

The SEC’s comments concerning the possible insufficiency of
the CME guarantee fund ($36 million in cash and U.S. Treasury
securities, supplemented by over $250 million in lines of credit)
in periods of volatile markets appear to equate futures guarantee
funds, which augment protection afforded by margin deposits, with
those of equities clearing organizations, which may, in effect,
substitute for margin deposits. For example, the SEC expresses
concern that the CME quarantee fund would be inadequate in the
context of payment obligations of the magnitude of $1.5 billion
total payments owed two firms on October 20, 1987. However, on
October 20, the CME held original margin deposits of over $4
billion, in addition to its guarantee fund.
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Now p. 25.

See comment 12.

Now p. 50.

See comment 13.

Mr. Richard Fogel
Page 7

In reviewing the adequacy of clearing guarantee funds, the
length of the settlement cycle is .also a key consideration. As
the Group of Thirty clearance and settlement study and other
analyses of settlement systems have concluded, risk increases
with the length of the settlement period. The shorter the period
between trade execution and settlement, the lower the risk of
default. Consequently, the five-day or greater settlement period
in the equities markets entails a far greater risk of default
than the one-day settlement period of the futures markets, par-
ticularly when accompanied by the now routine intra-day collec-
tion of margin in the futures markets. It may be constructive to
review whether the security available to the equities markets-’
clearing organizations, whether characterized as margin or guar-
antee funds, is adequate to address the risks of the five-day
equity settlement cycle.

F. Trade Processing

The first sentence of the first full paragraph on page 25 of
the Report states that "[p]rocessing of information about trades
and payment was a problem in the stock, options, and futures
markets." There is also the implication in Chapter 2, and par-
ticularly at the top of page 33, that there were trade processing
problems in the futures markets. There was no evidence of any
problems in the futures markets with respect to trade processing
and the text of the Report only discusses problems in the secu-
rities market and at the OCC. Therefore, we believe all such
references to trade processing problems in the futures markets
should be removed from the Report.

G. Qther Matters

The conclusion on page 76 of the Report that recommendations
designed to reduce cash demands "could rectify problems which
pose great risks to clearance and settlement systems" overstates
the situation. It should be stated that potentially such recom-
mendations could result in measures to rectify or reduce those
problems. This raises a more general point, to which we have
previously alluded. The Report appears to focus on liquidity
issues to a greater extent than it does on issues of financial
integrity and risk management. There is often a trade-off be-
tween liquidity and protection against risk. The Report consis-
tently emphasizes liquidity over solvency as a paramount objec-
tive.

We note that on page 6 of the SEC comment letter, the SEC
appears to be urging the Commission to permit bank financing in
connection with the CME/OCC cross-margining program as a way to
expand the benefits of cross-margining. Banks have expressed
concerns to us regarding such a pledge program and the Commission
is considering the interests of all parties from a public policy
and regulatory perspective. We further note that we have
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j requested OCC to provide an analysis of the bankruptcy implica-
i tions if cross-margining were expanded.

\ We further wish to note that the GAO is correct in recog-

Now!p. 16. nizing the Commission’s authority over futures clearing organ-
1 izations on page 20 of the Report. The Commission’s authority in
See comment 14, this area is clearly established and has been vigorously exer-

| cised. See, e.4.,

| States, (1977-1980 Transfer Binder) Comm. Fut. L. Rep. (CCH)

§ 20,534 (D.D.C. Jan. 11, 1978), aff’'d, No. 78-1263 (D.C. Cir.
1979). Thus, the suggestions of OCC and NSCC that the Commis-
sion’s authority over futures clearing organizations is not es-
tablished and that the absence of such authority impedes coordi=~
nation of clearance and settlement procedures among futures, eg-
uities and option markets, are erroneous.

The largest and most sudden market adjustment since October
1987 occurred during the period of October 13-16, 1989 and the
clearance and settlement systems performed in a quite stable
manner. The latter period is apparently outside of the scope of
the Report, which is unfortunate because it presented a nearly
ideal context in which to measure the adequacy of changes in
clearance and settlement systems and the regulation thereof since
October 1987.

We thank you again for the opportunity to comment on the
Report and reiterate our support for its recommendations. When
the Report is issued, please include a copy of this letter as an
Appendix thereto.

Very truly yours,
'AA‘/IU\, //l/l &,/Mw//%

Andrea M. Corcoran
Director
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The following are GAO’s comments on the Commodity Futures Trading
Commission’s letter dated January 29, 1990.

GAO fComments

|
J
|

1. Comments on the Borcc information sharing system are discussed in
detail on pp. 37-38 of the report.

2. Because soliciting additional comments would delay issuance of the
report, we have decided not to allow BOTCC an opportunity to respond.

3. Although we acknowledge that improvements made in intraday pays
and collects and revised settlement agreements have improved the time-
liness of payments, the adequacy of available clearing member credit to
support timely payment is not clear. Given the uncertain nature of clear-
ing member credit arrangements, timely payment by clearing members
continues to be an open question.

4. Improvements in intraday variation payments and collections and in
settlement agreements are discussed in detail on p. 42.

5. We agree that isolated delays in the receipt of funds by a clearing
member from a clearing organization should not constitute a basis for
the clearing member to delay payments to customers or clearing organi-
zations. In addition, we do not take a position on whether there was or
was not a general loss of confidence in the clearance and settlement sys-
tems on October 19 and 20, 1987. We attribute reports concerning lack
of confidence in the clearance and settlement system to the Brady
Report.

6. We agree that original margin on deposit at CME was adequate to meet
variation margin payments to clearing members.

7. We have altered the text on p. 41 to indicate that 13 settlement bank
confirmations were between 30 minutes and 1 hour late. Four confirma-
tions were over 1 hour late.

8. We agree that this is an interesting and important issue deserving fur-
ther study. However, it is not within the stock, options, and futures mar-
ket scope of this report.

9. We concur that clearance and settlement facilities should not be
designed to facilitate intermarket trading strategies based on limited
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capital and that clearance and settlement anomalies should not unneces-
sarily restrict capital availability other than for prudential reasons.

10. While this distinction is interesting, it is not necessary to include it to
understand the changes made by clearing organizations to their guaran-
tee funds since the October 19, 1987, market decline.

11. We agree that all clearing organizations should continually reassess
whether their risk-management techniques and funds are adequate for
their settlement cycle.

12. Chapter 2 has been altered to focus exclusively on trade processing
improvements in securities markets. It does not contain a discussion of
trade processing problems in futures markets.

13. We agree that liquidity should not be improved at the expense of
solvency. We have amended our second general recommendation to note
this concern. We say that studies exploring ways to improve liquidity
and simplify intermarket clearing should be completed and acted upon
without diminishing safeguards against financial risk. See our discus-
sion of the issue on p. 51 of the report.

14. cFTC’s authority over futures clearing organizations is discussed on
p- 21 of the report.
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end of this appendix. l\]’C‘ National Securities Clearing Corporation
te- Sueet New York. NY 10041

| <. 510-0443
\ Teiex No& 5106001991 NSCC NYK

| Robert J. Woldow
I

A Garera Cian

December 22, 1989

Richard L. Fogel

Assistant Comptroller General

General Government Division

United States General
Accounting Office

Washington, D.C. 20548

Re: Clearance and Settlement Reform:
The Stock, Options, and Futures
Markets Are Still at Risk. Draft
Dated November 21, 1989.

Dear Mr. Fogel:

National Securities Clearing Corporation (NSCC), is pleased to
submit the following comments regarding the latest draft of the
above captioned General Accounting Office (GAO) report evaluating
the sufficiency of industry and federal regulator actions in
response to cledrance and settlement recommendations made by the
President's Working Group on Financial Markets after the October
1987 stock market crash. As a general commentary, this draft is
a factual improvement over previous drafts which we have had the
privilege of reviewing. However, as noted below, several factual

! inaccuracies remain, and should be corrected, and NSCC is still
See comment 1. concerned that the continued use of such phrases as "many

‘ clearing organizations" or "some clearing organizations" when
referring to derivative market clearing organizations who
experienced problems, casts a cloud over the stock clearing
organizations in general and NSCC in particular, who did not
experience the problems referenced. Further, we have noted below
events which have transpired with which you may wish to update
your report.

Now p. 4. Executive Summary =~ Principal Findings, page 5. You state in the

second paragraph, line 9 that:

To obtain complete assessments of a firm's exposure,
clearing organizations would need to share information among
their counterparties in other markets, but there has been
limited progress in this area. (emphasis added)
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Seeg1 comment 2,

See comment 3.

'

Richard L. Fogel Page 2.

We know the GAO is aware that corporate securities, options and
index futures activity is for many of the thirty plus firms, you
reference as participating in all three markets, only part of
their overall activity. Commercial paper, foreign equity and
debt and foreign exchange activity are examples of other such
activity. Would not the reader be better served if you were less
broad in your findings and simply stated "To obtain an expanded
view ...".

and Settlement Process. In the second full paragraph on page 12,

you state that:

Those exercising their options can do so through one of the
three stock clearing organizations and their associated
depositories.

In fact, firms exercising their options do so through The Options
Clearing Corporation (OCC). OCC then assigns the exercised
options to counterparty members of OCC and transmits paired
instructions for the movement of the underlying securities to one
of the three stock clearing organizations. Wwhen the stock
clearing organization incorporates these security deliver and
receive instructions into their systems, they become guaranteed
by the stock clearing entity. While actual movement by book-
entry of the underlying securities may take place at the
depository pursuant to instructions from the stock clearing
organization, such may not be required if the deliver and receive
instructions net with existing equal and opposite receive and
deliver obligations at the stock clearing organizations.

- io Settle
Systems. In the first sentence of the beginning paragraph of
this section on page 17 you state that:

Because of the potential impact that a poorly operating
system could have, clearance and settlement regulation is
the responsibility of the Securities and Exchange Commission
(SEC), the Commodity Futures Trading Commission (CFTC), and
the Federal Reserve System (FRS).

This seems to imply that regulation was imposed to either correct
poorly operating systems or prevent operating systems from
deteriorating. Rather, at least with respect to securities, the
following findings of Congress were codified as part of the 1975
Acts Amendments to justify direct SEC oversight over securities
clearing agencies (Sec. 17A.(a) (1)):
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i (A) The prompt and accurate clearance and settlement of
| securities transactions, including the transfer of
| record ownership and the safequarding of securities and
| funds related thereto, are necessary for the protection
| of investors and persons facilitating transactions by
{ and acting on behalf of investors.

! (B) Inefficient procedures for clearance and settlement
\ impose unnecessary costs on investors and persons
facilitating by and acting on behalf of investors.

3 (C) New data processing and communications techniques
create the opportunity for more efficient, effective,
and safe procedures for clearance and settlement.

(D) The linking of all clearance and settlement facilities
and the development of uniform standards and procedures
for clearance and settlement will reduce unnecessary
costs and increase the protection of investors and
persons facilitating transactions by and acting on
behalf of investors.

Now p. 15, In this last paragraph of the same section of your report
appearing on page 18, you state that:

In the stock, options, and futures markets, the structure of
regulation is such that self-regulatory organizations
(SRO) ~-the clearing organizations and the exchanges--are the
primary regulators and the federal regulators oversee the
actions of the SROs to determine whether or not they are
functioning in accordance with regulations and the law.

i While you are correct that in the stock and options markets,
clearing organizations and exchanges, as self-regulatory
organizations (SRO), are the first line regulators and the
federal regulators oversee their actions, the use of the term
See comment 4. "self-regulatory organization" is one, at least with respect to
clearing organizations, that we thought was distinct to the
securities laws. We understood regulation of futures clearing
entities, whether separate corporations or divisions of futures
exchanges, was subject to indirect regulation by the CFTC through
the futures exchanges themselves. We understood that former SEC
Chairman Ruder had suggested that Congress grant specific direct
oversight to the CFTC for commodities clearing organizations to
place such at an equal regulatory level with securities clearing
organizations.
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Richard L. Fogel Page 4.

| This distinction can be seen under "The SEC Regulates Stock and
qu;116A Stock Options Clearance and Settlement", on page 18 where you
r state that:

\ Through rule reviews, the SEC examines proposed clearing
agency rules for their consistency with the i
and regulations issued by the SEC. (emphasis

added)
and, in your section "CFTC Regulates Futures Clearance and

In rule reviews, CFTC examines proposed exchange and
clearing organizations rules for consistency with CFTC

dqujdance. (emphasis added)

- i i i oblens.
Naw pp. 18-19. In the last sentence in the text on page 23 and continuing on to
| page 24, you state that:

|
|
|
\
NJW;116. Settlement", on page 19 where you state that:
|
|

Trade data entry systems of member firms, exchanges, and
‘ matching systems were not always able to process trade data
See comment 5. guickly and accurately. For example, the percentage of

: stock trades that did not match on price or quantity doubled
during the crash.

Your statement implies that the "matching system" at NSCC was at
fault, while in reality, this was not the case. Where both sides
were correctly and timely submitted, such trades matched. As to
the increase in the uncomparison rate, while part of it was
caused by erroneous submissions, the primary reason for this
increase was the lack of submission to NSCC of one side to the

transaction.
apt - SS E - e
Now p. 25. Systems. 1In the first sentence of this section beginning on page
31, you indicate that:
See comment 6. Stock market clearing organizations . . . had trade

processing problems during the crash but are in the process
of improving their systems.
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| As indicated in prior discussions and written comments, we
[ disagree with your statement that stock market clearing
i organizations had trade processing problems. True the market
i places had certain of their automated trading systems experience
i delays. True some member firms experienced problems in
| forwarding trading information to NSCC. And, true some trade
information which did not match, because either no counter-side
information was submitted or counter-party information differed,
‘ was not timely reconciled by member firms. However, the trade
? matching systems of NSCC performed exceptionally well. And,
‘ matched trades were efficiently netted and the resulting netted
obligations completed settlement at rates in excess of the then
year-to-date average.

The major problem continually referred to, both in this section
and in your section "Trade Matching and Reconciliation Systems
are Being Improved", was the timely reconciliation problem noted
above. This is a procedure which takes place after our matching
system reports back items to a submitting firm for which no
counter~side match was received (uncompared trades) or items
reported by NSCC to a firm which had not submitted matching data
(advisories). Once the firms reconcile these unmatched items,
they resubmit them to NSCC for processing. All three
marketplaces undertook steps to facilitate the members'
reconciliation process. The status of such marketplace steps is
described in Attachment A. 1In addition, in order to afford
members an earlier opportunity to receive information, and take
corrective action with respect to those items which do not
Seep. 26. initially match, NSCC accelerated its submission and output
requirements for its members. The status of these NSCC steps is
also described in the Attachment.

We would hope that you incorporate these status descriptions in
your report.

Now p. 28. Chapter 2 -~ Conclusjon. The last sentence of this paragraph on
page 40 states:

These efforts should facilitate attempts to shorten the
ntfck settlement cycle as recommended by the Group of
Thirty.
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While this statement is correct, you do not provide the reader
| with the basis upon which you render this conclusion. As
! discussed with you previously, aside from the problems of the

| U.S. mail which delays customer deliveries of money and/or

| securities, it has always been recognized that the current T+5
See comment 7. settlement cycle could not be shortened until unresclved trades

| could be reconciled and then included within the normal
; processing stream for settlement. Earlier trade submission
) requirements for wmatching and an automated reconciliation
I facility enhance the potential for earlier settlement from a
i systems perspective. As, however, the U.S. G-30 Working Group
indicated in their November 22, 1989 letter to the Street, there
are many more significant issues to T+3 settlement that need to
be addressed.

- N
W_- NS s int t
‘ i . On page 45 in the last sentence of the
Now pp. 31-32. first full paragraph under this heading, you state that:

Since the market break, NSCC has maintained its member
capital requirement of $75,000, which is higher than the
$25,000 minimum established by the SEC.

NSCC does not require $75,000 in capital from its members. NSCC
reguires that its members maintain $50,000 in capital in excess
of whatever the member's capital requirement is as established by
the SEC and the member's Designated Examining Authority (DEA).
See comment 8. Thus, if the Commission only required a firm to maintain $25,000
in capital, then NSCC would require the firm to have at least
$7%,000 in capital. The SEC Capital Rules, however, vary by the
type of business in which a member is active. Thus, if a firm is
required by the SEC and/or its DEA to maintain $1 million in
capital, the firm's NSCC capital requirement would be $1,050,000.

- s vi ity. In
the second sentence of the first full paragraph under this
heading, you indicate that:

A default occurs when a member fails to pay for losses it
incurred in the marketplace.
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While we cannot speak for the options or futures markets, a
See comment 9. default at NSCC occurs when a member fails to pay NSCC its money
balance due for the net of securities delivered to it by NSCC and
| the securities it delivered to NSCC. This is a major difference
! between the equities and derivative markets where the former is
j payment for the receipt of an actual instrument as compared to
; payments for market movements, the profits or losses referred to
in your above quoted sentence.

f - jons Review i nte
Now pp. 33-34. Funds. Please update your description on page 48 regarding NSCC
to include the following two events:

) On October 25, 1989 NSCC filed SR-NSCC-89-16 with the
Securities and Exchange Commission. The purpose of the
proposed rule change is to modify the amount of a
Member's Clearing Fund Required Deposit that may be
collateralized by letters of credit. Specifically, the

: rule change will increase the minimum cash contribution

See commient 10. for those Members who use letters of credit from
' $50,000 to the greater of $50,000 or 10% of their
Clearing Fund Required Deposit, up to a maximum of
$1,000,000. 1In addition, the rule change will provide
that only 70% of a Member's Required Deposit may be
collateralized with letters of credit. The intended
effect of the rule change is to increase the liquidity
of the Clearing Fund and limit exposure to NSCC of any
unusual risk from the reliance on letters of credit.

This is a goal that the Commission has endorsed to
insure the liquidity of the clearing system in the
event of a major Member insolvency, catastrophic leoss,
or a major settlement suspense.

The net effect of this rule change, if approved by the
SEC, will be to increase, based on current estimates,
the current cash and government obligations in the
Clearing Fund today from $100 to $150 million. The
total fund today is in excess of $400 million.

o On December 7, 1989, the Board of Directors of NSCC
unanimously voted to accept a commitment letter from
Bankers Trust Company which would provide NSCC with a
committed line of credit of $200 million.
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; The net impact of these above two actions converts the
i NSCC Clearing Fund, which today is composed of only 25%
f of what could be truly called liquid assets, into a
} Clearing Fund which is over 75% liquid.

Chapter 3 - The Securitjes Clearing Group isg Improving
Now p. 37. Information Sharing. 1In the first sentence on page 53 under this
1 heading, your report states that:

According to SEC, the stock and options clearing
organizations created the Securities Clearing Group (SCG) in
1988 in an effort to establish a formal information-sharing
system.

; While not wishing to be in conflict with what the SEC may have
i advised you was the purpose in forming the 8CG in 1988, NScC
See comment 11, would wish to point out that it was NSCC who spear-headed the
: formation of this group following the Market Break of 1987, and
: it is NScC today who currently chairs this organization.
Further, information sharing is but one of the many goals of this
Now p. 37. group most of which appear in your report under this section on
page 54. And, the SCG is not planning to explore these various
areas but is in fact doing significant work in the creation of a
central data base and several of the other items listed.
Now p. 37. - . In the first paragraph on page 54 under
this heading, you state that:

Although federal regulators and SROs have made progress in
implementing intra-market or market specific
recommendations, they need to do more to reduce risk by
strengthening the stock clearance and settlement system.

We respectfully suggest again that the stock clearance and
settlement system per se worked, in 1987 and works today,
See comment 12, exceptionally well. Perhaps, what you had intended to say is
that federal regulators and SROs need to strengthen the stock
clearance and settlement system by further reducing or mitigating
known risks.

- (o]
\Y Vv -
o] s s fo i
Paymept and Credit. In the first sentence, you indicate that:
See comment 13. Stock . . . market participants rely on commercial banks to

pay and collect funds for their market transactions.
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Richard L. Fogel Page 9.

The word "Stock" should be omitted. This is a description of the
payment system for options and futures.

apter 4 e ¥ enbers were Late Pavin h aring
Now p. 41 Oraganizations Quring the Crash. In the second sentence of this
section on page 59, you state that:

! In addition, three NSCC clearing members, one which was also
an OCC clearing member, defaulted or withdrew from the
clearing organization or depository membership.

While this sentence is factually correct, without saying more it
could lead the reader to perceive that there was a major
settlement crisis at NSCC. As you have been advised, two of the
See commient 14. three members were either in a credit position or had clearing
fund deposits to cover their settlement debits. Only one of the
members defaulted and the net total loss to NSCC who guaranteed
over $126 million worth of stock transactions for this firm was
less than $400,000. A small amount when one realized that NSCC
had over $440 million worth of Clearing Fund backing it up.

= = 4 by Q.4 5 a{clelbie]- - e LeqQ 1< Members
Now p. 48. with Intermarket Positions have not Led to Reform. On page 65
under this heading, in the paragraph beginning with "Exploring
other arrangements between clearing organizations...", you omit
. the fact that each of the stock clearing organizations today have
See comment 15. either, combined and netted settlements between themselves and
their affiliate depositories, or established cross-endorsement
. programs which have the same effect. This fact should also be
Now p. 47. referenced in the last paragraph on page 67. Further, your last
Now p. 47. sentence of the paragraph on page 65 states that:

; According to BOTCC officials, netting already exists when a
See comment 16. clearing member uses the same bank for settlement activity
at different clearing organizations.

Unless you are referring only to futures clearing organizations,
this statement is potently incorrect. If netting in fact takes
place at the clearing bank, how can the biznk retain the legal
right to accept a credit from one clearing agency for a member
and refuse to pay a debit balance for the same member to another
clearing agency. How, further, are obligations due at €:30 a.m.
Chicago time in Fed Funds netted with afternoon settlement
obligations in next day Clearing House Funds. Netting of
settlement payments can only truly take place when times, forms
of funds, and legal obligations with respect thereto are
conformed by all parties. This realization comes to light only
when thoughtful analysis is made of the problems, which the ScG
is attempting to do, and consensus and agreement on solutions is
reached.
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Richard L. Fogel Page 10.

In responding to your request for comment on your previous draft,
we forwarded a very detailed mark-up of your report. While some
of our corrections were incorporated, some were not.
Accordingly, our comments this time attempt to only address broad
areas, rather than attempt to catch every factual inconsistency.

We trust the above has been helpful to the GAO, and stand ready
to discuss in greater depth our comments, at your convenience.
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Attachment A.

NEW LISTED CLEARANCE SYSTEM
{Implemented August 18, 1989)

Locked-in Trade Processing

Between 6:00 p.m. and 8:00 p.m. on the evening of each trading
day, NScC receives locked-in trades from the NYSE and Amex
trading systems. NSCC's T-Contract process then passes the
locked~in transaction data to NSCC's surveillance, billing, and
pending trade systems before reporting the results in print and
machine readable form to the members which usually occurs between
10:00 p.m. and Midnight the same day. [n.b. NSCC's stated output
time to participants is Midnight.)

Night of Trade Date (NTD)

While the T~Contract system is processing, and completely
independent of that function, the NTD process begins at
approximately 5:00 p.m. on the evening of trade date. At this
time, participants may begin to submit trade input for trades
other than from NYSE and Amex trading systems. The system is
capable of receiving multiple (regular-way) transmissions from a
single member firm for these trades before the scheduled T+l 2:00
a.m. cutoff. Also at 5:00 p.m., NSCC initiates concurrent
editing, providing enough participant data is received, to begin
the immediate matching process.

As participants' data is received, transactions are edited and
then processed through the immediate multi-part audit trail
match. In addition to the normal trade matching criteria, such
as security, price, quantity, and clearing broker, the audit
trail match also uses the executing badges, contra executing
badges and time of execution within a two minute window to
compare the trades. After all editing and immediate matching is
completed, transactions are processed in the final match. The
final match is an exact share quantity match using audit trail
data when possible but not required, trade gquantity
summarization, suggested name and partial suggested name.
Partial suggested name applies only to an omnibus account and a
specialist.

After the final match is completed NSCC generates a Results of
Comparison, or ROC file, for each exchange. The exchanges use
this file to build their data base of uncompared transactions for
subsequent member firm on-line trade resolution. The exchange
systems are usually open for business at 7:00 a.m. on T+l.
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Attachment A. Page 2.

To accommodate participants who miss the 2:00 a.m. deadline and
the final match, NSCC developed a safety net feature. The safety
net consists of sending the late data, after it has been edited,
to the respective Exchanges' trade resolution system the morning
of T+1l. NSCC and each exchange monitors the use of this
mechanism to ensure it is not abused.

Shortly after the ROC files are created for the exchanges, member
firm machine readable and print output is available. This
usually occurs anywhere from 3:00 a.m. to 4:00 a.m. on T+1l. The
actual hard copy print output is also distributed to the member
firms by approximately 7:00 a.m..

Adiust £ .

Beginning approximately 7:00 a.m. each business day participants
begin accessing the NYSE and Amex on-line terminal based
correction systems. (The NYSE system became fully operational
with trades of July 18, 1989 and the Amex system with trades of
November 24, 1989.) Currently, P&S corrections are submitted on
T+1 while floor adjustments are processed on T+2. The NYSE and
Amex plan to move the floor adjustment process to the afternoon
of T+1 sometime in the first quarter of 1990.

Regardless of what day adjustments are processed, the results are
transmitted back to NSCC in the evening of the same day,
processed between 6:00 p.m. and 6:30 p.m.. NSCC then reports
these adjustments back to the participants by approximately 8:30
p.m. that evening in machine readable and print format. All
compared transactions are then pended for settlement in either
CNS or the Balance Order Accounting System depending on the
securities eligibility for book-entry movement.

OTC COMPARISON CYCLE ACCELERATION
(Implemented on May 5, 1989)

On May §, 1989 NSCC enhanced its Over-The~Counter (OTC) Clearance
System by implementing a Night of Trade Date (NTD) initial match
routine, moving up the trade resolution process one day. The
locked-in trade process was also modified to accept additional
locked-in trade input from the NASD's Automated Confirmation
Transaction (ACT) service. (The ACT system allows participants
to lock-in all the post execution steps, i.e., reporting,
comparison, and sending locked-in trades to the clearing
organization or in this case, to NSCC which is the hub processor
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for all securities clearing corporations.) OTC Comparison Cycle
Acceleration was developed in conjunction with the NASD's ACT
system. The NASD plans to implement ACT in stages which began
with a pilot with trades on November 17, 1989,

To accomplish the NTD matching, participants are regquired to
submit their non-system trade input before 2:00 a.m. on T+l. By
enhancing the its OTC system, NSCC was able to remove system
interdependencies between the NTD match and the adjustment

process.

Adjustment Processing

The implementation of the OTC cycle acceleration allowed NSCC to
distribute the results of comparison to the NASD's Trade
Acceptance and Reconciliation Service before 8:00 a.m. the
following day (T+1). TARS is a terminal based system that was
implemented by the NASD in the Summer of 1983 to automate the
trade correction process. It has been operational ever since.

Page 97 GAO/GGD-90-33 Clearance and Settlement




Appendix V
Comments From the National Securities
Clearing Corporation

The following are GAO’s comments on the National Securities Clearing
Corporation’s letter dated December 22, 1989.

1. The use of the word ‘““‘some” in the executive summary and first chap-
ter is for the purpose of brevity. Chapters 2 through 4 identify the orga-
nizations referred to in the overview and first chapter.

2. The text of the executive summary has been altered on p. 4 to reflect
NSCC'’s suggestion.

3. occ has suggested new wording here, which we have adopted on p. 11.

4. CFTC also uses the term “self-regulatory organizations.” The Commod-
ity Exchange Act is not explicit on CFTC oversight of futures clearing
organizations. However, CFTC claims direct regulatory authority over
clearing organizations by defining “‘contract market,” over which it has
clear regulatory authority, to include clearing organizations. At least one
court has upheld this authority. See the discussion on pp. 21-22.

5. We have deleted the words “matching systems.” We do not say or
intend to imply that NSCC was responsible for unmatched trades. See
chapter 2 for a more extensive discussion of this issue.

6. The reference to stock clearing organizations has been deleted.

7. The focus of chapter 2 is changes in trade processing systems in
response to the crash. Other issues that would facilitate movement to a
shortened stock settlement cycle are mentioned at the end of chapter 4
on pp. 49-50.

8. The text has been altered on pp. 31-32 to indicate that NSCC’s capital
requirement for its members is to maintain $60,000 in capital in excess
of whatever the capital requirement established by the SEC and desig-
nated examining authority.

9. The sentence has been altered on p. 32 to indicate that a clearing
member default occurs when the member fails to pay for the receipt of a
stock instrument and, on the options and futures side, fails to pay for
losses incurred in market movements.

10. The text has been altered on p. 34 to indicate that NSCC has taken
steps to increase the liquidity of its clearing fund.
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11. A sentence has been added on p. 37 indicating that the 8cG has
moved beyond the planning stage and is currently working on a central
data base and other suggested improvements.

12. We agree that the stock clearance and settlement system should be
strengthened by further reducing or mitigating known risks and have
altered the text to make this more explicit. See p. 37.

13. We have omitted the word ‘‘stock” on p. 40.

14. The text has been modified on p. 41 to indicate the exact nature of
the withdrawal or default and its effect on Nscc.

156. We mean netting of obligations among clearing organizations in dif-
ferent markets or intermarket netting, not intramarket netting. The text
has been changed on pp. 47 and 48 to indicate that we mean netting of
payments among clearing organizations in different markets.

16. This sentence has been deleted.
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Notei: GAO comments
supplementing those in the
report text appear at the
end bf this appendix. The Options Clearing Corporation

44C South LaSalic Street Sune 392C
Chicago Ilinois 60605 105C

Wayne P Luthnngshausen
Chairman of the Board
312 322 6222

December 8, 1989

Mr. Richard C. Fogel

Assistant Comptroller General

United States General Accounting Office
! General Government Division

; 441 G Street NW

| Washington, DC 20548
|

i
i
i
|
1
|
I
i
I
i
\
\
|
|

Dear Mr. Fogel:

We at The Options Clearing Corporation (the "OCC")
thank you for this opportunity to submit formal comments on

your draft report entitled Clearance and Settlement Reform:
he : i | F Markets 2 Still at Ris}
and dated November 21, 1989.

We commend the efforts of your staff and appreciate the
inclusion of several of the OCC’s prior comments. As we
have discussed with you, however, several areas of the
report remain incorrect or misleading. We understand that
several of these may have been adjusted after our review of
the draft which was sent to us, but for the record we can
only comment on that draft which we received. We will
address the areas of concern point by point.

Now %p~ 20. BPage 26 - 'Since the BOTCC was only indirectly involved in

The report purportedly examines clearance and

settlement in the stock, options, and futures markets. Yet

; the Board of Trade Clearing Corporation is not part of the
See comment 1. study. BOTCC is the world’s largest futures clearing
organization. It clears stock index futures, which were
involved in the October 1987 crash. Morxeover, an
information sharing system developed by BOTCC is presented

; in the report as if it is a key solution to certain U.S.
SeeqonwnentZ. market problems. The systems, practices and processing

. capabilities of BOTCC, however, including BOTCC’g practices
and capabilities in administering the information sharing
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system, appear to be overlooked or ignored generally by GAO.
This is quite perplexing.

- -

S > S

Now p. 15.

| and aabkblamand Tha CEFTC ramulat-as fubureas ~rlasranca and
INALIA... S e SEAR AN e A DSt RSt 50 NS e T AL e 0 D N Sl S S SN SRR
settlement,”

This comparison is inaccurate and misleading, as the
extent of each agency’s regulatory authority, and the
attendant regulatory practices and philosophies, differ
significantly. For example, the SEC’s authority over
securities clearing organizations is detailed and is
explicitly set forth in the Securities Exchange Act of 1934
‘ as amended. In fact this authority includes a variety of
See comment 3. clearly stated public policy objectives regarding the

' nation’s securities clearance and settlement mechanisms. 1In
: contrast, the Commodity Exchange Act (the "CEA") does not
' empower the CEFTC to regulate futures clearing organizations
! per se or as part of a national system having stated
! characteristics, but rather assumes that by regulating the
contract markets the CFTC will have an effect on clearance
and settlement operations and practices. Further, the CEA
does not establish explicit public policy and national
systems objectives for clearing and settlement., The
disparity in regulatory practices and philosophies has
inhibited market and clearing coordination.

'

Now pp. 43-44.

by 2 and 1/2 hours because it did not recejve prompt payment
Now pp. 43-44. from various clearing members." Page 63 - “Since issuing

This ia incorrect; steps have been taken to correct
the problem. Subsequent to the October crash, for example,
the Margin Committee of OCC’s Board of Directors formed a
subcommittee to examine all aspects of our financial backup
system and to recommend, where necessary, appropriate
See comment 4. revisions to our practices. One of the recommendations of
that subcommittee was that OCC should net all pay and
collect obligations to a single pay or collect amount for
each clearing member across account types, rather than
within each account as had been our practice. Because we
had been effecting settlement account by account, if a firm
owed funds to OCC in one account and was owed funds by OCC
in another account, conceivably OCC could fail to collect
from and at the same time pay a potentially defaulting
member. To avoid that consequence, OCC made late payments
on October 20. We have filed rule changes with the
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See comment 5.

Now pp. 4, 5, 38, and 50.

See comment 6.

Securities and Exchange Commission to net settlements across.
account ‘types and the Commission has requested comments on
this filing. When approved, this change in practice will
enable OCC to make money settlement on time without risk of
potential clearing member default.

Bages $50-51 - "The SEC reported that on Octobex 21, 1987,
the OCC was notified by one of its clearing member’'s

As the SEC is aware, and as we pointed out to GAO in
our prior written comments and in discussions, this summary
is incorrect. OCC was aware of the firm’s $30 million
settlement obligation with NSCC, which related to a stock
loan. Because the firm’s bank had reached 100% of its
advance rate, it initially refused to extend further credit.
Realizing the firm’s liquidity problem, OCC reduced its
margin requirement to free up collateral so that the bank
would lend the firm additional funds necessary to meet the
NSCC settlement.

Such recommendations respecting information sharing are
vague and ill-considered. First, the report does not define
what arrangements, terms and conditions constitute
competitively neutral and efficient information sharing.
Second, the report implies that the BOTCC pay/collect
information sharing system satisfies public policy and
market coordination requirements, when in fact this system
has serious drawbacks. Third, information sharing is
inadequate; our markets need effectively coordinated
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mechanisms for reducing risk within the existing linked
market context.

It is difficult to address the first point, since it is
unclear what types of information GAO thinks should be
shared. As for the BOTCC pay/collect information sharing
system, OCC joined this system in response to regulator
insistence and we continue to have strong reservations about
its efficacy and its character. The risks which can be
associated with information sharing -- depending on the
information shared, the methods used, and the context in
which data is shared -- need to be understood well when
making policy recommendations. In particular, the structure
of the BOTCC arrangement may have substantial repercussions
over the long term. Because BOTCC is the system operator
and also is the only system "participant” with significant
contractual rights and remedies, other participating
clearing organizations are far from equal partners. In such
an arrangement, the clearing organization-creditor with
superior knowledge and information is better positioned and
may in fact be able to take advantage of the information
flow to protect itself relative to other entities. A
suitable information sharing agreement should be structured
so that the sharing does not provide competitive advantage
to any of the participating clearing entities. Ideally,
information sharing programs should be administered by an
independent party with due regard to competitive and
operational impact. We would have expected such concerns to
be self-evident to the GAO.

Additionally, apart from its potential to reveal points
at which one clearing organization’s draft is offset by
another’s obligation to pay, the existing BOTCC system is of
limited benefit. Moreover, that benefit is outweighed by
the risk of a) fostering clearing organization complacency
in the absence of valid legal rights of offset and b)
triggering a race to the bank account of a member -~ a race
which under the BOTCC system and existing clearing
procedures will always be won by the system operator. Now
that OCC is a participant, we question the technical
competence of the system, which is not handling options
correctly., BOTCC, due to its system problems, has created
mismatched data that it has disseminated, causing the CME to
queation OCC data transmitted to it by BOTCC. On at least
one occasion, September 15, 1989, in particular, BOTCC has
misused system information by telephoning the bank involved
in a settlement, rather than OCC. These are the types of
problems for which OCC has no contractual remedy, and point
out clearly the need for an independent processor. Given
our experience, it seems doubtful that NSCC could easily be
brought in. Further, to be meaningful, intermarket
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See

|

QOmment 7.
|
I

information sharing with respect to equity securities should
include sharing of bank regulator information concerning
bank clearing activities and risks to the extent that banks
are participants in equity clearing organizations.

Most importantly, however, information sharing
arrangements are a poor second best. Much more meaningful
are mechanisms which reduce risk by integrating collateral
and credit facilities and establishing a network of legally
enforceable creditors’ remedies, including in particular -
priority security interests. Two such mechanisms are the
numerous interfaces maintained between OCC and the nation’s
stock depositories and OCC’'s cross-margining arrangement
with the Chicago Mercantile Exchange. While the report
mentions cross-margining in passing, the report emphasizes
information sharing and does so without precision.
Cross-margining provides greater benefits than information
sharing without drawbacks. As we have discussed with you,
cross-margining involves the calculation of a single margin
amount in recognition of a hedged position in which each
side of the hedge is traded in a separate market.
Cross-margining provides both financing relief and enhanced
risk management in functionally unified markets. The
concept of cross-margining was endorsed by

i (The Brady
Commission), the
Markets (The Presidential Working Group), the CFTC’s Final

Report on Stock Index Futures and Cash Market Activity
Ruxring October 1987, and the SEC's The October 1987 Maxket
: ivisi . The
goals of the OCC/CME cross-margining mechanism are (1) to
recognize all components of a related portfolio, and
thereby, recognize the true risk of a given member’s
activity, (2) to facilitate the pledging of portfolio assets
to finance asynchronous cash flows, and (3) to facilitate
the netting of settlements between OCC and CME and thereby
reduce the payments system impact of intermarket hedged
positions while preserving the independence of the two
clearing organizations and, thus, assuring their ability to
respond to the unique needs of their market participants.

Perhaps of greatest systemic significance, cross-
margins eliminates excessive initial margin requirements
securely through the use of legally enforceable liens that
span separate clearing entities, and in that way facilitates
both payments and obligation netting within various markets.
Cross-margining enhances the financial integrity of the
clearance and settlement mechanisms in the cross-margined
markets by substituting correlated positions, which have
offsetting risk characteristics, for cash (or cash
equivalent) margin deposits, which have a static value. And
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cross-margining provides clearing organizations, banks, and
regulators with more accurate information about the true
¥isk of intermarket activity. Also, cross-margining -~ when
coupled with a carefully constructed pledge program -=- can
facilitate the financing of asynchronous cash flows.
Accordingly, as we have discussed, rather than emphasizing
simple information sharing, the GAO report should recommend
strongly the expansion of cross-margining sc¢ that market
makers, floor traders, and other market professionals,
including major institutional investors, can take advantage

of its beneficial effects.

We appreciate your cooperation in incorporating these
comments into your final report.

Sincerely,

éfya” oY f ’m/ dasen

Wayne P. Luthringsliausen
Chairman of the Board
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The following are GA0’s comments on the Options Clearing Corporation’s
letter dated December 8, 1989.

GKO Comments

1. Borcc clearance and settlement systems are not included in the scope
of this report. During the October 1987 crash, the primary concern of
regulators and SROs was with CME’s stock index futures contract and its
interrelationships with the stock and options markets.

2. We do not intend to endorse the BorcC information sharing system, but
only to use it as an example of a way to implement the Working Group
recommendation for centralized collection and availability of pay and
collect information. An information sharing system jointly managed and
controlled by system participants would be most desirable. This issue is
further discussed on pp. 38-39.

3. Although the Commodity Exchange Act is not as explicit as the Secur-
ities Exchange Act in laying out CFTC’s regulatory authority, CFTC regu-
lates futures clearance and settlement in much the same way as SEC.
Both CFTC and SEC review clearing organization rules and do evaluations
of clearing organization operations and practices. This issue is further
discussed on p. 21.

4. The text on p. 44 has been modified to indicate that on October 11,
1989, a corrective rule change was filed with the SEC.

6. The SEC crash report is paraphrased here. The sentence beginning
with “We believe....”” has been deleted to eliminate speculation and the
sentence beginning “To protect itself...” has been added on p. 35 in
response to 0CC suggestions.

6. A risk exposure system should be jointly designed, managed, and con-
trolled by its participants. We agree that system participants should not
be able to use the information for competitive advantage. This issue is
further discussed on pp. 38-39.

7. Cross-margining programs do not solve all cash flow problems.
According to CFTC documents, cross-margining programs only apply to a
limited number of contracts and limited categories of market partici-
pants. Even if expanded to other financial instruments and market par-
ticipants, cross-margining programs lower the levels of margin funds in
the financial safeguard system. Regulators will need to be careful not to
increase liquidity at the expense of solvency.
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end of thip appendix.

;} Wiliam J. Brodeky
| President and

Dacember 18, 1989

1 Mr. Richard Fogel

! Assistant Comptroller General

General Government Programs

United States General Accounting Office
441 G Street, N.W.

Washington, D.C. 20548

Dear Mr. Fogel:

The Chicago Mercantile Exchange is pleased to have the opportunity
to provide formal comments on the draft report entitled "Clearance
and Settlement Reform." We believe the efficient operation and
financial integrity of the clearance and settlement systems are a
vital element in the success of the nation's financial markets.
A better understanding of these complex mechanisms among Congress,
regulatory agencies, and the general public will significantly
contribute to the improvement of the clearing and settlement
process and ultimately bolster the competitive position of the
United States in world financial markets. Thus, we welcome the
General Accounting Office's (GAO) report as a contribution to that
understanding.

Although in your transmittal letter to Congress you state that the
report ",..evaluates the sufficiency of industry and federal
regulator actions..." we find this draft of the report wanting in
several important areas. More specific comments are made below,
but in general we have the following areas of concern:

‘ - the report ignores the events of October 13, 1989, a
See comment 1. nearly ideal context in which to measure the adequacy of
changes in clearance and settlement systems and the
regulation thereof:

See comment 2. - the report ignores major elements of the existing system,

particularly with respect to information sharing;
- conclusions are drawn without qualitative standards for
See comment 3, comparing the clearing and settlement practices across

industry segments and with only limited quantification
of a problem and supporting evidence, either statistical
or testimonial.

30 South Wacker Drive Chicago, iliinois 60606 312/930-1000
LONDON NEW YORK WASHINGTON, DC TOKYO
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We understand that many of these shortcomings were the result of
a decision to limit the scope of the report. Because we feel the
public interest would be served by a broader scope, we will draw

attention to a number of areas where a chanage in gcobe would
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increase the utility of the report. Our detailed comments are set
forth below.

w The Title:

i Oour difficulties with this draft report begin with its subtitle:
! "The Stock, Options, And Futures Markets are Still at Risk." This
| is alarmist. Furthermore, the report makes no effort to measure
| the relative levels of risk in different segments of the clearing

( and settlement system, to quantify the current level of risk as
See&onwnent44 compared to 1987, or to evaluate what amount of risk is appropriate

‘ for a clearing organization to shoulder. Absent such support, we
see no grounds to conclude that the markets are "...still at risk."
The report describes differences in clearance and settlement
practices in different market segments, but makes noc evaluation as
to the relative risk of those practices. Throughout the report

& an asasummnbian thad unifa vvnnt-u in dha »riel nrafila nf
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clearing organizations is desirable, but there is never an
explanation as to why this would be good public policy.

\
I
|
!
!
;
See tomment 5. there i

Risk is inherent in the financial markets. Fundamentally, clearing
organizations exist to control that risk, and to share losses
according to an established formula in the event those controls are
less than totally successful. Congress, the American public, and
the competitive position of U.S. financial markets would be much
better served if the General Accounting Office asked the truly
important question about clearing organizations: Would risk be
See comment 6. reduced if those financial markets which do not have organized
clearing facilities developed them? Those markets, which include
foreign exchange and many types of public and private debt, dwarf

the exchange traded gecuritiess ontinne and futuraeg markets

=8 exiaange viasel seCllriLaese, CrE-LLNE I3 IUTUresE nharxeLles.

Although never discussed by the GAO, very strong incentives are at
work to cause ex1st1ng clearing organlzations to continue to

mef6Vé their operation. What incentives exist with respect to the
safety of those other markets?

. . - ..

The GAO's report correctly divides the issues surrounding the
operation of clearing organizations into three of the four
appropriate categories. The three identified topics are trade
processing, risk management, and credit and settlement. The fourth
topic, the operation of risk sharing rules, is never fully
discussed. In our comments on each of these sections, we will

claarlv chow that the practices in the futures industrvy are of
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See comment 7. outstanding gquality and worthy of emulation in the clearance and
settlement of other exchange traded instruments.
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. Trade Processing:

Now/p.2?. The report correctly notes on page 28 that "efficient trade
| processing systems are crucial to financial markets." It goes to

( great length to describe the trading process systems in stock,

’ options and futures markets, but never explores the incentives

| which give rise to increased efficiencies. We believe that the

| driving force behind increases in efficiency is competition. The
positive results of competition can be readily seen among futures

clearing organizations and by comparing trade processing practices

| between the futures and securities industries. For instance,
! multiple clearing organizations possess two specifically positive
' attributes; they promote innovation through competition and

See comment 8. facilitate the risk management function by housing the clearing
: agency and the exchange within a single or closely related
institution. Many of the innovations in securities clearing, for
example continuous net settlement, were developed by clearing
organizations (in this case, the Pacific Clearing Corporation)
which are no longer in business. GAO never analyzes whether the
current lack of competition among securities clearing organizations
might explain the delays in implementing the Working Group's
recommendations with respect to faster trade comparison for stocks.

! Trade processing in the futures industry is qualitatively superior
| to that in the securities industry. First, it is superior in terms
; of timing. At the Chicago Mercantile Exchange, over half the day's
, transactions are matched prior to the closing bell. Similar
‘ figures describe the situation at other futures exchanges since the
See comment 9. introduction of intraday trade matches. 8ince trade matching is
performed by the clearing organization in much of the futures
industry, the information from those matched trades is immediately
available for risk management purposes. Where appropriate, it is
also available for information sharing with other clearing
organizations. Securities clearing organizations do not have any
direct information as to how today's trading has impacted the risk
profile of their clearing members until the end of the day because
that is when they receive the matched trade data. GAO makes the
point that trade reconciliation takes longer for stocks (although
it provides no objective standard for determining adequate trade
match time frames), but totally ignores the qualitative advantage
that many futures clearing organizations possess.
The second area where trade processing is superior in the futures
industry is with respect to the audit trail. At the Chicago Board
of Trade and the Chicago Mercantile Exchange, the record regquired
for submission of trade data also contains vital information about
the audit trail (which has been an important concern of the GAO in
other studies). For example, the account number of the customer
on whose behalf the trade was executed is included. This allows
immediate comparison of matched trade data to the data base of
large trader information (which does not exist in the securities
industry) for risk evaluation, market surveillance, and trade
practice compliance purposes.

Page 109 GAO/GGD-90-33 Clearance and Settlement



Appendix VII
Comments From the Chicago
Mercantile Exchange

The CME recognizes the importance of improving the audit trail.
We have taken certain steps toward those improvements, and have
several additional steps in the early stages of implementation.
Currently, other information about the time of entry of the order,
the clearing members and individual brokers involved in the actual
execution of the trade, and the type of account being traded are
all present on the trade record at the time it is submitted for
matching. This virtually eliminates the need for post-trade
requests for data submission, which can delay an investigation many
days. It also provides a strong incentive for clearing members to
submit audit trail information on a timely basis since their trades
will not match if they do not.

! Our final note with respect to the section on trade processing is
1 that notwithstanding the need for improvements which we and other
| organizations continue to make (the CME introduced another intraday
trade match, for a total of four, on December 8, 1989), one section

Now“142. of the report implies an unreasonable performance standard. On
page 33 the report complains that d&uring October, 1987, the

reconciliation.” Regardless of the increases in efficiency and
i capacity in trade processing on all futures and securities
i exchanges, the requirement to work overtime to handle unexpected
spikes in volume will always be present.

Risk Management:

This section has significant omissions and could be further
improved with the development of comparative standards. With
respect to information sharing there are eleven clearing
See comment 10. organizations which are cited in the introductory section of your
report. Ten of the eleven participate in the futures industry's
information sharing aystem administered by the Chicago Board of
Trade Clearing Corporation (CBOTCC). The Options Clearing
Corporation (OCC) was recently persuaded by the CFTC to join the
system. While progress in expanding this network may not have been
as rapid as one might hope, it has been accomplished. There has
been a long-standing invitation to NSCC to join the system. It
appears that only the addition of the NSCC to the system stands in
the way of universal implementation. 1In addition to this system,
a far reaching information sharing agreement is in place between
the CME and the OCC with respect to cross-margining.

|
i securities industry, "...had to modify working hours to complete

‘ The quality as well as quantity of the information that is

: available about mutual clearing members through the CBOTCC
See comment 10. administered system has been dramatically improved since October
1987. These changes were made early in 1988. Not only is
information about mark-to-market cash flows shared, but options
premium payments are separately accounted for and surplus/deficit
margin information is shared. Many clearing organizations and
exchanges have fully incorporated this shared data into their risk
management systems and run a complete analysis of daily information

4
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relative to historical patterns and adjusted net capital of
clearing members.

with respect to the integrity of the CBOTCC as administrator of
this shared information system are not well founded. We have over
] a decade of experience in the daily sharing of this type of

information with the CBOTCC, and have not had a single incident in
which unfair advantage was taken. Additionally, the problem cited
by the OCC is not a function of who administers the system, it is
entirely a function of when the 0OCC chooses to establish its
settlement deadlines. The Chicago futures clearing organizations
require settlement (of both payments to as well as from the
clearing organization) at 6:40 a.m. local time. 0CC does not
settle until 9:00 a.m. in the case of payments due OCC, and 10:00
a.m, in the case of payments due from OCC. Regardless of who
administers the information sharing system, OCC is placing itself
and its clearing members at risk that funds will not be forthcoming
; at this later settlement time. Such a failure could be because of
' payment to another clearing organization, but equally likely, since
: the OCC's markets have already been open for 30 minutes before
; settlement of the previous day's obligations are due, because of
new information available to the banker about the current day's
market situation.

\
(
g The CME believes that the 0CC's comments as reported on page 52
|

Audit Departments: There is a major omission in the analysis of
information sharing. There is only 1limited mention of the
See comment 11. involvement of the audit departments (sometimes referred to as the
financial surveillance departments) of the exchanges and their role
in information sharing. It is these departments which, under
futures and securities law as well as exchange rule, have the
inspection powers over the books and records of clearing members.
They function as the "Designated Examining Authority (DEA)," in the
case of securities, and the '"Designated Self-Regulatory
Organization (DSRO)," in the case of the futures industry. Since
1978 there has been a group in the futures industry called the
Joint Audit cCommittee, which exists specifically to develop
standard procedures and to share information. Although there had
been considerable informal information sharing among futures and
securities self-regulators, another group, the Intermarket
Financial Surveillance Group (IFSG) was formally brought together
at the injitiative of the Chicago Mercantile Exchange with the
purpose of developing standard procedures and sharing information
across the futures and securities industry. This group, which
meets quarterly and shares information by telephone on a daily
basis if necessary, consists of representatives of every self-
regulatory organization, as well as the Securities Exchange
Commission and the Commodity Futures Trading Commission, which
participate as observers.

Audit departments play a key role in the total operation of the
risk management system. At the CME, part of the mission statement

5
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of the Audit Department is the protection of the Clearing House.
Major improvements in risk management have been made since 1987 in
our Audit Department. A separate risk management unit has been
established whose primary function is to evaluate the impact of
changing market conditions on the financial health of our clearing
members. An on-line risk management system, called the Account
Risk Management System (ARMS) has been developed for its use, which
takes information from our large trader data base and calculates
the impact of current market prices on those positions. This
allows us to monitor the concentration of risk among accounts of
a particular clearing member, as well as to track particularly
risky accounts across clearing members.

A risk management survey has been developed by our Audit
Department, and was recently adopted by all of the members of the
Joint Audit Committee. This survey is a comprehensive analysis of
the risk management and credit policies at every clearing member.
The CME will administer it to "high risk" firms first. Once
administered by the DSRO, the results will be shared with all other
members of the Joint Audit Program. The survey by no meang limits
itself to questions about the futures industry component of a
clearing member's business; it examines practices in the equity and
over-the-counter principal-to-principal markets as well. An Audit
Information System has been established to track financial
information from all clearing members and display key ratios on a
computer terminal. Other procedures, such as debit/deficit
reviews, continue to be enhanced.

Elements of information gharing involving the audit departments of
the various exchanges receive limited attention in the report.
Since August, 1979, the New York Stock Exchange (NYSE) has
performed certdin audit functions of major broker/dealers on
contract for the CME and many other futures exchanges. This is a
clear example of intermarket information sharing. In cases where
a clearing member is dually registered as a broker/dealer and a
futures commission merchant (FCM), standard industry practice has
long accepted the filing of the SEC's FOCUS report for notifying
futures regulators and self-regulators of key capital and financial
information. Discussions among the futures and securities industry
at the Intermarket Financial Surveillance Group are currently
taking place to merge the form 1FR of the futures industry with the
FOCUS Report of the securities industry.

Many studies of the 1987 crash have ignored the vital contribution
that information sharing among audit departments across industry
sectors made to controlling risk in both October, 1987 and again
in october 1989. The GAO report could be an appropriate mechanism
to remedy this oversight. Audit departments have always been
active participants in risk management information sharing, and are
sparing no effort to continue to improve these functions.
Interestingly, while GAO notes the creation of the Securities
Clearing Group, it neglects to ask why futures clearing

6
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organizations and exchanges have never been invited, even as non-
voting observers, to participate in this aspect of information
\ sharing.

monitor their clearing members in all other markets. What the GAO
fails to recognize is that this limitation does not apply to risk
in other exchange listed markets. There is a good information
L sharing system in place for these risks, and it is being constantly

strengthened. The hole in the system, which is where most of the

n rigk +0 the 11.8 financial svstam raostas da in tha Aff_avahansa
2. rigXx T¢ the U.5., financlal system rests, a8 iRk tase olf-sxchangs,

over~the-counter, principal-to-principal markets for such
1 instruments as foreign exchange, debt instruments and swaps. These
i are largely unreguiated markets, and thus there is nobody from whom
to obtain information or with whom to share information. In
addition, the ability of broker/dealers and other entities to
engage in risky bridge loans and Jjunk bond financing in non-
reporting affiliates compromises the value of what information is
available. A complete report would have focused on this problen,
which was pointed out to GAO staff in our initial discussions but
for some reason determined to be out of scope prior to the

nreparation of the current draft of the renort

FeepRiaal Lae curlzelnl Kkral -8 eplis.

ggpi;gl_ﬁgggi;gmgn;it This area of the report would be greatly

J.mpzove.u Dy LHB QEVCJ.UPNEHL Ul an ODJEDLLVE bEdIlerﬂ CI dna;ys.us.
GAO reports that CME has increased its minimum capital requirements
to $1.5 million and that the OCC has increased its minimum capital
‘ requirenents at entry to $1 million. No evaluation of adequacy is
See comment 13. made. OCC only requires its clearing members at the minimum to
maintain $750,000 in capital. Barriers to entry do not help handle
risk management during periods of extreme volatility since the odds
of a major market move on the day a firm becomes a clearing member
are remote. What nrnvid_gs nrntggt_ion is the level of runifa1 which
must be maintained Nowhere does GAO point out that CME minimum
maintenance regquirements are twice OCC's, and twenty times NSCC's.

} It is true that clearing organizations have limited abilities to
|
\'

The CME and many other futures clearing organizations employ twice
daily mark~to-market revaluation of all positions (a policy which,
if applied to the savings and loan industry, probably would have
saved the American taxpayer hundreds of billions of dollars). We
also have a settlement policy which transmits payment instructions
to settlement banks to pay funds to clearing members at the same

time as instructions to pay the Clearing House (instead of first
r-n1'lnr-+-lnn funde and an hour later nav'l'na them out, which imnlias

that the latter is contingent on “successful completion of the

former) As a result, the CME believes it has the strongest
clearing and settlement system of all futures and options
exchanges.

A more thorough analysis of capital adequacy by GAO would be
desirable in other important areas. Comments by NSCC and SEC (see
Now p. 32. pages 45 and 46) to the effect that additional capital would be

7
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burdensome on small clearing members are reported, but never
critically evaluated. The fact of the matter is that in both 1987
| and 1989 it was relatively small firms in the securities industry
: that defaulted on their obligations to the clearing organizations.
! However, it is the case that minimum capital requirements are only
‘ part of the picture. It is equally important that as a firm grows
See?onunent13. beyond the minimum threshold for clearing membership its capital
! requirements grow with it. capital adequacy is just as important
at a major Wall Street broker/dealer as anywhere else. At the CME,
we have a position based capital rule, where minimum capital
requirements increase as the number of a clearing member's

positions increases. We are unable to determine whether other
clearing organizations have similar rules by reading this GAO
report.

I

|

\

(

\

|

|

\ The CME believes that our record with respect to risk management

} is very strong. 1In the history of our Exchange, there has never

| been a default by a clearing member nor has a customer of a CME
See comment 14. clearing member ever lost any money as a result of the clearing
i member's insolvency. The record in the futures industry as a whole
1 is very good as well. No FCM became insolvent in October 1987, a
! claim that the securities industry cannot make with respect to
broker/dealers. Risk management in general and information sharing
in particular continues to be enhanced. To suggest that risk
management in the futures industry is a candidate for "reform," as
does the title of the report, is less than fair.

Loss Sharing Rules:
: A complete evaluation of clearing and settlement policies should
See comment 15. have turned to clearing organization loss sharing rules at this

point. Although the GAO provided a limited discussion of changes
in guarantee funds, we would like to point out that this is but one
element of the loss sharing provisions in place at clearing
organizations in the futures industry.

A Xkey development in the loss sharing arrangements at futures
clearing organizations, which was begun by the CBOTCC well before
October 1987 and fully implemented at the CME since then, is the
parent guarantee rule. The parent guarantee, which may be found
in CME Rule 901.L, requires that all individual and corporate
owners of five (5) percent or more of a clearing member guarantee
the performance of the house account of the clearing member to the
clearing organization without limit in proportion to their share
of ownership and/or control. This guarantee does pnot apply to
obligations of customers, nor does it subject the guarantor(s) to
assessment in the event of the failure of another clearing member.
It prevents a parent corporation or individual(s) from creating a
shell subsidiary or affiliate to shelter its obligation to pay for
trading losses which are incurred on its behalf. GAO's report
notes a case in the securities industry, on page 43, where a
Now pp. 29-30. clearing member defaulted and the parent company did not provide

8
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additional capital. It makes no attempt to analyze whether the
parent guarantee innovation of futures clearing organizations would
have avoided that situation, or whether a parent guarantee rule
could be an appropriate mechanism to avoid the SEC's concern about
‘ higher <capital requirements 1limiting access ¢to clearing
i organizations in certain instances.

While the report recognizes that the CME has increased its pool of
security deposits (as we call our guarantee fund), no mention is
| made of our unique common bond rule which supplements this fund.
| In the event of a default by a clearing member which could not be
| satisfied by its margins and other assets available to the Clearing
\ House, its parent guarantee, the surplus funds of the Exchange, and
1 the aggregate security deposits of all clearing members, the CME
‘ would then invoke its liability rule which looks to all clearing
1 members for remedy. The balance of the unsatisfied default would
then be allocated among the clearing membership according to a
preset formula, taking into account each clearing member's adjusted
net capital, trading volume and share of open interest. Consistent
with the CME's policy of providing the highest level of safety in
the provision of clearing services, this common bond has recently
be revised to strengthen the formula and prevent any possibility
of a clearing member avoiding its share of an assessment.

A comprehensive analysis by the GAO in its report on clearance and
settlement would have led to the recognition of these additional
elements of loss sharing arrangements. Application of such a
standard might have led GAO to question why these arrangements are
limited to clearing organizations in the futures industry. At the
very least, this would be further evidence to support the
proposition that a diversification of providers of clearance and
settlement services results in strength through competition and
innovation.

Credit and Settlements:

We believe that there are certain elements of the changes in credit
and settlement practices which merit greater attention than is
See comment 16, provided by the GAO in its report. Three steps have been taken by
the CME since October 1987 to modify our settlement procedures, and
the success of these steps was evident in October 13-16, 1989.
First, we have fully automated a twice daily mark-to-market, so
that funds move both to and from the Clearing House by 3:00 p.m.
each afternoon, and morning banking reports accurately reflect as
many intraday settlement calls as occurred. Second, we have, in

‘ conjunction with the CBOTCC, entered into highly detailed standard
See comment 15. settlement agreements with all of our settlement banks. In
addition to clarifying when payments (both incoming and outgoing)
become irrevocable, they also stipulate the deadline for bank
response based on when the bank receives information from the
clearing organization., Third, in recognition of the large volume
and amounts of funds transfers for daily settlement between Chicago

9
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and New York, the CME in August 1989 added two New York based banks
to our list of settlement banks. The addition of these two
institutions, Bankers Trust Company and Chemical Bank New York,
will potentially reduce the inter-Reserve District transfer of
funds to settle CME contracts thus increasing safety and
efficiency. Had GAO investigated the current situation respecting
settlements, it would have found absolutely no payment problems
involving futures clearing organizations in October 1989.

various mention is made of unusual settlement practices without any
analysis as to their importance. GAO notes on page 58 that the
NSCC still requires daily settlement by certified check, without
noting that this might be unusual in an era of electronic payment
systems and without acknowledging that these checks are for (bank)
clearing house funds, in effect delaying settlement finality an
additional day. By contrast, the twice a day settlement in the
futures industry and the payments to and from OCC are in "same day"
funds transferred via the Federal Reserve System's FEDWIRE network.
The relative merits of these practices stand in stark contrast to
one another.

There is no analysis of clearing organization rules with respect
to the timing of their substitution between the obligations of
clearing members which were party to the original trade and the
potential impact of such rules on the risks to customers. When the
clearing organization must commit itself to guarantee a
transaction, and its ability, if any, to '"back out" certain
transactions, is a key element of the safety and soundness of the
marketplace,

The existing draft of the report devotes a great deal of attention
to the adequacy of credit facilities to support clearing members.
It correctly notes that there is some question as to whether the
regulation of such credit facilities is the proper function of a
clearing organization, although clearly they have some interest in
the matter. The report ignores the area which should concern
clearing organizations, and that is their access to committed
‘ credit facilities on their own behalf. The CME completed a $250
See.comment 17. million committed credit facility from a consortium of 14 major
! international banks in July, 1989. GAO does not mention this
facility, nor does it mention that no other U.S. clearing
organization has a larger committed facility. Again, such a
comparison aight improve the overall quality of the report.

Now pp. 46-47. Finally, in the discussion on pages 65 and 66 of futures style
settlements for options, there is no mention of the fact that
treatment of securities options in this manner would create vast
asymmetries in cash flow between stocks and securities options.
This is especially true of positions which include ownership of
: stock (which is not revalued daily)and a short call position. The

; CME believes that futures style settlement would make an important
See.comment 18. contribution to risk reduction in the futures markets by
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eliminating cash flow asymmetries. We have never advocated it for
securities options.

conclusion:

We believe the GAO's report, with the revisions suggested above,
can perform a vital service in contributing to the understanding
of the complex issues of clearance and settlement in the stock,
options, and futures markets. We believe that safe and efficient
clearance and settlement are vital to America's financial markets.
In our view, many important improvements to these systems have been
made since October 1987, and a careful examination of the behavior.
of these systems during the period October 13 to 16, 1989 would
provide the GAO with assurance that the stock, options and futures
markets are not at risk nearly to the extent the current draft of
the report would lead one to believe.

We appreciate this opportunity to comment on the GAO's report, and
the professionalism exhibited by GAO staff in conducting their
investigation. We look forward to working with you on this
important topic in the future.

Sincerely,

W/ A car 4/“%/7
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1
|

The following are Ga0’s comments on the Chicago Mercantile Exchange’s
letter of December 18, 1989.

L

Gme Comments
|

1. Although we agree that the October 13, 1989, decline did test, to a
limited extent, the changes made in clearance and settlement systems,
the size of the decline and the volume of trading did not approach those
of October 19, 1987.

2. We disagree that the report does not discuss major elements of infor-
mation sharing. The information on p. 35 discusses the BOTCC risk-expo-
sure information sharing system. Issues raised in this and other
comment letters on the BorcC information sharing system are also dis-
cussed on pp. 39-40 of the report.

3. The report was never intended to be a comparative analysis of simi-
larities and differences in clearance and settlement practices in stock,
options, and futures markets. We base our conclusion upon judgments
about federal agency and clearing organization progress made in
response to Working Group recommendations. Such progress is not
quantifiable beyond indicating that overall a particular Working Group
recommendation has been completed, that there has been some progress
on it, or that no progress has been made. See appendix I for the status of
Working Group recommendations.

4. Our judgement that the clearance and settlement systems of stock,
options, and futures markets are still at risk is based upon the fact that
many Working Group recommendations made in May 1988 in response
to events on October 19 and 20, 1987, have not been implemented.
Although progress has been made on a number of issues, many changes
have yet to be completed.

5. The risks assumed by a particular clearing organization should be
consistent with the market and financial risks specific to the market it
serves.

6. We agree that this is an interesting and important issue deserving fur-
ther study. However, it is not within the scope of this report.

7. We agree that risk sharing rules are important elements in the safe-
guards of clearance and settlement systems. However, the Working
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Group did not identify risk-sharing rules as problematic during the Octo-
ber 1987 crash and, therefore, they do not fall within the scope of this
report.

8. It is not the purpose of this report to examine the relative merits of
different organizational arrangements of clearing organizations in stock,
options, and futures markets. The opposite argument to the position
taken by CME is that multiple clearing organizations are unnecessarily
duplicative and that there are economies of scale with fewer and larger
clearing organizations. Large clearing organizations that are user-con-
trolled can be innovative. Futures clearing may not be as competitive as
implied here, with CME and Borcc dominating the market.

9. The scope of our work did not include judging the relative advantages
or disadvantages of futures clearing versus securities clearing
arrangements.

10. Information sharing issues are discussed on pp. 34-37 of the report.
Comments on information sharing are discussed on pp. 38-39 of the
report.

11. We added the phrase “and exchange audit departments” on p. 35 of
the GAO report. Although we consider the role of audit departments to be
important to the financial integrity of clearance and settlement systems,
the role of audit departments was not called into question during the
October 1987 crash by the Working Group and, thus, is outside the scope
of our report.

12. We agree that financial instruments outside the stock, options, and
futures markets can pose serious risks for financial systems. However,
this issue is outside the scope of the report.

13. We did not do a comparative analysis of the levels and relative mer-
its of minimum capital standards of clearing organizations in the differ-
ent markets. This is not a Working Group issue and is outside the scope
of our report.

14. The Working Group thought that the adequacy of clearing member
guarantee fund contributions, the liquidity of guarantee funds, and cen-
tralized collection and availability of pay and collect information were
worthy of examination in the futures markets. We consider these risk-
management issues.
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16. Loss sharing rules were not identified by the Working Group as an
area of concern. It is thus outside the scope of our report.

16. We agree that revised settlement bank agreements and intraday
pays and collects were not sufficiently highlighted in the previous draft.
We have added a section on these issues on p. 42 of our report.

17. The Working Group focus was on clearing member credit, not clear-
ing organization credit.

16. We have modified the text on p. 47 to mention CME’s opposition to
futures-style margins for securities options.
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