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COMMISSIONER GRUNDFEST: Thank you very much. It’s a
pleasure to be here this afternoon to address so many
distinguished and unindicted members of the financial
community.

(Laughter)

As many of you may have noticed, the political and
ethical scene in Washington often generates controversy, and
recent events can charitably be described as suggesting a
lack of candor among politicians. Because this is such an
intimate group of several hundred people, I’d like to share
with you an acid test useful to determine whether somebody in
Washington is telling the truth. You can imagine how valuable
this tool is, so I’m going to insist that we keep this little
secret among ourselves.

What I’ve discovered is that if a person is moving his
hand in a circular direction over his chin, something like
this, odds are he’s not lying. If a person moves his hand
with a vertical motion, over either cheek, again, he is
probably not lying. And, if you observe a horizontal mopping
of the brow, the odds again are that the person is not lying.

However, as soon a person’s lips start to move, all bets
are off.

(Laughter)
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This rule has worked well for me and I hope it will work
well for you. Please use the rule with great discretion, and
remember that you have all promised to keep it a secret.

The experience of the past few months has taught me that
the world moves faster than I type, which may not be saying
very much for those of you who have seen me at the word
processor. Accordingly, I have adapted my speechifying style
so that I now work without a prepared text: my staff
complains that this practice reminds them of a trapeze artist
working without a net, but they appreciate the suspense it
adds to their job and are gratified that they need not try to
guess what I want to say.

The subject of my talk this afternoon is at once
philosophical and practical. I would like to explore the
relationship between reality and perceptions of reality as
reflected in the current policy debate over regulation of our
capital markets. The distinction between that which is real
and that which is perceived is quite important when dealing
with Congressmen, regulators, and other Washington
professionals because the policy process is generally
dominated by perceptions, not realities. If perception and
reality happen to overlap, that can be a happy coincidence.
If, however, the two diverge, the real danger is that policy

will be guided far more by perception than by reality.
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Cognitive Dissonance. One of the more intriguing
relationships between reality and perception in Washington,
D.C. involves a phenomenon psychologists call cognitive
dissonance. Roughly defined, cognitive dissonance is the
tendency to interpret experience to support a preconceived
idea: in other words, people can manipulate their own beliefs
by selecting sources of information likely to confirm desired
beliefs. When practiced to an extreme, cognitive dissonance
can become a psychologically disabling condition. Washington
politics, in the wake of October 19, advanced the art of
cognitive dissonance to new heights, and it is useful to
consider the dynamics of that process because it carries
significant implications for future policymaking efforts
relating to financial markets.

Immediately after the market break it became quite
popular for politicians to espouse the proposition that the
federal budget deficit caused the events of October 19. This
proposition is, however, quite difficult to defend on any
logical basis. After all, we’ve known about the budget
deficit for many years now, and there is no rational reason to
expect that the deficit would cause the market to decline by
500 points on Monday, October 19, 1987, as opposed to any
other day during the years before or months since the
magnitude of that deficit has been known. Moreover, even if

the U.S. budget deficit was responsible for the decline, it
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would not explain the sharp declines worldwide, even in an
economy with no palpable budget problems.

The reason Washington policymakers found it convenient to
draw a connection between the federal deficit and the market’s
decline is that, in the absence of some sort of compromise on
the budget process, the Gramm-~Rudman budget cuts would have
been invoked. Neither the Administration nor Congress wanted
to implement the across-the-board cuts contemplated by Gramm-
Rudman. The market crash, however, provided a convenient if
illogical rationale for the convening of a budget summit that
would allow renegotiation of the formula for effecting Gramm-
Rudman cuts. From that perspective, had the market not
crashed, Washington would have had to invent another mechanism
to lead to essentially the same result. Thus, the clearly
illogical link between the deficit and the market break served
a useful function as a catalyst for budget renegotiation, much
the same way that cognitive dissonance serves a purpose for
those who systematically misconstrue relationships between
reality and perception.

Such illogical connections between cause and effect occur
in virtually every arena in Washington, D.C. The easiest way
to understand the process is to think back to exams given in
high school in which there are two columns and the student is
asked to draw lines connecting, for example, an event with the
date on which it occurred, or the name of a state with that

state’s capitol. 1In Washington, D.C., any line drawn between
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any event and any rationale for that event is an acceptable
answer in the context of the political process.
(Laughter)

Volatility. A second and more technical observation
regarding the relationship between perception and reality has
to do with volatility. There is a great deal of concern over
market volatility, and I’d like to suggest that there are two
very different species of volatility. 1If, as academics,
bankers, and financiers you don’t understand the difference
between these two species, and their very different
definitions, then much of what is going on in Washington will
not make sense. The two species of volatility are statistical
volatility and political volatility, and these two species
will, at times, have very little in common.

As a practical matter, markets can generate substantial
political volatility but relatively little statistical
volatility. Similarly, markets can generate substantial
statistical volatility but relatively little political
volatility. The difference between political and statistical
measures of volatility can be traced to two major factors.

First, the political measure of volatility is far more
sensitive to price declines than price increases. Whereas a
standard statistical measure of dispersion, such as variance,
gives equal weight to a 100-point increase in the Dow and to 5
100~point decline, the politically relevant measure of

volatility weights declines much more heavily than equally
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large increases. In this regard, political volatility is
better measured by semi-variance than variance.

The reason for this asymmetric treatment is easily
explained. Whereas the futures and options markets are zero-
sum processes, with just as many investors long as short,
investors are always net long the stock market. The stock
market represents the value of the residual equity claim on
publicly traded corporations, and that is always a nonnegative
value. Accordingly, when the stock market declines, the price
decline represents a real wealth loss. Combined with evidence
that individuals will, given their current state of wealth,
pay more to avoid the risk of a wealth loss of a given size
than they will pay for a chance to obtain an equally large
wealth gain, it is easy to understand why the general
population rationally draws a distinction between downside
volatility and upside volatility. Put another way, all other
things equal, people would rather avoid markets going down by
20 percent in a day than see markets go up by 20 percent in a
day. Traditional measures of variance, which are neutral with
regard to whether the market moves up or down quickly,
therefore miss the political point.

Second, public concern over downside volatility is much
more sensitive to large drops than small declines. 1In
particular, the politically relevant measure of volatility may
have a critical threshold value below which daily price moves

do not register. The existence of such a ”critical value”
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that establishes a threshold below which daily price moves can
be ignored is, I think, readily explained by the rational
operation of the news media. If a market move isn’t large
enough to make the front page of the New York Times, Wall
Street Journal, or Washington Post, then it isn’t large enough
to come to the attention of the broad populace that
constitutes the relevant constituency for elected politicians.
Thus, a string of price moves that may signify substantial
volatility to a statistician may be politically irrelevant
because none of them are large enough to register under the
#Times-Journal-Post” test.

The combination of these two factors—--a greater concern
with downside volatility and a critical value below which
daily volatility is politically irrelevant--suggests that
standard statistical measures of volatility are not
necessarily accurate measures of politically relevant
volatility. For example, a market that sawtooths up and down
25 points a day for 50 days generates é higher statistical
measure of variance than a market that declines 100 points one
day, rises 100 points the next day, and is then stable for 48
consecutive days. However, the politically relevant measure
of volatility suggests that a market that moves 100 points on
only two occasions is more volatile because: (1) that market
crossed the critical value that attracts broad public

attention; and (2) that market generated a major price
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decline. Two consecutive 100-point increases would not
generate the same degree of despair.

Therefore, we could have markets that are relatively
volatile from a statistician’s perspective, but that do not
cause much political controversy because that sort of
statistical volatility generates no political volatility. On
the other side of the ledger, we can also have other
situations in which markets are'relatively calm the vast
majority of the time, but are subject to sudden and rare
jumps. Under these circumstances there will be political hell
to pay because political volatility will be high although
statistical volatility may not be as extreme.

Moral Basis for Capitalism. Much has been said about the
role of the small investor in the marketplace and about the
need to maintain investor confidence. The focus on the small
investor is important from many different perspectives. 1In
particular, never forget that small investors vote and
institutions don’t. The perception that the market is a fair
game, and that the small investor can profitably and equitably
participate in the market by buying and selling stock, is
extraordinarily important because it maintains investor-voter
support. As 1’11l next explain, this emphasis on fairness to
the small investor also relates to what I call the moral basis
for capitalism.

Social systems exist and survive as a result of an

equilibrium between political and economic forces. If an
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economic system doesn’t have broad based political support
then that economic system is in a lot of trouble. A
significant reason for the continuing viability of the capital
market system in the United States is the perception that
increased prices in the stock market reflect added economic
value that enhances national wealth. The clearest connection
between stock market performance and social support for our
capital market system relies, I think, on specific examples of
start-up companies like Lotus, Microsoft, Genentech and
others, that create obviously valuable new products. The
capital market rewards risk-taking entrepreneurs, employees,
and investors involved in these companies for their
contribution in the marketplace. From this perspective, the
link between social contribution and economic reward provides
a moral basis for capitalism. Further, the closer the
perceived link between social contribution and economic
reward, the stronger the political support for that market
mechanism.

This analysis carries significant implications for the
futures and options markets. Because those markets are more
complex and not as well understood by the average voter or
Congressman, the probability increases that perception will
diverge from reality. Moreover, and perhaps even more
important, because the futures and options markets are risk-
shifting mechanisms that, net of transactions costs,

constitute zero-sum processes, the connection between social
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contribution and economic reward in those markets will appear
more attenuated. No futures or options market participant
will ever be able to point to a company he or she built, or to
a product he or she introduced as a direct and proximate
result of profits available in the futures or options markets.
The fact that the trader added substantial value to the
economic process by facilitating risk shifting among market
participants is a point more subtle and difficult to grasp
than the obvious connection between stock profits and product
success. The perceived moral justification for derivative
product markets is therefore weaker than it is for primary
equity markets, and that has substantial political
implications for regulatory policy towards derivative product
markets.

It’s worthwhile to remember that information costs are
very substantial in capital markets. They are also critical
in political markets. The reality is that the information
costs incurred in explaining the operation of futures and
options markets are far higher than information costs
explaining the operation of the equities markets, and that
certainly places that derivative product markets at a
substantial political disadvantage.

Conclusion. My closing observation very simply is that
on October 19 and 20, no market covered itself in glory. It
is most unfortunate that the debate has often become defensive

or accusatory, and that regulators have become embroiled in
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turf battles. This is a time for constructive cooperation.
This is a time for the exercise of imagination. The solution
to the market’s current problems lies, I believe, much more in
innovation rather than foolish requlation and measures that
operate, at best, as placebos. The 50-point collar and other
restrictions to curb index arbitrage, are placebos that are
perhaps well intentioned but do not rationally address the
problems apparent in today’s capital markets.

That, in a nutshell, is my perception of the difference
between perception and reality as it relates to recent public
policy developments affecting financial markets. However,
since I’ve now spent more than a couple of years in
Washington, I’m not sure that I’m qualified to opine on the
difference between perception and reality, so I pass the baton
on to Professor Miller, who will, I hope, clarify all these

matters and provide the answers to all our questions.
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Joseph Grundfest

Commissioner
Securities and Exchange Commission

Like the Brady report, the SEC staff study has been the subject of
substantial criticism. The debate over the merits of each of the reports
on the crash is, I believe, quite healthy. After all, the events of October
19, 1987, were unprecedented and complex, and in order to regulate
the markets properly regulators must first understand the market.

The regulatory process, however, often operates on a schedule
that is incompatible with careful analysis. More dangerous, perhaps,
is the tendency for policy makers to fall prey to a peculiarly political
form of cognitive dissonance. Indeed, in Washington, it sometimes
seems that virtually any event can be cited as a reason for adopting
almost any policy.

Consider, for example, the massive budget summitry that oc-
curred in the wake of the market's October decline. The federal
budget deficit, as dangerous as it may be from a macroeconomic
perspective, was not the proximate cause of the market's fall. All
rational evidence suggests that reducing the deficit would not help
reduce the market’s recent volatility. Nonetheless, political Washing-
ton rallied around the theory that the deficit caused the crash and that
the budget gap had to be closed in order to restore calm and confi-
dence to the nation’s capital markets.

The reason for a quick consensus on such an obviously shaky
proposition is clear. Many policy makers were unhappy with the
formulaic budget cuts that would have been imposed under the
Gramm-Rudman-Hollings bill. The market crash provided a conven-
jent cause célébre around which policy makers could rationalize ef-
forts to renegotiate budget cuts without directly attacking the
Gramm-Rudman mechanism. The theory that the budget deficit
caused the market crash thus did not have to be correct in order to be
widely accepted and immediately acted upon. Instead, the theory was
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accepted because it provided a convenient rationalization for actions
policy makers wanted to take anyway. From that perspective, if the
crash had not happened, some Washingtonians would have been
hard pressed to invent its equivalent.

The lesson of the budget summitry experience is that the policy
process, if not carefully monitored, can be manipulated to yield
results that are inconsistent with any logical analysis but that serve
some other politically valuable purpose. Thus, in the political arena,
the most effective rallying cry may not be the most logical or analyti-
cally correct proposition; instead, it may be the theory that leads to the
most politically sustainable conclusion, regardless of the evidence.

Despite the danger that logical analysis may have little sway over
the final resolution of events, I remain an optimist that, at the margin,
reason can help tilt the balance toward a more procompetitive reso'u-
tion of the market’s problems. In particular, I think it important that
government recognize that two categories of events contributed to the
decline on October 19. The first category encompasses events beyond -
the government'’s control. The government cannot effectively write or
enforce rules that control investor psychology or dictate the way
investors react to fundamental changes in the economic environment.
Any such efforts are bound to be self-defeating and expensive.

Efforts to control trading strategies such as portfolio insurance fall
into this category. Portfolio insurance is, in essence, little more than
an elegant set of rules for stop-loss selling in a declining market.
Stop-loss selling has been with us for decades, and there is nothing
the government can do to prohibit investors from thinking about the
market in a particular way. The government can, however, increase
trading costs, and that can induce people to change their strategies,
although it may not change the way they think about the market.

In all candor, some purchasers of portfolio insurance may not
have correctly understood the limitations of that trading strategy.
Evidence suggests that some institutional investors may have be-
ieved they could be heavily invested with little risk when the Dow
stood at 2600 or 2700, even though they thought the market was
overvalued, because they believed they could automatically get out
before the market dropped too far. They apparently did not under-
stand that a dynamic hedging strategy works well only in a smoothly
declining market with sufficient liquidity. If too many traders try to
implement the strategy at once, thereby overloading the liquidity in
the market, or if the market gaps for any reason, portfolio insurance
would not work as many expected. In effect, these investors acted as
though they had purchased a synthetic put for which they had to pay
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no premjum. Unfortunately, that is a bit like believing in the financial
equivalent of a free lunch, and on October 19 the waiter showed up
with the bill.

The second category encompasses events within the govern-
ment’s control and about which the government can do sumething.
This category can be further subdivided into measures that can ex-
pand the market’s capacity by increasing liquidity and improving
information flows, and measures that slow the market down by
throwing sand in the gears in any one of a number of ways. A great
deal of effort has already been invested in devising more clever ways
to shut the markets down when, for whatever reason, policy makers
don't like the prices the markets are generating. Personally, I am more
interested in focusing energy on efforts to improve market capacdity,
enhance liquidity, and generate better information because, in the
long run, the effective survival of our domestic financial services
industry depends on these measures much more than on any circuit-
breaker mechanism, no matter how well designed.

The liquidity problems experienced during the week of October
19 were quite severe, and it is important to recognize that the roots of
that problem stretch back at least two decades. In the Jate 1960s and
early 1970s institutional investors began trading large blocks of indi-
vidual companies’ shares. The specialists simply did not have the
ability to move 100,000 or 1,000,000 shares of a company’s stock in a
single block without seriously upsetting the market price. This prob-
Jem was resolved through the evolution of block trading procedures
that effectively created a joint venture between upstairs block traders
at the large brokerage houses and the specialists on the floor of the
New York Stock Exchange. In effect, upstairs traders shop large blocks
by searching for other investors who are willing to take the opposite
side of the transaction. This system is able to move larger blocks with
a smaller price effect than would have been possible simply by walk-
ing up to a specialist and saying, “Guess what: here are a million
shares to sell, have a nice day!” To move that million-share block the
specialist would have to bang the daylights out of the stock’s price by
offering concessions that, as a practical matter, might not have to be
made by the upstairs traders who can shop the block more effectively.

Today, however, a block is not composed of a million shares of a
single company’s stock. Today’s million-share block is composed of a
portfolio of 2,000 shares of 500 different companies. The New York
Stock Exchange did not develop a marketing system that allows
institutional investors to move these portfolio blocks at relatively low
transactions cost. The failure of the NYSE to respond directly and
effectively to this change in the demand for trading services created a
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tremendous opportunity for the Chicago markets. Chicago innovated
when New York did not. It developed a cheaper and better market for
the trading of portfolio block positions.

Interestingly, after extensive conversations with market partici-
pants, [ think it accurate that many of the largest institutional users of
the futures markets really do not care that they are transacting in
futures. They would be just as happy to trade in the underlying
equities if transactions costs in the equities market were as low. In
other words, it is not the “futurity” of the futures markel that attracts
institutional interest; instead, it is the fact that futures markets pro-
vide the most effective and cheapest means of reallocating equity
market risk. Until the equity markets address this problem head-on by
creating an effective and low-cost means of trading blocks that are
composed of diversified portfolios, the equity markets will be at a
distinct disadvantage in providing liquidity to the portfolio trader.

Progress can also be made on the clearance and settlement side of
the market by improving information flows among market partici-
pants. On October 20 in particular, because of delays and breakdowns
in the settlement and clearance mechanism, there were occasions
when the market did not have accurate information about the credit-
worthiness of some key market participants. This information failure
caused some traders to refuse to do business with firms that were, in
fact, quite solvent. This, in turn, removed liquidity from the markets
at a time when the markets were desperate for all the liquidity they
could find.

Information problems also severely hindered traders’ ability to
participate in the markets. At times, traders had difficulty estimating
the prices that were actually available in the markets. They also had
serious difficulties obtaining accurate information about the execution
of orders that had already been entered. Trading is a risky business in
that kind of an environment. Rather than deal with that degree of
uncertainty, some traders just withdrew from the market, again re-
moving much-needed liquidity. Others brave enough to trade de-
manded price concessions to compensate them for the information
risks they were assuming, and on the 19th that generally meant
making transactions at ever-declining prices.

As for the jurisdictional disputes currently embroiling the mar-
kets and regulators alike, I think there are far better uses of everyone’s
energies. Throughout the policy debate, New York has been busy
pointing its finger at Chicago, and Chicago has been busily pointing
its finger back at New York. Realistically, none of our markets covered
themselves with glory on October 19. It behooves each marketplace to
begin its analysis not with a criticism of its competitors’ flaws—re-
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gardless of how reasonable such criticisms may be—but with some
self-criticism aimed at addressing the fundamental problems revealed
in their own back yards as a result of the extraordinary volume and
voiatility experienced during the week of October 19. I have already
suggested that the stock exchanges can profitably consider new
methods of transacting block trades that are composed of portfolio
positions. The futures markets might also want to consider changes in
their rules that limit the extent to which upstairs traders can prear-
range trades. These restrictions may have adverse consequences on
liquidity similar to those that result from the inability to trade equity
portfolio blocks in the upstairs market.

As for jurisdictional disputes among the regulators, I would offer
a couple of observations. Although some have suggested that the
Federal Reserve be established as a super-regulator over the securities
and commodities markets, the Fed apparently does not want the high
honor, privilege, and responsibility of overseeing every financial mar-
ket in America. As for the suggestions that the SEC take over respon-
sibility for stock index futures from the CFTC, I think it important to
recognize that any such shift would also entail a substantial realloca-
tion of authority among powerful congressional committees. For the
same reason that you would not want to fight a land war in Asia, I
think you would not want to fight that jurisdictional battle on Capitol
Hill. Although I understand—but do not necessarily agree with—the
reasons many observers argue that jurisdiction over index products
should be allocated to the SEC, we are not writing on a blank slate,
and I do not believe any of those arguments are powerful enough to
overcome the political realities of the matter. Since we are constrained
as policy makers to deal only with realities, the proposal to reallocate
jurisdiction strikes me as a nonstarter. Thus, rather than spend a lot of
energy on a fruitless exercise, it makes far more sense to devote
energy to good-faith attempts at interagency cooperation within exist-
ing jurisdictional constraints. That approach is, I think, the most
responsible course of action open to regulators today.





