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Bubble, bubble, 
toil and tro u b le1
The October 19th stock market crash 
spilled more printer’s ink than any 
other economic event of the 1980s, yet 
by all accounts the economy hardly 
noticed. The real economy just kept 
growing. Real GNP growth actually 
exceeded 6% on an annual basis in the 
quarter the Crash occurred and has re
mained above 3% since. Unemploy
ment as of September stands at 5.4%, 
more than half a point lower than it 
did on October 19, 1987. In fact, ig
noring the carnage on Wall Street, the 
Crash’s major impact may have been
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uberant economy.

How can that be:’ Memories of the 
Crash of 1929 and the decade that fol
lowed are some of the most traumatic 
in U.S. history. Yet today, last 
November’s rush of recession forecasts 
seems at best overblown. In retrospect, 
the reasons for this difference are actu
ally quite simple:

•  Policymakers have learned a great 
deal about the management of finan
cial panics—they steadfastly refused to add 
to the panic by overresponding.

•  Markets are far better able to shift 
funds around to accommodate investors 
running for cover than they were in 
1929—money exiting the stock market was 
quickly recirculated into the debt markets, 
preventing a credit crunch.

•  And lastly, a large part of the loss 
in equity value between the August 
peak and October 20th (see Figure 1) 
may simply have burst what economists 
call a speculative bubble—the market fe l l  
because it was too high.

The real questions that confront us a 
year later are, What damage to the 
U.S. financial markets is concealed un

derneath the current calm? And, How 
should we proceed from here?

The purpose of financial markets
The primary role of the financial mar
kets in terms of the day-to-day business 
of producing goods and services is to 
provide new funds so that firms can 
build plants and buy equipment. The 
day-to-day shifting of existing stock and 
bond certificates has little direct eco
nomic effect on U.S production. This 
observation has led many critics of 
Wall Street and the Chicago futures 
markets to suggest that these markets 
are little more than very complicated 
gambling casinos. Not so. The ongo
ing trading oi existing assets is neces
sary to provide an efficient backdrop to 
the real business of raising new capital.

The careful assessments of risk and re
turn done by market participants pro
vide a valuable and necessary starting 
point for evaluating new investment.
It is precisely the lack of these assess
ments that makes venture capital for 
new businesses in new industries so
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much more expensive than other forms 
of new capital funding.

Further, the liquidity that active sec
ondary markets provide is essential. If 
firms must pay a higher return because 
investors may have trouble finding a 
market for their stocks or bonds, less 
investment will take place.

Similar reductions in investment will 
result from any increase in perceived 
market risks arising from the trading 
process. For instance, after the Crash 
many analysts suggested that program 
trading might generate crashes with 
some regularity. If such a belief were 
widely held, investors would be less 
willinar to hold stocks, thus inmedinsr 
firms’ ability to raise new capital.

In assessing the fundamental, long-run 
impact of the Crash, it is therefore na
tural to ask three questions. Has the 
Crash directly reduced firms’ ability to 
raise funds? Has the Crash reduced the 
liquidity fundamental to a healthy 
market? Has some other less tangible 
factor, such as a belief that a Crash 
could happen again, created a new risk
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premium that is raising the cost of new 
capital?

Overall, our analysis indicates that the 
Crash has not had much impact on 
firms’ ability to raise new capital, but 
it has substantially changed the way 
those funds are raised. Firms now find 
it more economical to raise funds 
through the debt markets rather than 
the equity markets. Put another way, 
the Crash does seem to have damaged 
the equity markets a little, but not the 
financial markets as a whole.

Raising capital after the Crash

Securities markets play a crucial role in 
permitting firms to raise additional 
capital. While new issue activity has 
declined since October 1987, it remains 
well above levels that prevailed prior 
to 1986. The flow of new funds to 
businesses has not dried up.

Figure 2 shows the value of newly is
sued corporate debt and equity from 
1978 to present. From 1978 to 1986, 
total new issue volume grew fairly 
steadily. During 1986, new issue ac
tivity boomed, and reached record lev
els in mid 1987. Immediately after the 
Crash, new issue activity dropped dra
matically, from $22 billion a month to 
about $8 billion a month. While new 
issue activity has not returned to its 
past peak, it has rebounded, and today 
it remains well above historical levels.

The Crash’s impact on equity issuance 
alone has been more dramatic. In the 
first six months of 1987, equity issues 
accounted for 22% of total funds raised 
through new issues. In the first six 
months of 1988, equity issues accounted 
for only 12% of new issues. This de
cline in the importance of equity is 
linked in large part to the cancellation 
of initial public offerings. According to 
a recent study, 229 businesses had been 
scheduled to make initial public offer
ings in October of 1987. Of those 229 
firms, 55 actually went through with 
the planned offering while 104 with
drew their public offerings. The re
maining 70 issuers have not withdrawn

their registrations but have yet to issue 
the security.

While it is clear that new equity issues 
have declined in importance since the 
Crash, it is less clear that this decline 
will have an appreciable effect on the 
economy. Total new issue activity re
mains well above historical levels. 
Moreover, the declining relative im
portance of equity issues after the Crash 
merely marks the continuation of a 
trend underway since 1983, a trend 
which so far has had no discernible 
impact on economic growth.

Financial market liquidity

A second issue is whether the Crash has 
affected financial market liquidity—the 
ability to sell shares into the market 
without affecting the market price. 
Trading volume can provide a rough 
indicator of market liquidity. The 
Crash’s medium-term impact on trad
ing volume in the stock market has 
been minimal (see Figure 3). During 
the first six months of 1987, over 22 
billion shares were traded on the New 
York Stock Exchange. The volume of 
trading for the first six months of 1988 
was virtually the same.

While the volume of trading in the eq
uity market has been unaffected by the 
Crash, the same cannot be said for the 
trading of stock index futures and 
options. Trading in the Chicago 
Mercantile Exchange’s S&P 500 fu
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tu re s  c o n tra c t  d ec lin ed  4 0 %  b e tw een  
th e  first six m o n th s  o f  1987 a n d  th e  first 
six m o n th s  o f  1988.

T h e re  a re  a t  leas t tw o possib le  causes 
fo r th e  loss o f  tr a d in g  v o lu m e  in  the 
fu tu re s  m ark e ts : re d u c e d  re lian ce  on  
po rtfo lio  in su ra n c e  a n d  in c rea sed  m a r 
gins o n  stock  in d ex  fu tu res .

B efore th e  C ra sh , stock in d ex  fu tu res  
p la y e d  a n  im p o r ta n t  ro le  in  the  p o rtfo 
lio  in su ra n c e  stra teg ies  o f  a  n u m b e r  o f  
la rg e  in s ti tu tio n a l investo rs . H o w ev er, 
fu tu re s-b a sed  p o rtfo lio  in su ra n c e  re 
q u ires  th a t  p rice  d ifferences be tw een  
th e  stock in d ex  fu tu res  c o n tra c t  a n d  the 
u n d e rly in g  b ask e t o f  stocks re m a in  
sm all. U n fo rtu n a te ly  for po rtfo lio  
in su rers , this sp read  w id en ed  d r a m a t
ica lly  on  O c to b e r  19th a n d  20 th .

T h e  la rg e  sp read  b e tw een  cash  a n d  fu 
tu res p rices th a t  d ev e lo p ed  d u r in g  the 
w eek o f  O c to b e r  19th led  m an y  to re 
co n sid e r p o rtfo lio  in su ran ce . T h is  in  
tu rn  re d u c e d  fu tu res  tr a d in g  vo lum e.

C h a n g in g  m a rg in  re q u ire m e n ts  on 
stock  in d ex  fu tu re s  also re d u ced  tra d in g  
vo lum e. In i t ia l  sp ecu la tiv e  m a rg in  
re q u irm e n ts  o n  th e  S & P  500 fu tu res  
c o n tra c t w ere $10 ,000  on  O c to b e r  16, 
1987. O n e  y e a r la te r , th e  in itia l m a r 
g in  re q u ire m e n ts  o n  a sp ecu la tiv e  posi
tion  w ere  $20,000.

Hidden risk premiums

T h e  C ra sh ’s im p a c t on  the  lo n g - te rm  
s tab ility  o f  the  f in an c ia l m a rk e ts  is d if

ficu lt to  assess. T h e re  h av e  b een  m an y  
ch an g es  since O c to b e r  19th. T h e  m a 
jo r  securities ex ch an g es, as well as the 
m a jo r  fu tu res  a n d  o p tio n s  exchanges 
d ea lin g  in  e q u ity -b a se d  co n tra c ts , h ave  
a d o p te d  a  system  o f  c o o rd in a te d  t r a d 
ing  ha lts . M a rg in s  on  stock  in d e x  fu 
tu res  h av e  b een  ra ised . S evera l 
exchanges a re  w o rk in g  to  poo l d a ta  on  
th e  risk position , a n d  a re  ex p lo rin g  the 
possib ility  o f  un ified  c lea rin g .

T h e  im p a c t o f  these ch an g es w ill h av e  
on  fin an c ia l m a rk e t s tab ility  is d ifficu lt 
to ju d g e . H o w ev er, it  is possib le to in 
fer in v es to rs’ fears o f  fu r th e r  la rg e  
m o v em en ts  in  stock  p rices by look ing  
a t  o p tio n s  a n d  stock p rice  d a ta .  This 
is possib le because  th e  va lu e  o f  a stock 
o p tio n  in creases as in v es to rs’ e x p e c ta 
tions o f  a la rg e  ch an g e  in  p rice  in 
crease. F ig u re  5 show s es tim a tes  o f  th e  
a v e rag e  ex p ec ted  o n e -d a y  ch an g e  in  
th e  p rice  o f  th e  S & P  500 fu tu re s  c o n 
tra c t. T h e  a v e rag e  ex p ec ted  p rice  
c h a n g e  in c reased  ra p id ly  in  th e  w eek 
before  th e  C ra sh  a n d  re m a in e d  w ell 
ab o v e  p re -C ra sh  levels th ro u g h  th e  first 
q u a r te r  o f  1988. S ince th a t  tim e, the 
a v e rag e  ex p ec ted  p rice  m o v e m e n t has 
re tu rn e d  to its p re -C ra sh  level. T h ese  
tren d s  suggest th a t  m ost o f  the u n c e r
ta in ty  g e n e ra te d  by the  C ra sh  has d is
s ip a ted , m ak in g  it un like ly  th a t  the 
C ra sh  has c re a te d  an y  p e rm a n e n t in 
crease  in  th e  cost o f  c ap ita l.

Conclusions
T h e  C ra sh  has served  to re in fo rce  m u ch  
o f  w h a t we a lre a d y  knew  a b o u t th e  fi

n a n c ia l m a rk e ts  a n d  th e ir  re la tio n sh ip  
to th e  rea l eco n o m y . W e h av e  seen, for 
ex am p le , th a t  an y  single p a r t  o f  th e  
system  c a n  tak e  a  serious h it  a n d  the 
system  c a n  su rv ive  a n d  ev en  p ro sp e r.

N o one  c a n  d en y  th a t  a  h e a lth y  f in a n 
c ial system  is a  fu n d a m e n ta l  r e q u ire 
m e n t for eco n o m ic  p ro sp e rity . B u t th e  
co llap se  o f  one  firm  o r  th e  d is ru p tio n  
o f  one  m a rk e t in  to d a y ’s d iverse  f in a n 
c ia l system  c a n  on ly  d a m a g e  th e  system  
i f  it sets o f f  a general crisis in confidence.

T h e  policies im p le m e n te d  by th e  F e d 
e ra l R ese rv e , th e  S ecu rities  a n d  E x 
c h a n g e  C o m m iss ion , th e  C o m m o d ity  
F u tu re s  T ra d in g  C om m iss ion , a n d  th e  
res t o f  th e  f in a n c ia l re g u la to rs  p ro v ed  
e q u a l to th e  task  o f  m a in ta in in g  ca lm  
a n d  p re se rv in g  th e  system . T h e re  m ay  
be  m a n y  go o d  a n d  ev en  necessary  re 
form s th a t  sh o u ld  be a p p lie d  to  th e  
in te rn a l fu n c tio n in g  o f  th e  m ark e ts .
B u t i t  is h a rd  in  re tro sp e c t to a rg u e  th a t  
th e  o v e ra ll system  w as n o t u p  to  th e  
ch a llen g es  o f  O c to b e r  1987.

— H e rb e r t  L . B aer 
a n d  S tev en  S tro n g in

1 This is not w hat Shakespeare’s witches 
say (M acbeth , Act 4, Scene 1). T he  a u 
thors have adapted  the words to the occa
sion. They also thank Don Wilson, for 
providing d a ta  on implicit stock volatility.
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Manufacturing activity in the nation rose slightly in August, following its strongest 
growth of the year just one month earlier. The slowdown was widespread among 
both durable and nondurable goods industries and was supported by other data 
showing a slowing in the pace of growth in the national economy in August.

The Midwest Manufacturing Index was virtually unchanged in August, with 
about half of the seventeen industries gaining and half declining from their July 
level. The biggest gains occurred in the electrical equipment and instruments in
dustries, which is consistent with the continuing strength in business equipment 
nationwide. Other durable goods industries, however, recorded modest declines. 
Most nondurable goods industries continued to advance in August.

N O T E : T he M M I is a  composite index o f  17 
m anufacturing industries and is constructed from 
a weighted com bination o f m onthly hours worked 
and kilow att hours da ta . See “ M idwest M anu
facturing Index: T h e  Chicago Fed’s new regional 
economic ind ica to r,” Economic Perspectives, Federal 
Reserve Bank o f  Chicago, Vol. X I , No. 5, 
Septem ber/O ctober, 1987. T h e  U nited  States 
represents the Federal Reserve Board’s Index of 
Industria l Production, M anufacturing.
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