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Dispelling the ostrich theory of market regulation

Closing your eyes is a natural response to being scared. My kids do it during movies. And when |
was a kid, | was taught that Ostriches do it when they sense danger. But the head-sand bury is a
myth. [1] It is no more true than the misguided belief that closing exchanges will make
everything better during times of market uncertainty and negative news.

Yet this is what some commentators are calling for. CNBC featured an op-ed yesterday by one of
its anchors titled: "Coronavirus is restricting market efficiency — We need a two-week trading
holiday." [2] The writer asks, "How many times will the circuit breakers need to be triggered for
governments and policymakers to seriously consider shutting markets? Two weeks might give
everyone a chance to focus on the underlying problem."

Yesterday also featured Treasury Secretary Mnuchin announcing that shorter trading days was
one option being considered. He said: "we may get to the point where we shorten the hours, if
that is what they [exchanges] need to do.” [3]

These are both bad ideas.

It is important to recognize that asset valuations change whether or not trading occurs. Owners of
stocks and bonds reassess their perceptions every time new information arrives, which is 24/7 in
a global economy. Their valuations adjust when markets are closed. And the longer we wait to
let them express their views through trading, the larger the potential disconnect between the last
known price and the true market price.

This could have profound consequences. Market closures prevent investors, regulators, political
leaders, and ordinary citizens from learning about the well being of the economy. Trading
reflects people putting their money whether their mouth is. There is no better way to survey
economic developments than through market prices. Their absence will allow the coronavirus
response to become untethered from economic reality. That would be a terrible outcome.

While shortening the trading day is a less a less bad idea than closing markets altogether, which
the Secretary said was not being considered, it is unlikely to mitigate declining economic
conditions. And it could very well make the situation worse, by making markets even more
volatile than they already are.

Information production occurs when markets are closed

Making trading days shorter could increase volatility
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A similar effect can be seen over the past two weeks. Since last Monday, 94% of the S&P 500
return has accrued during the opening 5 minutes of each trading day. Moreover, the volatility of
returns during this period is 60% higher than returns over the rest of the day. [5]

These results are consistent with traders reconciling overnight information at the open, and long-
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Shorter trading days would likely increase
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Why does this matter?
The volatility effects of compressing the trading day could itself engender further volatility.

In a recently published paper, former SEC Chief Economist Larry Harris and a co-author explain
how extraordinary growth in short volatility strategies poses a risk to financial markets. [8] They
estimate that a whopping $1.5 trillion in AUM is backing strategies that sell or short equities
when market volatility rises. And the associated trading, when coordinated, engenders further
increases in volatility and selling activity.

Risk parity funds represent the largest footprint among the various strategies. As the name
implies, these funds target an equal risk exposure across all asset classes. If volatility increases in
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one asset class, like with equities in recent weeks, fund managers liquidate their positions and
reallocate to less volatile securities in another asset class.

A recent (and must read) article by the Wall Street Journal explains how it works. [9] Fund
managers follow preset algorithms to make computerized trades, and if things get wild, they let
their algorithms help make it wilder. They quote one manager as saying: "We need to cut
position size when market volatility pops," followed by "It can feel awkward, but we know we’re
doing the right thing from a risk perspective.” And another saying: "It's very clear what | have to
do when risk rises. | have to reduce exposure."

These are 'dumb’ strategies that do not require human judgement once established. While still at
the SEC | spoke about the risk of these rule-based strategies, highlighting how they could
unintentionally engender mechanical herding. [10] Unless a human steps in with new
instructions, trading algorithms will pursue these preset strategies at any consequence.

We could be seeing the effects today. And the first warning signs may have been sent on
February 5, 2018, when a spike in market volatility caused two inverse-VIX exchange traded
products to fail. Back then there was concern that these ETPs accounted for a significant portion
of the realized volatility, but the SEC never made known whether it studied the event, and if so,
the findings.

Once the current market volatility settles, don't be surprised if there is a call for increased focus
on risk parity funds (and their close cousins). Their designs are in many ways reminiscent of the
portfolio insurance strategies that exacerbated the 1987 market crash. And if they are found to
have exacerbated market conditions, questions will center on what to do about it. This won't be
an easy issue to resolve.

For now, it is important to recognize that a shorter trading day could make things worse, not
better. Markets should continue regular operations unless there is a physical reason that they
cannot. But if regulators want to pursue a different length trading day, they should start by
extending it. This would be less risky, and could yield insights into how volatility is affected by
the length of the trading day generally.

Let's extinguish any thought of a trading holiday

A good way to end is to reemphasize that regulators have on several occasions made clear that
markets should continue their operations, volatile times notwithstanding. This comes from both
the Treasury Secretary and the Chairman of the SEC, Jay Clayton. And they are welcome
declarations.

But that doesn't mean we should feel comfortable. If markets continue to be volatile, and the
singing gets loud enough, regulators have been known to change their tune.

That some of the singers are market commentators from major news outlets is concerning. And
many of the op-eds that I'm reading, including the one cited earlier, make statements without
basis, are not supported by facts, and do not reflect an understanding of how a market economy
works. That is both disappointing and dangerous.

The Coronavirus might be scary, but it is not the time to close our eyes to its effects.

[1] Thanks to the San Diego Zoo for helping dispel what I was sure to be a childhood
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