





Special Report: Black Monday

Two decades after the crash of '87, Wall Street veterans remember that day and talk about the lessons they learned 

By Liz Skinner 
October 15, 2007 

This Friday marks the 20th anniversary of the last stock market crash. In that day's version of, "Where were you when the lights went out?" InvestmentNews spoke to financial advisers and others who remembered Black Monday vividly, and who shared the lessons they learned from the stock market crash.

The Dow Jones Industrial Average saw its largest one-day percentage drop since 1914 on Oct. 19, 1987. The market fell 508 points, or 22.6%, amid a flurry of selling on the heels of a five-year bull market.

Jeremy Siegel
Jeremy Siegel, professor of finance at the University of Pennsylvania's Wharton School, remembers getting a flood of media calls while teaching that day. There are lessons to be learned from unanticipated market fluctuations, i.e. those not caused by an outside event such as the terrorist attacks of Sept. 11, 2001, he said.

"You shouldn't ever panic over these extreme [market] movements, and investors that held steady did well," Mr. Siegel said. "The lesson is to stay with the market."

Other in the industry also shared their memories of that day and what they learned from the market's meltdown.
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William Bengen, a financial adviser best known for his Four Percent Drawdown rule, which holds that a person can take 4% a year from their retirement portfolios without running out of money, remembers the day clearly because it was his 40th birthday.

He recalls thinking, "Looks like the second 40 years are going to be harder than the first.''

"A lot of people forget that the stock market was still up for the year in 1987. From January through August, it was hitting highs each day," Mr. Bengen said.

"You started to see down days in September and October; then we just got clobbered. You could see the glazed look in people's eyes the next day," Mr. Bengen said.

"The crash was a reminder that stock markets are volatile, but in the long run they produce excellent results for investors, and we shouldn't let emotions rule the investing philosophy," he said.

Mr. Bengen's El Cajon, Calif., firm, William Bengen Financial Services Inc., manages about $55 million in client assets.

John C. Bogle
Never trust what you read in the papers.

John C. Bogle, the founder and former chairman of The Vanguard Group Inc. of Malvern, Pa., learned that on Black Monday.

He watched the market fall apart from his office in the morning. In the afternoon, he went to Bryn Mawr (Pa.) Hospital for a financial committee meeting. A reporter saw Mr. Bogle, who was known to have heart issues, at the hospital.

"An article appeared the next day that I was having a heart attack," he said.

"On Tuesday morning, I got the staff together and we made phone calls all day," Mr. Bogle said. "I made 104 calls that day."

"Shareholders were actually pretty upbeat. I got encouragement from their reaction. It really was a thrilling, fun time," he said.

"I found having my hand on the pulse of the investors was a tremendous help. They were taking it all with a grain of salt," Mr. Bogle said.

"Just because nobody has seen anything but a white swan doesn't mean a black one doesn't exist. There always is a black swan out there that you better be ready for — and be sure your shareholders are ready for."
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Harold Evensky, president and chairman of Evensky & Katz Wealth Management Inc. in Coral Gables, Fla., which manages about $580 million in assets, recalls worrying about his clients that day.

"Back in those days, most of our clients were conservative, elderly investors, and I was scared to death they were going to be panicked out of their minds," he said.

"We started calling customers at 7 o'clock Tuesday morning, and I kept thinking that everyone who didn't answer must be dead or on the way to the hospital," Mr. Evensky said.

"Our clients all had reserves, so they didn't have to sell for a while. We called them all, but it was really a non-event for them; they got it," Mr. Evensky said.

"It was key that we prepared them in advance so that no one had to sell," he said. "We've utilized that strategy subsequently, and it still works.''
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Barry Kaplan was a dentist on Black Monday.

But Mr. Kaplan, now an adviser with Atlanta-based Cambridge Southern Financial Advisors, which has $150 million under advisement, also was an investor, and an informal financial adviser for family and friends. He became a certified financial planner in 2000.

"I didn't move a thing. I had by that point come to the conclusion that the worst strategy to have is to jump around all the time," Mr. Kaplan said.

"The lesson I learned is that we have no good measure to quantify risk. I don't care what people say about standard deviation or what they say about volatility or correlation, when people head for the door, everyone heads for the door at once," he said.

"I was better able to tolerate that kind of volatility because I knew I had 30 more years of investing," Mr. Kaplan said.

"If you're the guy in retirement and you're not prepared and you panic and take everything out, you're dead meat. People who did nothing probably came out ahead of most of the people who reacted to it."

Richard G. Ketchum
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There was only one place to be that morning, so Richard G. Ketchum, now board chairman of the Financial Industry Regulatory Authority of New York and Washington and chief executive of NYSE Regulation Inc., walked out of the securities conference at which he was speaking and headed straight for the frenzied floor of the New York Stock Exchange.

Mr. Ketchum, then director of market regulation for the Securities and Exchange Commission, still remembers how "faces were gaunt" on the trading floor, and how it was clear that "the exchange already was overburdened."

The head of a specialist firm told him that day, "I don't really know where the bottom is here."

Mr. Ketchum flew back to Washington. By the afternoon, he was watching stocks fall on a Reuters terminal.

"The remarkable thing I remember about that day is that the screen was simply red the entire afternoon," he said.

"There were no upticks. The market just went down in an eerie, steady progression," Mr. Ketchum said.

"There were a number of lessons to take away. The first and foremost is that derivative and equity markets are fundamentally interlinked," Mr. Ketchum said.

"That day, the price difference between futures and stocks broke because of access problems in the equity markets. Also, it doesn't go well when people become nervous that they can't access liquidity," Mr. Ketchum said.

"We also learned that we need to keep markets open [and] interlinked and make sure that they have the capacity in terms of capital and technology to handle the worst of days," he added.
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Arthur Levitt, who was to become the longest-serving chairman of the SEC, recalls that "there was an atmosphere of great fear."

He was in Washington that day, at a conference sponsored by the American Stock Exchange of New York, which he then headed.

Then-SEC Chairman David Ruder, surrounded by a cluster of reporters, suggested that the nation might have to close the markets.

"I can remember, back in my office, I got a call that Goldman Sachs [& Co. Inc. of New York] had a 'fail to deliver' notice from one of the banks; I believe Bankers Trust [Co. of New York]. Because of that, markets were going to close in 20 minutes," Mr. Levitt said.

"That really caught my attention because I didn't think markets should have been closed," he said.

"The White House was called, and people there went to [Deputy Secretary of State] John Whitehead [who had retired from Goldman Sachs in 1984]. He felt as I did that markets should not be closed, and so the NYSE stayed open," Mr. Levitt said.

"One lesson we learned is that we couldn't depend on program trading to be a stabilizing force. Also, that the specialist system couldn't work in that kind of frenzied environment," Mr. Levitt said.

"Fear was pervasive and that made people act in panicky ways," he said. "As you look back upon it, it was actually a great time of opportunity rather than a time of systemic risk.''
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It hurt — it actually hurt — for Robert Stovall that day.

Currently managing director and global strategist for Wood Asset Management Inc., a Sarasota, Fla., firm that manages $1.6 billion in client assets, he was in a New York hospital 20 years ago, recovering from a minor procedure.

Then president of New York-based Stovall/Twenty-First Advisers Inc., Mr. Stovall recalls experiencing some physical pain as he was trading stocks through his office.

"There was a lot of emotion and fear and trembling. It showed the lack of communication from the stock exchanges in New York to the options exchanges in Chicago," Mr. Stovall said.

"We realized that these greatly admired computer-driven programs' strategies don't work when extreme market conditions prevail. It also showed the regulators of the exchanges and the Fed had a lot of power if they chose to act, which, fortunately, they did," Mr. Stovall said.

"We also found that if you get trapped in something like that and show concern for the client who gets trapped along with you and talk to them, it makes the situation more palatable. The client doesn't blame you as much.''
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Robert Stovall's son Sam, chief investment strategist at Standard and Poor's in New York, was working that day at Argus Research Co., an independent investment research firm in New York, as director of sales and marketing.

A relative newcomer to Wall Street then, he remembers the thrill of being part of history in the making.

Personally, Mr. Stovall didn't have much at stake, or even any clients — but the looks on the faces of office mates who did have clients "were pretty dire,'' he said.

"There was more of an impact for me right after Black Monday. As a salesperson calling pros-pects, I'd try to set up an appointment and they'd say, 'I'm sorry, I'd like to see you but my firm is closing down,'" Mr. Stovall said.

"The professionals learned [from Black Monday] that they are not masters of the universe," he said. "Sometimes their creations can come back to haunt them, such as program trading, computerized in-vesting, derivatives."

Lou Stanasolovich
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The crash was the result of a data problem, Lou Stanasolovich said.

The president and chief executive of Legend Financial Advisors Inc. in Pittsburgh, which manages about $350 million in assets, said advisers didn't pay as much attention to every stock market move in those days, because they didn't have the data resources they do today.

"If we see something like a Black Monday again, I think we'll see a lot more people react a lot faster to try and get out of the market," Mr. Stanasolovich said.

"The few days after [Black Monday], I got calls from clients asking if they should be getting out," he said.

"The lesson we learned is that diversification works, especially in the long run. No one should have all their investment assets in one basket, and if there is a big downturn, don't necessarily panic and leave — that creates opportunities," Mr. Stanasolovich said.

"We had a lot of prospective clients who became clients in the ensuing months," he added. "Market downturns are great for business development."

Wayne Luthringshausen
Wayne Luthringshausen, chairman and chief executive of The Options Clearing Corp., a Chicago-based clearinghouse for options, futures, derivatives and other complex financial trades, recalls being at his desk on Black Monday worrying about whether his firm would be able to process all the contracts and "make it all work out overnight."

His company is jointly owned by several options exchanges and has processed more than 2 billion contracts so far this year.

"At the Options Clearing Corp., we're not involved in each market move during the day, as we are kind of an after-market business, processing everything. But we made calls during the day to see what was happening, and we were in disbelief about how bad this thing was going," Mr. Luthringshausen said.

"The main lesson is that something like that can happen and might well happen. We had to change a good bit of how we operated, and had to get more sophisticated as to how we assessed the risk of clearing member positions," Mr. Luthringshausen said.

"We changed our systems of how we assess portfolios and data to go back and say, 'This is how much collateral we need,' so we're not playing risky games and in risky situations," he said.

Philip Roth
Philip Roth, chief technical market analyst for institutional trading firm Miller Tabak & Co. LLC of New York, remembers that he and his co-workers were expecting the market "to be down a lot, you know, a couple of percent, not 20%."

"No one was expecting the disjointed trading [that occurred] because the market's liquidity basically disappeared. At the same time, institutions had just gotten into program trading, so there was trading on the downside and no bids," said Mr. Roth, who was a technical analyst for New York-based brokerage firm E.F. Hutton & Co. Inc. at the time.

"We haven't legislated away the ability to have a crash," he said.

"Greed pushes the market up, declines cause fear, and when fear reaches a crescendo, you can have a crash," Mr. Roth said.

Robert Shiller
Some investors saw a bloodbath, others smelled an opportunity, but for Robert Shiller, who was teaching at Yale University in New Haven, Conn., when he heard via a transistor radio that the market was crashing, Black Monday was a lesson.

The economics professor recalls dropping everything and preparing a survey that he mailed out to 3,000 investors within days of the crash.

Mr. Shiller, the author of "Irrational Exuberance" (Princeton University Press, 2005) said, "I got about two hours' sleep the next two nights. I asked investors about news stories that had run in the days leading up to the crash which supposedly triggered the crash."

What Mr. Shiller discovered was enlightening.

"It wasn't the news stories. People that react to price declines look at each other and start guessing," Mr. Shiller said.

"Their typical comment was, 'The market is crazy, and everyone is bailing out,'" he said.

"People were seeing other people bailing out; it was panic," Mr. Shiller said.

"It was the beginning of the end for efficient markets; it was symbolic of the doubt and the start of behavioral finance. No one ever found a rational explanation for the drop," Mr. Shiller said.

"It was a reminder that 1929 wasn't so remote," he said.

Special-reports editor Joan Mancuso contributed to this story. 
