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Recently, I came across a book by & Dutch author, Joseph do le
Vegs. The book described the workings of 8 forsign stock exchange,
focusing primarily on the trading side of the market. De la Vaga
wrote ebout the bankers, the brokers, and the dealers who
participated on the exchange. He explained how thay traded stocks,
futures, options, and how they used cash-settled instruments and
margins. He wrote about their sophistica ted trading stretegies,
including the when-issued market, short salas, and straddies. He also
doscribad 8 clearing system that incorporated netting.

Indeed. this book could serve as very useful reading for meny in
Washington snd in the media, who now ére grappling with the wholo
jssue of derivatives. Of coursa, those taking the time to read this
book must understand that it describes the Amsterdam Stock
Exchange, and that de Is Vega wrote this book in 1688.

1 talf you this story not to impress you with the breadth of my
library, but to emphasize that even today’s more esoteric products
have their roots in the earliest organized trading markets. It seems
that the Amsterdam Stock Exchange, the first organized stock
axchange in the world, also gave birth to many of the practices and
customs that characterize modern markets.

! suppose H is true that the more things change, the more they
stay the same. Perhaps nowhers is this more true than with financial
markets. Throughout history, wa’'ve seen that these markets operate
on the same basic principles: Every transaction involves the same
fundsmental analysis of risk versus reward.

It's important to keep these lessons in mind 8s wa avaluate new
markets and products, such as the current stale of the derivatives
market. As | watch the recent media frenzy over derivatives, it
appears that some have only recently discovared that markets go up
as well as down; and that anytime markets move, some people make
money. and some people lose monay.

Of coursa, thero are surprising revelations with the explosive
growth in the use of derivatives. Some of the people losing money
now are among of the best known investors and corporations in
Americs, and the sheer size of these losses does make for great
headlines. Moreover, tha financial products and strategies ganersting
these loses are complex and sophisticated. snd there are no neat
sound-bite explanations to justify why these Josses are occurring.

The bottam line for many is simple: More and more people ére
Josing more and more monay in our financial markets, doing things



that we don’t exactly understand, end something must be dons fc
make our markets sefer. As the cover of Time magazine recently
trumpeted: "High-tech supernards are playing dangerous games with
your money.”

This type of reasoning Is not only simplistic, but dangerous as
wall. in Washington, regulators and legisiators are finding themseives
under increased prassure to act. And with the release of the GAQ
report on derivatives expecited on May 18, this pressure will only get

stronger.

No doubt, certain steps should be taken, and the SEC, as welf
as other regulators, heve made good prograss over the /ast two years.
A Jot more needs o be done, particularly with regard to capital
adeqguacy, accounting and disclosure rules. At the SEC we are
committed to continuing our efforis in each of these aress.

But reaching for quick-fix regulatory or legisiative solutions based
on hype and headlines could have & profound impact on our financial
markets. The fact is that the majority of psople do not have & good
grasp of what dsrivatives are, what they do. end the extent to which
they are already Ingrained in our society. Withou! an adeguate
foundation of knowledge, we cannot possibily hope to construct a
regulatory system capable of maintaining the benefits wa currently
enjoy, while protecting us from the dangers that do lurk out there
with the misuse of derivatives.

We in this room each have 8 rofe 1o play if such a system is to
bacome a reality. On tha industry side. 8 massive educational effort
is needed to alfow everyona -- whather regulators, lagisiators, end-
users or individual investors, and perhaps even magazina cover story
writers — to understand and appreciate the nature of the beast we are
dealing with. Public policy cannot address what it fails to
comprehand.

Equslly important, on the government side, we must re-assess
our rules and regulations to see where they can be made more
sffactive and more efficient. We must encourage our markels o
work for us, rather than against us.

For example, more and more it seems that the rastrictive nature
of our rules has forced the developmant of new and innovative
products to occur outside of our regulatory system. As demand
grows, this guasi-black-market for financial products mushrooms, but
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our regulated markels are too often shackied snd unable to respond
and compete in a timsly fashion. .

History has shown time, and time again, that free and open
markets gre the surest way 1o eliminate the dangers posed by black
market trading. Indeed, the introduction to the Market 2000 report
states as one of its guiding principles that competition end innovation
in the provision of trading services should be encouraged. If we can
provide end-users in the OTC derivatives markets with sltematives in
the listed derivatives markats, this healthy competition will naturally
arase many of the dangers so many have written end worriad about.

So fer, it appears that both the industry and the SEC are wiling
to accapt their respective roles. Most certainly. a successful industry-
lad educational effort on the prudent use of derivatives will meke the
SEC’s job that much easier.

Peopie need to understand exactly what derivatives mean to
their daily lives. Some of the concern about this market undoubtedly
results from the fact that there is 8 mystigua to thess products. After
all. they ara complex and often basaed on mathsmatical models thst
the average layman can‘t conceptualize. Morsover, thara seems to be
& common misperception that we can make our markets safe again by
simply running these ~outiaw" products out of town ... or off-shore.

But far from outlaws, derivatives have proven themsalves
indispensable to our modern society. For example, affordable home
moriqages and variable mortgage rates -- both made possible through
derivatives. The same is true for the special car loan rates now
widely offerad, and the greater availability of student loans. Indeed,
in an age of incredibly volatile global financial markets, darivatives
make stable consumaer credit markets 8 reality. Most people can
readily understand that without widely-available home mortgages, our
sconomy would be in a world of trouble; now is the time to explain
that without derivatives, our consumer credit markets would be in 8
world of trouble.

People must realize that darivatives are not simply leveraged
speculative trading instruments, but that they have real-world uses.
I'm not sure that some understand that there are two sides to the
derivative aquation, and that the lavel of risk involved is wholly
dependent on which sida of the equation you are on.




Derivatives can be very useful to help end-users hedge their risk
by laying it off to others, making deep, ligiuid and stable credit
markets possible. Of course, the risk laid off does not disappess, and
how that risk Is handled is &8 major concern. The second prong of the
industry educations! effort must be fo convince the public and those
that oversea our markots that these risks are just that— nisk; snd that
thare will be winners and losers with each trade, but within reason,
the risk involved Is identifiable and under control. This Iis a talf order.
Many in Cangress in particular have expressed grave concemn over the
expanding use of derivatives, and the specter of past finsncial
disasters weighs heavy on their minds.

The S&L crisis is most frequently mentioned when discussing
the possible dangers posed by derivatives. Of course, players in the
derivatives markets dismiss these comparisons outright as having no
real basis in fact. One of the classic problems confronting 5&L°s —
the assat/liability mismatch of lending lfong and borrowing short — has
been substantially reduced through the use of derivative products.

Naverthelsss, the ghosts of disasters past remain a force to be
rackonsd with. When [ testifiod before a Congressional panel
conceming derivatives last October, several Representatives present
invoked some comparison fo the S&L crisis. And just last week,
Comptroller of the Currency Ludwig spoke at length about how
propristary derivatives trading by banks may cause losses for
taxpayers in the same fashion that poor investmants by S&l°s caused
huge losses. Unless these perceptions can be changed, the Fkelihood
of tederal lagisiation over the entire derivatives marketplace -
including both Exchange-traded and OTC derivatives, and trades that
hedge as well as those that make market bets -- remains & distinct
possibility.

Against this backdrop, the industry must fill the informations!
gaps that exist, focusing on the consumer benefits and individual
investors, and moving on to more sophisticated users as well.
Unfortunately, given alf the racent stories concerning multi-million
doliar losses at certain hedge funds, & few mutual funds and a
handful of U.5S. corporations, the rosd to be travelied will not be easy.

I am pleased to see that such educations! efforts sre well under
way from all sagments of the derivatives marketplace. The Futures
Industry Institute, the International Swap Dealers Association, and
yvour own Options Industry Council, e name a few. have each
initiated drives to help enlighten and inform. Wayne Luthringshausen,
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Chairman of tha Options Clearing Corp. will be making a presentation
about the Options Industry Council program, so ! will not describe the
detailc hare. Suffice it to say that [ applaud the efforts to concentrate
on both brokers and investors, so that the message is carried all the
way down the line.

I also sappileud the approach taken by ISDA. It has taken the
tack that good mansgement and good disclosure are two keys to
encourage the prudent snd safe use of derivatives. I couldn’t agree
more. As the G-30 report highlights, the real issuse Is not how
regulators regulate, but rather how deslers and end-users manage the
risk they are accepting.

ISDA has published and distributed a booklot entitled "Guidelines
for Operations Practices,” which recommends procedures and
practices for dealers and end-user financial institutions 1o consider
when engaging in derivatives activities. 1 think its important to
remembar that derivatives do not cause losses, people do.

Morsover, through good disclosure, we can sliminate the shock
factor that currently sccompanies public snnouncements of derivatives
Josses. Shareholders have aright to know their exposure to materisl
risks, without reading about it far the first time in & newspaper. The
SEC is focusing more attention in this area, and the FASB has
recontly proposed naw rules that will also help the cause. Thesa rufes
requira companies to disclose more information about their derivatives
holdings and their relative risk. The proposal would also require mora
discussion of & company’s goals in holding or selling desivatives, as
wall as its trading sirategies.

Tha industry’s efforts to educate the public in general, and those
that participate in the derivatives markets in particular, should go 8
long way towards heiping focus the policy dabate over how bast o
handie the growing presence of derivatives in our markets. True to
my SEC background, I'm hopeful that when all is said and done, we
as a society will reach 8 fully informed decision concerning
derivativas, not one basad on last week's headiines or this week's
movaes in our financial markets.

Of course, my praference would be for 8 market-based solution.
In fect. in some ways, tha recent derivatives losses reported in the
prass have a silver lining. To the exteni that thase reported losses
have bean caused though excessive leverage or over-speculation, our
recent volstile markets have onca again imposed discipline an these
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activities. Speculation doas not become over-speculation until losses
result; otherwise, It's not speculation, but in hindsight, & wise
invastment.

Placing the recent losses in the public spotiight serves as & pro-
acliva reminder that there is a difference between hedging. sound
Investing and over-speculation. These losses have certainly caught
the atiention of bosrds of directors and senior management across the
couniry, and have already caused end-users and dealers to re-evaluate
thair derivatives usage and their systems of Internal control. From
whare | sit, that is a very good sign.

Our markets hava always served to rein-in unwarrantad
speculation, and will continue to do so if we let them work. One
problem in the derivatives marketplace is that foo often antiguated
regulation gums up the efficiency of our market machanism.

As | mentioned earfier, many derivatives products are originated
outside regulated entities and markets because regulations make in-
house development impossible or impracticable. At the SEC, we ara
trying to remedy this problem by bringing our regulation up-to-date
with the current market environment.

For example, we are trying to create prudent risk-based capital
charges for derivative products under the Commission’s net capital
rule. In March, we proposed amendments fo the net capital rule to
sflow broker-dealers to use option pricing models to determine
haircuts for listed options and related positions. The amendmenis
represent @ switch to the more sophisticated portfolio approach to
calculating capital.

These amendments are just the first of severs/ steps to update
and revise tha ruls and provids prudeni levels of capital consistent
with current derivalives activity. Al the same lime we have these
new haircut rules out for comment, we also are considering how fo
incorporate OTC options into the pricing model strategy. Obviously,
this is 8 much more difficult job, as OTC options often lack the same
degrea of information regarding pricing and liquidity that are the
requisite model inpuls.

But this differsnce betwaeen listed options and OTC oplions is
important for other reasons. 1 befieve that one problem many end-
users face In the derivatives markets is & lack of choices. The simple
fact is that it takes so long for listed products to be approved by the
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SEC that end-users often find they have no alternative but to go to
the OTC markeats. _

Don‘t get ma wrong. I'm not here 1o criticize customized OTC
products. But the success of flex options to date demonstrates that
end-users are willing to trades some dagres of customization for the
bensfits derived from tha lessor credit, pricing and ssttiornent risks
associated with listed products. If more of thase typas of products
were aveilabla, perhaps more end-users would follow suit. Maybe
some would, maybe some wouid not; but that would be & market
dacision, not one based on regulstory ineguities. We nead to giva
boards of directors and senior rnanagemsnt real choices If we hops fo
reap the advantages thai a compatitive marketplace cffers.

Wae can enjoy these advantages if we can lavel the playing field
betwean exchange-traded and OTC derivatives. While many factors
drive participants to ona market or the other, the SEC can do more to
encourage graater competition. For example, new exchange-listed
products can take up 10 one year to get through an SEC review,; but
trading committees &t firms can spprove OTC derivatives in & week, if
not a few days. That discrepancy serves neither our markets nor its
participants well, and | would like to lessen its impact.

The Division of Markat regulation recognizes and appreciates the
problemns caused by unlevel playing fislds. In fact, the Market 2000
report makes recommendations 1o have routina procedural and
administrative madifications by SRO’s effective upon filing, 1o
efiminate unnecessary dalays.

The mora pressing concern, however, is the time it takes for
naw product approval. The Division continues to work towards
developing genaric standards for as many sreas as possible, in hopss
of abolishing the nasd for tedious product by product reviews. The
goal is to set out the general criteria to be meat, so that individual
products fitting into these guidelines vould be approved upon filing, or
perhaps, even without fiiing.

For axample, the guidelines for options on ADR’s and options on
country funds are already in place, and we currently have a proposal
out for commaent for narrow-based index options. This proposaf
should ba approved within the next month or so. My hope is that
this trend can be continued, to the benefit of investars and our capital
markels.
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LConclusion

Theo fester we can inject safe, innovative products into our
markets, the faster the competitive forces of our market cen work to
naturally discipline our merketplace. If we can make the regulatory
process operate more efficiently, our markets will also operate more
efficiantly. Flex options were not invented in Washington, and neither
will the best multilateral netting system for OTC derivatives, no matter
how many policy wonks are assigned to the task.

As the Dutch discovered so many years ago, markets do their
job very well, i you let them. And just as tha Dutch looked for ways
to manage and control risk in the first organized markets, so that
struggle continues todsy.

For me, goal ons Is to let the markets work, and if derivatives
are what investors want, we must structure our regulatory system to
ancourage the markels to satisfy this demand. Investors have clgarly
demanstrated they will get their derivatives either one way or enother,
and by forcing derivative activily outside our regulatory system, we
Jose the protection that that system provides.

From my vantage point at the SEC, it seems each day we lose &
little bit more of our requlated markets to OTC darivatives, off-shore
funds, and overnight trading. The SEC recognizes that competition
among and batween markets produces many of the new prooucts and
new technologies that benefit investors, and this competition must be
encouraged by leveling the regulatory playing fisld as efficiently and
expeditiously as possible.

Legislators, regulators and the public at large must be educsted
so that they understand that there is nothing mysterious to fear from
daerivatives, as long as their nature is fully apprecisted and their usage
Is prudent and fully disclosed. A heavy-handed tax or gquick-fix
legislation is not the snswer. Efficient markets and fully informed
market participants are the answer, and the more sffort put forth to
reach these goals. the safer we all will be.

And as g country, wa will kesp intact the inalienable right of
corporations and individuals to lose money. Bocause if we Jose that
right, making money will be rather tough indeed.

Thank you.



