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Chairmen Markey and Members ¢f the Subcommittee:

It 1s a special privilege to have the opportunity te jein
you today for the Subcommittee's consideration of derivative
markets. Mr. Chairman, during my nearly four yeare as Chairman
of the U.S., Securities and Exchange Commission, this committee
convened to consider many important iesues affecting the
integrity, efficiency and stability of the nation's capital
markets. The subject thie morning is as impertant as any of the
topics that you have examined during the past few years.

At present I am the Chairman of the Financial Services Group
of Coopers & Lybrand in the United States, and also Chairman of
Global Capital Markets for Coopers & Lybrand (International), our
worldwide firm. In these positions I work with both domestic and
foreign financial institutions of all types, as well as with
industrial and cother nonfinancial firms that are users of capital

markets for ralsing capital or for managing their risks. Coopers



& Lybrand has an extensive global practice in the technigues and
systems of financial risk wmanagement, and in the structuring and
operation of effective internal centrols for firms dealing in or
purchasing securitiea and derivatives. We are also among the
largest firms in the provision of traditional accounting,
auditing and tax services for some of the world's moet innovative
dealers in securities and derivatives, as well as for many large
end-users or other purchasers of these instruments including
mutual funds. )

I mention these facts, Mr. Chairman, so that you and the
members of the Subcommittee will understand that my firm has an
active and extensive involvement with many clients that are
directly interested in developments in derivatives markets. My
testimony today represents my personal views, based on my
experience as a regulator and as a market participant, and not
the views of Coopers & Lybrand, or its perscnnel.

During my tenure at the SEC, the agency epent a significant
amount of time considering issues relating to the regulation and
supervision of exchange-traded and over-the-counter derivative
in=truments of various types. bDuring that time I worked with
you, Mr. Chairman, to help pass the Market Reform Act of 1950
(the "MRA™), which gave the SEC its first authority to review the
activities of affiliates of broker-dealers.l/ We utilized this

authority to establish the first reporting requirements for

1/In addition, the MRA gave the SEC enhanced authority to
harmenize Lnconsistent state laws relating to clearance and
settlement of securities transactions.
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significant exposures of broker-dealer affiliates inveolving
derivatives and other financial instruments. 1In addition, the
SEC wae also quite active in visiting the major firme to begin
evaluating their risk management systems.g/

It is said by =ome that one of the greatest areas of concern
with safety in our current system ie the swpposedly "unregulated”
derivatives affiliates of U.5. broker-dealers. With the passage
of the MRA, the completely "unregulated" status of U.S. broKer-
dealer affillates was ended, at least where any such affiiiate
has a material level of financial market exposure. Thess
entities are unguestionably "less regulated" than banks or
broker-dealers, but a lesser degree of regulation is also
apprepriate because these entities are not engaged in a public
client business and their liabilities are not hacked by the
federal government or the SIPC. In ny view, the creation of
"ARA"™ rated derivative affiliates as a vehiclie for institutional

derivatives business has been a healthy development.}/

Z/Legislation to establish oversight by the Federal Reserve
for margins on stock index futures--though strongly opposed by
the CFTC-~was another positive step taken by Congress in part as
a result of expressions of concern during this time by the
Federal Reserve and the 5EC, as well as by this Committee.

31/0ne of the purposes of the holding company risk assessment
provisions of the MRA was to determine whether there was & need
for enhanced overslght in any particular areas. It may how be
appropriate to examine whether there are any unintended gaps or
other problems with the helding company risk assessment
provisions of the MRA. However, any such review should net be
based on a mistaken understanding of the current system or
exaggerated fears of a systemic crisis. Furthermere, the first
priority if action is needed would presumably be S5EC rulemaking
actions to utilize fully existing authority, rather than new
legislation.



craditors of such entities would not have any direct claim on the
net worth of a broker-dealer supporting its obligations to its
public customers. |

The holding company risk assessment provisions of the MRR
are, in effect, a smoke alarm for problems brewing in the
affiliates (or parent) of a broker-dealer. The SEC can menitor
the financial condition of affiliates of broker-dealers 8o that,
in the event a holding company has a serlous risk of fallure, the
SEC will have suffliclent advance warning to enable 1t (i) £o sell
the firm's broker-dealer to a healthier organizatien, or to
transfer all the publie customer accounts out of the firm's
broker-dealer to another firm:; and (il} to heighten the SEC's
menitoring of any attempts to withdraw capital from the broker-
dealer subsidiary. The statute was not designed toc “prevent”
failures from occurring, but rather to minimize the cost and
potential spillover effects from the periodic fajilures that

inevitably will and should happen in an open and competitive

marxetplace.

Direct SEC supervision of broker-dealer affiliates was not L/f/
created for several reasons. First, many of the broker-dealer
affiliates are financial institutions such as banks and ineurance
companies that are already regulated. Second, unlike the limited
pueinesses authorized for bank holding company affilimtes, the
parent corporations of broker-dealers may lnclude large
industrial corporations with a wide range of activities.

consclidated holding company supervision of such companies would




"

be well beyond any conceivable supervisory purposes. Finally,
direct regulation might create a suggestilon to scme of an
implicit federal backing for the obligations of such an entity,
thereby undercutting market disciplines.

Thus, the MRA was designed to give the SEC improved tools to
address problems, but aleo to avoid the overrequlation that has
resulted from the Bank Holding Company Act of 1556, Enhaneing
oversight without overriding market disciplines remains in my
judgment both the most cost-effective and efficacious appreach to
the issue of affiliates.

In addition to working to secure enactment and
implementation of the MRA, the SEC alsoc gave considerable
jnternal consideration to the adequacy of our net capital rule
and other supervisory standards relating to the activities of
broker-dealers and their affiliates in the market for OTC
derivatives. One result of these inquiries was a wide-ranging
#Concept Release" published by the SEC a year ago just pricr to
my departure.4/ The Concept Release sought to lay the
groundwork fer new approaches to capital requirements and other
supervisory standards relating te OTC derivative activities.

In the course of supervisory activities, the SEC starf
performed stress simulations on the derivative and other
poertfolios of broker-dealers to evaluate changes in capital
position in the event of substantial movements in various U.E.

and international markets. In addition to beginning the process

4/SEC Release 12256 May 4, 1923, S8FR27486 on May 10, 1993.
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of revising the SEC'® own capital rules applicable to 0TC
derivatives, we also conducted virtually nenstop discussicns with
domestic ang foreign bank and securlties regulators concerning
capital rules, netting agreements and clearance and settlement
systems.5/ |

buring my tenure the SEC also spent large amounts of time
working with the Financial Accounting Standards Beoard (the
"FASBY) to seek to drag the accounting and disclosure rule; fer
traded financial instruments such as stocks, bonds and )
derivatives out of the 15th century, where they had been
languishing in a fairy tale world of "cost accounting.” Indeed,
after listening to impassioned rhetoric against mark toc market
accounting for financial instruments from bank trade

associations, I was very happy to see that the recent repnrt:ii#fff,f

the Group of 30 on derivatives recommended mark to market

5/Many people believe that establishing uniform worldwide
capital rules for banks and securities firms engaged in
securities and derivatives businesses would improve the stability
of the averall market. In practice, the opposite result would be
more likely, since the "lowest common denominator" always seens
to be proposed for such & uniform global standard. A mistake in
judgment does not become better by virtue of being repeated by
more people. In addition, uniform global standards gloas over
very important differences hetween different types of
institutions and between substantially different markets.
Finally, the everall process is so difficult and involves so many
tradeoffs that a common standard will tend not to be updated even
when new developments make marginal changes desirable.

In any event, as Chairman of the TO0S5CC Technical Committee,
I had to endurs endless discussions in which some European
regulators sought to have the SEC slash its capital reguirements.
Aside from being utterly fruitless, these diecussions tended to
monopolize the staff and divert it from more impertant issues
such as designing the best possible approach to a capital rule
for derivative activities of U.S. broker-dealers.
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accounting for internal risk management purposes and, at least in
some areas, for the publie financial reports of derivatives
dealers, including bkanks. In its excellent report, the Group of
10, which is largely composed of bankere and former bank
regulators, correctly noted that market values are the only
relevant and effective measure of cash flows, financial market
exposures and hedging activities. Hopefully more and more firms
now acknowledge that cash market positions in traded instrgments,
often related to derivative positions, should also be markéﬂ to
their market values.§/ oy
During my tenure at the S5EC we were sucgessful in
encouraging the FASB to adopt SFAS No. 107, Disclosures about

Fair value of Financial Instruments, and SFAS No. 115, Accounting

&/While it is relatively simple to mark most cash market
positions to their market wvalues (thinly traded or clesely-held
stocks being examples of difflculties), this is often not
possible with OTC derivative instruments. Because cof the highly
customized, "one-off" nature of many instruments, there is not
any "market" of fungible instruments. In addition, the lack of
liquidity for some types of instruments, such as long-dated
swaps, makes finding comparable transacticns impossible. Even
where transactions do exist, the non-transparency of trading alsc
makes it difficult to determine a "market" value. Thus, though
market participants speak of "mark te market" and "market value"
accounting for derivatives, in many cases valuations reflect
fmark to model" valuations. In essence the present value of the
projected cash flows of the instruments is produced from
mathematical mcdels. The resulting profit or less on a pesition
is based on the initlal accrual of expected cash flows and then
ongoing adjustments to reflect mark to medel. Both the model's
underlying methodolegies and the data fed into the model, such as
interest rate or foreign exchange curves and wveolatilitiles, must
be accurate in order for the "mark to model" value to reflect
synthetic "market® conditions reliably. That is ancther way of
saying that it is very difficult to derive the exact value of
highly complex, one=-of-a-=kind instrumente, and that there are
riske firm's must be vigilant t& guard against that mark to model
earnings will be distorted.



for Certain Investments in Debt and Equity Securities.
Nonetheless, the accounting literature for derivatives and other
traded fimancial instruments is still riddled with ambiguities
and allows excessively opague accounting for exposures to, and
jncome from, & wide range of activities (market making, trading,
sales and distrikbution, etc.) pertaining to derivative
instruments and other forms of securities. However, these two
standards have at least begun the process of bringing greater
transparency to the pertfolio values and trading results of'major
financial institutions. They have also made it harder for
institutions to use the selective timing of recognition of
gecurities or derivatives trades to manage their income reported
to creditors and shareholders.

While the FASE has at least made modest progress in updating
the accounting treatment of financlal instruments, much more
remains to be done to improve the accounting and disclosure
requirements for derivatives and other types of complex financial
instruments. For the future, further progress in substantially
enhancing the transparency of risk expesures and related
financial results for institutions utilizing all types of
fipancial instruments is the most important teool avallable to
deter and to discipline excessive risktaking. Sharply enhanced
transparency for the derjvatives market is also probably the best
means for preventing the development of excessive systemic risks.

By far the toughest "regulatory program” to deter excessive

riektaking {s strong market giscipline. When a firm's credit




rating jis downgraded, it will incur substantial increases in its
funding costs, and at least a scmewhat reduced avallability of
funds. 1In addition, a firm that is not thought to have an
extremely strong financial position will experience a tightening
{n the terms available to it from counterparties. As a firm's
credit guality erodes, an increasing number of potential
counterparties will decline to enter into transactions, or will
do sc only with higher levels of collateral and perhaps under
other limitations such as shortened maturitles, All of thése
market disciplines get the attention of senlor management of a
company, ac well as that of the genera)l marketplace, because they
have a direct and substantial limiting effect on & firm's
capacity for growth, on the availability and cost of its funding,
and ultimately on its future profitability.

Although strong market discipline represents our best
protection against systemic risk and excessive speculation,
market discipline does not work well unless the market has access
to timely, accurate, detailed and relevant financial data. This
year's annual reports of the major institutions active as dealers
in derivatives contain far more disclosure than in previous
years, much of it provided on a voluntary basis. The major firms
are also working actively with the FASE and othars to promote
better transparency and sensible accounting rules. Howeaver,
there is still a long way to go to make sure that the market has
all the information that it needs in order to be able to fully

evaluate the major risks facing institutions in this market.
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on April 14 of thle year, the FASB published a new &Xposure
draft (the "ED") for enhanced disclosures regarding derivatives
activities. The FASB is planning to make a final standard
effective for 1994 financial statements. If adopted in its
current form, the ED would require both derivatives dealers and
end=-users to disclose more detajled information than is required
under current authoritative accounting guidelines.7/

While the ED would be a step forward in improving h/////’
transparency in derivatives, in many respects it is a stop%ap
measure, with further changes anticipated as part of the FASE'E
long running and apparently neverending financial instruments
project. One serious defect is that the ED by its terms is
limited to "stand-alone" derivatives, and it apparently would not

apply to various important products including structured products

7/For companies using derivatives, the ED reguires
disclosure concerning (i) why the end-user holds or issues
derivative transactisns, including the strategies employed to
achieve its objective: (ii) how the end-user reports its
derivative transactiens including the acccunting pelicies for
recognizing or not recognizing its activities and how they
ultimately would be reported in its financlal statements; and
(iii) whether derivatives are used toc hedge anticipatory
transactions and, if so, the type of transaction hedged, when it
is expectad to occur, the amount of hedging gain or loss deferred
and, when and how the deferred amounte will be reccgnized. For
companies trading derivatives, the ED requires disclosure
concerning (i) the average, maximum and minimur aggregate fair
values during the reporting peried of each class of derivatives
held, distinquishing between contracts in an asset position and
those in & liasbility position and (il} its net trading revenues
for the reporting period. The ED also encourages companies to
disclose quantitative infeormation about interest rate and market
risks, including more detailed information akbout current
derivative positions, the hypothetical effects of changes in
parket prices, and details of an institutjon's gap analysis,
duration and value at risk concepts,



such as levered structured noctes. When a swap or derivative is
embadded in a note, certificate of deposit, or other type of
instrupent, such instrumente are among those needing more (not
lees) disclosure, yet they are sxempt from the disclosures
mandated by the ED. This could encourage even more transactions
to be constructed in this manner.in the future.

In thie entire area the FASB has been far behind the curve
of developments in the market. The FASB seems to have been slow
to realize the importance of updating promptly U.S. accnunﬁinq
rules for financial instruments {for assets and liabilities, and
for hoth cash and derivative positions) in the face of explosive
growth in the size and velocity of capital markets of all types.
The slowness of the FASB's efforts in this area runs the risk of
prejudicing shareholders, creditors, and overall public

confidence in our markets.3/

Requlatory Issues Relating to the Derivatives Market

It is well known that the overall market in “derivative"
instruments, particularly “ever-the~counter" or OTC derivatives,
has grown ehormously in recent years and continues to do so,

Broadly speaking, derivative instruments are contracts whose

8/In fairness to the FASB, its own attempts to improve the
accounting angd discleosure rules for financial instruments have
often run into extremely stiff oppesitien from market
participants, bank regulators, and others, While speed iB
important, it is also wvital that the FASB fully consider all
serious points of view and proceed with the accounting version of

due process.
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value depends on or results from the value (or & change in value)
of something elee, The "something else" may be an interest rate,
currency value, index of asset values (such as a stock or
commodity index} or any cther asset value or reference rate.

Many derivatives are traded on stock and futures exchanges,
such as options on stocks or currencies, or futures on stock
indexes, foreign currencles or interest rates. Exchange trading
of derivatives involves varyving degrees of order exposure, trade
transparency, audit trails, clearing houses and other attributes
of an exchange-trading environment.

OTC derivatives are traded in a dealer market conducted
laryely by telephone. This market ls generically similar teo
dealer markets for other types of instruments around the world,
including the OTC market for equities trading in the United
states. Hewever, unlike the OTC equities market where there is a
self-regulatory organization, the National Asscciaticn of
Securities Dealers, and an electronic system for public order
transparency, NASDAQ, the OTC derivatives market functions
without any formal SRO and does not have any overail trade
reporting systems.

Compared with the cash market for securities in the United
states, the OTC market 1s characterized by lower levels of
liquidity and little or no transparency concerning transactions.
Most liguidity in the market comes from the market making
activities of the major derivative dealers. Thelr capacity and

willingness to provide liguidity to the OTC derivative market is
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in turn affected by the liguidity of cash markets and exchange-
traded derivatives markets, as well as the willingness of other
customers to enter into new DOTC transactions -- all of which
contribute to a dealer's ability to hedge its own positlons. The
relative illiquidity of at least longer-dated and more customized
instruments, and the difficulty of obtaining information
concerning market transactions, create risks that both dealers
and end users must plan for and manage.

Based oh overall activity, currency and interest ratntswaﬁs
represent the largest portion of the OTT market in terms of
volume. However, there is a steady and unguantified growth in
the number and value of "structured" transactions which
incorporate derivative features that enhance yield and may
involve substantial risk te principal value.

PDerivative instruments vary widely in their size, duration,
complexity and purpose. Some instruments are referred to as
"plain vanilla"™ instruments, such as simple currency swaps.
Other instruments are highly complicated allocations of cash
flowe based on different variables, sometimes for periods of 20
years or more. OTC derivatives are also structured to give
varying degrees of leverage to transactions, with some
instruments requiring the payment of amounts that may be many
tires the moverment of a reference rate or &sset. Some of these

complex derivatives are attached to or imbedded in other
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financial instruments. These instruments in particular are aptly
characterized as live ammunition.3/

The hallmark of this wmarket, and one of the reasons for its
success, 1s that it i1s a market for customized transactlons that
allow customers to determine the risks that they wish to bear,
and those rieks that they wish to shift to others. It ie
important to recognize that the derivatives market in the
aggregate is engaged in the shifting (not the creating) of risks
that already exist scomewhere from onea party to another. Wﬁether
derivatives enhance a particular company's safety or increase its
risks depends entirely on how the instruments are used, and of
course on what happens in the rea)l world during the term of the
contract to affect the value of the various assets or cash flows
that may ke embodied in the instrument.

Several of the recent letgthy press articles on derivatives
have tended to apply a highly artificial and quite unrealistic
apocalyptic tone to the overall derivatives market. Scoe
descriptions of the market seem to imply that all derivative
transactions are highly speculative or risky, when in fact some
are, and some are not. Whatever elge is true —-- and there are
real issues that should be addressed -- the sky is pot falling.

In fact, a derivative contract ie a tool with which a

company can alter its risk in certain areas elther by paying a

8/The fact that someone ¢an lose money holding a structured
note, for examplie, in the event of adverse interest rate changes
is not different in kind from what happens if one heolds a 30-year
U.5. Treasury bond and long term interest rates rise.




L]

fee, or agreeing to incur some other cffsetting risk, or both. A
derivative can be a highly valuable aid to a company seeking to
achieve greater certainty in lts operations, such as by locking
in the cost of foreign exchange for a set period of time. Both
exporters and importers wse derivatives to curtall the risk of
unexpected currency fluctuations, and companies and government
entities also use derivatives to contrel the cost to them of
fluctuations in interest rates.

one simple reason for the growth in use of derivativag'is
that the total volume of world trade has risen sharply ovar the
past decade., As a result, more and more companies have exposures
in foreign currencies that they must manage. The relatively high
levels of volatility of currency values and interest rates makes
the "option" of not taking any steps to limit a firm'e currency
cr interest rate exposures more risky, which also leads to an
increase in the use of derivatlives,

For a company that considers itself expert in making
airplanes, automcbiles or telephone systems, but neot in trading
currencies, derivatives can give the company the ability to focus
its management attention on the businesses it knows best, and
where it can create the greatest value added from its management
and capitalization, and to shift the Job of managlng other types
of risks to the market.

By allowing a company to contrel its mawimum exposure to
currency values or interest rates, derivatives help many

companies operate more efficiently and more safely. Indeed,
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hedging scme types of market risks can be seen as a prudent and
relatively inexpensive pethod of enhancing long term corporate
ghareholder values.

Of course it is aleo true that derivatives can be used in a
manner that increaces risks for an end~user. Recent public
disclosures of proablems at Metallgesellschaft, Proctor & Gamble
and other companies have shown that companies can lose
substantial pums through ill-considered, poorly executed or
uncontrolled use of derivative centracts. Here the prnbleﬁﬁ have
been preponderantly among the end-users of derivatives, rather
than among the dealers in these products.lQ/

Relatively greater losses among end-users of derivatives
rather than dealers is not surprising given the great disparity
in expertice and market knowledge between the largest dealers and
even very large corperations that purchase derivative contracts
for varjocus purpoges. Indeed, the same phencomenon frequently
occurs in cash markets as well. During 1987, the large broker-
dealers lest failrly little in the ceollapse of stock market
prices, while individuals and institutions leost immense sums.

Of course any "losses" from derivatives for end-users must
be kept in perspective. The business news on almost any day will
report companies that have incurred far larger coperating losses

or “restructuring charges" -- often measured in the killions of

l0/Indeed, the entire debate over derivatives activities
would benefit considerakly from a more precise differentiation of
issues that pertailn to dealers and those that pertain te end-
users, as the risks and probklens are <eften sharply different.
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dellars -- flowing out of their basic operaticns. While one
should not take losses of tens of millions of dellars lightly, it
ie worth remembering as a matter of perspective that if Proctor &
Gankle had reported the same $157 million pretax loss from
discontinuing a line of products that it manufactured, the news
would have received scant attention due to the strong financial
condition of the company.

Despite the publicity surrounding the Proctor & Gamble case
in particular, it is not apparent that there will be any )
significant longlasting harm to the company as a result of this
experience. What probably generated a greater degree of interest
in the business community was that a company with a relatively
conservative business reputation had evidently been engaged in
very aggressive proprietary trading guite unrelated to its basic
bueiness through its corperate treasurer's office. The longer
run effect on both P&G and the general corporate community may
turn cut to be guite posltive if the incident serves as a wakeup
call for directore and senior managers who are entrusted with the
duty of protecting and enhancing sharesholder value.

In general, most users of derivatives would benefit from far
closer attention to internal corporate practices by their CEO and
their board members. Here directors (especially members of audit
committees, but alsc others) have a responsibility to know == and
te eontrol -- the manner and the degree to which the
sharsholders' net worth is being put at risk in significant

amounts -~ whether through the use of derivatives or in normal




operations, In this regard directors and senicr managers should
knoew what the company's maximum exposure of its balance sheet and
its income statement 1s, how that exposure is created, on what it
is dependent and how it is managed over time. Critical
assumptions about markete and the potentlal magnitude and timing
of changes 1n markets must noet simply be ascribed to a riek model
or formula, but should be evaluated by senior management if a
company plans to incur significant exposures.ll/ Issues like
decision-making authority, maximum risk limits, reporting ;ﬁd
approval requirements and other questions should be considered
and decided in advance.

An example of this issue is the parameters that may be built
into a company's risk mapagement pregram. Many companies
(including some dealers) set a standard of managing or
contrelling the risk of price moves with a magnitude of two
standard deviations over a defined period of a market's history.
While that standard may be sufficient to cover expected or
periodically recurring levels of price movements, it may not
cover much larger and more damaging price moves due to an unusual
or unexpected event, Thus, a company alsoe has to consider the
risx of unexpected events and the occurrence of price moves that,
statistically speaking, shouldn't happen but nonetheless might
(statisticians sometimes refer to these situations as

"outliers®). While using the highly valuable tools 2f modern

11/0f course one jmportant thresheld guestion for directors
is the degree, if any, to which the company is using stockhelder
funds simply to speculate ¢n the timing or direction of markets,
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markets for analyzing risk, there is still not any substitute for
judgment and a bit of healthy skepticism.

In this respect, derlvatives, 1ike other human inventions,
can ke both good and bad. For exanple, an automobile can provide
its owner with efficient, convenient and sometimes even very
pleasant transportation. However, the same model auto that is
driven at 90 miles per hour down a curvy and wet mountain reoad
may be & mortal danger to its driver and others on the road &t
the same time. That difference isn't the result of the caf, but
of how it is used. The same phenomenon is true with the use ef
derivatives. If the CFC or Treasurer of a corporation plans to
take the company's financial condition out for a drive inh the
markets, the CEC and the board should have a clear understanding
of the plans for the journey.

With these general observations in mind, I would like teo

turn to the specific questions on which you have asked my views.

1. THE POTENTIAL FOR DERIVATIVES T0O CONTRIBUTE TO INCREASED
SYSTEMIC RISK IN THE FINANCIAL SYSTEM (INCLUDING THE POTENTIAL
FOR SUCH FINANCIAL INSTRUMENTS TC CONTRIBUTE TO INCREASED LEVELS
OF VOLATILITY OR EXCESSIVE SPECULATION IN THE S5TOCK AND BOKD
MARKETS .

Banks have always been exposed to credit risk through their
loan portfollos., Many banks are now also heavily exposed to
market risks through the management of enormous portfolios of
securities. Their foreign currency business creates significant
trading as well as settlement risks. The same is also true for

broker-dealays.



These credit, market, operational, legal and other risgks in
nonderivative activities are generically the same as the types of
risk arising from derivative activities., Thus, the activity of
banks and broker-dealers in derivatives does not really create
any hew type of financial risk, though the proportions of
different types ©f risk may be modified from traditional
patterns. Ultimately, the different elements of risk that must
be monitored both by the company and by its supervisors are
largely the same.l2/

One factor making people fear systemic risk is the
derivative industry's practice of announcing its statisties in
terms of "netional amounts." The noticnal amount is a reference
standard for calculating cash flow okligations, not the
obligation itself., Indeed, actual eredit exposure to swap
contracts, for example, is typically less than 5% of the
"noticnal amcunt."l3/ MNotional amounts are a convenient and

by now accepted measure for positions, but it must be understood

12/This is why the c¢nly agency that can effectively evaluate
the riskiness of a firm's derivatives activities is the agency
that 1s alsc responsible for evaluating its non-derivative
exposures of the same type. If the evaluation of a bank's credit
rigks in loans is done by che agency, and its derivatives by
ancther, there would be a significant likelihood that the full
superviscry picture would be lost. The same 1s of course true of
broker-~dealers, where the SEC is the only agency that could
perforn a meaningful evaluation of the overall financial
condition of a broker-dealer.

13/In its Annual Report for 1993, for exanmple, J.P. Morgan &
Co. Incorporated reported that it had approximately $1.6 trillion
in "notjional amcunt" of sgwaps, options and other derivatives.
However, the firm's reported total credit exposure to such
instruments was $20.7 billien (only %$6.3 billion of which was
reported on the balance gheet).
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that the reported notional ansunts vastly overstate the actual
credit exposure or expected cash flows asscciated with
derivatives.l14/

An important element in avaluating systemic risk is the size
of cash flows that could potentially be interrupted due to an
unexpected problem, and the capacity of the system teo provide
alternate sources of ligquidity to replace the interrupted cash
flow in order to prevent defaults from following a chain
reaction. Here, the daily cash flow reguirements in derivitive
markets are far less than those resulting from spot foreign
exchange transactions, settlements in government securities,
mortgage backed securities and many other instruments. In all of
these markets there are higher daily settlement recquirements.

Of course rapidly growing markets do peose speslal
supervisory risks. They tend to attract new participants who
will net always make the necessary perseonnel and systenms
investments and may encounter problems as a result. The very
newness of many individual preducts may mean that legal or
requlatory issues have not keen fully explored. Here the
industry has made extensive and gquite important efforts to codify

master agreement documentation, and te remove legal issues as to

1471t is worth noting that derivatives transactions have not
been respensible for the fajlure of any significant depositary
institution in the 11.5., although thousands of banks and thrifts
have fajled due to poor lending practices eor insider
transacticns. That is certainly not a guarantee for the future,
but 1t should provide scme helpful perspective.
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the enforceability ¢f netting arrangements that can reduce
gotential eystem risks profoundly.

Since new types of risk are not belng created, the remaining
systemic issue is whether the magnitude of derivatives
transactions and resulting cash flows creates a risk that the
overall system will be stralined past some breaking peint. The
back office crisis of the U.5. securities industry in the 1970s,
and the capacity limits of the equity trading systems in 1987,
are examples of potential systemice risks resulting from thé sheer
volune of transactions or the ahility of the system to supply
gufficient ligquidity under both extraordinary velume and severe
price stress.

This ie a very difficult issue because it involves the
supervisory eguivalent of unexpected event risks., Happily, high
rates of growth in trading activity in derivatives have alsc
coincided with very high rates of investment by dealers in
comminications and data processing capacity. The major related
cash and exchange-traded derivatives markets have alsc generally
been investing substantially in enhancements to the capacity and
reliability of their systems. Therefore, while eternal vigilance
is called for by beoth banking and securities regulators, there is
not today any apparent serious capaclty constraint on market or
comrunications systems. In dealing with systemic risk, the
extremes of hoth Pollyanna and Chicken Little must be avoided 1In
faver of constant attention to enhancing the speed, reliability

and capaclity of systems in all our major markets.
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For the future,- the best way to prevent the development of
systemic risks is to maximize the transparency of firnancial
reporting by both U.S. and foreign derivative dealers and users,
and in every way poesible to preclude the extension ¢f public
credit, deposit insurance or other explicit or implicit
government backing for derivative dealers. Market disclplines
should be allowed to curb speculative aruses where they arise
without attempts to shield firms through governmental _
intervention that has historically proven to create moral ﬁazard

problems of a substantial order.l5/

2. THE HEED FOR IMPROVEMENTS IN INTERNAL CONTROLS AND RIEK
MANAGEMENMT SYSTEMS OF BOTH THE FINANCIAL INTERMEDIARIES AND
CORPORATE OR OTHER END=-USERS OF DERIVATIVE FINARNCIAL INSTRUMENTS
(e.g. ,MUTUAL FUNDS, MUNICIPALITIES, PENSION PLANS OR OTHER
INSTITUTIONAL IHVESTORS).

s ana . This is a critical area for
both dealers and end-users. As to dealers in derivatives, both
the federal banking agencies and the SEC have programs designed
to test an? to evaluate the risk management systemc of firms

under their respective supervision and oversight. By testing and

15/Firme engaged in derivatives trading for their own
account should be risking their own shareholder's capital, and
only that -- not taxpayer dollars or publicly insured funds. If
that limit is observed, then boards of directors can
appropriately serve as the primary oversight and review mechanism
for these activities, and public authorities can avoid the need
for interventlons that would ercde market discipline for risk-
taking. Of course there should alse be sffective supervision of
financial institutions engaged in derivative activitijes.
However, that supervision should be carried cut by the same
agencies, and to no greater er lesser extent, that would
supervise a firm's exposures in the cash market for bonds,
currencles or other instruments.
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evaluating a firm'e risk management and centrole system, the
regulator seeks to develop an understanding of the firm's ability
to centrel overall risk patterns in any glven situation.

In the area of financlal institutions' risk management
systems, it is important for regulators to seek to establish
standards for minimum practices, but not to codify a particular
form or appreach te risk management. Nebody has a crystal ball,
including the regulateors. Therefore, it would be
counterproductive for regulators to mandate specific risk
methodoleogies, for example. Instead, regulaters should encnuragé
constant enhancements to, and review of, risk management systems,
with final responsibility and accountabhility resting with
managerent and the board of directors. Those flrms wheose systems
are not adeguate to support & firm's type and level of activity
can be regquired to curtail new activity until adecquate internal
controls are present.

While improvements can always be made, this area is one
where virtually all the major players in the market have been
making relatively significant investments. Happily, many of the
investments necessary to enable firms to operate and trade
prefitably alsco enable the firm to model and structure its own
riek profile in a wanner that will not exceed its tolerance for
risk to the balance sheet or the income statement.

In contrast to the situation of the largest derivatives
dealers, where overall risk management systems tend to be fairly

high, new market entrants, second or third tier dealers, flrms
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with limited ecope and others may have failed toc make the
generally high level of investment in people, analytics and data
gystems that are required to manage risk effectively.

Internal controls of Dealers. For derivatives dealers, the
blggest problem tends teo be internal controls rather than risk
management aystems. While investments in risk management syeters
tend to be perceived as contriputing to profitabllity, internal
contrels and similar "compliance” functions are not alwaye seen
in the eame light. Thus even Bome very large institutions may
have seriocus deficiencies in thelr ability to operate effective
internal contrels. Breakdowns or patent inadequacies of internal
controls have beeh a facter in most of cur largest bank and
securities firm "scandals," as well as with many of the worst
financial losses that have o¢curred. Time and again, internal
controls prove to be a peint of major vulnerability to a firm's
ability to carry out policies designed to control risk, or teo
insure compliance with the law.

anage t - £. By far the greatest need for
improvement in risk management systems lg with the end-users of
the products, including corporations, governmental entities,
mutual funds, pension funds and other imstitutional investors.
Here the seeming torrent of companies that have experienced
losses when interest rates began to reverse their previous long
periocd of decline provides a fresh stream of examples of
coopanies that had not put in place adegquate systems for

understanding and managing risk.
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One basic distinction in the corporate world is whether the
company allows (or encourages) - -its treasury operation to take
positions in derivatives that are not related to hedging the
company's normal business rieks. Some companies lcok to the
treasurer's office as an independent “proflt center," rather than
viewing it as a "cost center® that simply provides service to
operating divisions of the company.

Where a company determines to seex to build on its own
financing experience and to seek to generate profits from |
derivative trading, that company has entered into a far different
arena from that invelved in managing its own operating costs and
exposures. Essentially, such companies have made an election teo
ge into the business of prnﬁfietary trading. There is not any
per se reason why such a decision would be inappropriate if the
goals and limits of such a policy had been approved by the beard,
and fully disclosed to sharehclders. However, any such decision
would mean that the user corporaticn had decided $o become at
least in part a de facto dealer in these instruments,

The first corollary of any such declsion le that If it hopes
to be successful, the conpany must be prepared to invest in
analytical gystems competitive with the major financilal
institutions, rather than with other end=-users in the market.
While corporate ocfficers may get caught up in the mystique of
dealing in this market, in most cases an end-user corporatien
elmply does not have the systems for risk modeling and risk

¢control that would be present in a major dealer. An end-user



b

also does not have nearly as many inputs of market information as
does a major dealer involved in large numbers of transacticns.
These differences would seem to make it difficult for a typical
end-user corporaticn to be guccessful in proprietary trading
activities over time.

t ontyols - . The inadeguacy of internal
contrels at many end-users of derivatives is another closely
related but separate problem. Many companies have invested in a
top quality internal audit department, and management has devated
eignificant attention to the development and use of an effective
and efficient system of internal contrels. However, there is
certainly quite a bit of variation in the guality of these

prograns in different companies.

Establishing effective and effi¢ient gystems of internal
corporate controls iz a difficult task reguiring a careful
blending of incentives, corporate culture, regulatory and
compliance systems (if any). It als¢ requires senjior management
to articulate goals clearly, and toc establish procedures for
communicating important policies and procedures and management's
commitment te them throughout the firm.

While there may need to be consziderable enhancements to the
interral controls of many end-users of derivatives, the best way
to accemplish thie would ke through internal action by the
directerse or the most senior management of the company.
Effective contrele cannot simply be purchased in the software

store, or taken off the regulatory shelf. Effective controls
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nust be closely tied to the individual company's operating
structure, its own particular control risks and its experiences
te date, Good contrels must be related to the overall management
structure for operations, yet aleo respongive to the dynamics of
the controls objectives,

Throughout our history, members of the board of directors of
a public company have had extengsive fiduciary duties to
shareheclders, and they have been held accountable for
estaklishing a system of internal contrels that 1s satisfactory
for the specific company. Boards are ultimately responsible to
the shareholders for the protecticon and enhancement of their
shareholder values. Thus, directors must be certain that a
company is able to contrel unacceptable risks of financial
etatement fraud, unethical or illegal business practices, and
many other issues. While some boards have clearly been more
vigilant than others, the enhancement of internal ¢ontrols is a
matter rest left for the shareholders and the board t¢ decide.

Any attempt to superimpose the SEC or another agency with
the power to direct end-user corporatlions &b how to use these
instruments, or how to centrol risktaking, would be a highly
serious interference with the role of the board, and the delicate
balance of corporate governance that has peen bujllt painstakingly
for many years. It would also ke well beyond the capacity of the
SEC or any federal agency to achieve acrpss the enormous
diversity and complexity of America's roughly 12,000 publicly

traded companies. What is needed are high standards fer
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management established by informed and active bhoards of
directors, with geood dieclesure to eharehelders and the market
concerning a company's expesure and also its policies and

practices regarding risk management and internal controls.

3. THE NEED TO PROVIDE INCREASED PROTECTION TC CORPORATE OR
OTHER END=USERS OF DERIVATIVES AGAINST ARBUSIVE FRACTICES IN
CONNECTION WITH SALES QF SUCH FINANCIAL INSTRUMENTS (e.4.,THE
SALE CF UNSUITABLE INVESTMENTS TO CUSTCOMERS, INADEQUATE
DISCLOSURES REGARDING THE RISKS ASSOCIATED WITH THESE PRODUCTS}.

It is relatively easy to agree that Mabusive practicés
should be curtailed. However, the more difficult issue is
defining what is, in fact, "abusive," or cutside the herms of
accepted ethical principles and practices of trade. This is an
igsue that depends very much on the context that one is
considering.

PSuitabiilty" standards are an Important toocl for the
supervision of, among other things, the conduct of broker-dealers
in securities with respect to solicited transactions in a retail
context. Because of the ilnherent relationship of broker and
customer, the SROs and the SEC have long required the broker to
¥now his or her customer and to make a reascnable judgment as to
the appropriateness of a particular type and size of transuctinn
to the customer's ability to absorb risk. Suitability embraces
issues of custemer understanding of risk and the customer's
ability to absorb risk.

Since the earliest days of federal securities regulation,

however, there have been exceptions from normal regulation for



large and sophisticated market participants. An obvious example
is the fact that an lssuer may sell securities to a large
institutional purchaser in a private placement without
registering the securities with the SEC or delivering a statutory
prospectus to the huyer.- This is done because, at some point, we
believe that the buyer is big encugh to take care of itself, and
that the rescurces of public bodies such as the SEC should not be
diverted froz the task of protecting less sophisticated parket
participants.

The traditional (and still appropriate} answer as to whether
a dealer should have a duty to make a suitability determination
with respect te a major multinational corperatien is simply “NO.®
There has not been a category of "widow and crphan multinational
corporation,” and I do not believe that we should create one now.
It a major corporation losee significant sums in inappropriate
epeculation in any type of financial instrument, the remedy is
for the management or the board to terminate the responsible
individuals and to install better internal contrels.

The issue of suitability standards 1s more difficult with
respect to pension funds and other "institutional” purchasere of
gecurities. While there may be no such thing as a widow and
orphan multinational, all pension funds deal with widows and
orphans, and some pension plans are not nearly as sophisticated
as their asset size might imply. Here the issue ig whether
limitaticns are more appropriate through standards of conduct for
the dealer selling the instrument, or for the trustee allowing




the purchase of the instrument. Traditionally we have goverﬁed
the actions of pension fiduclaries through ERISA, life insurance
statutory investment standards and similar devices.

While I am very cautiocus about the desirarility of diverting
SEC resourcees intc policing transactions among people who are
capable of protecting themselves, it is alwayé important for a
dealer in derivatives or other securities to understand the
client's level of sophistication and the client's motivations for
entering into any transaction that involves disprnpurtiona£ﬁly
large or particularly unusual risk characteristics.lé/ If the
level of potential exposure of a governmental entity, pension
fund or cther institutichal purchaser becomes utterly
disproportionate to its resnurceé, then special steps are called
for by the dealer.

At a minimum these staps would include determining the level
of client approval of the transacticn, and the rationale for its
unusual nature. However, the dealer should alsc consider
refusing to enter inte a transacticn involving cllent exposures
that are subkstantially disproporticnate to the client's
resources. Competitive pressures sometimes pake this difficult,
but it ile one way of avolding far more serisus potantijal

problens.

16/This has reasonsz that go beyond suitability concerns.
Such inquiries would algo help detect any sltuation where the
counterparty is seeking to use a derivative transaction to
conceal unlawful conduct of some type.
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Government entities, pension plans, mutual funds and similar
entities should not be precluded from utilizing OTC derivative
instruments, as this would prejudice their ability to seek the
best results for their taxpayers, beneficlaries or shareholders.
These who manage such institutions acting on behalf of others
should of course exercise skill and care in managing their
activities, including limiting their ultimate risk exposure in a
thoroughly prudent manner. The managers of such institutions
should also be accountable in an appropriate manner to the -
beneficiaries, shareholders or voters.

Dealers who may be selling instruments to such entities
should apply the highest standards of husiness ethics that they
would apply to other types of customers as a matter of good
business practice, irrespective of legal requirements. Thils
should include being certain that the customer's motivation and
goals for the transaction are understood and seem to be within a
realm of reascn, and full and extensive disclosure to, and evean
discussion of risks with, the customer in such an institutienal
setting.

The foregeing discussion seeks to answer what factors ought
to be considered in determining whether a particular act or
practice should be considered "abusive.® Certainly misleading
disclosures, such as deliberately inaccurate or incomplete
scenaric projections, should be considered to be "abusive.™ The
industry itself should be at the forefront of promoting standards
of healthy conduct and codes of business ethics and practice. If




the derivatives arena ls seen as simply a "free fire zone" in
ethical terms, then the long term growth of the market could ke
impaired. As with other securities markets, public confidence in
the integrity of the market and jts major participants is an
essential ingredient in building ligquldity and efficiency.

4. THE NEED TC IMPROVE THE PUBLIC DISCLOSURES PROVIBED TO
INVESTORS REGARDING THE DERIVATIVES HOLDINGS OF PUBLIC COMPANIES,
MUTUAL FUNDS, MUNICIPAL GOVERNMENTS, AND QOTHER END-USERS OF
DERIVATIVE FIHANCIAL PRODUCTS.,

I strongly believe that improved transparency of practices
in this entire area would be the most beneficial action that can
be taken. Sharehclders and others can usually tolerate bad news
far better than they can bad news that comes as a complete
surprise. The nature and level of a company's derivative
activity, and the level of exposure of both its earnings and its
net worth, are very important disclosure issues. For firms with
signiflcant levels of euch exposure, management's discussion and
analysis should also include commentary on the company's
practices, controls and Btrategies. It should not be possible
for losses of a significant magnitude to occur witheout there
having been disclosure that rieks cof such a peotential magnitude
are being incurred by the company.

In addition to all the other benefits it brings, greater
disclosure to shareholders concerning the nature and magnitude of
derivative activities has the added benefit of helping to mpake

sure that the board of directors has appreciated the scale and



magnitude of a company's activities and its exposure even under
the most unexpected circumstances.

Though the question was addressed to ilmproved disclesures by
end-users of derivatives, it iz also relevant to dealers as well,
As discussed earlier, far greater transparency of disclosure by
the financial institution participants in the market can provide
better market disclplines against excessive levels of speculation
or abusive practices. There is still work to be done to improve
the guality of disclosure concerning the risks embedded in
financial institutions. However, any enhancements to disclosure
should not be targeted solely at derivatives as scme type of
suspect transaction, but should be designed to permit the
analysis of earnings and risk across the spectrum of different
types of financilal instruments. Finally, it is desirable if such
enhanced discleosures and improved transparency can be developed
by management and a company's ocutslde auditors. A company should
work diligently teo design the best form of disclosure to suit its
own specific conditions, and it needs the flexibility to
structure the most helpful and informative presentation.
Codification of reguirements too soon could prevent healthy

experimentation.

5. THE NEED FOR ANY CHANGES IN THE REGULATCRY TREATMENT OF
DERIVATIVE FINANCIAL INSTRUMENTS OR THE ADGPTION OF REMEDIAL
LEGISLATION RELATING TO SUCH INSTRUMENTS.

The growing size and importance of the OTC derivatives
market makes it important for Congress to understand the r
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practices in this marketplace, but it must approach any
leglglative actions with great caution. There is already a
substantial volume of contractual commitments in place, and ve
pust be certain that any potential legislative actions enhance
certainty in the marketplace rather than detract from it.
Furthermore, this market is a global market that can easily shift
transactions from ocne jurisdiction to another. Where a nation
puts in place unilateral and ill-considered acticns such as
transaction or other taxes, market participants will swiftly move
transactions to other venues and thereby render the action
meahingless except as a jobs export program.

Cne area for inquiry, though not necessarily for any
legisglation, is the issue of whether the S5EC has dene enocugh to
make it possible for shareholders and potential investors to
understand the practices and exposures of institutions dealing in
or purchasing significant guantities of derivative instruments.
Here there are issues of whether the traditional materiality test
based on aggregate corporate net worth and earnings is an
adequate threshold for disclesure. There may also be certain
gpecific activities, such as corporate use of highly levered
instruments, that are indicative ¢f trends that would be
important to shareholders to appreciate. Sunlight ie the most
powerful disinfectant in the market, and there may be areas where
stronger doees of that traditional medicine may help prevent the

developnent of abuses.
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The maximum permissible level of leverage is another issue
for future consideration. Supervieion of dealers extending
credit may be sufficient to prevent excessive leverage, but the
area is one of classic concern.

While I am not an expert in the nuances of enforceability of
netting agreements under the bankruptcy code, the uniform
commercial codes of the states, and the Jlaws of foreign
jurisdictions, any and all actions to strengthen legal certainty
as to the enforceability of obligations, including netting.
agreements, will powerfully contribute to systemic stability by"
significantly reducing potential ligquidity demands.

Finally, there is the issue of whether most OTC derivative
contracts are in fact securities as a legal matter. If they are,
then many traditional protections of the securities laws such as
prohibitions on fraudulent acts are applicakble to the behavior of
dealers and others in this market. If some or all OTC
derivatives are not securitiles, then one must consider whether
any analogous preohikitions agajinst fraudulent conduct weuld be
appropriate. Certainly there should be sone cohnsequence for
practices that invelve ocutright deceit or distortion, for
example,

cn balance, I belleve that recent publicity surrounding this
market has been considerably overstated and overly alarmist. On
the other hand, I firmly believe that the public scrutiny that is
taking place can alsc have a salutary impact on practices in the
marketplace. Hearings such as this should help tc put beth'
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dealers and end-users of these Ilmportant products on notice that
high standards of legal and ethical behavior are definitely in

order.,
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