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1 am ceriain that Mr. Ruder agrees with this point and T hope his replacement g
chairman, whoever it may be, proves to be his equal in vision and in vigorous en.
furcement.

STATEMENT OF SENATOR «J1M Sas

R

Senator Sasser. Mr. Chairman, 1 want to again thank you for your etforts in pui.
ting these worthwhile hearings together. In addition, I'd like o welcome Chairman
Ruder 10 the Securitics Subcommitice.

Indeed. Mr. Ruder, while 1 have the opportunity I want 10 complement you on
vour work at the SEC and wizh you well in your reiurn io teaching.

We have not agreed on all the issues in the securities arca, but 1 have always
respected your point of view and your intellect

Morceover, I think we share a concern aboui the growih of Jarge institutions in the
market and wheiher they may have too short-term a focus. Tt used to be that inves.
Lots were largely individuals who took a lTong-term inlerest in their stock. Now some
70 percent of stock trades are by institutions that may only hold stock for & matter
of hours ~if that.

Sol amnecm your concern in ihis area, Mr. Ruder. I think you were on the
right track; I hope your successor continues your efforts.

t the f-"l()b:.lll/ tion of securities markets, | am struck by the progress that

1 wincial services. The Tokvo Stock kxchange is now ihe
gest in the world. The Japanese banks are dominunt worldwide and their securi-
ties firms are giving ours a run for the money.

This is disturbing since America has alw;

apital markeis have always been the best run and most efficient in the wor
has this happened? Are our markets 0o consumed with short term conside
are they oo concerned with merger mania rather than buiiding new compan

I look ferward to the witnesses answers to these and other questions. Thank you,
Mr. Chairman.

s been the financial innovator. Qur
I. Why

OPENING STATEMENT OF Sr-:.\r.-wcn.c TERRY SANFORD

Senator Sanrorp. Thank you Mr. Chairman. [ would like to join my colleagues in
adding our sincere ihanks 10 Chairman Ruder for his dedicated service as chairman
of the SEC. This may be rhe lasi time that you appear before this subcommittee,
Chairman Ruder, and | know we all share in wishing vou well as you return to ac:
demic life and in thanking you for serving the public and our markets and all ir,s
participants as head of the SEC.

I would also like to welcome our distinguished panel of witne representing
some of the world financial centers integral to the subject of today's hearing, the

globalizaiion of the securities markets.

The impact. of this financial trend upon the relationship between government and
business as well as its polential as an avenue for increased international coopera-
tion, makes today’s subject. parlicu arly intriguing.

After reviewing the testimonies presented at yesierday's hearings and the report
prepared at the request of Senator Dodd by our Congressional Rescarch Service
sees apparent that we must find a vegulatory middle ground cnabling our finan-
cial instilutions to be competitive. Morcover, as I noted in my statemenl ingerted into
the record yesterday, we must look al the alarming statis aluaiions of our
financial institutions porlommnce world wide, particularly hgure~ showing thai for
the first time, in 198, the Tokyo Stock Exchange exceeded volume lmdm;. on the
New York Stock Fxchange and determine w hat these numbers imply about our
financial industry.

Second, it is important to recognize the emerging roles of Japan and a consolidat-
ed Lumpmn market. as propowd beginning in 1992, We musi examine how we
might work with ithese entities to eradicate regulatory disparitics among countries
participating in the international financial markets and 1o develop the fairest inter-
national [inancial playing ficld possible.

The globalization of the monetary markets poinis to the need for greater regula-
tory coordination, and | am comforted that the commiitee is considering S.646, the
International Securities Enforcement Cooperation Act of 1989,

Again, T commend you for holding this hearing, Mr. Chairman. and with the anal-
ogy “otfercd by Mr. MacDonald during his testimony yesterday in mind, I rest as-
sured ihai today's panel will ofler significant insight into how we might best dis-
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antle the world’s financial barriers enabling US financial water to integrate iiself
i1th other financial watler most effectively.

Thank you, Mr. Chairman.

- Genator Dobn. Chairman Ruder, we welcome you here this morn-
ing. We are anxious to hear your testimony.

éT.-\TEM ENT OF DAYID 8. RUDER, CHATRMAN, SECURITIES AND
EXCHANGE COMMISSION

Ar. RupiEr. Thank you, Chairman Dodd and Members of the
Subcommittee.

I thank you for this opportunity to discuss the globalization of
the securities markets and S. 646, the International Securities En-
forcement Cooperation Act of 1989. The Commission has submitted
iwo written statements, one on internationalization issues general-
Iv and the other on the Enforcement Act, and I request that both
be included in the record.

Senator Donp. Both will be included in their entirety in ihe
record.

Mr. RUDER. As this Subcommiltee knows, the securities markets
are becoming increasingly internationalized. This internationaliza-
tion affects the regulatory system administered by the Commission.
As dramatically illustrated by the 1987 market break, events in
one country’s securities market may affect marketls in other coun-
tries. As a result, we believe the Commission must be conversant
with the operations of other markets and must seek to promote
international cooperation. In this new environment, the Commis-
sion musl consider the possible effects of its regulatory decisions
apon foreign entry into our markets, upon the ability of U.S. finan-
cial service firms to compete abroad, and upon investor protection
and opportunity concerns.

The Commission has undertaken important initiatives to further
international coordination. In November 1988, the Commission
issued a policy statement on the “Regulation of International Secu-
ritiecs Markets.” T delivered this policy statement at a meeting in
Melbourne, Australia of the Tnternational Organization of Securi-
ties Commissions. In its policy statement, the Commission urged co-
operation among the world’'s securities regulators, while recogniz-
ing cultural differences and national sovereignty concerns. The
Commission suggested that an efficient regulatory siructure for an
international securities markel system would have several ele-
ments. I'm going to read these clements, which are quite complicat-
ed, but, 1 think, are important to give a sense of the depth and
breadth of the areas involved.

First, efficient structures for quotation, price, and volume infor-
mation disseminaiion, order routing, order execution, clearance,
seht]ement, and payment. as well as strong capital adequacy stand-
ards; :

Second, sound disclosure sysiems, including accounting princi-
ples, auditing standards, auditor independence standards, registra-
tion and prospectus provisions, and listing standards, all of which
provide investor protection yet balance costs and benefits for
market participants; and

W
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STATEMENT OF DAVID &. RUDER
CHAIRMAN OF THE SECURITIES RXND EZXCHANGE COMMISSICH
gEFORE THE SENATE SUB

CIMITTIE CN SECURITIES OF THE
T

”BC
ATE COMMITTZIE ON BARKING, ECUSING, AND URBAN ATFFAIRS3

SEh

CONCERNIKG THE GLO3ALIZATION
OF THE SECURITIES MARKETS

Zune 15, 1983
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SUMMARY OF THE STA mvywhm CF DAVID S. RUDER
CHAIRMAN OF THE SECURITIES AND EXCEAL
SE ZNATEZ SUSCOMMITTEE ON SE
SENATE CO?M‘" EE ON BANKING, HOUSING, AND URBAN AFFAIRS

CONCERNING THZ GLOBALIZATICN CF THE SECURITIES MARXETS

During the 1280s, the world's securities <
ztically znd beceme increasingly autcmate int
lastra-ed by the October 1937 market bre ent
ccuntry' market 2ffect those in other countries. When
romulgat ing rules ané making other regulatory decisicns, tTha
c,mm ssicn must consider the eI its acticns 11 mave on th

ability cf Zoreign participan:s TO entaer our marxe and the
ability of U.S. financial sorvices firms
narkasts.

Recognizing tne impcrtance of cthese
has taken a leadership rcle in promoting

coordination. The Comnissicn's proposed s

international cocpe’at'cr is set fcrth in its \cvenbe: 1288
Policy Statement cn the Regulation e¢f International l
Harkets The Commission Is an active member cf the
Organiza:ion of Securities Comnissions ("IOSCO"), an org
of securities regulators f£ron mocre than 40 countries. The
Comnissicon's staff actively participates in several work ng

groups ci IOSCO's Te v.n‘chl Cornittee. The Commissic sta
assists the Commiztee con 3anking Regulations and Superv‘ sory
Practices, Ilormed under the auspices of the 3Bani

ZnTernational Se'ulfncnts on carital adeguacy
attends meetings of the ’il:cn Park Gro
cocoperaticn. The Conmission has also worked cn a b

with foreign securitios authecrities on snforcerment and ¢

ratters.

Iin 1938, the Ccrnlas ien preoosed lzgislation,
"International Securi t*ﬂs Enfarcemen: COuDE'at-Oﬂ nc
scrticns of which were adepted a
ecu*'tle; Fraud En::r"emant nCt [}
Ccmmlss;on preposed similar legislati
cocperut n between the Ccnm1551cn and Zoreign secur
authori °1es in the enfcrcement of securities
and Senatcr Heinz have Intrsduczed the Commission
a5 5. 548.
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1.

T n is ssu ie€ a release clarifying the U.s.
sroker reguirements Zor tc*elgn “rokﬂ'-
dealers. Dropoeed Rule -Sa—u, cmvclopcd freon *rev1
in:crp*e-lve pesitions, would nrov;au a 13 exem
the broker-deaier *eglstration re rerents for o*elgn entizi

4 U.S.

=nat ¢eal with certain ncn-t.S. pers o 18 or with specified
:mstitutional investors.

in its November 1328 Policy rission stated
<=at one of the most irporcant geo global
securities market is to establish able, and
a o clca—an-e, settlemant, nS. The
C i sSuppcres reconme by the Group
o sector gr I 1warnaticnal
b tions ars
3 Ziciernz
w

Other important issues for future coordinaticn of
international securities rogulation include capitzl adeguacy
standards for narket participants, infermation sharing zmong
ciearing entities about © pcaitions of jeoint menbers, and the
intzeraction cf£ the seyurltleg, icns, and financiail fatare
markets. The Comxzission has pr saed legislation to improve
coordination among clearing systems Zor these narkets.

vclopments in the area cr
ed **ad'wg markets and the

rv trading systems. The
an of the Ea:sp::n
market for servicss and

aoaonap
it O UKy

w3

AND DTSCI

investigating the rossibility o2

de sdictional registration svstem under
is would b to usa thelir own juriscdicticn's discissura
2o s Ior ciferings in cther countries. In 1988, the
fade; icn propesed Sor ccmnpent ﬂccu‘atlcn s, ich nculﬁ provide
saZe harbors intended to provide cbjective procedural standards
vwhic if fe W would assure that cffers and sales axs
cutsi tates and therszfore nct subject Lz U.S.
ragi SenTs.
has 32 preposed Rule
pre. bl the registratic
Sacu 33 the resale cf =
inst o Development cf R
conp by internationalization
TATK By tTha tremendous growth
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(8]

placement market. This rule, as well as the resa
provisiens e¢f Reguiation S, should provide increa
the seccnéary narket for privately placed securities.

se

The Comrission is engaged in ccoperative efforts to revi
and adjust internaticnal accounting and auditing standards in
rder to increase comparability and reduce costs.
s werking with intermaticnal accounting organizations to develsp
and harmenize internaticnal accounting standards. The

-0

Cornission's staff is also werking with the International
Federation of Accountants to revise internztionzl auditing
guidelines and narrow the differences among auditing standarés

and rrocedures.

in order to meet a growing demand for foreign investments, o
nurker of publicly-cffered U.S. registered investment companies
recently have been corganized to invest in foreign securities.
Cften the advisers, sub~advisers, and custodians of taese funds
are located abroad, and most of their pertfolio transactions
ozcur aktroacd. The Cocmmission has entered into informal
arrangements with fcreign regulaters under which informatien

-l

ttained by a foreign regulator through an inspecticn cf
investment ccmpany operaticns abroad would be shared with the
Comnission, and information cbtained during a Commission
inspection of an investment company's U.S. operations would be
the company's Zc¢reign regulator.

The Commission has worked both on a bilateral kasis and
within internaztional organizations to improve coordination of
ernforcement eifcrts. The principal issue the Commission
confrents in its efforts to vpolice.the internaticnalized

L%

securizies markets is the necdé ts chtain information located
outside cf the United States. The Ccmmission has necctiated a
nu th foreicn countries to

ensure international assistance and exchange cf infcrmatien
Last year, Congress passed legislation authorizing the Com
to use iIs subpoena power to cktalin informaticen on behalf of
foreign securities authorities.

In its eifforts to promcte cooperation cn international
securities matters, the Commission has been a leacder among %he
world's securitiss regulators. In taking this role, the

v

Cormmissicn has been motivated beth by a desire to improve the
operations of the world's securities markets and by its
obligation to protect U.S. investors. The Commission stands
ready to cooperate Wi cther U.5. regulators, with Congress, ané
with foreign regulaters to ac henest and efiicient worldwise

capital markets.
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STATEMENT OF DAVID S. RUDER
CHAIRMAN OF TEE SECURITIES AND EXCHANGE COMMISSION
BEFORE THE SENATE SUBCOMEITTEE ON SECURITIES OF TEE
SENATE COMMITTEE ON BAKRKING, HOUSING, AND URBAN ATFFAIRS

CONCERNING THE GLOBALIZATION
OF THE SECURITIES MARKETS

June 15, 1¢%89

Chairman Dodd and Members cf the Subcormittee
The Securities and Exchange Commission zppreciztes this

opportunity to discuss the globalization cf the securities

I. INTRODUCTICN

During the 1%80s, the world's securities markets expanded
dramatically. In 1988, dress transactions by U.S. investors in
foreign corporate stocks totalled over $1351 billien, dcwn fron
the record total of over $18% billion in 1987, but still
representing almest 9 times the total of such transactiions in
1930. Gross U.S. transactions in fereign dobt securities
totalled $445 billicn in 1988, reflecting a more than twelve-£old
increase since i$80. U.S. investors' n2t investrent in foreign
stocks in 1988 totalled $1.7 killion. Their net inves:mernt in
foreign debt securities totalled $10 billion. 1/

International markets are increasingly autcmated ans
interlinked. For exarple, the National Associaticn oZf
Securities Dealers, Inc. ("NASD") and the Internationzl Stock

Exchange in Londen have initiated a two-year pilot prograr to
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3
securities regulators, as well as the need to recognize cultury)
differences and national scvereignty concerns. The Commission
suggested that an effective regulatery structure ior an

international securities market system would include:

tructures for gquotation, price, and
volume inforration dissemination, order routing,
order execution, clearance, settlenent, and
payment, as well as strong capital adequacy
standards;

ound disclosure systems, including accounting
rinciples, au:ltlug standards, auditor
indepenience standards, registration and
pro;pccta" provisions, and listing standards that
provide investor protection yet balance costs and
benefits for market participants; and

hones

narkets, achieved through

on of abusive gales practices, prohibi-
a' t fraudulent conduct, and kigh levals
t cooperation.

I presented the Commissicn's policy statement at the annual

meeting of the International Organizaticn of Securities

("ICsCo"), which is made up of securities regulators
=rom more than £0 countries. The Commission is an active member
of I0SCcO, and will host the annual 10SCO conference in 1891.

I0SCO's Technical Ccrmittee, which is composed ©f representatives
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practical solutions to these problems. The Conmission's staif
as been particularly active in several of the Technical

Comrittee's working groups. 2t a meeting later this month in

¥on<real, the working croup on cepital adequacy will consider a
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5
an informal discussion group convened by the U.K. Departrent of
Trade and Industry and consisting of representatives from ten
countries, to discuss methods for improving the exchange of
enforcement information among securities regulators.

In addition tc the Commission's participation in these
mulitilaterazl forums, individual Commissioners and staff regularly
attend rultinational conferences and meet with foreign rasgulators
to discuss coordination efforts. For instance, representatives
of the Division of Corporation Financs have keen meeting
regularly with Canadian authorities on the use of home country
disciosure documents. Similarly, representatives cf the
Division of Invesiment Management have been discussing with
foreign regulatcrs approaches to the cross-border sale ci
investment company shares. Coxnmissioner Charles Cox serves as
the Commissicn's representative to IOSCO and has attended ICSCO
Executive Cormittee meetings in Europe, Canada, South Arerica,
and hustralia. During the past two years I Lave met with
securities regulators in CGreat Britain, Japan, CGermany, the
Netherlands, Sweden, Canada, Brazil, and Australia, and I have
met with regulators from those and other ccuntries both in
Washington, D.C., and at IOSCC meetings in Brazil and Australiz.

sioners have participated in conferences on

Other Commis
international securities regulation in the United States and
abroad.

The Corrission often works directly with foreign regulators

on a bilateral basis to address specific proklems. For the past
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7

The Commission has been developing internal procedures to
coordinate and organize its internaticnal securities regulatory
activities. In 1987 it subnitted to Congress a staff report on
the internationalization of the securities markets. In 1588 it
named an Associate Director for International Affairs in the
Commission's Divisicn of Enforcement in order to enhance esforts
to negotiate enforcement MOUs. 1Increased staff resources have
also been comritted to the Office of International Corporate
Finance in the Division of Corporation Finance in crder to deal
effectively with international registration and disclosure issues
and projects. Since March of 1988, the various Commission
divisions have been participating in biweekly coordinating
meetings to discuss international activities, and in March 198¢
the Comnission inaugurated the International Release series to

publish Cornission releazses on international topics. 3
3 o

IT. HMARKET STRUCTURE NEVELOPMENTS

A. Foreign Broker-Decalers

With the growing interest in international portfolio
diversification, U.S. investors, and in particular large
institutions, have sought efficieat access to foreign securities
narkets. An important component of this access is the use of
foreign broker-dealers to obtain analyses of foreign securitics
and to execute transactions in foreign exchange and dealer

rarkets. 1In response to these developments, in 1988 the

3/ International Series Release Nos. 1-94 (March 28, 198%).
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coxment merited serious consideration. & final version of Rule
15a-6 will be considered by the Commissioh during the summer o=

1989.

B. Clearance and Settlement

One key international securities regulation problem is tha
wide disperity in settlement periods and degrees of automaticp
anong the world's markets. The current lack of coordination
among clearance and settlement systems in major world markeis

increases the costs and risks of global securities trading.

Tnited States has developed an autcmated depository and bock
entry clearance and scttlement systen which is efficient, but
which can be improved in important ways. ther mature markets
are in varying stages of developing automated clearing and
settlement systems. Ultimately, the Commission hcopes that ail
countries will establish fully automated clearance and settleren:
systenms permitting paperless book entry movement of all broker~
dealer and institutional securities pesiticns.
1. Group of Thirty Report

In its November 1988 Policy Statement, the Comrission stated
that one of the most important goals in achieving a global
securities market is to establish efficient, comparable, and
automated clearance, settlement, and payments systems. In 1339,
the Group of Thirty, a private sector grcup that includes L
international businesspersons and bankers, made nine
recomnendations designed to enhance creation of a compatible and

efficient worldwide clearance and scttlement system. The
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11

8. Securities lending and borrowing should be encourageg

as a method of expediting the settlement of securities

transactions. Existing regulatory and taxation barriers
that inhibit the practice of lending securities should be

removed by 1990.

9. Each country should adopt the standard for securities

rnessages developed by the International Organization fox

Standardization {ISO Standard 7775)}. In particular,

countries should adopt the ISIK numbering system for

securities issues as defined in the IS0 Standard 6166, at
least for cross-border transactions. These standards

should be universally applied by 1992.

Current practices in the U.S. securities markets conform te,
or are moving toward substantial conformity with, nost of the
Group of Thirty's recommendations. Centrzl depositories
permitting book-entry delivery, institutional participation in
confirmation and affirmation systems, trade netting, delivery
versus payment, reclling settlements, and.securities lending to
support settlement are all firmly established practices in the
U.S. securities markets. Substantive progress toward earlier
trade comparison also is being accomplished in the United States
through the efforts of the New York Stock Exchange, the KASD, tha

[
h

National Sccurities Clearing Corperation, and other se
regulatory organizations. The Commission understands thazx,
within nine to twelve months, a period that meets the Group oi
Thirty's target date, the sukstantial majority of initer-dealer
transactions in over-the-counter, KASDAQ, New York Stock

Exchange, and Anerican Stock Exchange securities will be compared

Morecover, due to this progress in earlier trade comparison,

the guestion of earlier settlement already has been under active
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12
consideration. Earlier trade comparison would require that the
ciearing agency guarantees of trade settlement occur sooner, and
chat clearing agencies be exposed to market risk for a longer
Pe:iod of time. For this reason, earlier trade corparison would
recessitate earlier settlement or other means %o protect the
slearing agendies from increased market exposure, such as marking
o the market or higher clearing fund contributions.

The question of standardized identification numbering
gystens also is under discussion among U.S. securities
roZessionals. By recommending use of the Internatioral
securities Identification Nurber, cr "ISIN," but limiting the
recommendation to cross~border trades, the Group of Thirty
implicitly has acknowledged that subsiantial investment has been
wade in the infrastructure of domestic systems. Nevertheless, an
interim solution such as a conversion facility should not
preclude discussion of whether outright adoption of ISIN is the
best longer-term solution to the problem of inconsistent
securities identification numbering systems.

Irmplementaticn in the United States of the Group of Thirty
reccrmendation that all settlements be mede in same day funds

raises significant issues that the Commission believes warrant

further study and discussion. Although market participants

o

generally agrce that conversion to same cay funds setilement
would create long-term advantages and efficiencies, the
recomnendation raises several significant concerns, including

whether the Fedwire system and other electronic funds transfer



systems could handle an increased volume of large dollar
transactions late in the day. 1In addition, sarme day funds
settlement would reduce the amount of available time for clearing
agencies and their participants to resolve temporary liquidity
problexs. Clearing agencies thus would be required to monitor
more closely the financial cordition of clearing nembers.

The Commission plans to assist in efforts to evaluate and
implement the Group ¢f Thirty recommendations. With regard to
the three most far reaching aspects of the recommendaticns for
U.S. securities markets, the Commission will continue to monitor
progress toward next day comparison and ecarlier settlement
periods for all stock markets, and will cooperate with banking
regulatory agencies to address the same day funds ssttlement

suggestion.

C. Other Areas for Coordination

Some of the most important items for future coordination cof
international securities regulation not contained in the Group
of Thirty report include capital adequacy standards for market
varticipants, information sharing among clearing entities about
risk positions of joint members, and the interaction of the

derivative markets.

1. Capital Adequacy Standards
Adeguate capital requirements for narket participants are
basic to the safe functioning of 21l securities markets. A

working group of IOSCO's Technical Comrittee has been studying
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requirements, which can be unnecessarily burdenscme. For
example, the Commission has entered into an agreement with

certain regulators in the United Kingdom which provides that

will waive their capital adeguacy reguirements for U.S. broker-
dealers that have branches in the United Kingdom, if the
Comrission provides them with certain information. The
Commission has agreed to notify U.K. regulators if it becomes
aware that a particular broker-dezler's financial or operationaj
condition is impaired, and U.K. regulators have agreed to notify
the Ccommission if they become aware that a U.K. branch of a U.s,
broker-dealer has a substantial procblem. The Commission also ig
discussing with fereign securities zuthorities the exchange of
information with respect to affiliates of requlated entities,
Coordination among stock markets and markets trading optien
and financial futures is important for the development cf sound
clearance, scttlement, and paymenis systems. The Cormmission has
proposed legislation to improve ccordination among clearing
systems for securities, options, and futures. Thz Commission's

propcsal was introduced by Chzirman Dodd and Senator Heinz as S.

648. This legislation would aiso require the Coxmission and the

two years on the progress toward linked, coordinated, or
centralized facilities for clearance and settlement of
transactions in securities, optiens, and futures. Finally, the
legislation would encouraga turther private sector initiatives to

resolve these problems. For example, the American Bar
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offers automated guotation dissemination and execution serviceg
to both domestic and international subscribers. 7/ One of
Instinet's features is a "crossing network" thzt perrits
institutions to trade entire portfolios of securities with one
another on an after-hours basis. In 1986, subject to certain
enunerated conditions, the Commission staff issued a ho-action
letter to Instinet with respect to the non-registration of the
Instinet system as a national securities exchange, registered
securities association, and registered clearing agency. 8/

Related to the growth of after hours and international
zutcomated trading markets is the growth of domestic autormated
proprietary trading systems. The Comrission has recently voted
not to object to a staff no—action position regarding a
proprietary system for trading options on U.S. Treasury notes,
hLas temporarily registered a clearing agent for that system, ang
has proposcd Rule 15c2-10 designed to provide a means of

rcgulating such systems. 3/ Developments in this area presage

i/ In addition, recent newspaper rcports indicate that the Kas>
is considering implementation of a system that would permit
pre-cdawn trading of 200-300 of the most actively traded 0TC
stocks, including several dozen stocks that would be traded
in direct competition with the International Stock Exchange.
As yet, the Commission has not received a proposed rule

change {rom the NASD with respect tec the planned syster.

8/ See letter from Richard G. Ketchuwm, Director, Division
of Market Regulation, to Daniel T. Brooks, Cadwalader,
Wickersham & Taft, counsel for Instinst Corporation
(August 8, 1986).

The Commission is in litigation with respect to its actions
on the proprietary trading system. Board of Trade of the
Citv of Chicago v. Securities and Exchandge Commission, Nos.
89-1084 and 89-1449 (7th Cir.).

|3




.imate consideration of the preper ncans of regulating both
pLloim
jetary and non-proprietary international automated trading

wrOFT2

E. Other Multinational Initiatives

The Cormrission is rmonitoring the program of the Europezn
community ("EC") to devalop a =ingle internal rarket for the

c's services and capital by the end of 1992. The EC's Second
cing Directive has particularly interested finzncial

s in this country. Mcoreover, this Qirective is
£ to the Corrission bocause much of internatiche
securities trading is conducted by banks, and regulated by bank

:nervisory authorities. The directive is designed to establ
sup Y

riteria under which a -member state may authorize the

a

establishment of a bank, and would provide that cnce it is
autherized by a member state, the bank nay establish cperations

in any other merber country. As cridinally draited, the

irective would have reguired that ncn-:C countries grent accsss
to EC banks before banks in these countries could be eligible for

a single banking license in the EC.

reciprocity provisions. The Tnite

rsciprocal apoprocach, and in Zpri

cmmended, with respoct to the Sccend Banking Directive, that
the LC move to a scherme that closely approximates the "naticrnal

treatment" standard favorad by the Urited States. Under the EC's
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revised approach, non-EC banks would be permitted to obtain ,

single license if the non-EC country treats EC banks in the an.

way as domestic banks, and if EC banks are given effective

3

ot

access in the non-EC country. While the Commission is encoury

a3
by the recent proposed modifications, it is not yet clear whethe.
or how the new treatment is to be applied and whether sinila.
proposals will be made for the directives affecting securitjec
transactions.

The Comrission also is monitcring the efforts of
multinational organizations to study the international financis:
markets. For example, the Commission's staff has participateji:
a number of studies of the financial markets prepared by the

Organization for Economic Cooperation and Develcpment ("OECD"),

III. REGISTRATION AND DTSCIASURE_ISSUES

In the registration and disclosure arca, three factors have
ériven the Commission's initiatives: (1) the desire of U.S.
investors to diversify their portfolios on a global basis; (2)
ths desire of issuers to be able to choose to raise capital
outside the United States without concern that they will violaze
U.S. securities registration requirements; and (3) the concern
that unnscessary restricticns on the free flow of capital are
increasing costs to issuers and investors, as well as impairing
the efficient allocation of capital.

The Cornission has accommodated foreign private issuers by
developing a separate registration and reporting system for such

issuers, and by rmaking sore adaptations in disclosure
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However, the U.S. sscurities laws continue o

ipies of these foreign issuers offshere, generally in the

avv market, in which case thoy are cdenied the pricing

‘as noted in its Koverber 1938 Policy Statement, the

in addressing international

sheouldé he

sing investor protection.

it must seek to accenmodate

issuers in the
. rarkets. Consistent with these views, the Corrmission has

vazponded to the feregecing concerns with

icn, Regulation %, cnd Rule 144A.

sion's stnff is participating in multinacions

s Securities act Rslecuse Ko. 16371 (Mov. 29, 197¢) .
Acconmmodations wara i s ir s feor

b er wnt, and
say nmission
adoptecd an 1n;=erau_d disclosure systom {for foreign issuers
enabling ther to usr periodic reports previously filed in
the United Bta ction with puklic oF*e*inas made
her Seﬂ"v': [ Rolease Ne., 6437 (Nov. 19, 168

a2,
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achieve international agreements on internationally acceptabie
principles and standards in these areas. Such agreements woulg
make possible the establishment of a mutually acceptakle
woerldwide disclosure regire.

In the interin, the Commission is developing &
nultijurisdictional registration system whereby issuers can uge
their own jurisdiction's disclosure documents for offerings jin
other countries. The Ccmmission first addressed the
rultijurisdictional registration concept in 1285, when it issueg
a concept release that reguested public comment on ways tc
acconmodate multinational securities offerings and to harmonize
the prospectus disclosure standards and securities distributien
systems of the United States with those of other countries. 11/
The United Kingdom and Canada were identified as the most likely
partners in any initial_ eifort because of their freguent use of
our markets and the similarity of their accounting principles anj
disclosure requirements. 12

Comrent was sought on two possible approaches: a reciproczl
apprcach and a commen prospectus approach. Under the reciprocal
approach, each of the jurisdictions would accept the disclosure
documents prepared in the issuer's dcmicile. Under the common
prospactus approach, the jurisdictions would agree to use commsn

disclosure standards. The majority of commentators favored the

1i/ Securities Act Release No. €568 (Feb. 28, 1985).

=

2 Id.
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.ciprocal approach, primarily because of the ease of
1plemenuatlon.

The Commission's staff subsequently discussed with the
2taffs of the Ontario and Quebec Securities Commissions
e;tablishment of a system of multijurisdictional disclosure.
gubstantial progress has been made, and, during the summer of
‘igsg, the Commission expects to consider an initial
;ultijurisdictional registration experiment with Canada. If
;dopted by‘the Commission, the experiment likely will cover
offerings by substantial issuers, rights and exchange offerings
by a larger class of issuers, and some cash tender offers. "The
regulations and forms developed in this experiment would provide
2 foundation for a multijurisdictional disclosure system that
could be expanded to enccapass a wider class of issuers and
additional jurisdictions. This effort will be directed to those
furisaictions whose different disclosure systems apply similar
accounting principles and auditing standards and provide similar
‘tasic disclosure to investors. The problem is to provide a means
cf protecting U.S. investors and permitting the sale of foreign
securities in U.S. markets without giving foreign issuers an

undue advantage over U.S. companiss in U.S. markets.

B. Regulation

The Commission also is eiamining qguestions regarding the
application of U.S. registration requirements to overseas
securities offerings. while the registration provisions of

Section 5 of the Securities Act 13/ are broad enough to reguire

13/ 15 y.s.¢. 77e.
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registration of any securities offering in which there is some
contact with the United States, the Cormission recognized in
1964 that the law nced not be applied to the offer and sale of
securities outside the United States to non-U.S. investors in a
manner that resulted in the offering coming to rest outside the
United States. 14/ However, under that articulation, applicaticy
of the registration requirements depended on whether the
purchasers were U.S. persons. As a result, U.S. investors have
been precluded from participation in many primary overseas
securities offerings by foreign companies. 1In addition, the
demarcation of the appropriate reach of the registration
provisions has been developed on a case-by-case basis, resvlting
in a lack of clear standards for determining which transactions
require registration. Wnile these problems have existed for
years, they have beccme more critical with the development and
maturity of major rarkets offshore and the huge growth of
transnational investment.

In 1988, the Commission propossd Regulation S for
comment. 15,/ Regulation S states the general principle that the
U.S. securities laws are intended to protect the U.S. capital
markets, so that offers and sales in the United States, whether
to foreign or domestic persons, should be registered unless

otherwise exerpt. 1In contrast, offers and sales ouctside the

14/ See Securities Act Relcase No. 4708 (July 9, 1964).
15/

Securities Act Release No. 6779 (June 10, 1988).
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ted States should not be subject to U.S. registraticn

regulation § would provide safe harbors intended to provide
jective procedural standards which, if followed, will assure
.t the offers and sazles are outside the United States and
.refore nct subject to U.S. registration requirements. The
scedures set forth are those deemed necessary to protect
ainst an indirect public offering in the United States through
» mechanism of offshore transactions.

The Commission received $5 comment letters regarding
sposed Regulation S. The staff is revising the proposal in
sponse to the comments received. In light of the nurber of
visions being made, the staff plans to recommend that the

mrission reprcpese Regulation S early in the summer of 1989.

c. Rule 144A

on October 25, 1988, the Commission published for comment
le 144A, which would provide a safe harber exemption from the
gistration requirements of the Securities Act for the resale of
stricted securities to institutional investors. 16/
velopment of Rule 144A has been compelled not only by
ternationalization of the securities markets, but also by the
emendous growth of the private placement market. In 1981, $18

llion worth of seccurities were privately placed in the United

/ Securities Act Release No. 6806 (Oct. 25, 1983).
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States. In 1987, such placements totalled approximately $139
billion. 17/ 1In 1588, approximately $202 billion were raiszeg in
this private placement market, fcpresenting approximately 43
percent of total corporate financing in the United States that
year. 18/

Rule 1442 is intended to provide a framework in which
qualifying institutional resales can be freely undertaken. Thig
rule, as well as the resale safe harbor provisions of propcsag
Regulation S, should provide increasasd liquidity in the seccndar-
market for privately placed securities. The potential increass
in liguidity could significantly lower the discount commonly
associated with private placements, which could in “urn attrast
an increasing number of issuers, including foreign issusrs, insc
the private placement market.

Foreign issuers that previously may have becn concsrned
about compliance costs and liability exposure associated wit
registered public offerings in the United States or that may havs
been concernad about the financing costs inherent in placing
restricted securities may find U.S. private placements more
financially attractive under Rule 144A4. Direct participation by
foreign issuers in the UG.S. cepital market would reduce the cecsts

borne by U.S. institutional investors by enabling them to inves:

17/ 1IDD Information Services. This is a conservative figure
because it only includes private placements involving
intermediaries. Accordingly, it includes necither direct
placements by issuers nor swaps.

18/ 1Id.
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in 2 diversified worldwide portfolio without leaving the U.S.
securities markets. The staff is revising the rule proposal in
response to the significant number of public comments received.
pue to the substantial nature of the revisions, the staff plans
+o recommend that the Commission repropose Rule 144A early in the

summer of 1989.

D. Accounting and Auditing Standards

The continuing trend toward internationalization will
increase the need for, and the benefits to be derived from,
zatually agreeable international accounting principles and
auditing guidelines. Such standards would reduce the regulatory
yurdens resulting from current disparities amcng the various
national standards. Accordingly, the Commission, along with
securities regulators and members of the accounting profession
throughout the world, is engaged in efforis to revise and adjuét
international accounting and auditing standards in order %o
increase comparability and reduce costs.

In an effort to address accounting differcnces, the
Ccorrission's staff is working with international accounting
rganizations such as IOSCO and IASC 19/ to review international
accounting standards. IASC is addressing international
accounting standards that are incomplete or lack sufficient
specificity, and it seeks to reduce the number of accounting

options permitted under some of the standards. Where optiens

1%/ See discussion of IASC, supra, p.4.
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cannot be eliminated, IASC plans to specify one method as the
benchmark (or "preferred") method for international filinge,

t its November 1988 meeting in Copenhagen, IASC appreoveg
publication of an Exposure Draft cf proposed amendments to the
international accounting standards for public comment. 20/ This
proposal represents the first phase of IASC's project to addregg
the gquestion of accounting options. The Expcsure Draft
addresses issues concerning revenue recognition, business
combinations, investments, retirement benefits, and fcreign
currency. The Exposure Draft was released on January 1, 1589,
and has an exposure period of nine months.

In addition to the Commission staff's participation in Izge
and IOSCO initiatives, the Financial Accounting Standards Boarg
("F2ZSB"), undar the oversight and with ths encouragement of the
Commission, also has indicated a desire to participate in the
developrent and harrmonization of international standards. 2a
Board merber acts as the Board's representative to the IASC ang
is a member of the IASC consulrative group, which mects regulari:

with the IASC to discuss IASC's projects. 21

The Comnissiorn staf also is working with the Internaticna:

Federation cf Accountants ("IFAC") to revise international

20/ 1International Accounting Standards Committee, “Comparakility
of Financial Statements, Proposed Zmendments to
International Accounting Standards 2, 5, 8, 9, 11, 16, 17,
18, 19, 21, 22, 23, and 25" (Jan. 1, 1989).

22 Address by Dennis R. Beresford, Chairman of the Financial
hccocounting Standards Board, Meeting of the International
Accounting Standaxrds Conmmittee (June 23, 1988).
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augiting guidelines. BAuditors in different countries are subject
+0 jifferent independence standards, perform different
procedures, gather varying amoﬁnts of evidence to support their
conclusions, and report the results of their work differently.
the Commission staff, as part of an IOSCO working group, is
participating in a project by IFAC to revise international
auditing guidelines and to narrow these differences.

with the increased internationalization of the securities
parkets, there will be a nesed to minirize the differences in
accounting principles and auditing guicelines. The Commission,
the FASB, and the accounting profession, thérefore, will continue
to devote substantial attention to international accounting and

auditing issues.

1v. INVESTMERT MANZ

An increasing number of investors, both individual and
institutional, are develcping an interest in foreign
investments. In order to rest the growing demand, a number of
publicly-offered U.S. registered investment companies rcceﬁtly
have been organized to invest in foreign securities. These so-
called international funds are organized in the United States and
registered under the Invesiment Company Act of 1240. Often their
advisers, sub-advisers, and custodizans are located abroad, and
most of their portfelio transactions occur abroad.

As of December 1588, there were 126 mutual funds registered
with the Commission thuet invest their assets, in whole or in

part, in foreign securities. The net asset values of these funds
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totalled $20.7 billion. These figures do not include closeg-

end funds, mutual funds that concentrate their investments ip

the

securities of companies that mine precious metals, or unit
investment trusts. If these other types of investment companieg
were included, assets of investment companies investing abrecag
would exceed $47.6 billion as cf December 1988.

¥hile the Commission supports increased foreign investnent
opportunities for U.S. citizens, it has been concerned about the
difficulties in monitoring the activities of U.S. funds investing
abroad. At issuc is the Commission's ability to inspect funds
with cperations abroad to determine whether they are in
ccmpliance with the federal securities laws. To alleviate this
concern, the Commission has encouraged foreign regulators to
enter into informal infermation sharing arrangementé with the
Commission. Under these arrangements, iniormation cbtained by a
foreign regulator through an inspection of investment company
operations abroad would be shared with the Comwrission, and
information obtained during a Commission inspection of an
investment company's U.S. operations would be shared with the
company's foreign regulator. The Commission &lso has explored
the possibility cf conducting jcint inspections with foreign
rogulators. The Commission's Memcrandum of Understanding with
the Brazilian Securities Cecmmission provides for such an
arrangenant.

In spite of thes growing interest in foreign securities,

regulatory barriers in the United States and foreign rmarkets have
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1inited the extent to which investment combany products can be
11 -
-1d across national borders. Section 7(é8) of the Investment
sC

company Act of 1940 22/ prohibits an investment company that is
net organized under the laws of the United States from publicly
cffering securities in the United States unless it obtains a

connission exemptive order. Section 7(d) further requires that

the Comrission make certain findings before an order can be

ranted. 1In particular, the Commission must £ind tha- it is bot

L1+

egally and practically feasible to eaforce effectively the

o}

provisions ef the Act. This standard has proven very &ifficult
ro meet. By contrast, a foreign woney manager can freely enter
the U.S. market simply by registering with the Commission as an
investment adviser and paying a $150 fee. while a foreign

adviser is reguired to furnish a consent to scrvice of process
with the Commission, it ne2ed not maintain an office or staff in
the United States. The approximately 200 foreign advisers

currently registered with the Cormission are free to establish

and manage mutual funds in the United States on the same terms

and conditions as U.S. advisers. ¥any foreign money managers act

as advisers or sub~advisers to U.S. investment cormpaniss that
invest all or part cf their portfolios in foreign securities.
U.S. funds have had difficulty selling their shares abroad
because of restrictions imposed in certain countries (which in
somg cases are stricter than those applied to domestic funds in

these countries). Moreover, in order to reach a sufficiently

22/ 15 U.S.C. 80a~7(d).

h
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large market abroad, it is necessary to comply with the differens
requirements of various countries. 2lso, some countries have
irmposed currency and other restrictions that provide a
disincentive to foreign securities investments by citizens of
those countries.

. - . -
In 1985, the European Community took a major step toward the

ol

{i

creation cf a common market for investment company products when
it adopted a directive for certain "“undertakings for collective
investment in transferable securities" ("UCITS"). The directive
establishes a minimum regulatory standard and requires mutual
treatment of these products. Mermber ccuntries are permitteld to
regulate these products in areas not covered by the directive.
The twelve nember nations are reqguired to conform their laws by
October 198% to the UCITS Directive. Once the UCITS Directive is
implemented, the European Community may seek to negotiate
bilateral agreements with ncn-merber countries, such as the
United States, along the same lines. The Commission is currently
studying the UCITS Directive and its implemencation by the member
states to determine its potential impact on investors and the

investment company industry.

V. ERFORCEMINT

The internationalization of the sccurities markets has
prompted the Commission to develop initiatives in the enforcement
area which are consistent with its mandate to preserve fair and
honest markets in the United States, while maintaining the United

States as a major securities trading center. The Comrission has
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.aken 2 leadership role in developing international
za

i andings to enhance cooperation among regulators. The
underst

cammiSSion has worked both on a bilateral basis and within

jnternational organizations to develop a systematic approach for
sooréinating enforcement procedures to address conplex frauds

[~

waen they arise.

The principal issue which the Cormmission confronts in its
efforts to police the internationalized U.S. securities markets
jg the nead to obtain information that is located outside the
tnited States. The Commission has faced significant hurdles in
obtaining overseas information.

In the early 1980's, in an attempt to secure foresign-based
evidence that was withheld on the basis of fereign bank secrecy
laws, the Commission scnetimes resorted to the faderal courts o
conpel the production cf tnis information. Although effective in
particular cases, this unilateral apprcach was time consuming and
expensive, and occasionally strained international relations. In

art due to success ir U.S. courts, the Conmrission was able to

o]

egin a dialogue with foreign securities and other law

o

enforcement authorities and to develop infermal case-by-case
understandings which facilitated the production of foreign-bases
informaticn. The a2d hoc nature of this appreach highiighted the
need for more formal mechanisms that would guarantce the
availability of assistance and foster cooperation.

A 1982 Mewmorandur cf Understanding between the United

States and Switzerland was the first such formal mechanism. The



178

33
Swiss MOU provided the Commission with unprecedented access to
Swiss bank trading records. Of egual importance, the MOU
provided a new formula for approaching evidence-gathering issues:
bilateral understandings negotiated by the Comnission, tailored
to meet urgent enforcement problemns and to address the foreign
country's particular concerns.

After the Swiss MOU, the Commissicn negotiated increasingly
complex MOUs with other countries. In 1986, the Commission
entered into MOUs with the United Kingdon's Department of Trade
and Industry and the Japanese Ministry of Finance. These MOUs
provide assistance for a wide range of cases, but lirit that
assistance to that which can be provided through the “best
efforts" of the regulators. In other words, each authority has
agreed to provide the other with information already in its
possession or which can be obtained from third parties without
the exercise of compulsory process. This limitation was, in
part, a consequence of restrictions on the Commission's ability
to use its subpoena power to assist foreign authorities at the
time the understandings were negotiated.

Based upon Commission proposals, Congress passed legislation
last year 23/ authorizing the Cocmmission to use its subpoena
power to obtain information on behalf of foreign securities
authorities. This legislation permits the Commission to

implement more comprehensive agreenents. Indeed, the Commission

23/ Section 6 of the Insider Trading and Securities Fraud
Enforcement Act of 1988, Pub. L. No. 100-704, 102 Stat. 4677
. (1988).
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ras entered into KOUs that cover virtually the entire range cf
;ases that could arise under the federal securities laws, and
provide for a full range of assistance, including the use of
subpoena power. The Commission has signed two such agreenents,
one with the Brazilian Securities Commission, and the other with
the British Columbia, Ontario, and Quebec Securities ﬁammissions,
securities regulators of the three largest Canadian provinces.
asditional MOUs similar to these agreements are under
negotiation.

While Commission efforts have been primarily directed to the
negotiation of bilateral agreements, the Comnission also has
been an active participant in multilateral settings. In 1986,
for example, the IOSCO Executive Committee adopted a Commission
sponsored resolution on cooperation which mandated that members
who thereafter ratified the resolution should agree to exchange
information relating to securities matters. This resolution has
been ratified by twenty-threce securities regulators, including
the Commission. 1In 1989, the Commissiocn proposed another
resolution, calling for members to negotiate comprehensive MoUs
ch informaticn sharing similar %o those the Commission has
negotiated with the Canadian securities regulators and the
Brazilian Securities Commission. This resolution, which was
endorsed by the members of IOSCO's Technical Committee, will now
be submitted to the entire I0sCO mernbership fer consiGeration.

The Commission also has organized and participated in

international meetings concerning cooperative efforts to combat
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international fraud. 1In October 1988, the Commrission sponsores |,
meeting to discuss various foreign and U.S. investigations of
poiler room operations in Europe that allegedly are related tqo
Thomas C. Quinn, a subject of several prior Commission actiong
who has been under arrest in France. The two-day meeting,
attended by representatives of eleven countries and numercus
agencies from the U.S. government, resulted in a framewcrk fcr

cooperation among the participants. Earlier this month, as part

of the Corrissicn's efferts to address fraud in the penny stock
rarket, the Commission sponsored a training program for both
domestic and foreign regulators and prosecutcrs at which
strategies for investigating and prosecuting such cases were
discussed.

The Commission also has developed a dialogue with the major
participants in the international seccurities markets throuch its
interaction with the Organizatior for Economic Cooperation and
Develcpment. The Wecrking Group cn International Investment
Pclicies of the OECD Ccmmittee on Internationzl Investment and
Multinational Enterprises is undertaking, at the Commission's
initiative, a program to explore extraterritorial evidence
gathering in the securities field.

The Cormission believes that its efforts t5 facilitate
information sharing have laid the groundwork for mcre effective
regulaticn of international securities markets. The
Coemmission's informaticn sharing agreemecnts, which werc

stimulated by problems encountered in insider tradéing cases, now
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:rovide assistance in all types of securities cases. While

insider trading cases have gained more publicity in recent Years,
fire cormission'’s efforts are directed toward conprehensive
;greaménts for assistance in the full range of cases that will be
confronted as the markets continue to internationalize.

The Commission plans to continue o negotiate bilateral
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aproad. The Cormission also plans to work within rultilateral
nizations such asz IOSCO and the OECD to foster additional

arge

cooperative enforcement erorts.

raticn on internaticnal
securities matters, the Comnission has been a leader among the
werld's securities reguiators. In taking this prominent role,
the Commission has been motivated both by a Gesire to maintain
the importance of the United States as a financial center and by
its obligation to protect U.S. investers. It believes that the
high level of investor protection in the Unites States has
ontributed to the strength ef U.S. capital markets. The
Comzission believes its offorts to achieve internaticnal
reéhlatory cooperation will play a major role in larger U.S.
elforts to eliminate cverssas trade barriers. It stands ready ¢
cooperate with other U.s. regulators, with Congress, end with
foreign regulators to achievs honest and efficient worldwide

capital markets.
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SMMARY.

The internaticnalization of the world's securities markets
iz cne of the mest significant developnents in modern finance.
mpis development requires international cooperation to prevent
securities fraud. Last year Congress passed an important piece
of legislation intended to promote international ccocperation.
sction & of the Insider Trading and Securities Fraud Enforcement
+ of 1988 authorized the Commission to provide inveshigat1ve
.ssistance tc foreign securities authorities. That p;OVl;lOn nad
wgen introduced as part of the proposed "Internaticnal Securiti
znforcement Cooperation Act of 1988," submitted to Congress by
ime Commission on June 3, 1938.

The Commission believes that additional statutory authority
would further its efforts to promote international cooperation in
enforczment of the securities laws. Accordingly, it supports
3. 646, the proposed International Securities Enforcerent
cooperation Act of 1989, introduced by Chairman Dodd and Senator
#einz on March 17, 1989.

This legislation contains the three provisicns of the
commission's June 1988 proposal that were not enacted. The
commission continues to strongly support these three provisions.
They are:

(1) a provision exempting confidential documents received
from foreign authorities from disclosure requirements
under the Treedom of Information Act or other laws:

(2) a provision making explicit the Commission's rulemaking
authority to provide nonpublic documents and other
information to domestic and fcreign authorities; and

(3) a provision granting the Commission explicit authority
to kar, suspend, or place limitations on securities
professionals based upon the findings of a fcreign
court or foreign securities authority.

In addition, the Commission is seeking the enactment of two
provisions that were not included in the June 1988 propcsal.
These provisions wculd:

(1) authorize the Commission and self-regulatory
organizations, after an opportunity for a hearing, to
deny any person who has been convicted of a felcny
membership or association with a member or to place
conditions upon membership or association: and

(2) authorize the Commission to accept reimbursement for
expenses incurred in providing assistance to a foreign
securities authority.
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STATEMENT OF DAVID S. RUDER
CHAIRMAN OF THE U.S. SECURITIES AND EXCHANGE CCMMISSION
BEFORE THE SUBCOMMITTEE ON SECURITIES
OF THE SENATE COMMITTEE CON BANKING, HCOUSING, AND URBAN AFFAIRS

CONCERNING S. 646, THE INTERNATIONAL SECURITIES
ENFORCEMENT COOPERATION ACT OF 1989

June 15, 1989

Chairman Dodd and Members of the Subcommittee:

I appreciate this opportunity to testify on behalf of the
Securities and Exchange Commission (the "Commission") in support
of S. 646, the propcsed International Securities Enforcement
Cooperation Act of 1989, introduced by Chairman Dodd and Senator
Heinz on March 17, 1989. As this Subcommittee knows, the
internationalization of the securities markets is one of the most
significant recent developments in finance. Although this
cdevelopment has many beneficial efiects, it has made the
enforcement of the U.S. securities laws more difficult and more
costly.

In its last session, Congress passed an important piece of
legislaticn intended to aid in international cccperation to
assist and enhance the enforcement of securities laws. Section 6
of the Insider Trading and Securities Fraud Enforcement Act of
1988 1/ amended Secticn 21(a) of the Securities Exchange Act of
1934 to permit the Commission tc provide investigative assistance
to foreign securities authorities. That provision had keen

introduced as part of the propcsed "Irnternational Securities

1/ Pub. L. No. 100-704, 102 Stat. 4677.
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gnforcement Cooperation Act of 1988," submitted to Congress by
the Commission on June 3, 1988. On June 29 and August 3, 1988, I
testified on behalf of the Commission before this Subcommittee
and the Subcommittee on Telecommunications and Finance oi the
House Committee on Energy and Commerce, respectively, in hearings
concerning the June 1688 proposal. The testimony on those two
occasions described Commission initiatives to obtain cooperation
<rom other countries in the pursuit of evidence needed to
investigate potential violations of our securities laws, and our
work with international organizations to promote international
cocperation in the securities enforcement field. 2/

Although Congress enacted the portion of the June 1538
proposal authorizing investigative assistance, three other
proposed provisions were not enacted. The Commission continues
to support strongly these three remaining provisions of the
Commission's June 1988 proposal which are included in the current
legislation. They are as follows:

(1) a provisicn exempting confidential documents received
from foreign authorities from disclosure requirements
under the Freedom of Information Act cr other laws:

(2) a provision making explicit the Commission's rulemaking

authority to provide nonpublic documents and other
information to domestic and foreign authorities;

2/ See Hearings 3afore the Subcsormittee on Securities of the
Sonate Committee on_Bankinag, Housing, and Urban Affairs on
S. 2544, 100th Cong., 2d Sess., at 28-45 (1%58) (hereinatfter
cited as “"Senate Testimony"]; Statement of Chairmar Ruder,
Securities and Exchance Comnission, Before the_Subcommittae

on Telecormunications and Finance of the House Cormittes on
Enerqgy and Commerce Concerning the International prities

Enforcement Cooperation Act of 1988, at 9-24 (August 3,
1988).




186

(3) a provision granting the Commission explicit authority
to censure, revoke the registration of, or irpose
employment restrictions upon securities professionals
based upon the findings of a foreign court or foreign
securities authority.
In additicn, the Commission is seeking the cnactmént of two
previsions that were not included in the June 1988 proposal.
The first would authorize the Ccmnissicn and self-regulatory
organizations to prohibit any perscn who has been convicted of a
felony from beccming a member or becoming associated with a
member or to place conditions upon such membership or
association. The second would provide authority for the
Commission to accept payment or reimbursement for expenses
incurred in providing assistance to a foreign securities
authority.
I. INTRODUCTION AND SUMMARY

As explained in our testimony last year, the Commission has
made significant strides in recent years in addressing
enfercement problems raised by the internationalized marketplace. 23/
The Commission has successfully pursued several major fraud cases
in which the U.S. securities laws were violated by perscns
operating from abroad or using foreign bank accounts, including,

for example, SEC v. Dennis Ievine 4/ and SEC v. Stephen Wang and

Fred Tec 5/.

3/ See Senate Testimony, at 30-36. That testimony also
describes the Commission's usual means of obtaining evidence
and other assistance from foreign authorities when no MOU or
informal arrangement exists.

86 Civ. 3276 (S.D.N.Y.)(RO).

AN

88 Civ. 4461 (S.D.N.Y.)(RO).
3
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A. Confidentialitv of Foreign Documents

Much of the progress in international enforcement
cooperation has been made through negotiation of memoranda of
understanding, or “MOUs," with foreign securities authorities.

axong other things, these bilateral agreements preovide for mutual

gative assistance.

o8

~vast

with securities authorities in Switzerland, the United Kingdcm,
japan, three Canadian provinces, and Brazil. &6/ These MOUs arc
izportant tools in international enforcement, and the Commission
anticipates that it will be enter into additional MOUs with cther
countries.

In certain cases, howcver, the Commission has beon unable to
reach agreement on MOUs with foreign autherities kecause of
cenflicts between the confidentiality requirements of foreign

endisclosure laws and the Freedom cf Information Act ("FOIA").
some fcreign laws reguire that documents provided to the
commissicn must, under certain circumstances, ke kep:
confidential unless disclosure is necessary or required in the
course of a Ccmrissicn investigation or enforcement acticn. The
Commission, of course, must comrply with the FOIA and other laws
whick, in many cases, preclude withholding documents provided by

foreign autherities from the public.

The Commission also can obtain some investigative assistance
from certain countries through mutual legal assistance
treaties, the Convention on the Taking of Evidence Abroad

in Civil or Commercial Matters, openaed for signature

March 18, 1970, 23 U.S.T. 2555, T.I.A.S. No. 7444, and by
informal agreements. See Senate Testimony, at 31, n.l and
accompanying text.

Q
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Section 2 of the proposed legislation would eliminate this
potential conflict by amending Section 24 of the Exchange Act to
enable the Commission to maintain the confidentiality of certai;
evidence received from foreign securities authorities. This
provision is crucial to the Commission's ability to negctiate
additional MOUs. In order to facilitate the cocperation of
foreign authorities in providing the Commission with
investigative assistance, the Commission urges Congress to exenpt
— docunents furnished to the Commission frem disclesure if the
foreign authority represents in gocd faith that the disclcsure of
the documents would violate the confidentiality requirements of
its country's laws.

B. Providing Informatjon to Foreign Authorities

Section 2(b) of the legislation also would make explicit the
Comnission's rulemaking authority to provide documents and other
information to foreign authorities as well as to domestic
authorities. The Conmission currently grants access to its
investigative files to certain securities enforcement entities,
including domestic and foreign seccurities authorities and self-
regulatory organizations. However, certain provisions of the
federal securities laws arguably linit the disclosure of certain
nonpuklic documents. 1In view of the significance of this issue
to the Commission's efforts to cooperate with both foreign and
domestic securities officials, the Commission believes that it
would be appropriate to make the Commission's authority

explicit.
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C. Sanctijons on Sequrjties Professionals

Sections 3 through 6 of the bill would amend the Exchange
act, the Advisers Act, and the Investment Company Act to permit
trke Cormissicn, after an cpportunity for a hearing, to exercise
giscretionary authority to utilize the findings of a foreign
court or fereign securities autherity in order to censure, revoke
che registration of, or impose employment restrictions upon
securities professionals registered to do business in the United
gstates. The Commission already has such authority as to illegal
sr improper activity in the United States under these acts.
certain provisions of the federal securities laws also have been
used to support the imposition cf limitations on activities of
securities professionals based upon the findings of a foreign
court as to illegal activity abroad. In view of the rapid
internationalization of the markets and the Commission's new
authority to investigate on behalf of foreign securities
authorities.under Section 21(a)(2) of the Exchange act, it would
be appropriate to make explicit and to add to the Commission's
existing authority the discretionary ability to utilize the
findings of a foreign court or securities authority to sanction
securities professionals in the United States.

The Commission believes that it should have this
discretionary authority, exercisable after a hearing, to
suspeng, bar, or place appropriate restrictions upon securities
professionals who have made false filings with foreign authori-

ties; who have been convicted of certain crimes by foreign
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courts; who have becn enjoined by a foreign court from commit-
ting securities law violations; who have violated foreign
securities laws; or who have aided and abetted such violations.
Such authority would be a necessary and appropriate supplerent to

the Cormmission's autherity to place limitations con securities
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professionals based on viclaticns of U.S. laws. Th
expects that, at least in part as a result of the enfcrcement
assistance that the Comnission will provide to foreign
authorities pursuant to newly enacted Section 21(a)(2) of the
Exchange Act, securities professionals will be subject to wore
aggressive enforcement efforts by such foreign authorities. It
would be ironic and inconsistent with the Commission's mandate to
protect investors if the Commission were to provide assistance
leading to a finding that a securities professional had violated
foreign securities laws substantially similar to U.S. laws, but
could not prevent that securities professional from conducting
business in the U.S. securities markets. The provisiens of
Sections 3 through 6 would protect against such a result.

Section 3(b) of the legislation weuld expand the class of
persons subject to "statutory disqualification" pursuant to
Section 3(a) (39) of the Exchange Act. It would expand ths
grounds on which the Coamission or a self-regulatory organizaticn
("SRO") could deny a person membership in, participation in, or
asscciation with a member of, the SRO in two ways. First, it
would include certain foreign disciplinary acticns within the

definition. Second, it would amend subparagraph (F) of that
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section, which by cross refcrence to Section 15(b) (4) of the
gxchange Act makes persons convicted of specified felonies and
nisdeneanocrs subject to a statutory disqualification. The
apendment would add “"any other felony" to the list of crinmes that
subject a person to the statutory review process. This provision
would permit the Ccommissicn and the SROs to review the proposed
association of persons who have been convicted of crimes that are
not currently specified, such as taking of property, assault,
purder, and drug trafficking. This amendment would not
automatically exclude every person convicted of a felony from the
securities business. Rather, it would permit the Commission and
SROs to consider the facts and circumstances surrounding a
particular felony conviction and to impose appropriate safeguards
to protect the U.S. markets and investors from unreasonable
risks.

D. Reimbursement

Finally, in certain cases, foreign securities authorities
have expressed a willingness to reimburse the Commission for
travel, subsistence, and other necessary expenses incurred by the
Commission and its employees in carrying out investigations for
the foreign authority pursuant to Section 21(a)(2) of the
Ixchange Act or in providing other assistance. The Comnission
has been unable to accept such payments, however, because federal
appropriations law prohibits federal agencies from accepting

funds from outside sources absent specific- statutory authority.
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The proposed legislation Qbuld amend Secticn 4(c) of the Exchange
Act to permit the Commmission to accept reimbursement.

The Commission believes that it has made great progress in
developing mechanisms and approaches for policing the interna-
tionalized U.S. markets. The International Securities Enforce-
nent Cocperation Act of 1689 provides authority necessary to
buiid on this progress. Enactment of the legislation would
provide a critical vehicle for enhancing our efforts to maintain
the integrity of the U.S. securities markets.

II. THE PROPOSED LEGISTATION
A. Ledgislation authorizing the Commission to assure

coenfidential treztment of documents fuynished to the
Cormnission bv foreign securities officials

The legislation would amend the securities laws to permit
the Commission to assure confidential treatment for records
provided to the commission by foreign securities authorities.
The Commission currently cannot provide such assurances of
confidentiality because of its disclosure obligations under the
FOI2 and civil discovery rules. The legislation would permit
the Commission to withhcld from disclesure documents furnished to
the Commission which might otherwise be required to be disclosed
by the FOIA or under a third-party subpoena, if the foreign
autherity represents in good faith that the disclosure of such
docunents would be contrary to its country's laws. The
Comrission would, however, still be obligated to disclose such
documents to Congress. The documents would also be subject to

discovery requests in any enforcement action brought by the
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ynited States or the Commission, absent a separate basis upon
4aich to withhold them,

In entering into MOUs with the Commission, authorities in
foreign countries have committed themselves to obtaining and
providing the Commission with documents, some of which ctherwise
would be kept confidential. These authorities are willing to
;ermit public use of these documents for the purpose of
jnvestigating and prosecuting securities law viclators. Hecwever,
they have expressed concern about the disclesure of such
documents when the Comnission decides not to prosecute a
particular matter.

The Commission's disclosure obligations under the FOIA are
the same for records obtained from foreign securities authorities
as they are for records obtained from other sources.
accordingly, the documents must be disclosed under the FOIA
unless they fall within a specified FOIA exemption. Likewise,
such documents generally must be disclosed pursuant to a third-
party subpoena served on the Commission unless a legal privilege
or other defense is available. Because of these disclosure
obligations, foreign securities authorities have expressed
concerns about providing the Commission with information relevant
tc ongoing investigations. They also have stated that their own
domestic laws preclude them from entering into agreenents with
the Commission unless the Commission is able to fulfill the

corfidentiality requirements of the foreign country's laws. In

scme cases, MOU negotiations have been frustrated by the

10
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Conmission's inability to provide assurances that documents and
testimony transmitted to the Commission by foreign authorities
will be kept confidential.

Section 2 of the Commiséicn's legislative proposal would
establish an exemption from disclcsure under the FOIA or other
applicable law. Acdoption of this provision will enhance the
Comnission's ability to obtain otherwise unobtainable
confidential documents from foreign countries for law enforcement
purposes. Unless an appropriate FOIA exemption is created, many
foreign securities authorities may be unwilling or unable to
enter into MOUs with the Commission. More generally, the
Commission believes that principles of cority make it appropriate
to exempt from disclosure confidential documents cbtained from a
foreign government if those documents could not be disclosed
under the laws of that foreign government.

The exemption is not unlimited. The proposed Section 24(d)
would supersede the FOIA 7/ by authorizing the Commission to
withhold from discleosure documents obtained frem a foreign
securities authority only if the foreign authority has in "good
faith" represented to the Commission that public disclosure of

such records would be contrary to the laws of the foreign

1/ Certain statutes have been found to preerpt or supcrsede the
FOIA. See, e.d., Ricchio v. Kline, 773 F.2d4 1389, 1392
(D.C. Cir. 1985) (holding that the FOIA was preempted by the
Presidential Recordings and Materials Preservation Act, the
sole purpose of which is "to preserve" and "to provide
access to" a certain specific body of records). By
superseding the FOIA, the statute would avoid the need by
the Commission to rely on a FOIA exemption in order to
withhold confidential information from disclosure.

11
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country. 8/ The term "foreign securities authority," as defined
in Section 3(a) (50) of the Exchange Act, which wa; enacted as
part of the Insider Trading and Securities Fraud Enforcement Act
passed last year, includes government agencies and self-
regulatory organizations which "“administer" or "enforce" the
securities laws.

B. Legislation granting the Cemm

authoritv to permit access t
both domestic and foreign, en

enforcerent and oversight

The Commission's Rules of Practice authorize the Director

of the Division of Enforcement to provide access to non-public

[*h

materials in the Commission's investigative files to domestic arn
foreign governmental authorities, self-requlatory organizations,
and other specified persons. 9/ 1In addition, Rule 2 of the
commission's Rules Relating to Inveétigations authorizes
designated members of the Commission staff to "engage'in
discussions" concerning the nonpublic materials with the persons

specified in Rule 30-4(a) (7). 10/ These access rules have

8/ Absent a "good faith" standard, the statute might bind the
Commission to follow the dictates of a foreign government.
The "good faith" requirement would permit the Commission to
inquire into the legitimacy of the foreign government's non-
disclosure request.

2/ Rule 30-4(a)(7), 17 C.F.R. 200:30—4(a)(7).

10/ 17 C.F.R. 203.2, Other relevant rules include: Rule 2.5(b)
of the Commission's Rules On Informal and Other Procedures,
17 C.F.R. 202.5(b), which states that the Commissicn may
“"grant requests for access to its files made by domestic and
foreign governmental authorities, self~regulatory crganiza-
tions such as stock exchanges or the [NASD}, and other
persons or entities"; Administrative Regulation 19-1(1) (b),

(continued...)

12
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frequently provided the basis fer making nonpublic materials
available to other enforcement agencies and to SROs engaged in
prosecuting securities law violations.

The Commission's access rules are longstanding. However,
Section 24(b) of the Exchange Act, 15 U.S.C. 78x(b), enacted in
1975, makes it unlawful "for any member, cfficer, or cmrloy=ze cf
the Commission to disclose to any person cther than a member,
officer or employee of the Commission, or o use for personal
benefit, any information contained in any application, statement,
report, contract, correspondence, notice or cther document filed
with or otherwise obtained by the Commission (1) in ccentravention
of the rules and regulations of the Commission under [the FOIAjJ,
or (2) in circumstances where the Commission has determined
pursuant to such rules to accord confidential treatment of
information." Section 24(b) was intended to make all requests

for confidential treatment of information subject to the FOIA

persons or entities"; Administrative Regulation 19-1(1) (b),
SECR 15-1(1) (5), which provides that "the prohikitical[s)
against the use of non-public information or documents"
imposed by various Commission rules do "not apply to the use
of such materials as necessary or appropriate by members of
the staff in pursuing Commission investigations, examira-
tions or in the discharge of cther official responsikili-
ties"; Administrative Regulation 19-1(1) (c), SECR 19-

1(1) (c), which sets forth a policy approving the use of non-
public materials and the furnishing of "such assistance as
may be required for the effective presentaticn or prosecu-
tion of a case" in circumstances where the Commission refers
matters to the Justice Department or grants access to its
files to any federal, state or foreign government authecrity;
and the Commission's policies and procedures concerning the
"routine uses" of systems of records in the Conmission's
possession that are covered by the Privacy Act. See, e.q.,
41 Fed. Reg. 4155C (September 22, 1976) and 54 Fed. Reg.
24454 (June 7, 1989).

13
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rules. 11/ There is nothing in the legislative history of
section 24 (b) suggesting that Congress intended to undermine the
commission's access program. Nevertheless, it could be argued
+hat the language of Section 24(b) precludes disclosure ocf
gocunents that are determined under the FOIA to be confidential.

In most situaticns, the Commissicn receives an accass
request before the staif makes a cenfidential treatment
deternination, and Section 24(b) is not, therefore, at issue.
on occasion, hpwever, Section 24 (b) can pose an obstacle to
compliance with an access reguest.

Additional problems with the Commission's aécess Progran may
arise from other statutory provisions. Section 219(b) of the
Advisers Act bars the staff from making information relating to a
commission investigation public if the informatien was obtained
pursuant to that Act, unless the Commission expressly authorizes
such disclosure (with exceptions for public hearings and
disclosure to Congress). Section 45(a) of the Investmant
Company Act restricts disclosure of certain non-public documents
received by the Commission pursuant to that Act, except insofar
as disclosure is made to federal or state government officials.

To make clear the Commission's authority to grant access to

its files to domestic and foreign authorities, the Exchange Act

1l/ Prior to the 1975 Amendment, the Commission provided
confidential treatment under both the FOIA rules and under
Section 24(a), which at that time prescribed standards for
granting confidential treatment to information filed with
the Commission. The Amendments were intended to end the
latter procedure. See S. Rep. No. 94-75, 94th Cong., 1lst
Sess. 137, reprinted in 1974 U.S. Cong. & Admin. News 179, 314.

14



198

should be amended to provide the Commission with explicit
authority in this area.

The proposed amendment would add new subsection (¢) to
Secticn 24 of the Exchange Act to grant the Commission rulemaking
authority to define categories of persons to whom access may be
given. Aas a result, the Comnission will have flexibility in
adjusting its access rules in the future. In addition, by
specifying that the Commission may provide access to foreign
persons, the Commission's authority as to this matter will ke
made explicit. 12/ The provision as to confidentiality of
records would strengthen the Commission's ability to refuse to
provide records to persons who will make the records public for
purposes other than those stated in an access request. 13/

The proposed legislation provides that it would not alter
the Conmission's responsibilities under the Right to Financial

Privacy act. 14/

12/ By including the phrase "notwithstanding any other provision
of law," the amendment will supersede Section 45(a) of the
Investment Company Act and Section 210(b) of the Investment
Advisers Act.

13/ Commission policy now requires that the person making the
access request state the purposes for which the requested
information will be used and certiiy that no public use will
be made of the information except for the purposes
specified. These or similar procedures wculd continue to be
used after the legislation is enacted. In the international
context, where the Commission has entered into MOUs, such
MOUs delineate the public uses that can be made of
information which the Commission provides pursuant to the
access progranm.

14/ 12 U.S.C. 3401 et seqg. See Section 2(b) of the proposed
legislation, which would add new Section 24(e) to the

(continued...)
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C. legislatio uthorizi m ion to_imvose
sanctjons on securities professionals for violations of

forejgn laws or for committing felonjes
1. Overview
One likely result of efforts by foreign securities

authorities to strengthen their securities law enforcement will
ne an increase in the number of enfocrcement cr disciplinary
proceedings brought against securities professionals, such as
prokers, dealers, and investment advisers, who operate in the
United States as well as abroad. Indeed, such actions may result
at least in part from the assistance provided to foreign
authcrities by the Commission pursuant to newly enacted Section
21(a) (2) of the Exchange Act. The Commission, however, currently
does not have explicit authority to impose administrative
sanctions against securities professionals based upon foreign
findings of illegal or improper activities overseas (although, as
discussed below, the Commission has some authority in this area).
The proposed legislation would provide that‘the Comnission could,
in its discretion, after an opportunity for a hearing,. impose
sanctions on a securities professional who has been found to have
engaged in misconduct abroad when, had the order or finding of
violation been made in a u.s. proceeding, the professional would
have been subject to a Commission disciplinary proceeding. This
amengment would give the Cormission discretion to bring an

administrative proceeding based on foreign misconduct, just as it

14/(...continued)
Exchange Act. See also H.R. Rep. No. 95-1383, 95th Cong.,
2d. Sess. 247 (1978).

16
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has discretion to bring such actions based on domestic

misconduct. Sections 3 through 6 of the bill would amend

Sections 15(b) (4) and 3(a) (39) of the Exchange Act; Section 9(b)

of the Investment Company Act; and Section 203(e) of the Advisers

Act to provide the Commission with this express authority.

2. Spagific concerns

a. Sancticons based upon_toreicn convictions

U.S. broker-~dealers, investment advisers, and investment

companies have increased significantly their activities in

forecign markets. 15/ The activities of foreign professionals in

the U.S. markets also are likely to increase. 18/ As a result,

1s/

See Internationalizaticn of the Securities Markets, Rcport
of the Securities and Exchange Commission to the Senate
Committee on Banking, Housing and Urban Affairs and the
House Committee on Energy and Conmerce, dated July 27, 1987,
at Chapter VII. With regard to investment companies, the
report states that there has been a dramatic increase in the
number of U.S. investment companies that emphasize foreign
securities in their portfolios and that it has become more
common for investment companies registered in the U.S. to
issue their securities in foreign markets. As of January
1988, there were 154 registered investment companies of all
types that concentrate their portfolio securities in
foreign securities. These funds, which are widely held by
U.S. investors, use foreign broker-dealers to exccute
portfolio transactions, foreign custodians to hold
portfolio securities and foreign advisers to help manage
their portfolios. With regard to broker-dealers, major
foreign markets usually facilitate entry by granting nation-
al treatment to U.5. securities firms. France has
substantially increased access to its markets by foreign
firms, id. at V-3, and the Tokyo Stock Exchange recently
increased the number of seats allocated to foreign firms.

In addition, affiliates of U.S. broker-dealers now ecngage

in significant market-making activities in London. Id. at V-
21.

See id. at I-14-16; II-78-90. The report indicates that
over 120 investment advisers from 20 countries have
(continued...)
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the Commission is likely to confront a growing nuchber of
securities professionals who have been disciplined abroad for
jillegal or improper activities working ox seeking to work in this
country.

The Commission currently has substantial authority to
curtail the securities activities of certain convicted criminals
and other wrongdoers for illegal or improper conduct in this
ecountry. Under Sections 15(b)(4) and (b)(6) of the Exchange Act,
the Commission may censure, limit the activities; functions, or
operations of, suspend for up to twelve months, or revoks the
registration of any broker or dealer, er bar from association
with any broker or dealer, any person: who is found to have
violated the federal securities lavs, rules, or regulations

thereunder; who is convicted of a "felony or misdemeancr" within

16/{...continued)
registered with the Commission. WWith regard to investment
companies, in 1984, the Comrission transmitted a legislative
proposal to Congress that would amend Section 7(d) of the
Investment Company Act to give the Commission greater
flexibility in permitting foreign investment companies
access to the U.S. securities markets. Although this
proposal never was introduced in either House of Congress,
the Commission anticipates renewed interest in a legislative
proposal to amend Section 7(d). 1In addition, the Commission
is considering the possibility of reciprocal arrangements
between the United States and foreign nations with respect
to nultinaticnal offerings of mutval fund securities.
Finally, recently-adopted Rule 6c-9 will facilitate the
offering of foreign bank securities in the U.S. TInvestmon
Company Act Rel. No. 16093 {Oct. 29, 19387).

With regard to broker-dealers, about 150 foreign firms had
established branches in the United States as of 1987; for
their part, U.S. firms had over 250 branches in foreign

countries, excluding Canada and Mexico. Id. at Chapter V,

Appendix B-66 (remarks of James M. Davin, Vice-Chairman, NASD).

13
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the preceding ten years involving specified crimes; who willfully
has filed a false or misleading statement in any registration
statement or report filed with the Commission; or who has
willfully aided and abetted a violation of any portion of the
federal securities or commodities laws. Such a person also is
subject to a statutory disqualification under Section 3(a) (39) of
the Exchange Act. 17/ Sections 203(e) and (f) of the Advisers
Act provide the Comnission with disciplinary authority as to
investment advisers and persons associated with registered
investment advisers, similar to that in Sections 15(b) (4) and (&)
of the Exchange Act. 18/

In addition, Section 9(a) of the Investment Company Act
generally prohibits a person convicted of a securities-related
crime or subject to a securities~related injunction from serving

as an employee, officer, director, member of an advisory board,

17/ As a result, when such a person seeks to become associated
with a member of an SRO, that SRO and the Commission have
the opportunity to give special review to the person's
employment application or to restrict or prevent reentry
into the business where appropriate for the protection of
investors. See Section 15A(g) (2) of the Exchange Act and
Rule 19h-1 thereunder.

18/ Section 15(b)(6) of the Exchange Act and Section 203 (f)
of the Investment Advisers Act authorize the Commission
to limit the activities of a person associated or
seeking to become associated with a broker-dealer or
investment adviser if the Commissicn finds that the
person has committed any of the acts or has been
convicted or enjoined as designated in Section 15(b) (4)
or Section 203(e). As a result, any addition to the
Commission's authority under Section 15(b) (4) and
Section 203(e) will, by implication, expand the
Commission's authority under Section 15(b)(6) and
Section 203(f).
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jnvestment adviser, or depositor of a registered investment
conpany, or principal underwriter for any registered open-end
company, unit investment trust, or face-amount certificate
company. The automatic statutory disqualificaticn in Section
9(a) is supplemented by the Commission's authority under Section
o(b). Under Section 8(b), the Commissicn may prchibit a persen
from serving in any of the capacities cited in Section 9(a) or as
an affiliated person of a registered investment company's
jnvestment adviser, depositor, or principal underwriter if the
_person willfully has caused a false or misleading statement to be
rade in any registration statement or report filed with the
comnission or if the person has willfully violated or aided and
abetted a violation of any provision of the federal securities or
commodities laws.

Although the provisions discussed zbove do not mention the
commission's authority to impose sanctions based on foreign
misconduct, certain of the provisions can be so applied. 1In
particular, Sections 15(b)(4)(B) of the Exchange Act, 203(e)(2)
of uhe Advisers Act, and 9(a) (1) of the Investment Company- Act
refer to a “"felony or misdemeanor" conviction for specified
crimes. Neither the statutes nor their legislative histcries
specify that the crime or conviction must take place in the

tnited States. 19/ On at least one occasion, the Commission has

19/ Investment Trusts and Investment Conmpanies: Hearings
Bpfo; a Subcommittee on the Senate Committee on Banking a
Currency, 76th Cong. 34 Sess. 7, 31, 559 (statement of
Honorable Charles F. Adans) {(1940) ; Investment Trusts and

- (continued...}
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used its authority under Section 15(b) (4)(B), to revcke the U.S.
registration of a Canadian broker-dealer who was convicted of
crimes in Canada involving the purchase or sale of
securities. 20/ Likewise, under Sections 15(b) (4) (C) of the
Exchange Act and 203(e) (3) of the Advisers Act, the Commissicn
may impese sancticns based upon a securities-related injunction
entered by a "court of competent jurisdiction,"™ and, under
Section 9(a) (2) of the Investment Company Act, such an enjoined
person's association with a registered investment company is
limited. These statutes are not explicitly limited to
injunctions entered by U.S. courts. 21/

As to other provisions, however, this authority needs to be
clarified and, in some cases, expanded. First, the Commission's
authority to impose sanctions on a professional 22/ and to

restrict association with a registered investment company 23/

19/(...continued)

nvestment Companies: Hearings Before a Subcommittee on _the
House of Representatives Commjttee on Interstate and_Foreign
Commerce, 76th Cong., 3d Sess. 13, 46, 97 (1940). As to
Section 15(b) (4) (B) of the Exchange Act (originally Section
15(b) (5) (B})), see H. Rep. No. 1418, &8th Cong., 2d Sess. 21
(1964).

20/ I e Matter of R.P. Clarke 0., 10 S.E.C. 1072 (1942).
See also L. Loss, Securities Regulation 1303, n. 51 (24 ed.
1961) (citing R.P. Clarke decision and stating that the
Comnission may impose sanctions under Section 15(k) (4) (B)
based upon a conviction in a foreign court).

21/ See L. Loss, Securjties Requlatjon at 1305 (24 ed. 1961)
(stating that a "court of competent jurisdiction" as set
forth in Section 15(b) (4) (C), may include a foreign court).

22/ Section 15(b) (4) (A) of the Exchange Act and Section
203(e) (1) of the Investment Advisers Act.

23/ Section 9(b) (1) of the Investment Company Act.
21
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for a misstatement in an application for registration or report
filed with the Commission does not extend to misstatements made
co foreign regulatory authorities. Second, the CQmﬁission's
authority to inpose sanctions on the professional 24/ or to
restrict association with a registered investment company 25/ for
¢illful violation of the U.S. securities and commcdities laws
joes not extend to violations of foreign securities laws.
Finally, the Commission's authority to impose sanctions on
proféssionals for aiding and abetting a violation or failing
reasonably to supervise a person subject to the professional's
control in violation of the U.S. securities laws 26/ and to
restrict association with a registered investment company of
personnel who are found to have aided and abetted these
violations 27/ does not extend to activities that violate
foreign securities and commodities laws. Tﬁe legislation would
provide the Commission with authority to act in each of these
circumstances.

In additicn, as to the provisions under which the
commiszion does have authority to impose sanctions, the
legislation would make such authority e;plicit and would preclude

certain challenges which might be possible under the existing

25/ Section 15(b) (4) (D) of the Exchange Act and Section
203 (e) (4) of the Investment Advisers Act.

25/ Section 9(b) (2) of the Investment Company Act.

26/ Section 15(b)(4) (E) of the Exchange Act and Section
203 (e) (5) of the Investment Advisers Act.

21/ Section 9(b) (3) of the Investment Company Act.

22
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statutes. In particular, Section 15(b) (4) (B) of the Exchange
Act, Section 203(e) (2) of the Advisers Act, and Section 9(a)(l)
of the Investment Company Act refer to convictions for a "felony
or misdemeanor™ as the basis for a Commission sanction. 2
securities professional who was convicted in a country that does
not define crimes as "felcnies" or "misdemeanors" might challenge
the Ccrmission's authority under these sections. A Comrission
administrative sanction also might be challenged when the

foreign offense for which the securities professional was
convicted is not cne of the exact offenses specifically covered
by the statutory provisions. As discussed below, the proposed
legislation would undercut such defenses by providing for Cormnis-
sion sanctions based upon foreign convictions for crimes “sub-
stantially equivalent™ to those listed in the statute. The
legislation also would foreclese the potential argument that the
statutory provisions that allow the Commission to impose
sanctions on professionals who have been enjoined from acting in
specific capacities, such as underwriters or investment advisers, zé
do not apply to persons whese profession is not so defined in a
foreign country. The proposed amendments would resolve the
potential difficulties posed by differences in employment terms
by permitting sanctions based upon an injunction entered against
a professional who performs a "substantially equivalent" function

to the activities currently listed in the statute.

28/ Section 15(b) (4) (C) of the Exchange Act; Section 203 (e) (3)
of the Investment Advisers Act; and Section 9(a)(2) of the
Investment Company Act.

23
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The proposed legislation would also create a "statutory
disqualification,"” as defined in Section 3(a)(39) of the Exchange
act, when a foreign securities authority or foreign court makes
findings of illegal or improper conduct.

The Commission's action against a securities professional
would not be automatic. The statutory procedure for imposing
sanctions for foreign misconduct would be the same as that
currently in place for imposing sanctions for domestic
pisconduct. The Commission would provide the securities
professional with notice and an opportunity for a hearing before
impocsing a sanction. The securities professional would thus have
an opportunity to present evidence on his or her own behalf, in
order to demonstrate that the imposition of sanctions would not
pe in the public interest. In addition, if the professional
makes a persuasive due process or jurisdictional attack on the
foreign adjudicative proceedings, the Commission may be required
to permit relitigation of the underlying offense. 29/

b. FEFelonies as bases for statutecry disoualification

In addition, the legislation would amend newly redesignated
subparagraph (F) of Section 3(a)(39) of the Exchange Act, which
by cross reference to Section 15(b) (4) of that Act makes persons

convicted of specified felonies and misdemeanors subject to

29/ Similarly, in a Commission review, pursuant to 15 U.S.C.
19(d)~({f), of an SRO disciplinary or membership proceeding
against a person subject to a statutory disqualification,
the Commission might find it necessary to remand the
proceeding to the SRO for relitigation of the underlying
offense in cases where persuasive due process or
jurisdictional challenges to the foreign proceeding are made.

24
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statutory disqualification, by adding "any other felony" to the
crimes listed as possible bases for denial of SRO membership or
participation or association with an SRO member. This provision
would permit the Commission and the SROs to scrutinize persons
who have been convicted of crimes that are not currently
specified, such as taking of‘property, assault, murder, and drug
trafficking. The proposed amendrent responds to concerns brought
to the Commission's attention by the National Association of
Securities Dealers. The National Business Conduct Committee of
the NASD, which is responsible for all NASD disciplinary actions,
has endorsed this provisicn of the proposed legislation as a
desirable means of impreving ethics in the securities industry.
Of particular concern to the NASD was the recent association of a
convicted drug dealer with an NASD member firm in a principal
capacity. The Ccmmission expacts that the national securities
exchanges also will find it appropriate to review the qualifica-
tions of persons seeking membership or association who have been
convicted of felonies.

3. The propesed legislation

Sections 3 through 6 of the proposed legislation would add
new Sections 15(b) (4) (G) to the Exchange act, 203(e)(7) to the
Advisers Act, and 9(b) (4) to the Investment Cormpany Act. These
provisions would appiy the proscriptions oif Sections 15(b) (4) (),
(D), and (E) of the Exchange Act, Sections 203(e) (1), (4), and
(5) of the Advisers Act, and Sections 9(b) (1), (2) and (3) of the

Investment Company Act to an international context. Thus, the

25
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commission would be able to impose sanctions on the professional
;£ the professional has been found by a "foreign financial
regulatory authaority" -- a defined term in the Acts -- to have
made false or‘misleading statements in registration statements or
reports filed with the authority; violated foreign statutory or
regulatory provisions regarding securities or commcdities
transactions; or aided, abetted, or otherwise caused another
5,e;-_e,on's violation of ‘such foreign securities or cormmcdities
?rovisions or failed to supervise a person who has cornitted a
violation of such provisions. The term "foreign financial
regulatory authority" would be defined in new Sections 3(a)(51)
of the Exchange Act, 202(a)(24) of the Advisers Act, and 2(a) (50)
of the Investment Company Act. It would include a “foreign
securities authority,"™ which is defined in Section 3(a) (50) of
the Exchange Act, or an'organization that is essentially
equivalent to a self-regulatory organizaticn. The term "foreign
securities authority" would also be defined under this
legislation in Section 202(a) (23) of the Advisers Act and Section
2(a) (49) of the Investnent Company Act as it is defined under
section 2(a) (50) of the ﬁxchange Act, j.e., “any foreign
government or any governmental body or regulatory organizaticn
empowered by a foreign government to administer or enforce its

laws relating to securities.™ 30/

390/ As noted above (supra n. 18), Section 15(b) (6) of the
Exchange Act and Section 203 (f} of the Investment Advisers
Act authorize the Commission to limit activities of a person
associated or seeking to become associated with a broker-
(continued...)
26
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Sections 1S5(b) (4) (G), 203(e)(7), and 9(b) (4) are
substantially similar to the subsections of 15(b)(4), 203(e), and
9(b) discussed above. The most significant difference between
the existing and the new provisions is that the legislation would
not regquire that the foreign authorities find "willful® miscon-

duct, i.e., a "willful" false filing, a "willful" statutory

violation, or "willZful" secondary liability. The Commission
recommends this approach because of a potential disparity in
standards of willfulness in different countries and because sone
countries may not reguire a "willful" violation. The proposed
language would provide the Commission with flexibility in
deciding whether the facts of a particular case indicate a state
of mind comparable to willfulness so as to warrant impositicn of
sanctions.

In addition, Section 15(b)(4) (B) of the Exchange Act and
Section 203 (e) (2) of the Advisers Act would be amended to grant
the Commission expiicit authority to consider convictions by a
foreign court of competent jurisdiction of any crime enumerated
in current Section 15(b) (4) (B) and Section 203(e)(2) cr a

"substantially equivalent" foreign crime; Section 15(b) (4) (C) of

30/(...continued)
dealer or investment adviser if the Commission finds that
the person has committed any of the acts or has been
convicted or enjoined as designated in Section 15(b) (4) or
Section 203(e). Because this legislation requires the
addition of new paragraphs in Section 15(b) (4) and Section
203(e), it provides for conforming amendments to Section
15(b) (6) and Section 203(f). Section 3 of the legislation
would also make conforming amendments to Sections 15B(c),
15C(c), 15C(f), and 17A(c) of the Exchange Act.
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the Exchange Act and Section 203(e) (3) of the Advisers Act would
pe amended to state explicitly that the commission may consider

:njunctions impcsed by a foreign court of competent jurisdiction
in connection with any of the activities designated in the

statute, or a "substantially equivalent® foreign activity. The

cemmissicn would have authority to restrict association with a
registered investment ccrpany based on the same factors in new
sections 9(b) (5) and (6).

It should be noted that the Commission does not recommend
an amendment to Sectien S(a) of the Investment Company Act, which
pronibits association in certain cupacities with a registered
investnent company by persons who have been convicted of certain
offenses cr who have been subject to specified injunctions.
section 9(a) is a self-policing mechanism, the .purpose of which
nis to prevent persons with unsavory records from cccupying these
positions where they have so much power and where faithfulness to
the fiduciary obligations is so imgertant." 21/ The autcmatic
iisqualification provisions of Secticn S(a), coupled with the
camm;ssion's exemptive authority under Section 9(c) to aveid any
inequitable results, are indispensable means of safeguarding the
integrity of registered investment companies. However, due
process concerns may be presented by legislation that would
astomatically bar a person solely on the basis of a foreign

finding of a violation of foreign law, without ary prior notice

31/ Hearings on S. 3580 Before a Subcomm. of the Sen. Comm. on
Banking and Currency, 76th Cong., 3d Sess. 46 (1940).
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or opportunity for hearing by a U.S. court or administrative
agency. These concerns are avoided if the Commission determines,
on a case-by-case basis, whether the foreign finding justifies a
bar, rather than relying exclusively on a foreign finding of a
violation of foreign law. The amenément would nct create any
competitive disparities bscause, just as Section 2(a) applies
equally to U.S. and forecign persons that have beecn cenvicted or
enjoined in a manner specified in the statute, amended Secticn
9(b) would grant the Commission authority to institute an
administrative proceeding against either a U.S. cr foreign person
that has committed an equivalent foreign violation and has been
sanctioned by a foreign authority.

D. Reimbursement of axpenses incurred by the Commission
in assisting foreign securities authorities

Federal appropriations law prohibits federal agencies from
accepting funds from outside sources absent specific statutory
authority. Accordingly, Section 7 of the bill would amend
Section 4(c) of the Exchange Act to permit the Commission to
accept reimbursement from a foreign securities authority or on
behalf of such authority, for travel, court reporters,
subsistence, and other expenses incurred by the Commission, its
menbers, and employees in carrying out investigations for the
foreign authority pursuant to Sccticn 21(a) (2) of the Exchange
Act or in providing other assistance. Foreign authorities have,
in certain cases, agrecd to reimdurse the Commission fer such
expenses. Indeed, the Cornission has already incurred
significant travel expenses in providing assistance to foreign
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securities authorities. In recommending this amendment, the
commission expects to seek reipbursement only for its out-of-
pocket expenses incurred in providing assistance to foreign
securities authorities.
11I. CONCLUSTON

Internaticnalizaticn of the U.S. securities markets
presents some of the greatest challenges to the Commission's
efforts to protect the U.S. markets from fraud. The Commission
pelieves that it has made great strides in developing mechanisms
and approaches for policing the internationalized U.S. markets.
mhe International Securities Enforcement Cooperation Act of 1989

would provide the authority necessary to build on this momentum.
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Senator Dopn. Let me if I can begin by asking sort of a broad
question and get your response to it. I'd like 1o get your assessment
of what you see as the greatest risk, if you will, confronting the
U.S. securities markets and the capital formation process in the
next decade. What are those risks and what steps, in your view,
should be taken now by both the private sector and by govern-
ment—what steps can we be taking and what steps can the private
sector take to minimize those risks as you see them?

Mr. Rupkk. I would answer that question in two ways.

The first has to do with the safety and soundness of our owp
system in the United States with some corollary attention to mat.
ters abroad. The second, addresses the question of possible loss of
the importance of the U.S. position in the world’s capital markets,

With regard to the first, as you may know, the Commission hag
cooperated with the sell-regulatory organizations, with the Federa}
Reserve Board, with the CFTC and Treasury to develop systems to
improve our markets here. We have made great progress, I think,
in improving the order routing and execution system, the automa-
tion of securities transactions. We have improved broker communi-
cations with customers. We are working very hard to improve the
clearance and settlement system, which has been subject to a
worldwide iniiiative proposed recently by the Group of Thirty. We
have worked on information exchange between exchanges and
within markets, and we have devoted some time to putting circuit
breakers in place so that we can have a pause in our markets
should they have problems.

There is an area that I believe needs further attention. It’s a
very difficult area. That is the question of how to make more cap-
ital.available in times of market stress. T have urged caution by in-
stitutional investors in their investment strategies so that they do
not lead us by some herd instinct into a dramatic market decline. I
have also urged the institutional investors and the corporations of
America to consider that they may have some responsibilities to
step forward in a market crisis to provide the nccessary liquidity.

In the other area, the area of protection, if you will, or motiva-
tion of our own {inancial services industry, I think that there is a
great deal to be done in terms of providing a meaningtul competi-
tive position for us.

With regard to regulation, I think it’s fair to say that the auto-
mation of our securitics markets is the driving force, both national-
ly and internationally, and that we will see over the next years
this automation producing regulatory problems for us. We arc hesi-
tant at the Commission, however, to try to introduce regulatory
measures before these systems become operational because we do
not want to interfere with innovative product design and systems.
We are monitoring and watching carefully.

Senator Dopn. What sort of things do you see as being difficult? [
mean, 1 appreciate your not wanting to step in and try to regulate
automation that hasn’t occurred yet, but be a little bit more speci-
ic, if you can, about that.

Mr. Runkr. What will happen, in my opinion, is that we will
begin to have what’s called screen-based trading of world class debt
and equity issues, at the corporate level at least, throughout the
world and that we will begin 1o sce after-hours trading in stocks
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and bonds. This screen-based trading, if it is on a 24-hour basis and
is systematic throughout the world, is going to present regulatory
problems because the question will be who is going to regulate
those markets. We are looking at that problem. We must look, as
well, at the vise of what might be called proprictary trading sys-
rems. That is, systems which do not have an exchange membership
as their base, and the question of how those proprietary systems
should be regulated is one that is of great interest.

In the clearing and settlement area, we have urged internation-
ally, and are cooperating in the development of, clearing and settle-
ment systems in which each country has an automated net settle-
ment immobilized securily clearing and settiement process. We
have also urged intermarket links between the clearing agencies in
countries, so that we can achieve the kind of stability in the clear-
ance, settlement and payment system which will be very important
as our markets develop.

These matters are very technical and very important. It is also, I
think, important to look at our disclosure system. We have the
mosi rigorous disclosure system in the world, and one of the prob-
lems that we face is how {0 accommodate the inierests of foreign
issuers coming to our markets in the face of our more rigorous dis-
closure system. We need to look at the question of whether and
how we should relax our disclosure system at all in order 10 accom-
modate this. In that arca, we are proceeding with multilateral dis-
¢ussions about relaxation of disclosure, and we are also looking at
accounting systems which are the very hardest area. Our Chief Ac-
countant is participating in the IASC, the International Accounting
Standards Committee, to sce whether there can be some harmoni-
zation of international accounting standards.
= The issues are enormously complex. Rather than looking at them
all at the same time, we think that we can parcel Lthe issues out. As
Ithink my opening statement setting forth the different areas indi-
cates, we can look at them in individual areas and try to attack
each problem individually and eventually look towards a very well-
coordinated global system.

« Senator Dopp. Let- me jump in other area quickly. I see the
vellow light, bul with just the two of us herc, we can probably dis-
pense with that clock there. [Laughter.]

. Yesterday, in chailing with Chairman Greenspan, one of the
statements that he made, that again I think was generally support-
ed by all of our witnesses, was the notion that certainly one of the
things that became quite clear after the October 1987 break, as we
now euphemistically call it, was that our securitics options and fu-
tures markets were really one market. What I want is you to com-
ment on that conclusion that others have reached to see if you
agree with that. We also have seen the difficulty of getting the dii-
ferent regulators of those markets and the participants of those
markets to agree on a given set of practices. Now clearly some very
fonstructive steps have been taken since October, 1987. But we
know that we still have some significant disagreement in a number
of areas. The margin area is one, which, as I mentioned yesterday,
I spent Monday in Chicago, and the Chicago Board of Options Ex-
change really spent a whole lunch on that one issue, which won’t
fome as a great surprise to you.
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That remains an area of disagreement. Differences between the
SEC and the CFTC with respect to coordinated clearance in the do-
mestic markets is another area where agreement has been slow.

It gets to this particular point. One, do you believe that the one
market theory applies to global markets? Are our domestic and for-
eign financial and securities market so interdependent that from 4
regulatory standpoint we must look at them as one, in your view?

Secondly, if we have difficulties in forging compromise and
agreement among regulators of our domestic markets, what do yoy
see as the outlook of greater cooperation and coordination on
global markets on the international front? Can you identify, as
well, the significant areas where you believe that international co-
ordination is likely and where it is less likely.

Lastly, again we discussed this with Chairman Greenspan yester-
day, comment on whether or not in your view there is enough
cffort being made. The Group of 30 is pursuing the clearance and
settlement issue. There is a lot of discussion going on among regu-
lators. T know you have talked to your counterparts, but is there
enough of a coordinated cffort going on, in your view. to really
minimize the kinds of problems we have seen or 1o maximize the
greater coordination that 1 think we all recognize must exist \Vlthm
the next decade if these markets are to be success{ul?

That is a lot of “one’” question, but .

Mr. Ruper. I will try to respond as br]cﬂ\ as I can. Nationally,
believe that there is a single market involving stocks, options on
stocks, and the futures products on stock indices. The question of
how that should be regulated is one that has been the subject of
debate and is not one which is being pursued actively by me or the
Commission, in terms of legislative change. I believe, however, that
it is possible for good cooperation to exist between the re;.{uldtor\
authorities, and 1 can report to you that the degree of cooperation
between the ¢ 'ommission and the CFTC in this area is quite good.
We are regularly in contact with the CFTC, and I believe that we
can act cooperatively.

With regard to the margin area, I have some personal disagree-
ments, as you know, with the way in which the margin system
works. Again, we haven’t pursued this on a Commission basis very
vigorously. My own view still remains that we ought to have co-
ordinated margin regulations in accordance with a somewhat more
rationalized system than we now have. I think the important thing,
however, internationally, is to recognize that the United States and
Japan are the only nations in which the regulation of the various
financial markets is split the way it is in the United States. We
have three regulators, essentially. We have more than one banking
regulator, and we also have separate banking, securities and fu-
tures regulators.

Worldwide, it is the banking regulators that regulate all of these
areas, so that the idea of uncoordinated regulation is not likely to
be one which exists in other countries, since there will be a smgle
banking regulator which can make ultimate decisions regarding
this regulatlon

We must face internationally the problem of dealing with regulas
tory bodies which may be somewhat different from ours. For in-
stance, when 1 found myself in what we call our guadrilateral talks
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with the Fed, the Bank of England and SIB over in Great Britain,
we were dealing with what is a recognized difference in regulation,
that there is a different manner of regulation overseas.

. Nevertheless, I can report to you that, in the securities area,
more countries are beginning to recognize the necessity of having a
separate securities regulatory commission. Such a commission, as
you know, now exists in Great Britain where previously in did not.
Japan has had one for a long time, but more recently, we have
seen legislation and the growth of organizations like the SEC in
the Netherlands, in Spain, and I understand, in Finland, there is
legislation that is going this way. I think there is a growing under-
standing that there are differences between the regulatory needs in
the securities business and those in the banking business. Here 1
think it is important to recognize that we are dealing in the securi-
ties business with high risk activities, shori-term risk activitics,
which require a different kind of regulation, I think, than the
banking system really has.

~ The existence of the International Organization of Securities
Commissions is a very important step forward. That organization
tintil three ycars ago was more or less just an annual meeting or-
ganization, but three years ago in Paris, Chairman Shad made a
speech in- which he urged the organization of working groups, and
since that time we have had active working groups dealing with
specific subject matters—capital adequacy, disclosure, enforcement
and accountling matters. These groups are working actively and in-
volved in face-to-face discussions, so that we are moving towards, I
think, international understanding of where we should be going.

I am pleased to say that there is a dramatic increase in coopera-
tive attitudes between securities regulators worldwide. I cannot tell
you that all the problems are being solved, but we are certainly
giant steps forward from where we were three vears ago, and I sus-
pect that the increase in cooperation will be geometric, as we move
into the future. :
.Senator Dopbp. That is encouraging. A good part of yesterday’s
debate focused—from the private sector, particularly—on Glass-
Steagall. Not surprisingly, those who came from the commercial
banking sector advocated very strongly for, if not the repeal of
Glass-Steagall, as close to repeal as you could possible get. Others,
from the securities industry, indicated that they didn't think that
thal was really the problem, that regulatory reform was really not
80-much the problem as was our lack of savings in the U.S., which
I'have already indicated. Several witnesses said that if they had to
identify any one thing, that would be the one area in which they
¥ould encourage the government to move aggressively.

1. wonder if you might just comment quickly, if you could, on
§lass-Steaga11, on the issue of savings, and which of these issues
TEally has a profound effect on the loss of the competitivencss of
OUf capitol markets. =

Mr Ruper. Well, as you know, the Commission position is that
#e support reform or repeal of Glass-Steagall as long as there is
Provision made for the Commission to regulate the securities activi-
tiés of banks. I think that repeal or reform is essential for us to
¢orisolidate our competitive position internationally. We are under
Some severe constraints because our banks and securities people
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can’t do the same things abroad that others can. 1 think those re.
straints need to be removed, and 1 do think thal the capity|
strength of the resulting institutions will be betier. I am not ap
economist and can'l really discuss adequately the savings question
I do understand that the economists generally are in agreement
that we should increase the savings rate in the United States as 4
means of {financing our deficit and as a means of bringing our ecop.
omy to better order. But I can only say that that is a third party
statement as far as I am concerned.

Senator Dopn. I appreciate that. I have taken lar too much time,
Senator Heinz.

Senator Heinz. Chairman Ruder, T think you properly identified
the two greatest problems or risks to the system when you talk
about making sure that our markets are both stable and liquid ip
the face of stress and, secondly, that we maintain the competiiive-
ness of U.S. {inancial markets.

As you know belter than anybody else, the main thrust of the
1933 and 1931 Securities Acts were, above all, investor protection,
and that is what our registration provisions are about. That is
what the creation of the self-regulatory organizations in the 1934
Act arc all about; the exchange standards and so forth. As a result
of that, U.S. equily markets are, as a general matter, much more
stringently regulated than are other major equity markets abroad.
The obvious question arises as to how that globalization process
that was discussed yesterday, is going to affect the future frame.
work of stock market regulation in the U.S,, and to what extent, in
order to meel the competition from foreign markets, will we have
to liberalize or modify our standards.

You have mentioned some inijtiatives that the SEC is undertaking
that I would generally characterize as liberalisin. But my question
1o you is, what does this really portend for shareholder protection?
Are we necessarily on a slippery slope away from the basic under-
pinnings of the 1933 and 1934 Acts, away from the high standard.of
investor protection that we have traditionally observed? ‘

Mr. Runer. No, I do not believe we are. The adjustments in our
disclosure mechanisms, I think, will always be made with an eye to
making sure that there is adequate disclosure of information to the
markets. We are fiddling with the system and not trying to trash
it. .

I think the other part of it, which 1 did not emphasize in my re-
sponse to Senator Dodd, is that we will continue a vigorous enforce-
ment system for shareholder protection, and our antifraud regula-
tion will continue to be as strong and even stronger than it has
been in the past. There has been a great deal of debate about
whether a strict enforcement system is going to enhance a securi-
ties market, and it is at least my opinion that capital will {low to
the market which is recognized as a market with a high degree of
integrity. For that reason, I think that the enforcement efforts are
consistent with the maintenance of a sirong capital market here.

Senator IIgiNz. You mentioned your more recent rulemaking ini-
tiatives, Rule 144, Regulation S, and reciprocal prospectuses. 1 am
inclined to agree with the general intent of those proposals, which
is to innovate in the face of change. If you don’t innovate in the
face of change, you will be left high and dry and gasping on the
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peach. But some would suggest that you are going too far in trying
to accommodate foreign issuers. In particular, they would argue
that Rule 144 is a large step backward {rom the disclosure orienta-
tion of the 1933 and 1934 Acts.

Is the process really necessary to maintain competitive markets?
Where do you draw the line on the appropriate level of disclosure?

Mr. Runer.We are going to repropose Rule 114(A) in response to
'a number of comments that have been received, or at least I under-
stand the staff’'s recommendation to us will be to repropose it.
‘There has been substantial concern that Rule 144(A) went too far
in terms of creating a private market for securities. There is a sug-
gestion that we should draw back to having 141(A) merely recog-
nize the institutional private market which exists, and to try to
structure around that market. I can’t predict either what the stalf
will say or what our Commissioners will do.

Senator IIEINZ. Let me ask you a personal, but not necessarily
philosophical, question, which is: in general, do you think we
should revise the 1933 and 1934 Acts to allow institutional inves-
tors, who are supposedly sophisticated, knowledgeable, expert and
all the other qualities that they claim, to fend for themselves?

. Mr. Ruber. I don’t belicve we necd to revise the Act in order to
accomplish that goal.

.. Senator IIrINz. Let me rephrase my question. As a general
matter, whether or not we revise the Acts per se, philosophically, is
il your view that institutional investors who are all those things I
said, or they at least say, should be allowed to fend for themselves?
‘They don’t need your help?

Mr. RUDER. Yes. | agree with that.

- Senator IIrinz. But for the institutional investor, it is caveat
emptor.
. Mr. Ruber. The idea is that they are smart enough to know what
to ask, and they have sufficient financial power to force the an-
swers to those questions. Of course, they would still be protected by
other provisions of the federal sccurities laws, such as the anti-
fraud provisions, regardless of whether or not the transaction was
exempt [rom the Securities Act registration requirements under
Rule 144(A).
. Senator HriNz. I weould love to know who the institution was
fihai advised Time shareholders that the Warner deal was a good
eal.
~-Mr. RUpEr. I don’t know the answer to that question, and I
doubt my enforcement staff would let me comment on that.

Senator Heinz. That was a gratuitous comment, and so it should
probably be stricken from the record. But presumably, somebody
 hired a very sophisticated investment banking {irm that according
to:the market only got it wrong by 560 or so a share. Such is life, I
_guess.

1. Senator Dopb. They were doing it the old way.

~rSenator HeiNz. Yes. Yes. You will listen to some other things I
shouldn’t say too. |Laughter.}

‘. Thank you, Mr. Chairman.

. Let me get at this issue which is a signilicant issue, I think, in
.4nother way too, because virtually every witness who has come
“before this committee, and I don’t mean just yesterday, but on lots
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of other occasions, has identified institutionalization as one of th,
principal contributing factors to the globalization process. Givey
that, and given the advances in telecommunications, screen based
trading, 24-hour trading, more products, different products, differ.
ent trading strategies, what does the future hold for the individyy
investor that we all say we want to protect? Is he or she going 1,
be there, or are they so out of it with all these new products, ip.
struments, and technologies, that they are relegated to using pro.
fessional investment managers through mutual funds or otherwigs?
I{ that is true, what does that mean for us?

Mr. Rubper. 1 will give a “the glass is hall full or half empty”
answer. Forty-five percent of the equities in this country are owneg
by institutional investors. Fifty-five percent are owned by individ.
uals.

Senator Huinz. That’s overall.

Mr. Rubkr. That’s overall, yes. The 45 percent is a very signifi-
cant figure, and 70 1o 80 percent of the transactions on the orga.
nized exchanges is due to these institutions. I think, however, that
the individual investor slill has a very fine opportunity to buy
stocks that have value and hold those stocks and get rich. ’

Senator Hrinz. And sell those that aren’t going to have value,

Mr. Rubkr. By and large you find people who suddenly wake up
one morning and find the stocks that they have held for 30 years
and haven’t paid much attention to are now worth millions. That
really, I think, indicates the kind of reward for patient investmeni
that onc ought to look for.

Senator Hemnz. Tt is also a prescription for continued vigilance
and prudent regulation by the SEC, is it not?

Mr. Rubper. Yes, it is, but I have a personal view that many,
many of our private investors are misguided in terms of what the
stock market is all about. They think in terms of winners and
losers and short-term profits and ability to make timing decisions.
None of that is appropriate, in my view, for the small investor.
When 1 think of small investor, I think of the patient, long-term
investor as providing a real cornerstone for our economy.

Senator HEINZ. As opposed to arbitrage and all of the rest?

Mr. Rubgr. All of the rest. ‘

Senator HEINZ. An interesting regulatory dichotomy is, of course,
that in the international securities markets, securities transactions
are, to varying degrees, heavily regulated. It depends on what
countiry you arc talking about. Certainly, here it is true. Yet cur
rency exchange and swap markets aren’t. There don’t seem to be
any major problems, at least as yet, in the latter markets.

Does that mean we are overregulating the securities market?

Mr. Rubpgr. No, I don’t think so. These currency and swap mar-
kets abroad and even in the United States, when we talk about our
primary dealer market in Treasuries, are very, very liquid mar-
kets, and they have an enormous number of participants. There
seems to be some self-regulation going on in terms of the partic
pants being so sophisticated that ithey are able to trust each other,
and they have transaction, payment and settlement systems which
work.

In the securities markets, we don’t have that phenomenon as
much, and, as I look at il, we have far more products. We have In
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the United States, I believe, 14,000 companies which are regisiered
with us as public companies, and there are markets for the securi-
ties of all 14,000 of those companies. That involves a much differ-
ent system than you could talk about if you are talking about a
system with basically fungible {inancial products such as Treasury
pills or Eurodollars or interest rate futures.

- Senator HEiNz. Yesterday, I gather that there was a fair amount
of discussion about international clearance and settlement. You
jouched upon that in your remarks, and in that connection, you in-
dicated that the Commission plans to assist in cfforts 1o evaluate
and implement the Group of Thirty recommendations. -

. Mr. RuDEg. That’s right. '

Senator Hrinz. Could you be a bit more explicit in identifying
some of the specific steps you are taking in that regard, or plan-
ning to take, to improve clearance and settlement mechanisms and
implement the relevant recommendations of the Group of Thiriy?
© Mr. Ruber. The Group of thirty report had some nine sepa-
rate—— ‘

Senator Doob. Let me raise one question. Why is that important,
the clearance and settlement question?

- Mr. Rupgr. It is probably the least well-known but most impor-
tant facet of our securities markeis. When I iry to talk about this
subject to lay groups, I say, you may not think clearance, setile-
ment and payment systems are very importani, but the real ques-
tion for you, as an investor, is, will you get paid? When you start to
‘put it into those terms, if you have a system in which ithe contra-
parties, partics on each side of the transaction, dont know whether
they are going to get paid or not, you won't have an effective
system.

- Senator Hrinz. I think the chairman wants this on the record so
everybody is clear on how critical this is. There are different settle-
Inent dates all around the world. In New York, it is five days. In
Gérmany, it is three days

“ In Italy, I—it’s manana, you know. There’s no word that conveys
the urgency of manana in ltaly. [Laughter.)

¢ Senator Doop. In Japan, it’s yesterday. [Laughter.]

. Senator HEiNz. And obviously, if we have a truly linked market,
‘we could get to the point where we have one just truly linked
group of exchanges, everybody with a computer terminal, trading
on a screen, belween, for cxample, Milan and New York and
Tokyo, 24 hours a day—people never seeing their wives and chil-
dren, and all the other terrible things that could happen. You've
got the discontinuity of people not settling up in Milan until the
fext month. There are obviously serious probiems that could devel-
op.

" - Is that too apocryphal a view?

& Mr. Rupkr. No.

" Senator Doop. And do you support my child-care bill, as a result,
Senator Heinz is saying? [Laughter.] ‘

Mr. Ruper. Your vision of a single global trading system all done
on the same international exchange, no matter how defined, with a
single international clearance and settlement system, is one which
1s, I think, many, many, many years away rather than a few years
away.
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Senator 1Ieinz. Apart from that, as they say?

Mr. Rubkr. It is extremely important, if we are going 1o deve]op
systems that we have the ability to have {ransactions take place
between residents of different countries. The way the Group ¢
Thirty report proceeds, is based, in part, upon a recommendatioy
which the Commission made in the early stages of its report. Ip.
stead of trying to have a single global clearance and settlemey;
system, we have separate clearance and settlement sysiems in each
country. I may say, even in the United Stalcs, it is importiant thy;
we have these systems. In the October 1987 market break, we hgg
near breakdowns in some of our clearance settlement payment sy
tems, breakdowns which would have been just as severe for the
economy as the degree in drop in the market.

One of the reasons that the working group on securities markets
has prospered has becn its joint recognition of the clearance ang
settlement function. If you take the nine recommendations of the
Group of Thrity, six of them are alrecady fairly much in place ip
the United States, so that we are moving to questions ol how and
whether to implement three of them.

The first one is an increase in the trade comparison feature. We
are working actively with the exchanges to move the day in which
trades arc compared in the stock markets to what is called T plys
1, the day after the transaction. lleretofore, that has been I plus 3,
and we want to move it forward so that the parties within the
market will know to whom they owe money. That T plus 1 compar-
ison system is something which we are moving toward, and which
we think is a feasible result.

The Group of Thiriy then says that we ought Lo have setilement
on T plus 3, three days after the trading date. Today in the United
States, our settlement system in the stock market is T plus 3, and
we are not yet moving rapidly towards T plus 3, and there are
some objeclions 1o it, objections that need to be dealt with and
dealt with carefully. The question for institutional and professional
investors is not a difficult one because the institutional investors
and the brokerage {irms doing proprietary trading are participanis
in a certificate-less security system, and they can make settlements
if they know who they owe within a three-day period.

The problem here is for the people who have certificates to {ind
their cerlificates and send them to the broker and {o have the
broker be able to count on their doing so so that it can clear in
three days. So the three-day seitlement has some very great difli-
culties in it.

The third question of great importance is the transfer from so-
called next day funds to same day funds, and the question there is,
will we change [rom a system which we have in the United States
that when you pay at the end of the day, you pay by check, which
doesn’t clear till the next morning, or do you pay in some way in
funds which are available to the other side on the same day. That
change, if it were to occur, would have very great impact on the
way our systems operate, and we believe will require even greater
attention.

Here T may say, speaking individually, that 1 think it is neces-
sary that the United States not be the country that opposes what is
clearly a rationally good system. We find ourselves now being on
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the outside of a system in which, because of the Group of Thirty
Report, Germany and Japan and England and all the other coun-
iries now have a system which works better than ours. 1 really be-
lieve that there is a lot of self-interest in making our own system
the best that one could imagine.

". Senalor HriNz. Chairman Ruder, that is a very good and compre-
hensive answer, and I thank you for it. I have one last question
which came to mind when I was visiting the Tokyo Stock Exchange
Jast April? There, of course, they do have a trading floor, but if you
don’t want to do business on-the floor, you can move upstairs and
do all your trading on a screen, and the {loor is there, in a sense,
just because they want to show you something. [Laughter.]

You ask them, why do you.need that? And they say, well, we
could do it all up on a screen, but we don't have the specialist
svstem, we don’t have somebody that is a market maker who pro-
vides liquidity. The question | asked myself was well, if the Tokyo
Exchange does not need a specialist system, who does? [ suspect it’s
us. Somewhere along the line we assume most of the risks for
Japan.

'})‘he question I've got is, whal is going to happen to the specialist
and the system that we all think of when we think of the floor of
the New York Stock Exchange and most of our other exchanges?
What is going to happen as the markets become more interrelated
and interdependent? Is what we see today in New York going to go
the way ol the dinosaur, or is il going to evolve and turn into some
5,000-pound gorilia?

Mr. Ruper. I really can't answer that question. We have two
interactive places where securities are traded. One is in the pils
and the futures exchanges and on the floors of our stock ex-
changes. Tt is possible to have screen-based trading, and, as you
know, in Japan, they have two systems. In their second tier, they
have a purely screen-based automated trading system, and they
don’t have anybody trading in the stock. In their most active
stocks, they do have a floor, but some tell me that the floor isn't
essential io their trading system. I don’t know the answer to that,
but one has to ask the question of how it is that human beings will
desire to communicate, and T don't think that that answer is yet
apparent.

If you have ever gone down 10 the floor of the stock exchange in
busy times or into the commodities or option pits, you will see that
the communication is really fast, and the question is whether or
not people are going to be willing to step away from that. I guess if
you asked me to make my long-term bet, I would say probably
eventually, yes.

Senator Hrinz. If that is right, should we allow the process to
develop slowly, in a sense be sure it goes very slowly, or should we
take steps to facilitate the evolution in a more timely fashion?

Mr. Rubkr. There is no doubt about the fact we should take steps
to allow something to happen. We should not be in the way of it
happening, but I think that if you have an economic system that is
working as well as.our country’s does and a capital market that
works as well as ours, you may want to hesitate before you step in
and say we think you fellows ought to disband it and start another
kind, because you may not end up with something that is as good
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ave. 1 think natural market forces will result i

as you already h :
enge over and certainly, the regulatory system ought not

change over time,
step in the way. . .
LOS(enxal()r Heinz. One thing that, in a sense, troubles me aboyt

that scenario is that the market making and liquidity function thay
we tend to place a fairly signilicant value on will obviously disap-
pear, and the question is, how significant is that?

Mr. Rubkr. You know the leader in non-exchange market
making, nonfloor market making is our very own National Associa-
tion of Securities Dealers. It has been their automated system for
trading using competing market makers, using a screen-based
system which, indeed, has been a model for the International Stock
Exchange. I think it has made it possible for the futures exchanges
to imagine Globex and Aurora and their complicated systems.

Senator Heinz. Mr. Chairman, I understand thail. The question
ig——

Mr. Ruper. They do have good depth and liquidity in that
NASDAQ system for the more high volume stocks, so one can’t pre-
dict whether or not, if you moved away from the floor. whether you
would have sound market-making liquidity. I happen to think, ves,
if there is a natural market reason for people to want 1o trade
stocks, if' you don’t have a floor, they are going to do it off the floor
and do it in an automated way.

The question is whether or not there is a great deal to be gained
by having those people talk to each other every day and have a feel
for what is going on. I guess we are all human, and 1 somehow get
a little frightened if 1 think everybody is going to be able to do ev-
erything in their own house and never have to get outside to buy
stocks and groceries.

Senator Hemnz. It makes that 24-hour-a-day a lot casier.

Mr. Ruber. Yes. There is an opinion that says that, in the securi-
ties area, 24-hour trading will always be dominated by the local
marketplace. That is, the market for American stocks will be domi-
nated by the American trading and for Japanese stocks, by the
Japanese, and for European stocks, by the Europeans, and that the
other trading will be peripheral to those main markets.

Senator IIkrNz. Mr. Chairman, thank you.

Senator Dopp. Thank you. Let me just come into that last ques-
tion that Senator Heinz has raised. It is a very important one. 1
again had a chance io see Globex, at least a model, in Chicago
early this week. And the question that I raised with the people at
the Board of Trade is exactly the question Senator lHeinz has
raised. Who makes the market? I mean, there are the locals, so to
speak, in the pits loday that make that market, and there is a
great concern as to how world-wide trading is going to operate and
work in the absence of that human element. With screen-based
trading, you sort of take ihat element out, not to mention the li-
quidity issue.

Mr. RupEgg. In the screen-based trading, company A says, we are
a market maker in this area, and here is our quote. Someone else
says, all right, we will hit your quote. The question then is, for how
many shares or what quantity will this person be willing to make a
firm market, and then you do get into some real questions about
liquidity. As I undersiand the theory of Globex trading or NAS-



225

DAQ's recent announcement about some possibility of after-hours
trading in its market, there will be market makers who will be
willing to trade in size using a screen and the liguidity will be
therc. ,

l Now I share your concern that it might not be. You certainly
wouldn’t want to say dismantle the floor and let’s go to some other
system. Again, however, I see no reason why it shouldn't be there,
if one were to create a different market.

Senator Dobp. What about the third element that Senator Heinz
has raised and that is crime. T remember when 1 was in the House,
when Mill Batten was chairman of the New York Stock Exchange,
and 1 went fo sce him and asked him what his problems were. He
said, well, one of the issues was this whole question of off-floor
trading, and one of the great concerns then was that this would be
more difficult for your enforcement officers to apprehend the
fraudulent operators.

Mr. Rubpkr. 1 think today it is quile the opposite. Screen-based
trading has the advantage ol creating a trail. The computers don't
forget to write it down, because ii is part of the system. You can go
back and crecate an audit trail. That is going on right now in the
NASDAQ system where they are proposing to bring more of their
penny stocks into the system and having a better audit trail for it.

I don't think that there is anything inherently bad about those
systems in terms of enforcement. T would much prefer to see the
early development of these 24-hour trading systems or screen trad-
ing systems to be done in a system where a single regulator had
jurisdiction. That is, for instance, what is going on in the Globex. It
will be the Chicago Mcrcantile Exchange product which is traded
24 hours, and anybody that desires to trade in that system is going
to have to say | accept the regulation of the CFTC over that prod-
uct and the Chicago Merc regulation, and the clearance and settle-
ment will be done all in the United States. That same kind of a
system would give a lot more regulatory certainty, if I could know
that all of the after-hours trading in NASDAQ stocks would be in a
NASDAQ that we would regulate, or in London stocks would be in
a system regulated by the British. What would give rise to some
regulatory concern would be if you tried to have a cooperative
agreex:rﬁnt in order to pass the regulation along with the book, if
you will.

Senator Donb. 1 didn’t mean to dwell on that.

Mr. Runer. They are really hard questions which need a lot of
analysis.

Senator Donp. Let me jump to one or two other poinis very
quickly. We have kept you a long time as it is. Yesterday, Robert
THormats, in testifying before the committee, noted that the preb-
lem, and I quote him here, he says, “The SEC .does not have regula-
tory authority over unregistered foreign subsidiaries of U.S. securi-
ties houses, and offshore activities of foreign subsidies of all coun-
tries are regulaled only with difficulty.”

I know this is an issue we have addressed in legislation that was
the subject of a hearing last month, S. 648, in the provisions deal-
ing with risk assessment for holding company systems. You were
not at that hearing, and it would be helpful if you could give an
example or two about why you need that authority, particularly in
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) avket. could follow that one up with the giving
the glo"i‘;}iég"léﬁc&yll?}:er or not foreign securities regulators ﬁ’a‘\iﬁ
gi?ﬁir]aorpauthorily, or if we adopt this plr‘)ovision, will we be placing
on our firms a competitive disadvantage?

Mr. Ruper. I believe that the U.S. securities firms are the only
competitors in the major securities markets in the world which are
not subject to the kind of regulatory oversight that we seek in oup
risk assessment legislation. I think if our risk assessment legisla.
tion should be adopted, it would improve the competitive system
for our markets. If there is a holding company which has a broker.
dealer affiliate in it, a parent with a broker-dealer which is en-
gaged in business, there will be sister affiliates which will be en.
gaged in other kinds of activities, and these holding companies wil]
take much of their really risk-based activities out of their broker-
dealer system because of difficulties with our net capital require-
ments and regulatory matters. and they will engage in such things
as bridge loan transactions in connection with takeovers, foreign
currency transactions, and interest rate swap transactions, all
kinds of transactions which have a great deal of risk in them. And
yet, as the U.S. regulator of these broker-dealers, the Commission
doesn’t have access to the information regarding what their risk
positions are.

And what difference does that make? In times of stress when
there is a call to us to say we hear that such-and-such a company is
in trouble, we don’t know whether that company is in trouble or
not. Because the problem may be not that the broker-dealer is in
trouble but that some other element of the holding company
system is in trouble. It is not only whether they actually are in
trouble but also what the bankers call contagion. If unit A is doing
fine, but unit B is reputed not to be doing well, then people may
not want to deal with unit A, because it is part of the same system.

We would like to be in the position of knowing what their risks
are, so that we could confer with other regulators such as the Fed-
eral Reserve Board or the CFTC to see whether there is something
we should do. There was some comment about the possibility of the
Fed having power to get this information. We do know that in
some sense the Fed has more power to get information from our
broker-dealers than we do, because many of those broker-dealers
are primary dealers in the bond market which the Fed regulates.

But that is not a rational way for the system to work—for me to
have to call up Jerry Corrigan and say, Hey, Jerry, do you have
any information on Merrill Lynch? That is not just the way it
should work. I ought to be able to call the head of Merrill Lynch
and say, we are hearing some rumors, and we would like to know
what the answers to those are, and not have them be able to say,
well, we don’t have to answer you.

I think they should be required to answer us.

Senator Dopp. All right. I understand that side of the equation.
The other side is, of course, the argument made that in these for-
eign markets that requirement is not present.

Mr. Rupsr. It is, though. The British banking authorities are the
ones that have really been pushing us. They say we don’t know
what to do. We are regulating a U.S. affiliate of an American hold-
ing company, and we don't have any way of knowing about the
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strength of the holding company. We know that about any British

articipant in our markets, because we can get to them through
the banking regulators. In Germany, the system is constructed so
the banks have all the information, 1 think, and share it if they
need 1o, and in Japan, the Minisiry of Finance gets it through its
very intimate relationship with the banks and the brokerages.

Senator Dovp. So the argument that somechow this is only re-
quired among U.S. {irms is totally without any merit.

Mr. RUDER. It is without merit. In fact, as I say, if we could have
that kind of information, then we would be able 1o provide assur-
ances informally that people aren’t in trouble, and the rumors that
so-and-so is in trouble could be dispelled.

Senator Dobp. 1 think we have created a pretty good legislative
history here for that approach.

Let me turn now to the Fortress Europe issue. We are going to
hear {rom one of our colleagues from the other side of the Atlantic
shortly, but I wanted to discuss this a little bit with you. There is
concern thal we will be faced with a closed market as a result of
the Europe 1992 initiative.

I wonder if you might comment on that and whether or not you
are currently in negotiations with the European Community, repre-
sentatives of the European Communily, to address those concerns.

Mr. Runger. Well, as you know, there has been great concern by
the administration that the European Community may insist upon
what is called reciprocal treatment, which would mean that no
entity could enter a market unless its country of domicile allows
foreign entities to operate on equivalent {erms. I believe the better
regulatory system, as I understand it, and I would support it, is the
home country system, whereby you would treat everybody within
your home country equally and then anybody that could comply
with the standards that any country had would be able to enter the
system. I think that is much better for competition.

In the European Community, they have recently promulgated, 1
think it is called the Second Banking Directive, which has given us
more hope for so-called “‘national”’ or “home country” treatment
rather than strict reciprocity treatment. I think that, after a lot of
discussion with the Europeans that the 1992 system will move to-
wards that kind of regulatory approach, so that Fortress Europe
won't keep our people out. -

Another thing that is happening is that in order to guard against
the possibility that they will say everybody that is in this system
can stay in it but we will have no new entrants, a lot of our finan-
cial service people are going to Europe now and establishing oper-
a}tlions-in Europe so they will have a subsidiary or an affiliate
there. ‘

Senator Dobn. I am very familiar with that.

Let me turn to another area. Senator Heinz raised the issue of a
number of specific regulatory changes, 144(a) being the one that
has generated a tremendous amount of interest. Clearly, the insti-
tutional investors have different needs and different responsibil-
ities from individual investors. We watched the Japanese markets
in the market break of 1987, and we didn’t find a lot of the major
institutional selling. There was some jawboning that went on there
within the Ministry of Finance, we understand. Do you think this
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is the better way to be going here, that when you are looking at
those kinds of situations, a crisis environment, that jawboning can
work, and that you don’t need to necessarily have a tight regula-
tory scheme in place?

Mr. RubkR. In the 1933 Act environment—the disclosures accom-
panying sales of securities—we think that the institutions are able
to take care of themselves. As long as the institutions buy and sell
with each other, there is not much need to impose regulation. We
would not let them sell to the public, and we would continue to
impose that kind of regulation.

When we move over into the 1934 Act or market area, | think
that a good combination of regulation, jawboning and self-interest
is the way to go. We, for instance, are looking very carefully at the
net capital standards for specialists and whether or not they should
be improved. We have urged the New York Stock Exchange to file,
and they just have filed with us, a proposal for market basket trad-
ing of portfolios of securities on their market as a means of increas-
ing liquidity.

Ultimately, the source of liquidity in a volatile market has to be
in the private sector, and there have to be a lot of individual deci-
sions which create that liquidity. And I suppose ultimately, as
banking regulators all over the world know, the central bank has
to make some decision about whether to make liquid funds avail-
able for people who want to engage in those transactions.

Senator Dopp. One last quesiion from Senator Riegle I would
raise with you that he asked me to raise.

It is not really an international sector area, but he would like to
get vour response to it, if you could.

Do you still support closing the 18(b) ten-day window period in
the tender offer area? In the pasi, this has becn a noncontroversial
issue at the SEC, and Senator Riegle asked whether or not this is
still the case.

Mr. Rubkr. I asked Linda Quinn, our Director of the Division of
Corporation Finance, whether our recommendation was still for
five days and a standstill, and she said il is. That means our posi-
tion is that we think that the filing period should be reduced to
five days, but that there be a standstill imposed until there was
disclosure of more than 5 percent.

Senator Dopp. OK. If there is any further questions, Senator
Riegle can go into that with you.

Senator HEiNz. Mr. Chairman, just on that point, if ] might.

Senator Donb. Fine.

Senator HEinz. Yesterday, the committee was advised that the
EC is developing EC-wide securities regulations. Is the SEC well
plugged into that?

Mr. RupiEr. We are in active consultation with the people at the
EC, and we have various people consulting. It is not quite as cer-
tain as you may have been advised, but when I talk about the
Second Banking Directive, we are following and we have people
who are in contact with the EC. We tend to deal in specifics. We tend
to deal in the enforcement area, in the capital adequacy area, in the
disclosure area, and we get bits and pieces of the larger picture. Butl
the answer to your question is yes, we are.
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Senator Heinz. Are you saying that the master plan that the
Oommission is working with has not yet been revealed to you?

Mr. Rupkr. The EC?

Senator Hrinz. Yes.

Mr. Ruper. Well, as it is revealed publicly, it is revealed.

Senator HEinz. To what extent is that, from your point of view?
To what extent do you have all the information you need?

Mr. Ruper. T will have to consult with my people, but I don't
think that they have declared a master plan in securities regula-
tion at this point.

[ am told that they have an investment directive. They are sug-
gesting looking at mutual recognition of prospectuses. They are in-
vestigating in other areas, capital adequacy. There is no master
plan being put forward by the EC at this point, and I think that
may come, but 1 don’t think it exists at this particular time.

Senator Heinz. OK. Thank you. Thank you, Mr. Chairman.

Senator Dopn. Well, Mr. Chairman, we thank you very much.
We have kept you a little longer than 1 had planned to this morn-
ing, but we have covered a lot of ground.

There may be some additional questions by others. We have had
busy schedules here for many members in the last two days. So
{here may be some written quesiions following up on this subject
matter. But your comments are very, very helpful.

Once again, we wish you well. We hope 1o see you often here, as
we said at the outset.

Mr. Rungr. 1 heard Senator Riegle’s comment, and I believe it is
very important that the Commission have strong leadership and
make a good transition. So I am going to be quite careful with my
own plans to see that I might accomplish that.

Scnator Dobn. I appreciate that. We all do as well.

So thank you very much for being with us.

Our second panel and they have been very patient—I hope it’s
been helpful {or them to hear the Chairman of the Securities and
Exchange Commission—Stephen Axilrod is the Vice Chairman of
the Nikko Securities Company International, Incorporated, New
York; The Right Honorable Lord Camoys is a colleague of ours, a
member of the House of lLords, something that the Senate is re-
ferred to quite frequently by those who disagree with some of our
actions from {ime to time. Lord Camoys, we are very pleased to
have you with us. He is also Deputy Chairman of Barclays De
Zoete Wedd Holdings lLimited, Barclays Bank, London, England.
John M. Hennessy is our third panelist, is the Vice Chairman and
Shiekl' Executive Officer-Designate of CS First Boston, Inc., in New

ork.

We want to thank all three of you for joining us here this morn-
ing and 1 apologize for going a little longer with the Chairman of
the Securities and Exchange Commission, but we hope that may
have been of some interest to all of you.

You're very gracious to be with us. Lord Camoys, we are particu-
larly grateful to you for coming such a long distance to be with us
here this morning and we recognize that you normally are sitting
where we are, asking questions, rather than being on the other side
of the table. We are doubly appreciative of your willingness to be a
witness before this committee.
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In fact, one idea that I haven't really even raised with my ¢ol.
league but I'll do so here, I thought it might be interesting at some
point for us to talk aboul some joint hearings between this subcop,.
mittec or committee and some of our counterpart committees in
the European Community about some of these questions. It’s some.
thing we might wanti to explore. [ just raise it with you this morn.
ing. Tt occurred to me yesterday when I was anticipating your ap.
pearance here today. It might not be a bad idea for us to try to get
together and listen to what some of the institutions in Europe are
saying about Europe 1992 and their concerns about what we're apy
to be doing over here might be helpful. So we thank you for being
with us, as well as you, Mr. Hennessy and Mr. Axilrod. )

We will begin in the order that I've introduced you. All of your
statements will be included in the rccord as prepared and we
would ask you to summarize if you could.

STATEMENT OF STEPIHEN 11. AXILROD. VICE CHAIRMAN. NIKK(O
SECURITIES COMPANY INTERNATIONAL, INC.. NEW YORK, NY *

Mr. AxiLrobp. Thank you very much, Mr. Chairman. -

I’s a pleasure to be here and I will Ltry 10 summarize the state-
ment I submitted and apologize in advance for some repetition of
things you've undoubtedly already heard about.

In any event, my focus will be on certain issues raised by the on-
going globalization of securities markets, particularly as seen
through the growing interconnection between the U.S. and Japa-
nese markets. As you know, by and large, the issucs involved are
by no means unique to those markets and you've discussed very
many of them today and yesterday. The meshing of national mar-
ketls is a truly global phenomenon. As you have emphasized, it's
based in a technical sense on the wonders of high technology and
instant communication, but I believe it's based much more funda-
mentally on a growing realization that a more integrated economic
world has a better chance of raising living standards for everyone.
I think that’s basically what's behind the European Community fi-
nancial moves, {or instance.

The U.S. and Japanese securities marketls have become much
more closely related in recent years as the forces pushing saving
out of Japan has been balanced, or facilitated even, by forces in the
U.S. that have pulled funds inward. At around the beginning of
this decade, Japan implemented a policy 1o reduce its fiscal deficit.
and with private saving high there, this led 1o a surplus of domes-
tic saving. At about the same time in the U.S., we moved in the
other direction. Our fiscal deficit was increased, while our private
saving rate dropped sharply. We required funds to meet our domes-
tic nceds from Japan as well as certain other foreign countries who
were positioned 10 supply them.

The large deficit in the U.S. international current account and
surplus in the Japanese account measure these imbalances in do-
mestic saving processes and serve as the conduits for the interna-
tional transfer of funds. These imbalances are, in my view, unsus-
tainable and they are in the process of correction as, among other
things, budget deficits are reduced here and private saving I hope
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is increased, while domestic spending rises in Japan. But the proc-
ess is certainly not yet complete, far from it.

As this process continues, it draws U.S. and Japanese financial

markets closer together through. long-term capital outflows from
Japan, which reached about $150 billion last year after being close
i0 nothing at the beginning of the decade. The establishment: of
Japanese securities firms in the U.S. markets comes as they ai-
tempt to help manage those flows. What also follows is the neces-
sary opening and diversification of the Japanese market to accom-
modale both their domestic needs and foreign investors and institu-
tions as the yen is internationalized.
. So as I see it, we are in a transitional stage during which Japan
is establishing itself as a key player in international finance. Once
existing savings imbalances are corrected, market relationships
will take on a much more scttled character with flows between the
U.S. and Japan more two-way and with the Japanese market itself,
as prevailing trends continue, even more adapted to the interna-
tional market structure. ) ‘

The securities industry in Japan has not been, nor has it had to
be the main focus of domestic deregulation there. That's been re-
served to the banking industry to date largely through the removal
of interest rate ceilings. The securities industry has been more or
less [ree to operate within the constrainis of the Japanese version
of Glass-Steagall and subject to the regulatory overview of the Min-
istry of Finance.

But globalization, associated international competitive forces,
and the emergence of Japan as the leading net creditor nation
have had a particular impact on the Japanese securities industry,
bringing it much more prominently onto the world’s stage than it
had been.

Diversification. and opening of the Japanese market have been
matched by the diversification of securities companies into foreign
markets and foreign activities.

To a considerable extent, now that Japanese industry and inves-
tors are moving abroad, securities firms have.internationalized to
mainiain and indeed protect on a global basis customer relation-
ships that had developed over the years in Japan. Similarly, U.S.
and other [oreign firms are moving into Japan because of the at-
traction of that market and its high capital values and high
volume of business.

But doing business in [oreign markets also inevitably entails de-
velopment of a national customer base in those markets to some
degree. That’s necessary to acquire sufficient business acumen in
the markets, to be established as a significant enough factor in the
market to make services efficient and cost-effective, and more
broadly to be able to take full advantage of the possibilities of glo-
balization.. ‘

- Now despite this domestic interpenctration of markets associated
with the current phase of globalization, it scems to me that it is
very unlikely that foreign security firms will become a dominant
force in another country’s domestic market. The strength of a for-
eign firm is its own domestic customer base and its expertise in its
own market. Much of the business of foreign {firms in another coun-
try’s domestic market therefore is cross-border. For a Japanese se-
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curities firm located in the U.S,, this would include, for example
sales of Japanese equities to U.S. customers, sales of U.S. equities
and bonds to Japanese clients, and underwriting of offerings by
non-Japanecse {irms and Japanese firms in the Euromarkets and of
course in the Japanese domestic markets.

But some of the business, as I mentioned, is purely domestic in
the host market, involving transactions in this market confined tq
U.S. domestic customers, including subsidiaries of Japanese and
other foreign firms. This would be the case for our f{irm, for exam-
ple, in its primary dealer operation and also to a certain extent in
equity and corporate finance activities.

Of course, today globalization has another aspect in addition to
cross-border business and domestic interpenetration of markets, It
also involves trading of one country’s domestic instrumenis in an-
other country’s marketplace. We've had the Eurodollar market for
a long time. The Euroyen market has developed in recent years,
And in a sense, these are simply domestic markets displaced to for-
eign shores where there’s more lavorable regulatory and other
types of treatment. U.S. Treasury securities are traded now, howev-
er, on a 24-hour basis around the world and the potential for devel-
opment of cross-country products in futures markets is absolutely
enormous.

The broad market policy issues raised by globalization trends re-
volve around the need for more international cooperation and mon-
itoring to assure the stability, liquidity and salety of these integrai-
ed markels and also because of domestic interpenetration to see to
the fair treatment of cach country’s market participants in foreign
countries. Basically, though, 1 believe markets are working reason-
ably well. They need some but not substantial fixing from a global
perspective. Equity markets have shown resilience after the crash-
cs. Insider trading abuses are essentially a problem for domestic
markets. They have not, as such, been a product of globalization.

Uselul approaches to ensuring market safety and soundness in a
global context would include a broad international agreement on
capital standards for security firms (as we now have for banks)
Japan is remodeling ils capital requirements on an American/Brit-
ish model, and a basis may be developing for a broader internation-
al convergence. It would also be desirable for the various exchanges
and self-regulatory bodies to cross-check prudential standards gen-
erally, given the internationalization of markets. The purpose, of
course, is Lo avoid weak links around the world hospitable to un-
sound trading practices.

Because national interests are involved, a certain degree of inter-
governmental oversight would certainly be desirable, though I be-
lieve that should be a gentle kind of oversight. Meanwhile, central
banks around the world, because they are a source of unquestioned
credit, have a key role to play in assuring the ultimate safety of
the clearance and settlement mechanism as it has to cope with
more internationalized markets.

With regard to questions about the fairness of treatment across
national markets—and this has been a big question in U.S.-Japan
security market relationships—these are best handled 1 believe
through application of the principle of national ireatment. This
principle is embodied in U.S. law and practice toward banking and
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securities markets. It is also the case in Japan. And 1 would hope it
would be clearly adopted for the European Community, though
there’s clearly some fuzz around the edges there. |

As compared with reciprocity as a principle, national treatment
is much less ambiguous in practice and easy to administer. Foreign
firms simply are treated no differently from domestic ones. Prob-
lems can arise if domesiic market attitudes and business practices
iend to handicap foreign {irms more in one country than in an-
other in efforts Lo compete with domestic firms. This may then re-
quire some reciprocal prodding in practice.

In any country, a foreign securilies firm will find it difficult to
penctrate domestic markets because it lacks a broad set of domestic
contacis and affiliations through which business might be readily
generated. But given that very practical and universal constraint,
national treatment generally yields the fairest results for foreign
firms when markets are more impersonal and within a country’s
institutional structure most competitive.

Now to summarize the summary, Mr. Chairman, globalization, as
it clearly brings world sccurity markets more closely together, will
require more international cooperation and monitoring of market
practices and standards by governmental and private bodies. In
that scnse, 1 would note that in the United Staies we may not have
quite adjusted {0 the closer relationship of iniernal markets and
that does complicate the international coordination process in some
respects. As the stock market crash demonstrated, and as is also
amply demonstrated by daily trading in equity and Treasury secu-
rity markets here, the [utures and cash markets are just simply
one market. As they become even more involved internationally
and with cross-border products, a more unified oversight domesti-
cally will help in coordinating global relationships more effectively.

I cannot avoid ending with the comment that orderly stable
global markets basically depend on the major nations of the world
pursuing sound, cooperative monetary and fiscal policies. Without
that, no amount of high quality of regulatory oversight, prudential
standards, or capital requirements will guarantee market stability.

Thank you.

|'The complete prepared statement of Stephen H. Axilrod follows:]



