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Introduction
by Lyndon H. LaRouche, Jr.

It were important at times to approach importani
political questions such as the issue of derivatives
with a thought borrowed from Classical literature.
I recommend for this purpose a reference to Scot-
land’s famous poet, Bobby Burns, who, with his
poem on the subject of “On Seeing a Louse On a
Woman's Bonnet in Church” on Sundav, presum-
ablv, in which he savs, at the end, after describing
this woman in all her grandeur, spoiled bv a louse,
ol which she's unsuspecting, “Oh, to see ourscels as
ithers see us!”

And so I recommend we consider derivatives.

Let us imagine visitors from a Solar Svstem in a
distant galaxv, coming to Earth on a trade mission,
presumably, and ask oneself: Would they invest in
the planet Earth at this time, after seeing the flurry
of the market in derivatives? | propose thev would
pack up and leave immediately, writing Earth oft
as an investment for perhaps at least a centurv to
come.

Why? What are derivatives? What kind ol planet
is it, that tolerates derivatives? Derivatives are an
investment in something for which there is really
no security, which takes wealth—monev in the form
ol wealth—out of the productive and trading pro-
cess, and never puts anvthing back in.

What we have, is the prospect of a derivatives
bubble which grows like a cancer at the expense of
its host, and shrinks its host, at the same time that
its appetite is growing, while the means of satistving
that appetite are collapsing. Not a verv sound in-
vestment.

But what of the people who would indulge
such an investment, who would indulge in deriva-
tives, who would tolerate derivatives running loose
on their planet? Well, derivatives are associated
with a planet on which scientific and technological
progress in production is collapsing.

Certainly, any visitors who had the technologv
sulficient to get from another galaxy to here on a
trading mission, would not think much of the pros-
pects of anv planet which did not invest in science
and technology.
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Then they would look at the labor force, and see if
the labor force were the type that they, for example,
would wish to emplov. ﬂw\ would look, of course,
at our leading universities, where the influence,
through the Modern Language Association of the
deconstructionist Jacques Derrida, of Paris, is great.
Thev would see, pro\'in"lalc to Derrida’s influence,

“political correctness.” They would see people com-
ing out ol kindergarten, elementary school, high
schools, and universities, who are unhit to employ
in the capacity ol a sweeper in a corporate parking
lot. Not much of a prospect with this labor force,
thev would sav.

Thev would look at the policies ol agriculture
and distribution and they would see that it is a
deliberate policy of the governments of Earth to
reduce the food production ol this planet below—
way below—the food requirements ol the popula-
tion. Not a very intelligent set ol governments; not
a very intelligent human species, they would say.

They would see a similar situation in industry,
and so forth and so on.

Then thev would finallv see the thing that would
horrifv them the most. As a result of the austerity
measures featured in such forms as “shock therapy”
economics in the nations ol the lormer Soviet
Union, as International Monetary Fund (IMF) eco-
nomic austerity conditionalities in the developing
sector, and so forth, they would sce that the leader-
ship ol the human race as a whole, preoccupied
with balancing budgets, is driving more and more
of the human species into an immune-suppressed
condition, such that at present, vast armies of vi-
ruses, bacteria, and so forth, are marching through
the bodies of immune-suppressed masses, to be-
come the epidemics and pandemics, both old and
new varieties, which threaten to wipe out or sicken
very greatly the population of planet Earth.

A planet Earth that would tolerate the [ree run
of derivatives, is not a planet in which any sane
investor would invest.

The time has come to consider what this insanity
is: not merely the insanity ol derivatives, but what
kind of insanity has scized governments, financial
markets and so forth, that theyv would foster these
kinds U!' conditions?

Ah, “to see oursels as ithers sce us.'

June 13, 1993
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How to Bring the
Cancerous Derivatives Markets

Under Control

On March 9, American statesman and political pris-
oner Lyndon LaRouche intervened in the economic
crisis to propose a plan that is as simple and direct,
as it is potentially effective in its execution: a sales
or transaction tax on the turnover of “financial de-
rivative” securities or financial instruments. Each
time such a security or instrument is traded, he
said, it should be taxed at 0.1 percent of its face
value, or, as it is called in the derivatives trade, its
notional principal amount.

LaRouche’s tax would have two purposes. First,
it would help to bring under back under control
markets which have careened off into outer space,
by identifying the kinds of practices which have
been swept under the regulators’ rug for all too long.
Second, the tax might raise between $60 and $80
billion in federal tax revenues in its first year of
application. That would be a very handsome sum
for the U.S. government, even if it is going to be a
self-liquidating kind of tax.

Talk to most people about “derivatives” and you
pretty soon discover that they have no idea what
they are. Still less do they have any comprehension
that the hinancial practices which have developed,

since especially 1981-82, represent one of the most
serious threats to the very existence of their country
and the human species.

That isn't because they don't know about, or un-
derstand derivatives; it is because they don’t know
anything about economics, and because they don't
consider that they might have the power to do any-
thing about such things if they were to get them-
selves educated. That kind of ignorance is what
poses the threat to the very existence of the human
race, never mind the existence of a nation whose
form of government, a republic, is supposed to be
based on citizens' self-government.

It is the kind of moral swinishness which asserts
that the spread of starvation and disease in the
Southern Hemisphere of the world, among peoples
of darker complexion, even diseases that are new,
and presently incurable, is of no concern. That con-
siders the developing economic breakdown of main-
land China and the territories of the former Soviet
Union as irrelevant to more pressing every day con-
cerns. That wants to hide from the consequences of
collapsing employment, cities and social services
in the United States by retreating into the psychotic
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fantasy world of TV soap opera, sports events, and
lotteries.

Time to Study Economies

Anyone who wants to do anything effective about
all, or even any of those kinds of problems, each of
which on its own sets a short term to the existence
of the human race as we know it, has to take on
the question of financial derivatives. To take on the
question of derivatives, they have to get themselves
educated in economics. To get educated in econom-
ics they have to go back to the founding documents
of this republic, the Declaration of Independence
and the Constitution itself, and make the ideas on
which those documents were based their own. It
isn't the dangers that you know of which kill vou,
thev can be avoided. It is the ones you don't know
about which all too often prove to be fatal.

The ideas involved are as old as the recorded

historyv of Western Civilization and the conflict
spawned from those ideas vet older. They involved
two irreconcilably conflicted views of man, of gov-
ernment, and wealth. On the one side, that man, the
living image of God the Creator, is thereby endowed
with the divine potential to create, and that in con-
sequence all human life is sacred; that governments
were created among men to secure those rights
which follow from the sacredness of all human life,
that wealth is the fostering of those human poten-
tials which are the living image of the Creator, on
behalf of the improvement of mankind and all Cre-
ation. Against this stands the view that man is really
no different than the lower beasts, that government
1s a mere administrative matter of ruling over those
who cannot rule themselves, that wealth is money,
or a title to something that can be turned into
money.

Contrast the Declaration of Independence’s de-
fense of man'’s inalienable rights to life, liberty, and
the pursuit of happiness with the deepening misery
of what passes for economic life around the globe:
two-thirds of the human population living at or be-
low subsistence levels, unemployment in Western
Europe and North America affecting between 50
and 60 million whose talents have never been more
needed. Manufacturing employment in the U.S.A.
has not been lower since the mid-1960s, and, as
a direct consequence, hunger and unemployment
have increased.

What is too often said about proposals to reverse
such obscenities? “It costs too much, we can’t alford
it. In these days of budget deficits and all, we have
to cut, not spend.”

And people believe it.

That's where derivatives come in. While billions
of people go hungry, and millions are out of work,
the volume of trading in financial derivatives by
some measures has grown eightfold since 1987;
there was about $12 trillion outstanding at the end
of last year, on a turn-over estimated at between
$80-100 trillion per year. Some $1 trillion, and
more, is traded every day on currency exchanges
around the world; half, at least, is accounted for by
transactions in derivatives. Three hundred billion
dollars of U.S. government debt is likewise traded
every day, enough to turn over the entire “publicly
held” portion of the debt every 12 trading days.
Daily trading of derivatives inside the U.S.A. runs
at approximately $300 billion per day, roughly the
same ballpark as the federal government admits its
annual budget deficit to be.

Yet, hunger and unemployment cannot be effec-
tively attacked because “it costs too much”; alter




all, “we have to be realistic about the constraints
we are operating under because of the budget defi-
cit.” But, inside the United States, no one objects
to piddling away $50 for every man, woman, and
child living on the planet, every day, in pursuit of
what the moral degenerates in the financial commu-
nity call “risk adjusted return on capital.”

Those who do know what derivatives are, will, if
asked, for the most part regurgitate what the bank-
ers and others have told them to say: that deriva-
tives are a necessary part of what they call the “fi-
nancial industry . . . they hedge risk, . . . they make
the markets more efficient,” and so forth. Deriva-
tives embody the lessons that should have been
learned from all the financial debacles of the 1980s,
from the collapse of Third World debt in 1982,
through the looting of the S&Ls, to the real estate
bubble of the mid-vears of the decade, the leverag-
ed-buyout binge and the collapse of the S&Ls. It is
all baloney.

The Point of No Return
The growth of derivatives went past the point of

-no return at the end of last summer, on Sept. 16,

to be precise. That was the day when the European
Monetary System was wrecked, the day for which
people like George Soros, and Citibank, borrowed
billions of dollars to blow out the currencies of Brit-
ain and Italy. They showed that day that the specu-
lative cancer that had been unleashed had grown
bevond the point that monetary authorities could
control.

Farmers who have been ruined by short-sellers on
commodities markets know what this is all about:

selling what you do not own in order to buy it back
later for less. Last summer, it was whole countries
that were put through a short-sellers’ market play
financed with borrowed funds, not just farmers.

That's what derivatives do. They are purely spec-
ulative highly leveraged instruments, designed to
capture spreads, or pricing differences between dif-
ferent interest rates, currencies, or commodities.
So-called rates of return on financial derivatives
can vary from 10-15 percent, up to 2,000 percent,
and even higher. Why do that? If you think it's to
make money, you would be wrong. It isn’t actually
money anyway, just computer-generated increases
in computer-generated accounts. These are instru-
ments of financial warfare, deployed against na-
tions and the populations in much the same way
the commodity market short-seller has been de-
ployed to bankrupt the farmer.

That's what we can afford to do, and finance,
while the world goes hungry, and jobless.

Taken as a whole, the financial derivatives mar-
ket, orchestrated by financiers, operates with the
vortical properties of a powerful hurricane. It is so
huge and packs such a large momentum, that it
sucks up the overwhelming majority of the capital
and cash that enters or already exists in the econ-
omy. It makes a mockery of the idea that a nation
exercises sovereign control over its credit policy.
What good is a U.S. government policy to inject a
few billion or even hundreds of billions of dollars of
credit into the economy for jobs or other programs,
when the financial derivatives market can over-
whelm and counteract the effects?

One hundred billion dollars is but 1/1,000th the

TABLE 1
Derivatives markets exploded in late 1980s
(notional principal amount outstanding at year end, billions $)

Instrument 1986 1987 1988 1989 1990 1991
Exchange-traded instruments $ 583 $ 725 $1,300 $1,762 $2,284 $3,518
Interest rate futures 370 488 895 1,201 1,454 2,159
Interest rate options 146 122 279 387 600 1,072
Currency futures 10 14 12 16 16 18
Currency options 39 60 48 50 56 59
Stock market index futures 15 18 28 42 70 77
Options on stock market indexes 3 23 38 66 88 132
Over-the-counter instruments 500 867 1,330 2,402 3,451 4,080
Interest rate swaps 400 683 1,010 1,503 2,312 2,750
Currency and cross-currency interest rate swaps 100 184 320 449 578 807
Other derivative instruments - - - 450 561 577
Total derivatives outstanding 1,083 1,592 2,630 4,264 5,735 7,598

Source: Bank for International Settlements, Recent Developments in International Interbank Relations, Basle, Switzerland, October 1992,




FIGURE 1
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Sources: Bank for International Settlements; Securities Industries
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size of the financial derivatives market. It is the
financial derivatives market that organizes the
overall geometry of, and thus significantly deter-
mines, how the U.S. credit system functions.

In his weekly “EIR Talks with Lyndon LaRouche”
radio program on April 28, LaRouche told inter-
viewer Mel Klenetsky: “This is sucking the lifeblood,
in the same way that Michael Milken and his raiderg
were doing, who were stealing from people’s pen-
sions and so forth with junk bonds and these acqui-
sitions. It's sucking the lifeblood out of industries,
out of pensions, out of households—out of every-
thing—out of our businesses, out of our farms. These
people are thieves.”

Expect a Meltdown

This vast market in the tens of trillions of dollars
is international in scope, although 65 percent of
financial derivatives trading occurs in the United
States. But lawfully, this international market must
melt down. It will follow the path of every bubble}
in history, since the tax-farming pyramiding
schemes of the treasury ol ancient Babylon and Im-
perial Rome up through A.D. 300, to the notorious
John Law financial bubble in the seventeenth cen-
tury. The violent effects of an explosion of the deriv-
atives market bubble will far overshadow, the col-
lapse of the leveraged buyout bubble combined
with the October 1987 stock market crash, liquidat-
ing one-third the value of the market within weeks,
and the $350 billion expended since 1987 for the
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bailout of the commercial banks and savings and
loan institutions.

And, that collapse will not be too long in coming.
The eightfold growth of these instruments since
1987 is not sustainable, against a backdrop of a
world economy collapsing from depression into the
nightmare of chaos. Those who have made their
paper fortunes out of the speculative fit that has
accompanied the growth of derivatives, like George
Soros, are moving into tangible assets like gold and
real estate. This bubble's days are numbered.

Hence, LaRouche proposed that America reassert
sovereign control over its power of credit issuance
through the transactions tax. The tax will also intro-
duce transparency, and help show exactly what will
have lo be done to reconstruct the nation's rotten
bankrupt banking system. Half of the $12 trillion
outstanding derivatives in the U.S.A. are carried on
the books of the top ten banks, like Citibank, J.P.
Morgan, and Bankers' Trust. Their paid-in capital
is many times exceeded by what they have helped
to let loose.

Such tax proposals have been made belore (see
article, p. 28). The financiers fiercely resisted them,
and usually prevailed. But this time, the stakes are
immensely greater than ever before in history.

What the LaRouche tax proposal would do, if
lenacted, is knock the usurious speculation out cold.
That means his tax proposal would permit the prop-

‘erly constituted authorities, under Section 1, Article

8 of the Constitution, to recapture control of the
issuance of money and the creation of credit. That
is the precondition for any kind of job-creation pro-
gram, or economic recovery and reconstruction
program.

Here's how it would work.

Currently, the derivatives markets, and other fi-

* nancial markets, pay zero percent sales tax on irades.

Most states apply a general sales tax ol between 4.5
and 9.0¢ on the dollar; that is, a tax is assessed
equal in value to between 4.5 and 9 percent of the
value of the purchase (transaction) made at the
store. Under the LaRouche tax proposal, each trade
of a financial derivatives market instrument will be
assessed a “sales” tax equaling just 0.1 percent of
the value of the purchase, far less than the rate
ordinary citizens pay cvery day. It is absurd and
dangerous to continuously raise the tax on Social
Security and to apply an energy tax, which will
devastate every sector of the economy, while the
transactions—as opposed to the realization of
profit—of the financial derivatives market, which
are harmful to the economy, go untaxed.

Let's take the case of the single most widely
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traded futures contract in the world. It just happens
to be the U.S. Treasury's Bond future and it is traded
at the Chicago Board of Trade (CBOT). The govern-
ment issues bonds to raise funds to finance its defi-
cit, and refinance its outstanding debt. Such bonds
are issued regularly, by auction, in a variety of dif-
ferent maturities. Interest rates on other obliga-
tions, such as fixed-rate mortgages, are effectively
linked to the yield on longer term government
bonds. Shorter term ones are tied to adjustable rate
mortgages, and so forth, in the same way.

The worldwide trading in U.S. bond futures
makes a mockery out of all the pious nonsense that
is uttered about “cutting the deficit,” and “getting
the growth of the national debt under control.”

In 1992, a whopping 71,099,955 contracts in this
future were traded. That figure represents one-quar-
ter of all contracts of all types traded on the CBOT,
which is the world’s largest exchange. The notional
principal value of the underlyving bond of the U.S.
Treasury Bond contract is $100,000. It is usually a
bond of 15 years or longer maturity. The speculator
buying this contract does not pay $100,000, but only
a fraction of that, which is called the “initial margin
requirement.” Margin requirements vary from con-
tract to contract, but for this one, the initial margin
required is $2,025. The leverage in this contract is
the notional principal amount, or $100,000, divided
by the margin bond requirement of $2,025. Thus
the leverage is a spectacular 49 to 1.

Assume, for a moment, that the bond underlving
this contract is a 15-year bond bearing an initial
vield of 8 percent. Assume further that, during the
first hour of trading, the interest rate on |5-vear
Treasury bonds fell marginally to 7.995 percent. As
bond vields are inverse to prices, that would push
up the price of the bond 1o $100,050. The speculator
holding a U.S. Treasury Bond contract has made a
$50 profit (1o realize it, he must either take physical
delivery of the bond, or sell the contract to some-
one). That $50 represents a rate of profit on the
investor's original margin investment of $2,205, of
2.47 percent.

The readerrmay think that $50 is a very small
return. Not at all.

First, speculators in these markets play with very
large volumes. A speculator may buy 100 contract
units of U.S. Treasury bond futures on the CBOT,
meaning that the profit realized in one hour of trad-
ing (less commissions, etc.) is $50% 100, or $5,000.

Second, the actual rate of return placed on a daily
or vearly level is huge. For example, were the specu-
lator to continue to realize this 2.47 percent hourly
rate of proht for a week, his rate of return would
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be above 85 percent Who will invest in steel plants,
which return about 5 percent per year, when spec-
tacular rates of return can be made in the deriva- -
tives market in a week's worth of trading?

Now, if LaRouche’s 0.1 percent transaclTon tax
is levied against the $100,000 notional principal
amount of the U.S. Treasury Bond contract that has
been purchased, the tax would vield $100, and could
be collected by the exchange. But, in this example,
the tax is a necessary, unbridgeable hurdle: The
speculator will pay more in tax ($100) than his profit
($50). The LaRouche tax makes the deal un-
profitable.

Just tobreak even to cover the cost of the transac-
tion tax, the speculator would have to make $100
profit, which represents a rate of profit ol 5 percent
on this particular transaction. To go over break-
even, the speculator would have to make $150 or
so, representing a 7.5 percent rate of profit on his
investment. The chance that a Treasury bond will
move up $150 in an hour is slim, although hardly
impossible, especiallv in a manipulated market.
But markets can turn very suddenly, as speculators
very well know. In markets, in which the time it
takes to transact a trade is measured in fractions
of a second, a speculator can be severely burned if
he is constrained to wait in the market long enough
for it to realize a full 5-7.5 percent rate of return.
If it doesn't in that time frame, the market jolts the
other way, he is doomed.

The threshold level for real or net profitability,







