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Date:

4/29/99 5:21 PM

Sender: Jerry Quinn

To:
Lo P

EvEhr@aol.com
Marc Lackrtz; Stuart Kaswell; James Spellman

Pricrity: Urgent

Subject:Dralt of Hedge Fund Paper

Ev;

| think the paper is quite good, but | do have ane major concern, and
ane significant question.

The concern, of course, relales to the discussion of leverage in the
paper. Depending upon how our larger firms react to the President's Working
Group's {"FWG") Repod that arrived today, my concern might either abate
considerably or, conversely, increase. Youw'll recall at the meeting on March
191h how sensitive Lhe indusicy represenlatives imosl of whom are warking
wilth the "Wisermnen" Policy Group) were with respect to leverage. My notes
fram Whe meeting reflect not merely that they wished to do away with the fifth
point of your drafl (Hedge funds are not generally highly leveraged and
therefore preng fo risk) they also expressed lhe wish that we not say
anylhing al all about leveragel Given that the PWG was siraightforward in
saying thal hedge funds are not the primary problem (though they seem the
targets of some additional regulation) and that leverage is the key issus {and
neting lhal some barks and securilies firms are at least as highly leveraged
as was LTCM) perhaps their hostility will have lessened, but perhaps nol. |
can well imaging one of the industry gQuys saying something like “Your paper
is good public policy and helps 1o pul hedge Tunds in a Rairer hight, bul | pay
dues 1o the Securities Industry Association, not the Hedge Fund Association
or same think 1ank.”™

My question refates 1o the use we inlend to make of the paper. If we
use il as & briefing piece for Congressional staffers, | can imaging that while
they might want to shade the discussion of leverage a bit, their ohjeclions
would be fairly limited. However if we simply publish it, at least withoul a
substanlial re-write (perhaps so ihat it becomes more an indusiry
commeniary an the PWE Repart than a simple hedne jund piece) [ fear that
some guys might lake sirong objeclion. Again, their reaclion to the PWG
repart might give us an indication of their likely response 10 YouUr paper,

| have one ar twa relaliyely minor suggestions on the draft which 1l
pass along if you like. Bul I'll held off circulaling the draft outside of SIA until
I get a green light.

Jemy
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To: Margarel Draper; Kedie Idiart; Dan Michaelis, Stuart Kaswell, Jerry Quinm;
George Kramer
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Subject: Fwd:breaking news on hedge funds
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Author: "Arworth: Will" <wacworthBbridoe. comz
Date: 4/297/9% 12:530 FM

-- [B] U5 study wants hedge funds Lo reveal more informatiocn --

--U5S study urges more regulation of broker-dealer affiliates
--1J3 hedge fupd study urges more public disclosure aof leverage

--yU5 syudy: "Potential" for direct hedge-fund regulation later
--U% study says "market discipline breakdowe" caused LTCH
episode

--U5 seeks stronger supervision in off-shore financial certers
--U% to propose regulations for deriwvatives dealers this
summer

By Will Acworth, Bridge Hews

Washington—-Anr 2%9=-=-A high-level group of 05 financial
regqulators today
issued a sct of § recommendations to address the systemic risk
rroblems
Expnsed
by the near-c<ollapsze of a large hedge fund last fall. The
rocommendations
are
mainly aimed at limiting the amount of leverage in Che
Zinancial system by
strengthening the farces of "marxet discipline.™ The
tecommendations include
such steps as creating tougher reporting and disclosure
rcguirements by
hedge
funds and their counterparties, cnecouraging better risk
management practices
in
the private sector, and closing certain gaps im the U5 and
international
regulatoary framcowork.

L -+~ Ll

The stedy was developed by staff from thoe Treasury
Deparctment, the
Federal
Feserwve, the Sccurities and Exchange Commission, the Commodity
Futures
Trading
Commigssion, and sewveral other banking regulatory agenciss. The
study is
intendad
to encourage Congress Lo pass new laws to achieve some of the




recommendations,
but other recommendations are intended to be put inte effect by
the
regulators.

The study dees not call for the direct regulation of hadye
funds,
instead
saying that this issue should be cornsidered 1f the indirect
methods
Iecommended
in the study fail to sufficiently ¢onstrain the amcunt of
leverage in the
tinancial system.

The study alse asserts that the systemic risk problems
expossed last
fall,
when Lohg—Term Capital Management hedge fund nearly defaulted,
wers caused
by a
"breakdown in market disciplire,”™ not by a lack of informaticon
about TTCM' =
investments, as some ghservers have said., The study also said
that although
wTOM
used an excracrdinary ameount of lewverage, the lewverage issue
Wwas not unigue
Lo
that fund or to hedge funds in gemeral, but rather reflected a
prablem that
conld affect a wide range of financial ainstitutions.

A statement issued by the White House bteday said the hedge
fund study
Wa s
"designed to reduce the potential risks of excessiwve leverage,”
az
demonstrated
by LTCM'= near collapse.

"By enhancing bransparency in the financial system, by
increasing the
amount
af information made available to the public and by improving
risk management
[¥14]
the part of financial institutions, we gan help reduce these
risks,." the
statement said.

LISCLOSURE AND BREFORIING

This recommendation will help markeb participants "make
betber
Judgments®
about the ¢reditworthiness of the hedge funds and other
irstitutions t£o whom
they provide croedit or equity, the study said.

First, Ceongress should pass laws requiring large hedge
funds that ace
registered as commodity pool coperators Lo 15suse qQuarteriy
reports with the
CETEC,
rather than annual reports. Also, thase reports could include



"mare
meaningful
and comgprehensive measures of macket risk™ without mecessarily
dis¢losing
zensitive information about the hedge funds' trading
sTrategles.

Congress snculd find a way to apply a similar publac
reporting
reguiremesnt
to hedge funds that are not CFOs, the study said. The study did
not define
what
size funds should ke covered by this reperting reguirement,
instead leaving
that
issue for Congress to decaids.

Second, the study called on the 3EC to issue rules
requising alt puhlic
companies to report their expesurcs to any finmancial entities
that hawve
"significant™ lewverage. This repert could be incorpeorated into
the pericdic
tinarcial statements that punlic companies mast file with the
SEC, such as
the
Form 10-¥K and Form 10=-0, the study said. The companies would
nob hawve tao
disclose speclfic positiens, but rather exposures te individual
or groups of
firms that could have a "matorial! effect on the financial
statements,

CAPTTAL STAMDARDE

The study called for zeveral changes to international
capital astandards
for
the banking industry so that the standards are “aligred more
closely™ with
the
actual risks itaken by financial institutions.

Specifically, it wreged regelators to seb Lhe capital
tegquirement for
the credit and market risk exposures arising from derivatives
so that thoy
are
similar to the capital treatment of risks arising from other
types of
financial
instruments, such as loans or securities. This crobably would
farce banks o

set
aside more rcapital for deriwatives, Treasury officials conceded
during a

briefing for rcporters.

The study also endarsed a project already under way at the
Basle
Committes
on Banking Supervision te update its credit risk standards, and
reiterated a
warkiing from supervisors that banks and ather financial



institutions should

carefully validate the statistical models ihey use ro analyze
their matket

cisks.

CLOSING REGULATODRY GAFPS

The study urged Jongrezz to give more power to the 3EC and
the CFTS to
regulate the affialiates of the broker-dealers and futures
brokerage houses
that
tall within their jurisdictionsz.

This should be aimed at improving the 2 agencies' ability
to assess
risks by
expanding their repocting, rocord-keeping and examination
sutherity for
these
atfiliates, the study said, zo that the agencies would gain
M CE
comprehensive picture" of the potential cisks such affiliates
might pose to
rclated fiyms and the fimancial system as a whole.

Eltheough the study did npob explicitly ackmowiedge any gaps
in the :
cuzrzent US
regqulatory structure, this recommendation was clearly aimed at
fizms like
Goldman 3acns, Lbehmar RBrothers and Morgan Stan’ey, which
conduct most of
theic
derivatives business inm unregulated affiliates of their U3
brokezr-dealar
subsidiaries.

The study speecifically urged Congress to give the SEC and
the CFTC the
DOWI L
o forece the unregulated affiliates to periodically report
credit risk
informaticon by counterparty, “"non-aggregated position
infermation, " and
informatish about rhe concentration of their exposures.

Treasury shaould also receive zimilar powers through the
expansion of its
authorivy sver bhe goevernment securities mackets, the scudy
said.

In a fosthnote, Fed Chairman Alan Sreenspan said ne
*declines to endorse”

Chis recaomocndation, “kut in this instance defers to the
judgment™ of the

abhar

3} agencies that comprise the President's Werking Group an
Financial Markets.

This seemed te be the enly instance when the feport's
recommendaticons were

less

than unanimous.

H

a

OFFEHORE FINANCIAL CENTERS
The study cffered several recommendations te address the




potential that
nedae funds might dodge tougher regulations and tax laws in the
05 by
relocabing
tg aoffehere financial centers such az the Cayman Islands, In
general, the
2tudy
urged cooperation to enccurage these centers to adopt
international
scandatds,
But it alsa cffered seweral ildeas for preszsuring fimancial
inatitutions into
reducing their transacricns with companies orerating in
these ocffshore centers.

For imstance, the study urged banking regulators to reguire
more capital
on
tranzactions with these rcompanies. [t alse urged Tongress to
pass
legislation
ensuring that a hedge fond could pot peevent collateral lecated
in the Us
fram
Eeing sold by deglaring hankouptoy sffzhore.

ADGITIONAL POTEMTIAL STEPS
Tha study offersd several suggestions for further action if
the above
reczommendations fail te achicve the desired limits on leveprage.
These steéps,
Wwhich Ehe study emphasized arc oply "patential'", incluaded the
direct
regulation
vl hedge funds, Lhe consolidated supervision of broker-dealers
and their
urregulated affiliates, and the dixect regulation <f
derivatives doalaers.
Treasury otficials szaid today that they expest Lo issue
ancthel study
"later
this summer" Healing with derivatives issues, and said direct
regqulation of
derivatives dealerz would ba nhandled in that report. End
Bridge Mews, Tel: {202) po2-T229
Send commants to Internet address: econidbridge.com




Apnil 28, 1999

The Honorable I. Denms Hastert

The Speaker

CUnited States House of Representatives
Washington, D.C. 20515

Dear Mr. Speaker:

We are pleased to transmut the report of the President’s Working Group on Financial Markets on
Hedge Funds, Leverage, and the Lessons of Long-Term Capital Management (LTCM )

The principal policy issue arising out of the events surrounding the near collapse of LTCM is how
to constrain excessive leverage. By increasing the chance that problems at one financial
institution could be transmitted to other institutions, excessive leverage can increase the likelihood
of a general breakdown in the functioning of financial markets. This issue 15 not limited to hedge
funds, other financial institutions are often larger and more highly leveraged than most hedge
funds.

In view of our findings, the Working Group recommends a number of measures designed 1o
constrain excessive leverage. These measures are designed to improve transparency in the
system. eénhance private sector risk management practices, develop more risk-sensitive approaches
to capilal adequacy, support financial contract netting in the event of bankruptcy, and encourage
offshore financial centers to comply with international standards.

The LTCM incident hughlights a number of tax issues with respect to hedge funds, including the
tax treatment of total return equity swaps and the use of offshore financial centers. These issues,
however, are beyond the scope of this report and are being addressed separately by Treasury.

A number of other federal agencies were full participants in this study and suppott its conclusions
and recommendations: the Council of Economic Advisers, the Federal Dieposit Insurance
Corporation, the National Economic Council, the Federal Reserve Bank of New York, the Office
of the Comptroller of the Currency, and the Office of Thrift Supervision. We are grateful for their
EXtensive assistance.
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We appreciate the opportunity te convey this report to you, and we lock forward to continuing to
waork with you on these important issues.

Sincerely,
{signzd) (signed}
Robert E. Ruhin Alan Greenspan
Secreary Chairman
Department of the Treasury Board of Governors of the Federal Reserve
(signed) {signed)
Arthur Lewvitt Brooksley Born
Chairman Chairperson

Securities and Exchange Commission Commaodity Fulures Trading Commission



Apnil 28, 1999

The Honorable Al Gore
President of the Senate
LInited States Senate
Washington, D.C. 20510

Dear Mr. President:

We are pleased to transmit the report of the President’s Working Group on Financial Markets on
Hedge Funds, Leverage, and the Lessons of Long-Term Capital Management {LTCM).

The principal policy issue arising oul of the events surrounding the near collapse of LTCM 18 how
10 constrain excessive leverage. By increasing the chance that problems at one financial
institution could be transmitted to other institutions, excessive leverage can increase the hkehhood
of a general breakdown in the functioning of financial markets. This issue is not limited to hedge
funds, other financial institutions are ofien larger and more highly teveraged than most hedge
funds.

In view of our findings, the Working Group recommends a number of measures designed to
constrain excessive leverage  These measures are designed o improve transparency in the
systern, enhance private sector risk management practices, develop more risk-sensitive approaches
to capital adequacy, support financial contract netting in the event of bankruptey, and encourage
offshore financial centers to comply with intcrnational standards.

The LTCM incident highlights a number of tax issues with respect to hedge funds, including the
tax {reatment of total return equity swaps and the use of oftshare financial centers. These 1ssues,
hevwrever, are beyond the scope of this report and are being addressed separately by Treasury.

A number of other federal agencies were full participants in this study and support its conclusions
and recommendations; the Council of Economic Advisers, the Federal Deposit [nsurance
Corporation, the National Economie Council, the Federal Reserve Bank of New York, the Office
of the Camptroller of the Currency, and the Qffice of Thrift Supervision, We are grateful for Lheir
exilensive agsistance.
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We appreciate the opportunity to convey this report to you, and we look forward te continuing to
work with you on these important issues.

Sincerely,
{signed) {signed)
Robert E. Rubin Alan Greenspan
Secretary Chairman
Department of the Treasury Board of Governors of the Federal Reserve
(signed) {signed)
Arthur Levitt Brooksiey Born
Chairman Chairperson
Securities and Exchange Commission Commodity Futures Trading Commission
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EXECUTIVE SUMMARY

The President’s Working Group on Financial Markets recommends a number of measures
designed to constrain excessive leverage in the financial systern. The events in global financial
markets in the summer and fall of 1998 demonstrated that excessive leverage can greatly magmfy
the negative effects of any event or series of events on the financial systern as a whole. The near
collapse of Long-Term Capital Management (“LTCM™), a private sector investment firm,
highlighted the possibility that problems at one financial institution could be transmitied to other
institutions, and potentially pose risks Lo the fimancial system.

Although LTCM is a hedge fund, this issue is not limited to hedge funds. Other financial
institutions, including some banks and securities firms, are larger, and generally more highly
leveraged, than hedge funds.

While leverage can play a positive role in our financial system, problems can arise when
financial institutions go too far in extending credit to their customets and counterparties. The
near collapse of LTCM itlustrates the need for all participants in our financial systemn, not only
hedge funds, to face constraints on the amount of leverage they assume.

Our market-based economy relics primarily on market discipline to constrain leverage.
Bur market discipline can break down In the case of L.TCM, its investors, creditors, and
counterparties did not provide an effective check on its overall activities. Moreover, some of the
same market and credit sk management weaknesses that permitted LTCM to achieve its
extragrdinary leverage were evident in other market participants. In the immediate aftermath of
LTCM s near collapse, credit risk management practices vis-a-vis highly leveraped institutions
were tightened. But market history indicates that even painful lessons recede from memory with
time.

Therefore, the Working Group recommends the following measures:
. More frequent and meaningful infermation on hedge funds should be made public.
. Public companies, including financial institutions, should pubhcly disclose

additional information about their material finrancial exposures to significantly
leveraged institutions, including hedge funds.

. Financial institutions should enhance their practices for counterparty risk
management.
. Regulators should encourage improvements in the risk-management systems of

regulated entities.

Vil




. Regulators should promote the development of more risk-sensitive but pradent
approaches to capital adequacy.

. Regulators need expanded risk assessment authority for the unregulated affiliates
of broker-dealers and futures commission merchants.”

. The Congress should enact the provisions proposed by the President’s Working
(iroup Lo support [inancial contract netting,

. Regulators should consider stronger incentives to encourage offshore financial
centers to comply with international standards.

The Working Group will be monitoring and assessing Lhe effectiveness of the measures
outlined above.  [f further evidence emerges that indirect regulation of currently unregulated
market participants ts nat effective in constraining excessive leverage, there are several imatters
that could be given further consideration; however, the Working Group 1% not recommending any
of them at this time.

Concerns have been expressed about the activities of highly leveraged nstitutions with
respect to ther impact on market dynamics generally and vulnerable econormies in particular.
Such activity can affect markets in some circumstances and for limited periods although, as a
number of independent studies that have been undertaken so far have suggested, the activities of
highly leveraged institutians do not appear to have played a ssgrificant role in precipitating the
financial market crises of the past fow vears. Further study of this issue will be underiaken by the
Financial Stability Forum, recently established by the G-7.

This report includes a Background section that provides a description of hedge funds,
their activities and their counterparties, and also describes the events surrounding the near
collapse of LTCM. The second section, on Public Policy Issues, discusses a number of questions
raised by LTCM  In the Conclusions and Recommendations section we fully discuss the
recommendations summarized abave. This report also includes a number of appendices that
address some key topics in more detail.

" Please sec footnote 23 on page 39,



Hedge Funds, Leverage, and the Lessons of
Long-Term Capital Management

Report of
The President’s Working Group on Financial Markets

I. BACKGROUND
HEDGE FUuNDs '
A, General Description

The term “hedge fund” is commoaly used to describe a vaniety of different types of
investment vehicles that share some similar characteristics. Although it 18 not statutorily defined,
the term encompasses any pooled investment vehicle that is privately orgamzed, admimstered by
professional investment managers, and not widely availabte to the public. The primary investors
in hedge funds are wealthy individuals and institutional investors. In addition, hedpe fund
managers feequently have a stake in the funds they manage  Entities classificd as hedge funds are
commenly organized as limited partnerships or fimired liability companies, and in many cases are
domiciled outside the United States.

Hedge funds are not a recent invention, as the founding of the first hedge fund is
conventionally dated to 1949.% A 1968 survey by the Securities and Exchange Commission
(“SEC") identified 140 funds operating at that lime. During the last two decades, however, Lhe
hedpe fund industry has grown substantially. Although it 15 difficuit to estimate precisely the size
of the industry, a number of estimates indicale that as of mud-1998 there were between 2,500 and
3.500 hedge funds managing between $200 billion and $300 billion in capital, with approximately
$800 hllion ta 51 tnllion in total assets. Collectively, hedge funds remain relatively small when
compared to other sectors of the U.S, financial markets. At the end of 1998, for instance,
commercial banks had $4.1 triliion in total assets; mutual funds had assets of approximately 33

' This scction provides a summary of the key backgrownd mformenion on hedpe funds  Additional

information aboul hedge funds is presented in Appendix A of this report.

® Fora detailcd bistory ol hedge furids, see Ted Caldwell, “Lntroduction: The Model for Superior
Feclommance,™ in Hedpe Prrds: fmvesiment and Portfolio Steategies for the Institntional Tnvestor, eds. Jess
Lederman and Robert A Klein (New York: Inwin Professional Publishing, 1295), pp. 1-17.



trillion; private pension funds had $4.3 trillion; state and local retirement fiinds had $2.3 tnlhon,
and insurance companies had assets of $3.7 trillion.”

With $200 - $300 bitlion spread among approximately 3,000 hedge funds, most hedge
funds are relatively small, with the vast majority controlling less than 3100 million in invested
capital. In fact, according to commadity pool operator (“CPO”) filings with the CFTC, there are
perhaps only a few dozen hedge funds today that have a capital base larger than §1 billion, and
only a small handful that cxceed $5 billion.! The very largest hedge funds have less than $12
hillion in investor capital, although some “families” of funds have greater stakes. Although
individually and as an industry, hedge funds represent a relatively small segment of the market,
their impact is greatly magnified by their highly active trading strategies and by the leverage
obtained through their use of repurchase agreements and derivative contracts.

Apart from size, hedge funds differ in other important ways from alternative lypes of
investment vehicles. Hedge funds are able to sell securities short and to buy secunties on
leverage. While this activity 15 not unique to hedge funds, hedge funds often use leverage
aggressively. Hedge funds also charge advisory fees based on performance, and they tend to
pursue short-term investment strategies.

In general, active market participants such as hedge funds can provide benetits to financial
markets by enhancing liquidity and efficiency. Additionally, they can play a role in financial
imnovation and the reallocation of financial risk. However, some hedge funds, like other large
highly leveraged financial institutions, also have the potential to disrupt the functioning of
financial markets. Indeed, some observers have assened that hedge funds are responsible for
large and sometimes disruptive market movements in vulnerable economies. According to several
comprehensive analyses of the 1ssue, however, hedge funds deo not appear to have played a
significant role in precipitating ihe Gnancial market crises of the past few years * Turther study of
this issue will be undertaken by the Financial Stability Forum, recently established by the G-7.

There is no single market strategy or approach pursued by hedge funds as a group.
Rather, hedge funds exhibit 2 wide variety of investment styles, some of which use highly

* Source: Board of Govemnors of Uie Federal Reserve Systeny, Flow of Funtds decounts of the United States,
Fourth QJuarier 1995,

* The CFTC has limited regulatory authority over CPOs, including those CPOs that operale hedge lunds, thu
either teensact business on LS furures exchanges or that have 1.5 imegsiors and trmnsacl busingss en LS or
laceign lulures exclunges. 1t should be further noted that not all hedge funds are operated by persens required to
register a8 CPOg. For more information on CPO0s, see Appendin C.

5 sce Barry Eichengroen ol al, Fledpe Fuads and Minancral AMdarket Dynamics, Occasional Paper Nog 1ab
{Washinglon DLC.. Internaticnal Monstary Fund, 1998} and Stephen 1. Brown, William N, Gostamann, and
Jarucs M. Park, Medge Fundys and the Astan Curvency Orins of 1997, NBER Working Paper No. 6427 (Febmany
199%E).




quantitative technigues while athers employ more subjective factors. Researchers and other
industry observers therefore often classify hedge funds according to the main investment strategy
practiced by the funds’ management. Global-macro funds, for instance, take positions based on
their forecasts of glokal macroeconomic developments, while event-drven funds invest in specific
securities related to such events as bankruptcies, reorganizations, and mergers. A relatively small
set of market-neutral hedge funds employ relative-value strategies seeking to profit by taking
offsetting positions in two assets whose price relationships are expected to move in a direction
favorable 1o these offsetting positions.

Hedge funds are also diverse in their use of different types of financial instruments. Many
hedge funds trade equity or fixed income securities, taking either long or short positions, or
sometimes both simultaneously, A large number of funds also use exchange-traded futures
cantracts or over-the-counter {* OTC™) derivatives, to hedge their portfolios, to exploit market
inefficiencies, or to take outright positions. Still others are active patticipants in foreign exchange
markets. In general, hedge funds are more active users of derivatives and of short positions than
are mulual funds or many other classes of asset managers. In this respect, the trading activities of
hedge funds are similar to those undertaken by the proprietary trading areas of large commercial
and investment banks.

Hedge funds that conform to certain requirements are eligible for various exemptions from
federal securities laws  In particular, unlike mutual funds, hedge funds are exempt from SEC
reporting requirements, as well as from regulatory restrictions on leverage or trading strategics.
They also face fewer limitations on the structure and size of fees they may charge. The sponsers
of hedge funds thar trade on organized futures exchanges and that have 158 investors, however,
are typically required to register with the CFTC as a CPOQ. Registered CPOs are subject to
periodic reporting, recordkeeping, and disclosure requirements.

To avoid the registration and reporting requirements of the federal securities laws, hedge
funds generally do not raise funds via public offerings of their securities, advertise broadly, or
engage in general solicitation. Hedpe funds also typically have either no more than 100 beneficial
owTiers or require their investors to meet rgid minimum size requirements ©

Recent studies of hedge fund performance have generally found that hedge funds as a
group offer greater return, yet greater risk, than investment benchmarks such as Standard and
Poor’s S&P 500 stock index.” Not surprisingly, particular classes of hedpe funds have at times

6 Sectians ] -— limiting beneficial ownership 1o 140 persons — and 307 — limiting investment Lo
“quaiificd purchasers’ — of the Imvestment Company Acl of 1940, For a detatled discussion of these provisions,
scc Appondix B of this report.

? See. for exampde, William Fung and David Hsich, “Empirical Characteristics of Dynamic Trading
Stealegics: The Case of Hedge Funds.™ Revrew of Fingnciaf Studies 10:2 (Summer 19973 pp. 275 - 302; and
Stephen I Brown, Williain N. Goctzmaon, and Roger G. ibbotson, " O-Shore Hedge Funds: Survival and
Performance 1989 - 19957 Jaurnal of Busiress 721 (January 199%) pp. 21-117
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outperformed benchmark measures on a nsk-adjusted basis, while other classes have af times
underperformed. [nportantly, the performance of many hedge funds histortcally has not been
highly correlated with overall market performance, thus accounting for their inclusion in the
portfolios of wealthy individuals and institutional investors who seek a bread diversification of
their investments.

B. Trading Practices

Hedge funds are only one example of a collection of institutions that actively irade
securilies and derivative instruments.  An assessment of the public policy issues posed by hedge
funds might therefore benefit from a consideration of hedge funds in the broader conlext of
trading activity. In today’s economy, the markets for traded securities are performing an
increasingly important role 11 the intermediation of credit. Amaong the wide range of institutions
participating in this trading activity are hedge funds, trading desks of banks, securities firms and
insurance companies, mutual funds, and other managed funds. Some of these institutions engage
in trading activity more intensively than others.

The diverse collection of institutions, including hedge funds, that engage in trading activity
can be charactenzed by similanties in their use of mark-to-market discipling, leverage, and active
trading.

Mark-to-market

Mark-to-market practices, the disciptine ol periodically valuing positions at current market
prices, may be imposed through external accounting or regulatory requirements, or thraugh
internal risk management practices. In addition, mark-to-market practices may be imposed
through counterparties’ valuation of trading exposures and collateral. This discipling is usciul for
preventing the concealment of losses and for encouraging the timely resolution of problems.
While they may nat necessarily be required to do so, hedge funds penerally practice this disciphine.

The use of mark-to-market valuation for managimg collateral and vanation margin to
mitigate credit risk can impose cash flow and liquidity strains on a trading entity. Such liquidity
and cash low problems can be particularly severe for a lnghly leveraged trading vehicle, especially
during episodes of extreme price volatility when mark-to-market driven collaleral and margin calls
can imnpose a very shont time frame for resolving liquidity problems.

Leverage

[everage allows hedge funds to magnify their exposures and, as a direct consequence,
magnify their nisks. The term leverage can be defined in balance-sheet terms, in which case it
refers to the ratio of assets to net worth.  Alternatively. leverage can be defined in terms of risk_ in
which case it is a measure of economic nsk relative to capital. Hedge [unds obtain economic
ieverage in various ways, such as through the use of repurchase apreements, short positions, and




derivative contracts. At times, the choice of investment is influenced by the availability of
leverage. Beyond a trading institution’s risk appetite, both balance-sheet and economic leverage
may be constrained in some cases by initial margin and collateral at the transaction level, and also
by trading and credit limits imposed by trading counterpartics. For some types of financial
institutions, regulatory capital requirements may constrain leverage, although this limitation does
not apply to hedge funds. Hedge funds are imited in their use of leverage only by the willingness
of their creditors and counterparties to provide such Jeverage.

Hedgc funds vary greatly in their use of leverage. Nevertheless, compared with other
trading institutions, hedge funds’ use of leverage, combined with any strugtured or illiguid
pasitions whose full value cannot be realized in a quick sale, can potentially make them somewhat
fragile institutions that are vulnerable to liquidity shocks. While trading desks of banks and
securilies firms may take positions similar to hedge funds’ investrnents, these organizations and
their parent firms otten have both hquidity sources and independent strgams of income from other
activities that can offset the nskiness of their positions.

Like banks and securities firms, but unlike most mutual funds, hedge funds lever their
capilal bases to increase their total asset holdings by a multiple of the amount of capital invested
in the funds. CPO reports, however, suggest that the significant majority of reporting hedge
funds have balance-sheet leverage ratios {total assets to capital) of less than 2-to-1. There are, of
course, important exceptions. According to September 1998 CPO filings, at least ten hedge funds
with capilal exceeding $100 million leveraged their capital more than ten times, At the extreme,
Lhe most leveraged hedge funds in this group levered their capual more than thiny times

Active trading

Active trading, which i1s tymcal of hedge funds, is a practice in which investment positions
are changed with high frequency. Such trading may be conducted to maintain a desired risk-
return profile as market prices flucwate, or it may be conducted to attempt to profit from short-
term changes i prices. While turnover in hedge funds’ portfolios differs widely, the typical hedge
fund’s use of active trading strategies is closer to that of financial intermediaries” proprietary
trading desks than to a mutual fund or pension fund.

Active trading slrategies rely on market liquidity and access to credit to meet funding
needs. However, an entity’s ability to trade actively can diminish either because creditworthiness
CONCerns cause counterparties to cut trading and credit limits or because of a broader
disappearance of market liquidity. The inability to execute active trading strategies can lead to
unexpectedly large mark-to-market losses as positions that had been thought of as modifiable
exposures become longer-term posttions.




(.. Disclosure and Manitoring

A trading entity 15 often subject to disclosure and monitoring of iis financial condition, and
these requirements can serve ta limit the trader’s activities. Trading desks of a few majar banks
and securities firms are constrained by imernal nsk management functions, by risk-based eapital
requirements,® and by public disclosure of the (irms’ overall trading activity.” No such limitations
apply, however, to hedge funds. In fact, hedge funds are subject to fewer pubiic disclosure
requirements and less monitoring than many other financial institutions,

Disclosures by hedge funds to counterparties and investors are often made using
accounting and balance-sheet concepts. While such information includes notional amount and
market value of dervatives contracts, the typical accounting statement is still not informative
about the risk profile of trading activity {e.g., the nature of the exposures te market risk snd credit
risk).

D. Counterparty and Credit Relationships

[n order for hedge funds to conduct their active trading and to employ leverage, it is
neocssary for them to enter into business relationships with other entities. This section describes
the nature of these relaiionships.

Credit exposures

Credit exposures between hedge funds and their counterparties arise primarily from
trading and iending relationships, such as through derivatives and repurchase agreement (“repo™)
transactions.'® These exposures, which are often reciprocal, are created when changes in market
prices cause the replacement values of transactions to rise abave their value at inception. Thus, a
default of either the hedpe fund or the counterparty would cause a loss to the other panty because
the transactions can only be replaced at the market prices prevailing after default,

* Banks’ Trding activily is subject to nsk-bascd regubtiory capital requirements. Secunlics (irns arc also
subject Lo regulatory capilal requircments,

* Forexample, some banks disclosc both the prospoitive and reirospective volatility of their trading revenues
in the form of both value-at tisk (" VaR™) and the realized vanability of trading revenues,

" A repurchase agrecinent (“repa”) is the sale of 4 secunity, often — though not always .- 3 1.5, govermment
ebligation or other highly liquid mstrument. al a specificd price coupled with a simultancous agrecment ta buy
back the sccunty on a specified future date, usually a1 a fined or determinable price. A reverse repurchase
agreement is Lhe perchase of a scourity with an agreement to sell it back. Thus, mom ihe perspective of one parly
these coupled transactions constitnte a repo and 10 the other partly, a reverse repo. Tolerest ormally flows io 1he
previder of funds {the party doing the reverse repo) from the provider of securities (the party doing the repo).
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The credit exposure of a typical transaction has two components, the current credit
exposure and the potential future exposure. The current credit exposure at a moment in time is
the market value of the contract, and represents the replacement cost of the contract if one party
to the transaction defaults at that moment. The potenuial future exposure is an estimate of the
possible increase in the contract’s replacement value from the pomnt of view of a particular firm
over a specified interval in the future, such as between the time of a potential default and the time
the coumerparty is able 10 replace the contract.

In addition to the credit exposures stemming from trading relationships, further credit
exposure may be realized by counterparties when they extend credit to hedge funds through credit
lines. Hedge funds can face considerable liquidity nisk through mismatched cash flows of assets
and habilities. Revolving lines of credit and broker loans are sometimes used 10 bridge these
mismatches. However, these credit lings often entail mgh costs, and thus are not typically used
for establishing leverage. Hedge funds can achieve economic leverage in their positions mare
cheaply v other ways, such as through repo and derivatives transactions,

Counterparties manage these exposures through a variety of safeguards including due
diligence, disclosure, collateral practices, credit limits, and momtoring,

Due diligence and docomentation

Due diligence reviews by extenders of credit to hedge fund customers typicaily include
assessments of. offering circulars or private placement memorandums, partnership agreements,
performance history; invesiment authority, management ability and reputation; capital, including
size, growth, investor conceniration, and management share of the capital base, risk profile
implications of the fund’s investment and trading styles; liquidity, including types of positions and
investar withdrawal rules; leverage. including on- and off-balance-sheet leverage, and fit with
liquidity of positions; risk management; and front and back office operations.

In addition 10 such reviews, maintaining up-to-date documentation of &ll cutstanding
contracts is an important component of credit-risk management. Generally, signed master
agreements are reguired prior 1o initiation of transactions. I[n cases where a continuing business
relationship has not been established and master agreements have not been signed, “full”
confirmations containing many of the provisions found in a master agreement are used. Master
agreements usually inelude standard 1SDA (International Swaps and Derivatives Association} and
IFEMA (International Foreign Exchange Master Agreement) default clauses, supplemented with
additional termination events covering the dissolution or liquidation of the fund, the resignation of
the fund’s general partner or principals, or decreases in net asset values beyond a certain
threshold.



Information provided to counterparties

Banks and securities firms typically immpose on-gaing financial reporting reguirements on
their hedge fund customers as part ol their credit-risk assessment and risk-management process.
Such reporting usually includes audited annual financial statements, quarterly financial statements,
and monthly net asset value statemenis.

The variability of a hedge fund’s financial position and risk profile, however, makes
traditional tools of financial statement analysis less effective in assessing the credit exposure to a
hedge fund. As noted in a 1994 Bank for International Settlements (“BIS™) repoart on public
disclosure of risks arising from trading activily, traditional accounting-based information is not
zlone sufficient to describe the risks associated with trading activity.'! That report emphasized the
importance of information about the volattlity of trading portfolio values, both retrospectively and
prospectively, for assessing a counterparty’s creditworthiness. While such information 13
produced by most nsk-managernent information systems, the degree to which that information is
drawn upon in reports to trading counterparties still varies widely.

Given the limitattons of the typical financial statement for timely assessment of a hedge
fund’s trading risks, banks and securities firms supplement traditional financial analysis with
occasional on-site visits and gualitative evaluations of the fund’s sk management practices,
trading strategics, and performance. Such guahlative evaluations, hawever, may not eliminate
counterparties’ need for better quantitative information.

Collateral practices

Because of the difficulties of assessing the creditworthiness of hedge funds, counterparties
typically use collateral as a risk mitigation device. (Generally, unsecurced credit extension occurs
enly if sufficient information is available to assure the creditor that the borrower’s credit risk is
low In practice, the degree of collateralization tends to vary with the creditworthiness of the
borrower. For higher-risk counterparties, or counterparties for which eredit related information is
unavatlable or too costly to acquire, credit exposures are more likely to be collateralized, A
trading counterparty may be asked to post collateral if the current credit exposure rises, or if the
creditworthiness of the counterparnty deteriorates. In addition, collateral may be required to cover
the potential future exposure cither at inception or upon subsequent pertodic review,

While collateral can mitigate credit risk in trading relationships, it does not climinate it.
For cxample, the liquidity support provided to a hedge fund may be withdrawn during pericds of
stress when it is most needed. This vulnerability of the fund, in turn, can affect other hedge fund
counterparties, especially those that use collateral to control credit risk, In other words, the
requiretnent to cover the mark-to-market exposure with collateral can foster a [alse sense of

" Bank for Intervational Setllemzots, Public Divclosure of Market and Credit Risks b Frrancial
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security because a hedge fund's ability to post ¢ollateral may evaparate, leaving the counterparty
that relies on collateral with the unsatisfactory prospect of liquidating positions 1n a declining
market. Thus, counterparties typically use callateral in eonjunction with other methods of credit
exposure management.

While collateral is now used to a greater degree than in the past, before last fall, greater
competition for hedge fund business by banks and secunities firms appeared to have loosened
collateral terms and conditions. In many cases, banks and secunties firms did not require
collateral for potential future exposure. In addition, one-way collateral agreements in which the
hedge fund was required to post collateral to the dealer, but not vice versa, gave way to
reciprocal collateral agreements where either party could be required to post coliateral, depending
on the direction of the credit expoesure. Such arrangements were typical only for the more
cstablished market participants,

More recently, because of the information problems associated with hedge funds and the
volatility of hedize fund net asset values, banks and sgcurities firms now usually require collaterat
on their exposures (o hedge fund customers. Cenerally, collateral is required to cover the current
credit exposure or current replacement value. Even though the aption to make daily collateral
calls exists, to reduce the need for frequent small transfers ol collateral, some business is
conducted on a loss-threshold basis under which additional coliateral is not required until a certain
replacement value amourt 15 exceeded. The current exposure thresholds that trigger coliateral
calls are usually small, however, and current replacement values are generally well collateralized.

Credit limits

Credit hmits on counterparty exposures are an unportant credit-risk management tool that
serve to controd credit-risk exposures through diversificalion. Like other sources of credit risk for
banks and securities firms, credit exposures 1o hedge funds arising from both trading activities and
dirgct lending are subject to credit hruts. Credit limits may take the form of an overall limt
across all product and business lings, and sub-limits may be applied at the level of individual
products. Limuts may also be applied at the industry level — for instance, to kedpe funds asa

proup

The size of a credit himit imposed by a creditor is based upon the counterparty’s
creditworthingss, and limits are applied to hedge funds as determined by an assessment of their
relative returns and risks. The adequacy of spreads relative to the risks involved, comparcd to
other business opportunities, plays a role in the dialogue between business units and the risk-
management function in the setting of credit and trading limits.

The nature of the credit exposure, such as the maturity, or whether secured or unsecured,
16 also a factor in determining the size of a credit hmit. In addition, when netting arrangements
are enforceable, a credit imit may be apphed to the net exposure as well as the gross amount
The metric in which the exposure is measured can be a nominal amount, the current market value,



or & measure of potential exposure. Depending on the products comprising the exposure, the
limit may be applied to @ combination of all three measures.

Maonitoring

Monitoring of credit exposures is an important part of credit-risk management. This
monitoring may cover both an on-going assessment of the counterparty’s financial condition as
well as monitoring the status of the current exposure. The monitoring systems include on-going
financizl reporting requirements, as well as daily mark-to-market valuation of exposures.

The daily monitoring of exposures and the active management of exposurc and collateral
levels can help control the credit risk in a trading relationship. For example, some warning of
problems may be inferred if a customer’s ability to post coliateral becomes irregular. Such
procedures may identify potential problems. allowing timely adjustment of trading and credit
limits, or in an gxtreme case, a more arderly unwinding of positions.

For the assessment of changes in the financial condition of a counterparty, monitonng of
exposures provides only a partial view of a hedge fund’s condition because a dealer’'s own
transactions with the hedge fund might not reveal the fund’s overall risk profile.

THE LTCM EPISODE
A. Background

Long-Term Capital Management, L.P. (“LTCM™) was founded in early 1594, Although
LTCM itsell is a Delaware limited partnership with its main offices in Connecticut, the fund that it
operates, Long-Term Capital Ponfolio, 1P, (*the LTCM Fund,” or “the Fund™) is a Cayman
1slands partnership.'* LTCM sought to profit from a variety of trading strategies, including
convergence trades’™ and dynamic hedging.'* L.TCM’s principals inciuded individuals with
substantial reputations in the financial markets and especizally in the economic theory of financial
markets. From iis ingeption, LTCM had a prominent position in the community of hedge funds,
both bacause of the reputation of its principals, and also because of its large initial capital stake

"2 The LTCM Fund was the invesunenl vehicle for a mumber of feeder finds, which were stmactured o mect
s tax, regulory, or aceonnting concerns of different classes of investors from different countries.
1 Comvergence trading {also semciimes known as relaive value arbiimge) miers g the prchice of taking
ollsctling posilions i two related sccuntics inthe bopes that Uie price gap between the two seourities will nwve i
a favorable dircclion. In some cases, there is an underlying reason why the faverable celative price changes ar
thaught 1o be ingvidable, while i olhers the trade 8 more putely speculative.

" Dvnamic hedging refers to the practice of managing nonlinear price risk exposure {4.¢., from options)
through active rebalancing ol underlying positions, rather than by arranging offseiting ledpes direcily.
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The LTCM Fund produced returns, net of fees, of approximately 40 percent in 1995 and
1996, and slightly less than 20 percent in 1997 At the end of 1997, LTCM retumed
approximalely $2.7 billion in capital to its investors, reducing the capital base of the fund by about
36 percent to $4.8 billion, Despite this reduction in its capital base, however, the hedge fund
apparently did not reduce the scale of its investrnent posilions. Put another way, the managers of
the Fund decided to increase its balance-sheet leverage by reducing its capital base rather than by
increasing its positions.

Approximately 80 percent of the LTCM Fund’s balance-sheet positions were in
gavernment bonds of the (-7 countries {wiz., the U'nited States, Canada, France, Germany, {taly,
Japarn, and the Umted Kingdom), Wevertheless, the Fund was active in many other matkets,
inchuding securities markets, exchange-traded futurcs, and OTC denivatives. Its activity was also
geographically diverse, encompassing markets in North America, Europe, and Asia. Specifically:

. The LTCM Fund participated in government bond markets, mortgage-backed
securities markets, corporate bond markets, emerging bond markets, and equity
markets. The LTCM Fund held long and short positions in these markets, and
supperted these pasitions in many cases through repo and reverse repo agreements
and securities lending agreements with a targe number of other market participants.

- The LTCM Fund 1ook on (utures positions at about a dozen major Ratures
exchanges worldwide, including some very sizable positions. These were primarily
concentrated in two areas — interest rate (including bond) futures and equity
itdex futures.

v The LTCM Fund engaged in OTC denivatives contracis with several dozen
counterparties. These positions included swap, forward, and option contracts, and
were predominantly focused on interest rates and equity markets.

- The LTCM Fund participated in the foreign exchange markets to suppon its
activities in multiple national markets. Although the Fund sometimes held open
foreign exchange positions, it was not substantially engaged in efforts to profit
from foraign exchange fluctuations.

s The LTCM Fund’s involvement in the markets for physical commodities, 1if any,
was neghgibie.

Owerall, the distinguishing features of the LTCM Fund were the scale of its activities, the
large size of its positions in certain markets, and the extent of its leverage, both in terms of
batance-sheet measures and on the basis of more meaningful measures of risk exposure in refation
to capital. The Fund reportediy had over 60,000 trades on its baoks, mcluding long securities
pasitions of over 350 billion and short positions of an equivalent magnitude. At the end of
August, 1998, the gross notional amounts of the Fund’s contracts on futures exchanges exceeded
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$500 billion, swaps contracts more than 3730 billien, and options and other O1C derrvatives over
$£150 hilhen.

Moreover, the Fund held large relative positions in several markets, such asin U.S. and
foreign futures exchanges. For example, a number of the Fund’s futures pesitions represented
more than [ive percent of open interest, and in a few cascs, well above ten percent. Relative to
daily turnaver in those markets, the scale of the fund’s posihons were even larger. 1n addition,
the LTCM Fund also held very significant positions in specific securities.

With regard to leverage, the LTCM Fund’s balance sheet on August 31, 1998, included
over $125 billion in assets. Even using the January |, 1998, equity capital figure of $4.8 billion,
this level of assets still implies a balance-sheet leverage ratio of more than 25-10-1. The exient of
this leverage implics a great deal of risk. Although exact comparisons are difficult, it is likely that
the LTCM Fund’s exposure to cerfain market risks was several times greater than that of the
trading portfolies typically held by major dealer firms.

The LTCM Fund’s size and leverage, as well as the trading strategies that it utilized, made
it vulnerable (o the extracrdinary financial market conditions that emerpged following Russia’s
devaluation of the ruble and declaration of a debt moratorium on August 17 of last year. Russia’s
actions sparked a “flight to quality” in which investors avoided risk and sought out liquidity. Asa
result, risk spreads and liquidity premiums rose sharply in markets around the world. The size,
persistence, and pervasiveness of the widening of nsk spreads confounded the nisk management
models employed by LTCM and other participants. Both LTCM and other market participants
suffered losses in individual markets that greatly exceeded what conventional risk models,
estimated during more stable penads, suggested were probable. Moreover, the simultanecus
shocks ta many markets confounded expectations of relatively low correlations between market
prices and revealed that global trading portfolios like LTCM's were less well diversified than
assutned. Finally, the “flight to quality™ resulted in a substantial reduction in the liquidity of many
markets, which, contrary to the assumptions implicit in their models, made it difficult to reduce
exposures quickly withoul incurring further losses.

B. LTCM’s Near Failure

On July 31, 1998, the LTCM Fund held 341 billion in capital, down about fifteen percent
from the beginning of the year. During the single manth of August, the LTCM Fund suffered
additional losses of 1.8 billion, bringing the loss of equity for the year to over fifty percent The
Fund's capital base was now $2.3 billion, and LTCM reported to investors that it was seeking an
mpection of capital.

During the first two weeks of September 1998, concern about LTCM was a major topic
of conversation in the financial markets. The L' TCM Fund suffered substantial further losses and
found it difficult to reduce its positions because of the large size of those positions. In addition,
as its condition deteriorated, previously flexible credit arrangements became more rigid and the
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daily mark-to-market valuations for collateral calls by counterparties became more contentious.
These factors added to the liquidity pressures facing LTCM.

By Friday, September |8, these liquidity pressures, together with continuing declines in
the Fund’s capital, were causing sericus concerns among the Fund’s principals about the ability of
the Fund to continue meeting 1ts cash flow obhigations in the event of further shocks to its market
value. As LTCM's efforts to raise new capital remained unsuccessful, its condition was also a
source of major concern to numerous market participants. These market participants were
congerned about the possibility that LTCM could abruptiy collapse in the very near term and
about the consequences that such a collapse might have on what already were extremely fragile
world markets,

By September 21, the LTCM Fund’s liquidity situation was bleak. Bear Stearns, LTCM's
prime brokerage firm, had required LTCM to collateralize potential settlemnent exposures,
reducing the fund’s overall liquidity resources. LTCM s repa and OTC derrvatives counterparties
were seeking as much collateral as possible through the daily margining process, in many cases by
seeking to apply possible liguidation valees to mark-to-market valuations. The cash-flow strains
were raising the risk that the LTCM Fund would be unable to mest payments due at the end of
September. Moreover, in the absence of additional inyjections of liquidity, further unfavaorable
market movements could have led to a default as soon as Wednesday, September 23. Thus, a
very short penad of tinie remamed for the participants to explare resolutten aliernatives. While
LTCM’s plight had been known to some market participants to varying degrees, no one had as
vet stepped forward to offer an alternative that would avoid a default.

The primary trading counterparties and creditors to the LTCM Fund were themselves the
firms maost exposed in a default scenario. These firms had played an important role in allowing
LTCM to build up such large posithions, The seliSinterest of these firms was to find an alternative
resolution that cost less than they could expect to lose in the event of defaul,

On Tuesday, September 22, a Core Group of four of the most concerned counterparties
began seriously exploring the possibility of mutually beneficial alternatives to default. The main
alternative the Core Group focused on came to be known as the consortium approach and
imvaived the recapitalization of the LTCM Fund through mutual investments by its major
counterparties in a recently set up feeder fund and a relatively small investment in a newly set up
limired liabiiity company which became a new general partner of the LTCM Fund. Under this
approach, the stake of the onginal owners would be written down 1o 10 percent and the
cansortium would acquire the remaining 90 percent ownership share, as well as operational
control of LTCM.

Following lengthy discussions in the afterncon and evening of September 23, fourteen
firms agreed to participate in the consortium. The Federal Reserve Bank of New York provided
the facilities for these discussions and encouraged the firms tnvolved to seek the lcast disruptive
solution that they believed was in their gwn collective self-interest. The agreement was reached
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only after the firms inwvolved became convinced that no other alternative to default was possible.
The agresment followed the unraveling of a last minute alternative resolution which was
presented to LTCM late in the morning of September 23, Another investor group had offered to
purchase LTCM’s portfolio, and at that time, all discussions related ta the consortium approach
were suspended. The consortium discussions reconvened only after il became clear that this
alternative would not take place. '

The firms participating in the consortium invested about $3.6 hillion in new equity in the
fund. and in return received a 90 percent equily stake in LTCM's pertfolio along with operational
contral. The responsibility and burden of resolving LTCMs difficulties remained with the
counterparties that had allowed the hedge fund te build up s positions in the first place. The
principals and investors in LTCM suffered very substanuial losses on their equnty stakes m the fund
when their claim was reduced to ten percent,

. The LTCM Fund Achieved Extraordinary Levels of Leverage and Risk

Assessed against the trading practices of hedge funds and other trading institutions
discussed above --- namely, mark-to-market, leverage, and active trading — and disclosure and
monitering requirernents, the LTCM Fund stood out with respect to #ts opaqueness and low
degree of cxternal momtoring, and its hugh degree of leverage. At the time of its near-failure, the
L.TCM Fund was the mast highly leveraged large hedge fund reporting to the CFTC. The
combination of L TUM Fund's large capital base and high degree of leverage allowed it to hold
more than 3125 billion tn total assets, nearly four imes the assets of the next largest hedge fund.
LTCM then faced severc market liquidity problems when its investments began losing value and
the tund attempted to unwind some of its pasitions. The liquidity prohlems faced by LTCM were
compounded by the large size of its positions in certain markets.

Although its mark-to-market valuations called LTUM s managers’ attention to the Fund’s
problems wel] before the Fund's net worth was exhausted, individual counterparties — partly
because there were so many — were not necessarily aware of the depth of LTCM s liquidity
problems. MNeither were the balance sheet and income statements that LTCM provided to its
counterparties very informative about the Fund's risk profile and concentration of exposures in
certain markets. This opaqueness of LTCM’s nisk profile is an important part of the L.TCM story
and raises 2 humber of concerns regarding credit-risk management and counterpany trading
relatignships.

First, the LTCM Fund was abte 10 acquire positions thal proved large enough to strain irs
ability to manage the resulting market and liquidity risks. An issue here is whether the LTCM
Fund’s investors and counterparties were aware of the nature of the exposures and risks the hedge

" his allernative offcr is described more fully by William J. McDonough, President of the Federal Reserve
Banok of New York, in his statenent and subsequent testimomy bofnre the House Commilige on Ranking and
Financial Services, denng ns Oclober 1, 1998, hearng on hedge fund operations.
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fund had accumulated, such as the Fund’s exposure to market hiquidity and funding hquidity risks.
They almost certainly were not adequately aware since, by most accounts, they exercised minimal
scrutiny of the Fund’s risk-management practices and nisk profile,

This insufficient monitoring arose, in part, because of LTCM’s practice of disclosing only
minimal infermation to these parties, information such as balance sheet and income statements
that did not reveal meaningful details abourt the Fund’s nsk profile and concentration of exposures
i certain markets. In LTCM’s case, this muimmal level of disclosure was tolerated because of the
stature of its principals, its impressive track record, and the opportunity for the Fund’s investors
and counterparties to profit from a significant relationship with LTCM. LTCM's willingness to
bear sk also made it an attractive counterparty for those firms seeking to hedge their own
gxposures. Thus, the main limitation on the LTCM Fund’s overall scale and leverage was that
provided by its managers and principals.

A related concern is whether the LTCM Fund's counterparties were lulled into a4 false
sense of security based solely upon their collateral arrangements with the Fund. Counterparties’
current credit exposures were in most cases covered by collateral. However, their potential future
exposures were likely not adequately assessed, priced, or collateralized relative to the potential
price shacks the markets were facing at the end of September 1998, and relative to the
creditworthiness of the LTCM Fund at that ime. Funther, expectations about the ability to collect
on ¢ollateral calls were probably unrealistic for an entity like the LTCM Fund, particularly in the
market environment of last Fall. Thus, counterparties that were relying on vanation margin to
manage credit risk were left with the unsatisfactory prospect of liquidating coilateral and closing
out exposures in a declining market.

A further 1ssue concerns the degree to which the management of credit risk in trading
relationships should take account of the link between market risk, hquidity risk, and credit risk.
The fall-oul from recent market shocks shows the need to go beyond value-at-risk and polentiai
future exposure models built only on very recent price data that may underestimate both the size
of potential shocks to risk factors and their correlation. 1t appears that some of the risk madeis
used by LTCM aref its creditors and counterparties were flawed

While nearly all major trading firms make use of nisk-measurement models to estimate the
amount of risk being assumed, the decision about how much estimated risk can be safely borne for
each dollar of capital 1s one that depends ultimately on the judgment of the firm's managers.
Aithough it is not known how large a margin of ecror LTCM s principals allowed for in their
estimates of the risks they were assumning, 1t is clear that LTCM’s models underestimated the risk
they were taking and the eflect of their own positions in markets. Prior to this episode, LTCM
maintained that the LTCM Fund’s positions embodied risk similar to that of investing in the S&P
500 index on an unleveraged basis but were essennally uncorrelated with equity returns. LTCM s
creditors and counterparties may have accepted this contention or had risk models which
produced similar results.




Although individual counterparties imposed bilateral trading limits on their own activities
with LTCM, none of its investors, creditors, or counterpartics provided an effective check on its
overall activities, Thus, the only limitation on the LTCM Fund’s overall scale and leverage was
that provided by its managers/principals. From their perspective, the desire to maximize returns
{and management fees) on each dollar of invested capital naturally created an incentive to increase
leverage. In this setting, the principals, making use of internal risk models, determined the
frontier for safe operation of the fund.

A poaint whose significance was apparently missed by LTCM and its counterparties and
creditors was that, while LTCM was diversified across global markets, it was not very well
diversified as Lo strategy. It was betting in general that hquidity, credit and volatility spreads
would narrow from historically high levels. When the spreads widened instead n markets across
the world, LTCM found itself at the brink of insolvency. In retrospect, it can be scen that LTCM
and others underestimated the likelihood that liguidity, credit and volatility spreads would move in
a similar fashion in markets across the world at the same time.

Mareover, not only did liquidity, credit and volatility spreads widen, but the liquidity of
many markets dried up. This compounded the problem faced by LTCM's creditors, because a
liquidation of LTCM's positions would have been disorderly and could have had adverse market
effects on their positions and that of many other market participants. The possibility of this
situation occurring was not fully considered by either LTCM or its creditors.

This raiscs the issue of how events that are assumed to be extreme and very improbable
should be incorporated into risk-management and business practice, and how they should be dealt
with by public policy. The risk management weaknesses revealed by the LTCM episode were not
unique (o 1L.TCM and its creditors and counterparties. Financial market participants have made
significant progress in recent years in strengthening risk-managemcnt capabilities Nevertheless,
as new technology has fostered a major expansion in the volume and, in some cases, the leverage
of transactions, some existing risk models have underestimated the probability of severe losses.
This shows the need for ensuring that decisions about the appropriate level of capital for risky
positions become an issue that is explicitly considersd; when outlier events are omitted from risk
models, such decisions are made by default. While newer maodels arc endeavoring to reflect such
new realities more accuratcly and realistically, policy initiatives that are aimed al simply reducing
default likelihoods to extremely low levels might be counterproductive if they unnecessanly
disnupt trading activity and the intermediation of risks that support the financing of real economc
activity.

The larger issug raised by LTCM is how to enhance the robustness of trading activity.
Specific concerns include how to constrain the build-up of fragile positions with cxicessive
exposure to risk without impeding trading activity that is needed to provide Liquidity and absorb
market shocks. Better credit discipling in trading relationships can help in both of these areas.
First, improvement in credit discipline can prevent the build-up of large or concentrated exposures
whose liquidation might destabilize markets, as appeared to have happened in the case of LTCM.
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Second, better information about counterparties can reduce the likehhood of surprises aboul a
trader, and make a destabilizing pulling back by counterparties less likely. Beyond changes in risk
appetites that cause investors {0 withdraw from markets, doubts about a trader’s creditworthiness
also can impair the trader’s ability to continue trading during periods of market turmoil. Thus,
greater confidence about credit exposures in trading relationships will strengthen the ability of
markets to withstand shocks.

One consideration regarding the possible approaches to managing the credit nsk problem
is that each has different costs and liquidity implications for different types of traders. In addition,
market participants aJso have diverse levels of creditworthiness. Thus, the costs and benefits of
alternative credit-risk control arrangements are different across market participants, and such
differences probably shauld be taken into account in policy initiatives.

D. Counterparty Losses and Market Disruptions That May Have Resulted from a Default
of LTCM '

A default by the LTCM Fund would have caused counterparties to move quickly to limit
their exposures. These risk-limiting moves may have required the liquidation or replacernent of
positions and collateral in the many markets where the LTCM Fund held sizable positions at
depressed prices. These very actions in a markel Lhat, last September, was already suffenny from
a substantial reduction in liquidity could have resulted in significant losses. LTCM itself estimated
that its top 17 counterpartics would have suffercd various substantial losses — potentially
between $3 billion and §5 billion in aggregate — and shared this information wath the [ourteen
firms participating in the consortium. The firms in the consertium saw that their losses could be
serious, with potential losses to some (irms amounting to $300 million to $500 nullion each.
Moreover, if the LTCM Fund had defaulted last September, the losses, market disruptions, and
the pronounced lack of liquidity could have been more severe if not for the use of closeout.
netting, and collateral provisions.

LTCM s trading activities and counterparties
I.TCM’s counterparties and the assets that they traded included the following.

Prime Broker. Like most hedge funds, LTCM centralized much of its custodial,
recordkeeping, clearance, and financing services with a single firm. This bundle of services 1
typically referred to as prime brokerage and generally includes the following: providing mtraday
credit to facilitate foreign exchange payments and securities transactions. providing margin credit
1o finance purchases of equity securities; and borrowing securities from investment fund managers
on behalf of hedge funds to support the hedge funds™ short positions (thus allowing investment
Funds to aveid direct exposure to hedge funds). LTCM’s prime broker was. and still is, Bear
Stearns.
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Futures elearing firms. At the time of the LTCM Fund’s near tailure, Bear Stearns alsp
served as a clearing firm for LTCM's U.S. exchange-traded futures activity, white Merrill Lynch
was the clearing firm for its trades on foreign futures exchanges. As such, the role of these
clearing firms was to guaranice LTCM’s positions with the relevant futures cleannghouses, thus
bearing significant credit exposure to the LTCM Fund. Both Bear Stearns and Merrill Lynch
required L. TCM to post customer margin required by the futures exchanges, including both imtial
margin and, to cover the changing mark-to-market value of the LTCM Fund’s futures positions,
daily varation margin.

Repo and reverse repo counterparties. The LTCM Fund conducted repo and reverse
repo transactions on U.S. and other government securities with approximately seventy-five
counterparties.

OTC derivatives counterparties. The LTCM Fund engaged in OTC derivative
(ransactions with about fifty counterpartics. ln mast cases, the current mark-to-market exposure
was collateralized. Some counterparties were even holding collateral to offset potenual future
exposure. In some cases, the LTCM Fund held very substantial GTC denvatives positions related
to reference assets that were not actively traded. There was little liquidity 1n these specific
instruments, even under normal circumstances.

L.oan counicrparties. For liquidity management, LTCM had arranged for syndicated
credit facilities involving several dozen banks. Much of the credit available was not drawn on
until the time of the near-collapse of the fund, however, and was not a major factor in the fund’s
build up of leverage.

Market liquidity in Sepfember 1998 and petential effects of an LTCM default

In assessing the effect of an LTCM default in late September 1998, 1t is helpful to recall
that the market turmoi! of the summer (and particularly August) had already caused sizable
trading losses at many financial firms. These losses led to a general pullback in firms® willingness
to take on risk positions and was evident in the “flight to quality” observed during this period. A
severe decling in overall market liquidity was apparent in increased levels of excess bank reserves
and a decline in repo and reverse repo positions — both indicative of a desire among firms to
conserve liquidity. LTCM itself experienced substantial difficulty in reducing the LTCM Fund’s
risk positions during this period, even though it was nat attempting to reduce al! of its positions at
the same time.

As noted above, the LTCM Fund held a great variety of relatively large positions with
numeraus trading partners, Those positions, combined with the market volatility and lack of
liquidity might have led to a series of dramalic and punishing events for LTCM’s (rading
counterparties and the markets themselves in the event of a default by the LTCM Fund.




By the time the LTCM Fund got into serious financial difficulties, Bear Stearns had ceased
to provide intraday clearing credit. However, Bear Stearns was still a major securities lending
counterparty with the LTCM Fund, putting it in a paosition similar te the Fund’s repo and reverse
repo counterparties. In closing out these transactions, the LTCM Fund's counterparties would
have rapidly sold or purchased securities in the market. Because the cost of closing out their
positions might have proved greater than the realized value of the securities or cash held as
coMateral by repo, reverse repo, or securities lending counterparties of the LTCM Tund, these
counterparties were still exposed to losses in the event of a default by the Fund.

Like its olher counterparties, the LTCM Fund's OTC derivatives counterparties would
have had to re-balance their portfolios in an effort to reduce risk brought on by a default of the
Fund. All of these counterparties would have needed to re-establish positions and hedges related
to any contracts upon which the LTCM Fund had defaulted. The cost of closing out these
positions might have proved greater than the value of the collateral ultimately realized. The risk
of loss would have been particularly high for derivatives counterparties of the Fund who were
exposed to illiquid risk positions that would have been even mere difficult to hedge or liquidate
last Sgptember,

Finally, given that their syndicated lines of credit to LTCM were largely unsecured, the
providers of the credits discussed above would have lost nearly all amounts autstanding under
these loans.

The effect of closeout and netting in mitigating losses

As described above, the losses suffered by the LTCM Fund's trading counterparties in the
event of a default would have been considerable. This would have been true even though the U 5.
Bankruptey Code makes an exception to the automatic stay with respect to contractual rights 1o
net and closgout positions in certain financial contracts in the event of default. However, the use
of closeout and petting rights by these countcrparties, which is not subject to the automatic stay,
may have mitigated these losses and tempered any ensuing instability in the market. In the event
of default, these rights, in general, contribute to the stability of markets as a whole by reducing the
potential size of credit exposures and thus lowering the probability that the inability of one market
parlicipant to meet their obligations will cause others to be unable meet their obligations {£.e.,
damino effects).

Closeout, or termination, refers to the right under a master agreement to terminate ane or
mote contracts immediately upon certain specified events and to compute a termnation amount
due 10, of due from, the defauling party. The termunation amount is generally based upon the
value of the contract at the time of closeout. The ability to terminate most financial market
contracts upon an event of default is central to the effective management of market risk by
financial market participants like the trading counterparties of the LTCM Fund. Without these
rights, parties are left with uncertainty as to whether the contracts will be performed, resulting in
uncontrollable market risk. By providing for termination of a contract upon the default of'a
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counterparty, a participant can remove uncertainty as 10 whether a contract will be performed, fix
the value of the contract at that point, and attempt to re-hedge itself against its market risk.

Closeout goes hand in hand with netting, another valuable legal right which operates as a
risk-reducing mechanism whenever a party to a financial contract defaults. Netting refers to the
right 10 set off. or net, claims or payment obligations between two of more parties — with the
goal of artiving at a single obligation that runs between these parties. Under current U.S. law,
financial institutions in the United States can net and ¢loscout a variety of financial contracts
without fear that a bankruptey court will try to reverse such procedures vis-a-vis a counterparty
that has defaulted. Moreover, closeout netling in connection with financial transactions of the
type undertaken by the LTCM Fund generaily is exempt from being temporarily blocked by the
aulomatic stay that usually applies upon a filing of a bankruptcy petition.

In financial transactions like those described in this section — securities lending and
borrowing; futurcs purchases, sales, and clearing; repo and reverse transactions, and OTC
derivatives contracts — netting can serve to reduce the credit exposure of counterparties to a
tailed debtor and thereby limit “domine failures” and systemic risk. The ability to net may also
contribute te market liquidity by permitting more activity between counterparties within predent
credit limits ™ This added liquidity can be important in minimizing market disruptions duc to the
failure of a market participant.

Potential market impact of disorderly liquidation

In addition to the eredit losses that LTCM’s credilors and counterparties would have
suffered. a default also could have had broader consequences for the markets in which these firms
were active. First, the liquidation and closing out of positions could have penerated significant
movements in markel prices and rates, affecting the market value of positions held by the LTCM
Fund’s counterparties as well as by other market participants. Second, the resulting rush by the
Fund’s counterparties and others to reappraise their credit risks, coupled with an increase in
uncertainty, could have exacerbated the broader decline in market liquidity, making it more
difficult for market participants to manage risks. Third, those firms with exposures 1o LTCM
could have encountered increased concerns about their own credit standing, with & resulting rise
in their cost of obtaning funds.

The LTCM Fund’s counterparties and creditors were facing the risk posed by the impact
of a default by the 1.TCM Fund in the unusual market environment prevailing in late September.
By that time, worldwide investor confidence had already reached a low ¢bb. Although markets
were already operating in a low interesi-rate environment, the flight to safety further reduced the

1% Although an individnal counterpany’s gross positions with the LT K Fund might arguably have been
smaller if they had been unable to rely an netuing, this may not mean wat the Fund’s gross positions would have
been sigpificantly smaller. Tt is possible thal the LTCM Fund would have assumed (he samc gross pasitions by
dealing with more cownlerpanics.
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yield on the longest-maturity U.S. Treasury bond 10 a thirty year low on Friday, September 18,
During the previous month, interest rate spreads had widened substantially, while equity markets
around the world had suffered significant declines. The level of economic uncertainty as
measurcd by market volatility had risen while higundity was declining. Finally, most major market
participants had already suffered significant trading losses during August and September, and
were anxious to avoid further losses.

In the midst of these extraordinary market conditions, a default by the LTCM Fund could
have had effects different from a default during less unsettled market condttions. The LTCM
Fund’s counterparties would have had to manage the effects of the direct credit losses from the
default as well as further indirect eflects if the default accelerated a flight to salety and liquidity
that was already occurring.

Effects of the use of collateral by LTCM's trading partners

The parties to many of the transactions referred to in this seclion often rely on collateral
from their counterparties. Current credit exposure under OTC contracts can be collateralized,
current exposures under securilies lending, repo, and reverse repo transactions are in effect
collateralized, and the use of margin in futures trading is a form of collateral-taking. The right to
liguidate assets held as collateral wathout judicial approval in the event of a bankruptcy is very
important to the preservation of liquidity among financial market participants. Together with
closeout rights and netting, the use of collateral can effectively reduce current credil risk in
financial contracts.

However, there can be limits to the benefits of using collateral. Those firms relying on
collateral posted by LTCM, particularly the counterparties to OTC derivatives trades with the
I.TCM Fund, generally did not demand collateral based upan calculations of potential future
exposure. Ifits collateral holdings did not reflect potential future exposure, then a firm selling
collateral provided by LTCM in the event of a default would still have been exposed 1o the
difference hetween the value of the collateral and the value of the closed-out financial contract at
the titne the collateral was sold. Given how much financial markets can shift — and the extremely
unsettled market conditions last September — these (ypes of losses could have been considerable
in the event the LTCM Fund had defaulted on its obligations.

When illiquid assets are posted as collateral, they can be diflicult to sell in the event of a
default, particularly in times of market stress. This probably would not have been the case with
LL.TCM, given that much of the collateral pledged by the firm consisted of government securities
for which there was a very liquid market. However, as is discussed later in this report, in the
cvent the L.TCM Fund had declared bankruptey in its chartering jurtsdiction, the Cayman Islands.
there is some legal uncertainty as to whether Lhe rights of its counterparties to liquidate coltateral
under the U8, Bankruptey Code would have been delayed. This may have provided a further
incentive to the LTCM Fund’s creditors 1o avold a bankruptcy scenario. (An amendment to the
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U % Bankruptcy Code proposed by the Working Group would create a sounder legal basis for
relying on the right to liquidate collateral in future such cases.)
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II. PUBLIC POLICY ISSUES
LEVERAGE AND RISK

The public policy issue raised by market participants’ use of leverage is, first, determining
the proper balance between the benefit leverage confers to markets and the potential systemic risk
posed by high levels of leverage 1f it is determmed that, from time to time, existing mechanisms
do not adequately limit the use of leverape, resulting in unacceptably high levels of systeric nisk,
then the question becomes one of how best to address this concern.

Leverage allows an investor to take on higher risks, including those risks that arc shed by
others. Thus, the leveraged exposure of investors with higher risk appetites can be a vehicle that
allows a larger number of nsk-averse investors to reduce their risks. While the leverage that
supports the reallocation of nsk provides benefits, it can be fragile. In a volatile market, high
levels of leverage increase the likelihood that a leveraged entity will fail, in part because the size of
potential losses can seriously deplete and even wipe out the entity’s net worth.

When leveraged investors are overwhelmed by market or liquidity shocks, the risks they
have assumed will be discharged back into the market. Thus, highly leveraged investors have the
potential to exacerbate instability in the market as a whole. The outcome may be direct losses
inflicted on creditors and trading counterparties, as well as an indirect impact an other market
participants through price changes resulting from the disappearance of investors willing to bear
higher risks. The indirect impact is potentially the more serious effect. Volatility and sharp
declines in asset prices can heighten uncertainty aboul credit nsk and disrupt the intermediation of
credit. These secondary effects, if not contained, could cause a contraction of credit and liquidity,
and ultimately, heighten the risk of a contraction in real economic activity

The leverage employed by hedge funds is acguired through derivatives transactions,
repurchase agreements, short sales, and direct financing. In probably all cases, these exposures
are collateralized at current market value However, i the case of LTCM., the potential future
exposure was not adequately collateralized relative to the creditworthiness of the LTCM Fund or
to the potential price shocks the markets were facing in Seplember 1908,

Banks and securities firms have viewed hedge funds as desirable trading customers. For
instance, dealers earn trading revenue from the funds’ transactions flows without directly bearing
the risks undertaken by the funds. Hedge funds’ willingness to take on risks also may make it
casicr for dealers to execute hedging transactions to shed unwanted risks. Competition for hedge
fund business may have led to a gradual erosion of nsk management practices with regard to
some hedge fund customers, and certainly with respect ta the LTCM Fund in particular.
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A. Measuring Leverage and Risk

Placing direct constraints on leverage presents certain difficulties. Given investors’
diverse exposures 1o risk. and differences in their links to other market participants, requiring a
uniform degree of balance-sheet leverage for all investors does not seem reasonable. First,
balance-sheet leverage by itself is not an adequate measure of risk. For any given leverage ratio,
the fragility of a portfolio depends on the market, credit, and liquidity risks m the portfolio. In
addition, a high capital requirement based on balance-sheet concepts alone might induce fund
managers to shift their risk-taking activities to more speculative trading strategies as they seek to
meet rate-of-return targets on the required capital. 1t could also induce managers 10 mMove 1o oft-
balance-sheet risk-taking strategics such as through the use of derivatives.

An alternative measure 1o balance-sheet leverage is the ratio of potential gains and losses
relative to net worth, such as value-at-risk relative to net worth, An advantage of such a
statistical measure is its ability to produce a morc meaningful description of leverage in terms of
risk A disadvantage is the potential pitfalls in measuring value-at-risk, such as through faulty or
incomplete modeling assumptions or narrow time horizons. These issues suggest that enforaing a
meaningful regulatory capital requirement or leverage ratio for a wide and diverse range of
investment funds would be a difficult undertaking.

An alternative tool for indirectly influencing excessive leverage is credit-risk management.
Credit-risk management can help to constrain the leverage employed by significant market
pacticipants, including hedge funds, thereby reducing systemic risk. The diversity of the credit
risk and liquidity profiles of borrowers has led creditors to use a variety of toals to contrel credit
risk. Public policy iniliatives relating to hedge funds should build upon those practices that have
worked well, and should encourage their use and improvements in their implementation.

Collateral, capital, information, and the price of credit. Collaleralization and the use
of credit-risk spreads on eredit exposures, including trading exposures, offer alicrnative ways of
managing these same types of credit risk. The method which is chosen wypically depends on the
relative costs 1o the customer of the collateral and the credit spread thal provide equivalent
compensation to the creditor for the credit risk.'” With collateralization, collateral provided by
the borrower provides protection to the lender agamst losses fram default. When credit-nisk
spreads are used, the lender’s capital and loan-loss reserves provide protection against losses from
default, and the credit spread on the loan provides compensation to the lender for the cost of
capital and reserves, plus a risk premium. For customers who can easily provide information
demonstrating their creditworthiness, credit may be acquired on an unsecured basis because the
credit risk spread is ol lower cost than the cost of providing collateral. Supervisors and regulators
of banks and securities firms usually have not interfered in private choices regarding different

" For a comumerzial property developer, providing the propeny as collareral is typically cheaper thao paying

e unsecured credit risk spread, whils for i highly creditwornthy corpomte borrower. issung unsccurcd ngles may
he cheaper than providing callaterml,
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approaches to managing credit risk, as long as prudential standards are satisfied. For instance, in
regulatory bank capital requirements, collateralized derivatives exposures have lower capital
requirements than uncollateralized exposures, but the decision to collateralize has remained with
the counterparties to Lhe transaction.

Tradeoff between credit and liquidity risk. Another example of the diversity in credit
risk management practice is in the use of varation margin. Variation margin can reduce the credu
exposure in a derivative transaction, but only at the cost of imposing mgher liquidity risk on the
counterparties. For highly creditworthy counterparties, the cash-flow management demands of
daily variation margin can impose costs that exceed the benefit from credit risk reduction. For
other counterparties, however, the benefits of lower credit risk resulting from vanatien margin
may exceed the costs imposed by higher liguidity risk. Thus, allowing diversity in credit-risk
management practices can result in a more efficient financial system.

B. Private Counterparty Discipline and Government Regulation

The primary mechanism that regulates risk-taking by firms in a market economy is the
market discipling provided by creditors, counterparties {including financial contract
counlerpartics), and investors. In principle, if a firm seeks to assume greater risks, either by
increasing the riskiness of its asscts or by increasing its leverage, creditors will respend by
increasing the cost or reducing the availability of credit to the firm. The nising cost or reduced
availability of funds provides a powerful economic incentive for firms to constrain their risk-
takmg.

Counterparty discipline can serve as an effective tool to miligate the risks of excessive
leverage. The constraint on leverage imposed through counterparty credit terms can oceur
directly through trading and credit limits or initial margin, and indircctly through credit spreads on
transactions that would iower the returns from leveraged positions. The exercise of credit
discipline in trading relationships has the potential to provide a balance between the bencfits and
risks of leverage. The counterparty’s assessment af its ability to shoulder the credit exposure to
the leveraged entity should constrain leverage below excessive levels. Such counterparty
discipline, however, failed to constrain leverage adequately in the case of LTCM.

Such market discipling tends to be effective when creditors have the incentives and the
means Lo evaluate the riskiness of the firm to adjust credit terms accardingly. 1n some cases,
however, cither the incentives or the means are lackmg. Incentives will be reduced or eliminated
if creditors do not percetve themselves to be adversely aftected by increases in the firm’s level of
risk. In pariicular, if the firm’s obligations arc guaranteed by a financially strong third party (e.g.,
a government), its creditors may be indifferent to its level of risk. 1f the firm is able to obtain

'"* This decentralized approach to managing credit risk, overall, as worked rcusomably well Al tle end of
19498, for example, total eredit losses from OTC dermvalives at US baeks were enly 0.21 of a percontage poinl of 1he
averape outslanding credit exposure Tor the year. In 1997, the figure was less than (.03 of 3 perocentage paoinl
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financing from unsophisticated creditors — for example, from retail investors — those creditors
may not have the means to accurately evaluate the firm’s riskiness and, therefore, may not insist
on credht terms commensurate with the firm’s level of nisk.

Even when creditors have the incentives and means to provide market discipline, risk-
taking will not always be effectively constrained, Evaluation of the riskiness of firms 15 mberently
difficult, and errors in evaluation and/or judgement are probable. Thus, business failures and
losses to eredilors will occur. I general, however, the failures and losses that have occurred have
been small relative to the benefits of a market economy,

Consequently, in our market-based economy, market discipline of nisk taking is the rule
and government regulation is the exception. Gernerally, government regulation becomes necessary
because of market failure or the failure of the pricing mechanism to account for all social costs.
Government regulation of markets is largely achieved by regulating financial intermediaries that
have access ta the federal safety net, that play a central dealer role, or that raise funds from the
general public. Any resort to government regulation should have a clear purpose and shauld be
carefully evaluated in order to avoid unintended outcomes.

BANKRUPTCY ISSUES
A, Closeont Netting

The LTCM episode raises some issucs mvolving the U.S. Bankruptcy Code. The first
involves clarifying the ability of certain counterparties to exercise their rights with respect to
closeout, netting, and higuidation of underlying collateral in the event of the filing of a bankruptcy
petition without regard to the Bankrupley Code’s aulomatic stay.

These provisions, which the President’s Working Group on Financial Markets urged
Congress last year to expand and improve, arc generally recognized ta be important to market
stability. They serve 10 reduce the likelihood that the procedure for resolving a single insolvency
will trigger other insolvencies due to the creditors’ inability to control their market risk. In other
words, this protects the market from the systemic problem of “domino failures.”

Nevertheless, in cerlain circumstances, a simultaneous rush by the counterparties of a
defaulting market participant to replace their coniracts could put pressure on market prices To
the extent that the default was due to fluctuations in market prices in these contracts, this pressure
might 1end to exacerbate those fluctuations, at least in the near term. This problem could be
significant where the defaulting debtor had large positions relative to the size of the market.

The possibility of a debtor defaulting during volatile markets where the debtor had large

positions relative to the size of certain markets was the specter created by the potential default of
the LTCM Fund. In the highly volatile markets of September 1998, the failure of the LTCM
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Fund would have left a number of creditors with open market positions sulrject to cxtreme
volatility. Termination of those contracts would have required counterparties 1o replace contracts
that they held with the LTCM Fund in the relatively near term. However, had termimation not
beer available to the 1.TCM Fund’s counterparties in the bankruptcy process, the uncertainty as
to whether these contracts would be performed would have created great uncertainty and
disruptions in these same markets, coupled with substantial uncontrollable market risk to the
counterparties. The inability to exercise closeout netting rights could well have resulted in an
even worse market situation if the LTCM Fund had filed for bankruptcy than the exercisc of such
righls in this situation.

B. Transnattonal 1ssues

The bankruptcy of any financial entity doing business in a number of markets ar¢und the
world raises a number of legal issues that are incapable of resolution by any single country’s laws
or judicial policies. As such, the bankruptey of the LTCM Fund would in all likelihood have been
a drawn-out and expensive process for LTCM, any affected creditor, and any bankruptey court.
However. two amendments to the Bankrupicy Code might have led to greater legal certainty for
any LTCM Fund bankruptcy proceeding in the U.S. They involve: {1) whether the ™ mam”
insolvency proceeding of hedge funds like the LTCM Fund, that are organized abroad but have
substantial 1.5, operations, should take place in U.S. courts under 1J.5. law and (2} the ability of
counterparties of bankrupt foreign debtors to liquidate their U.S, collateral promptly. Both of
these issues have been addressed by bankruptey reform legislation under consideration by the 115
Congress,

The Bankrupicy Code normally geverns the bankruptcy of nonbank debtors in the United
Stales. However, like many hedge funds, the LTCM Fund was a partnership organized in the
Cayman Islands. Although the management of the Fund was effected through a Delaware limited
partnership located in Connecticut — a separate entity called Long-Term Capital Management,
L.P. — it is believed that the Fund itself would have sought bankruptcy protection i the Cayvman
Islands courts, under Cayman law. Had that been the case, any LS. bankruptcy proceeding
would likely have been ancillary to the main Cayman lslands proceeding.

Section 304 of the U.S. Bankruptey Code (“Section 3047) specifies general criteria for
determiming whether a U.S. bankruptey court should defer to a foreign bankrupiey proceeding
such as the one that probably would have occurred with the LTCM Fund and its affiliates.
However, the Bankruptey Code does not clearly address when a debtor’s “ main™ insolvency
proceeding must take place in the LS, courts, In 1997, the United Nanons Commssion on
International Trade Law {(* UMCITRAL™) approved a model statute establishing clear conventions
to differentiate between a * main” insolvency proceeding and a “non-main” proceeding for debtors
located in more than one jurisdiction, which would better facilitate the marshaling and distribution
of a debtor’s assets. Amendments to ULS, and foreign bankruptcy laws based on the UNCITRAL

language would make it much more likely that with entities like the LTCM Fund, whose main
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place of business is the U.S., the U.S. bankruptcy proceeding would be the ® mam’”, and not an
ancillary, bankruptcy proceeding.

If a hedge fund like the LTCM Fund were to declare bankruptey in a non-U.S. jurisdiction
like the Cayman lslands, Section 304 permits a recciver appointed by the non-U 8. court to seck
an injunction (a “Section 304 Injunction”) in a U.§. bankruptcy court. Amang other things, the
foreign receiver can try 1o use the injunction 1o freeze temporarily actions by U8, creditors that
affect the bankrupt party’s U S assets. If LTCM had declared bankruptcy m the Cayman [slands,
its Cayman receiver could have sought a Section 3(+4 Injunction prohibiting at least temporatily
the liquidation of U.S. collateral pledged by LTCM to its counterparties. Even a temporary delay
in the liquidation of cllateral could have had detrimental financial consequences for those patties
holding that collateral.

1t should be noted that when the main bankruptey proceeding oceurs in the U S, creditors
have clear rights to liquidate collateral held under a wide range of financial contracts. The
weakness under current law is the treatment of collateral by U.S. enlities when the L1.§.
proceeding is ancillary to a main proceeding taking place abroad. 1t is also possible that in the
case of an LTCM Fund bankrupicy in the Cayman 1slands, some trading counterparties of LTCM
would have liquidated collateral despite a pending Section 304 Injunction favering a Cayman
receiver, litigating any resulting claims.

However, an amendment to the Bankruptcy Code recently proposed by the Working
Group would likely prevent the use of the Section 304 Injunction by a foreign receiver to (hwart
counterparties ol a bankrupt entity from selling collateral they hold from that entity, where the
main bankruptcy proceeding is held outside the U 8. Enactment of this amendment would
enhance the repulation of the U.S. market by providing greater legal certainty that collateral can
be sold when it is needed most. Along with the previously discussed UNCITRAL-based
proposal, these changes in law would likely improve the disposition of a bankruptcy of a hedge
fund.
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M1, CONCLUSIONS AND RECOMMENDATIONS

The central public policy issue raised by the LTCM episode is how to constrain excessive
leverage more effectively. As events in the summer and fall of 1998 demonstrated, the amount of
leverage in the financial system, combined with aggressive risk taking, can greatly magnify the
negative effects of any event or series of events. By increasing the chance that problems at one
financial institution could be transmitted to other institutions, leverage can increase the likelthood
of a general breakdewn in the functioning of financial markets.

Although LTCM is a hedge find, this issue is not limited to hedge funds. Other financial
institutions, including some banks and securities firms, are larger, and generally more highly
leveraged, than hedge funds. LTCM, with total assets of 3129 billion at the end of 1997, was
significantly larger than any other reporting hedge fund family at that time. Only 11 reporting
hedge fund familics, including LTCM, had total assets exceeding $10 billion at the end of 1997,
At the end of 1998, LTCM s total assets were 389 billion. The notional amount of LTCM s total
OTC derivatives position was $1.3 triilion at the end of 1997 and $1.5 trillion at the end of 1993,
LTCM's balance sheet leverage was 28-to-1 at the end of 1997

By comparison, at the end of 1998, the five largest commercial bank holding companies
had total assets ranging from 3261 .5 billion to $617.7 billion, and the replacement value of their
derivatives ranged from $20.6 billion 10 $61.6 billion. The five largest investment banks had total
assets that ranged from $154 billion to 3318 billion, and the replacement value of their derivalives
ranged from $10 billion to $22 billion. 1n addition, six commereial bank holding companies and
two investment banks had notignal derivatives amounts of well over 31 trillion in December,
1998, The averape balance sheet leverage of these large commercial bank holding companies and
investments banks is also significant. At year-end 1998, the five largest commercial bank holding
companies had an average leverage ratio of nearly |14-to-1, while the five largest investment
banks' average leverage ratio was 27-to- 1.

While leverage can play a positive role i our {inancial system, resulting in greater market
liquidity, greater credit availability, and a more efficient allocation of resources in our economy,
problems can arise when financial institutions are not disciplined in extending credit to their
customers and counterparties. The LTCM episode well illustrates the need far all participants in
our financial system, not only hedge funds, to face constraints in the amount of leverage they can
ASSUME.

Commercial and investment banks have more diverse sources of revenue, as well as mare
diverse funding sources, than hedge funds, and hence they may be more able than hedge funds to
ride out periods of market turbulence. In times of market turbulence, however, banks and
securities firms may have more inflexible cost structures than hedge funds, due to significantly
higher fixed operating expenses, and they may also have more illiquid assets. This may tend to
offset the benefits of the more diverse sources of revenues and funding enjoyed by banks and
securities firms, At the same time, banks, broker-dealers, and futures commission merchants
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{'FCMSs") are subject to federal government oversight that addresses nsk management systems,
public disclosure, and capital requirements.

To constrain the leverage of hoth regulated and unregulated financial entities, our market-
based ecanomy relies primarily on the discipline provided by creditors, counterparties, and
investors. 1f a firm seeks to achieve preater leverage, its creditors and counterparties ardinanily
will respond by increasing the cost or reducing the availability of credit to the firm. History tells
us, however, that creditars, counterparties and investors from time to time misjudge their risks,
and that semetimes they become complacent in their risk assessments in an attempt to achieve
higher returns. Reasons for believing in the general effectiveness of private market discipline
include:

. Banks and securittes firms have both the incentives and the capabilities to use risk
management practices that apply effective counterparty and credit discipline to
protect the capital and profitability of the firms.

. Sharchelders of banks and securities firms can exert pressure on management 1o
reduce excessive risk taking if there is adequate transparency so that investors can
make assessiments concerning an entity’s risk taking. Hedge tunds that are
perceived to be taking excessive risks may face withdrawals and may have trouble
attracting new invesfors.

. Hedpe funds and other financial institutions cannot achieve significant leverage
without the credit and clearing services of the large banks and securities firms that
are at the center of the securities and derivatives markets.

If one looks at the history of financial markets, however, it 1s also true that market-based
constraints can break down in good times as creditors and investors become less concerned about
risk, and fail to tanage risk appropriately. In the case of LTCM, market discipline seems to have
largely broken down. LTCM appears to have received very generous credit terms, even though it
took an exceptional degree of risk. The breakdown in market discipline was made possible by
risk management weaknesses at LTCM as well as at the large banks and secunities firms that were
I.TCM counterparties. In some cases sound policies were in place, but the pressure to generate
profit seems to have caused actual practices to deviate from those pohcies.

Reviews by banking regulators and by the SEC indicate that financial firms did not fully
understand LTCM’s risk profile and that some may not have adequately contemplated the market
and liquidity risks thal would have arisen if LTCM had defaulted. As the complexity, volume,
nterrelationship, and, in some cases, the leverage of transactions increased, the existing risk
management procedures underestimated the probability of severe losses.

Complacency during favorable econamic times also contributed to an atmosphere which
gave rise to inadequate review and excessively liberal credit terms. In this atmosphere, the
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incident also raised questions concerming transparency and the adequacy of disclosure by highly
leveraged institutions to their investors, creditors and counterparties m the markets in which
I.TCM was active. In any event, many of LTCM’s counterparties did not establish meaningful
limits on their exposures to LTCM.

The risk management weaknesses revealed by the LTCM episode were not unique to
LTCM and its creditors and counterparties. Some of these weaknesses were also evident, albeit
to a lesser degree, in investment and commercial banks’ dealings with other highly leveraged
counterparties, including other investment and commercial banks.

Even if market participants had better information and more fully understood the risks of
their investments, their motivation is to protect themselves but not the system as a whole. Every
firm has an incentive to restrain its risk taking in order to protect its capital, and firm managers
have an ingentive to protect their own investments in the firm. No firm, however, has an incentive
Lo limit its risk taking in order to reduce the danger of contagion for other firms,

In the immediate aftermath of the LTCM episode, banks and securities firms have
tightened their credit nsk management policies vis-a-vis highly leveraged institutions. The
heightened emphasis on risk management occurred not ooty due to the problems created by the
LTCM episode, but also due to the increased global market instability brought on by the debt
problems in several countries and the emerging markets in general, During the last quarter of
1998 financial institutions constrained the hedge fund industry by withdrawing capilat and
tightening credit standards. The hedge fund industry was further constrained by its own losses on
certain investments. Recently, banks and securities firms have begun to loosen thewr credit
relationships with hedge funds by easing the tighter conditions imposed in the fourth quarter of
1608, although there has not at this time been a return to the levels witnessed in the summer of
1998,

Market history indicates that even painful lessons recede from memory with time. Some
of the risks of excessive leverage and risk taking can threaten the market as a whole, and even
market participants not directly involved in imprudently extending credit can be affected.

Therefore, the Working Group sees the need for the following measures:

. more frequent and meaningful information on hedge funds should be made public;

. public companies, including financial institutions, shauld publicly disclose

additional information about their material financial exposures to significantly

leveraged mstitutions, including hedge funds;,

. financial institutions should enhance their practices for counterparty risk
management;
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» regulators should encourage improvements in the risk management systems of
regulated entilies;

* regulators should promote the development of more risk-sensitive but prudent
approaches to capital adequacy:

. regulators need expanded risk asscssment authonity for the unregulated affibates of
broker-dealers and futures commission merchants:”

. the Congress should enact the provisions proposed by the President’s Working
Group to support financial contract netting in the United States; and

. regulators should consider stronger incentives to encourage off-shore centers to
comply with international standards.

(iven the nature of today's global financial markets, the Working Group believes that it
will be important thal similar steps are taken in other countries, where relevant,

The Working Group has also considered some possible additional actions that could be
given consideration if further evidence emerges that indirect regulation of currently unregulated
market participants is not working effectively to constrain leverage. These possible additional
achions are described in the final section of this chapter (section & below), although the Werking
Group is not recommending any of them at this time.

1. Dvisclosure and Reporting

Improving wransparency through enhanced disclosure 1o the public should help market
participants make better, more informed judgments about market integrity and the
creditworthiness of borrowers and counterparties.

. Currently, the scope and timeliness of information made available abaut the
financial activities of hedge funds are Lmited. Hedge funds should be required to
disclose additional, and more up-lo-date, information to the public. For hedge
funds that are commodity pools, the Commodity Paol Operator (“CPO”} filings
currently may provide the best vehicle for conveying this information.

- CPOs that currenily report to the CFTC and exceed a certain de minimus
size threshold, including those who manage hedge funds, should file
quarterly reports rather than annual reports. Currently, these reports are
filed on an annual basis. In addition, Lhe reports that CPOs file with the
CFTC could include more meaningful and comprehensive measures of

1% Sec footnelc 23 on page 39,
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market tisk (e.g, value-al-risk or stress test resuits), without requinng the
disclosure of proprietary information on strategies or positions. These
individual financial reports should be published.

- For hedge funds that are not currently registered as CPOs, a means for
disclosure should be developed to ensure that similar financial information
is provided to the public. For these hedge funds, Congress would need to
enact fegislation that authorizes mechanisms for disclosure. Such
legislation should be solely for the purpose of promoting public disclosure.
All hedge fund reporting could possibly be consolidated in a single
mechanism.

- Congress should enact legislation granting any additional authority
neccessary to achieve these goals.

Public companies, including financial institutions, should publicly disclose a
summary of direct material exposures to significantly leveraged financial
institutions. To the extent coverad, these entities should be ageregated by sector
(¢.g. commercial banks, investnient banks. insurance companies, hedge funds and
others). Public companies’ exposures ta significantly leveraged financial entities,
including commercial banks, investment banks, finance companies, and hedge
funds, may be in the form of equity, loans, or other credit exposures. Currently,
neither SEC rules ntor generafly accepted accounting principles directly address
disclosure requirements for companies with matenial exposures 1o significantly
leveraged financial institutions. The interiocking nature of the financial exposures
of highly leveraped finaneial institutions with each other leads to the potential
contagion effect of financial difficulty originating initially i one firm. Requiring
public companies to disclose their direct matertal exposures to significantly
leveraged financial entities could serve to reinforce private market discipline upon
these firms.

- The proposed disclosure could be required to be incorporated in the
Management’s Discussion and Analysis or Description of Business in
pertodic financial statemnents. Such disclosures should be accompanied by
appropriate information and analyses regarding how exposures are
measured as well as the quality and diversification of exposures to highly
leveraged institutions, The disclosures would be included in the periodic
reports (e.g., Form 10-K, Form 10-Q}) filed by public companies wath the
SEC.

- The proposed disclosures would be expected to apply to all public
companies, including non-financial public companies, that have direct
exposures (0 significantly leveraged financial institutions, as defined, that
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are individually or in the aggregate {a) material to the investor’s financial
statements, or {b) could have a matenal effect on the investor’s financial
statements resulting trom losses due to possible economic events or
condilions.

- The precisc nature of these regulations would be determined by the SEC,
taking into account public comments through the normal rule-making
process.

z. Supervisory Oversight

Banking, securities, and futures regulators should monitor and encourage improvements in
the risk managemenl systems of regulated entities. The bank regulators have recently issued new
guidance on these 1ssues. They must continue to be vigilant that this puidance 15 tollowed,
including through the use of their examination authority. Banking, securities and futures
regulators also need to follow market developments and practices in order to determine whether
existing guidance is being followed and whether additional guidance is necessary.

. Regulators of banks, securities firms, and FCMs should ensure that they address
the risk management weaknesses that have been identified. Bank regulators should
draw on the analyses and rccommendations of the Basle Committee on Banking
Supervision’s recent report outlining sound practices for banks’ interactions with
highly leveraged institutions. Secunties and futures regulatlors may wish to
consider drawing on the upcoming lnternational Organization of Securitics
Commissions {“*IOSCO™) studies.

. Bank repulators should ensure that entities for which they have responsibility
implement sound practices appropriate to the scale and complexity of the credit
services they provide, investments they make and liabilities they incur, For
example, bank regulators’ guidance could address, where appropriate; the need 1o
stress test credit, as well as market risk profiles; and the appropriateness of 100%
financing on reverse repurchase agresments.

. Banks should ensure that counterparties develop meamngful measures of potental
future credit exposure. These measures should be used to help sel exposure imits.
Supervisors shouid encourage banks to develop policies setting out the
circumstances in which potential future exposures should be collateralized.

s The SEC should ensure that securities firms follow similar prudential practices in
their counterparty and credil refationships. The SEC should also encourage
securities firms to do the same with their unregulated affiliates. The CFTC should
ensure that FCMs follow similar prudential practices in their counterparty and
credit relationships, and encourage their unregulated affiliates to do the same.
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U S. banking regulators have recently addressed a number of concerns by issuing
guidance concerning:

(a)
(b)

(c)

(d)

the credit approval process and ongoing monitoring of credit quality,

limits on counterparty credit exposurcs and the exposure management
PTOCEss;

improving procedures for estimating potential future credit exposures and
stress lesting; and

the use of collateral.

in particular, US banking regulators have recently notified banks that examiners
will be looking at the following points:

{a)

(b)

(c)

(d)

(e)

{f)

Y

Senior management and boards of directors must understand the strengths
and weaknesses of thetr risk measurement systems, including madel risk,
liquidity risk, and risk of breakdown of historical correlations among
different instruments and markets.

Seniar management and boards of directors must have a realistic
assessment of their tolerance for losses in adverse markets.

The mterconnection of matenal nisks, wncluding market, credit, and hquidity
risks. needs ta be integrated into credit and risk management decisions.

Steps should be 1aken to minimize operational errors, such as unconfirmed
trades and unsigned master agreements.

Iegal risks, including contract enforceability and uncertaimties concerning
different legal regimes in different countries, must be clearly understood
and controlled.

The credit standards applied with respect to trading activities should be
consistent with the aoverall credit standards of the bank.

The risk oversight functions of banks must possess independence,
authority, expertise, and corporate stature.

The SEC will issue non-public inspection findings to scveral large broker-dealers,
addressing the strengths and weaknesses of their particular credit nsk management
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structure, credit control procedures, and implementation of credit and other
policies.

3. Enhanced Private Sector Practices for Counterparty Risk Management

As suppliers of credit implement improved standards, their own financial safety and
soundness will be enhanced. In turn, they will impose greater discipline on borrowers,

. Financial institutions should continuously review their own risk management
procedures.
. As a group, financial institutions should also draft and publish enhanced standards

for risk management. Areas to be addressed should include:

{a)

(b)

(c}
(d)
(e)
()
(g)

()

)
(k)

the credit appreval process and ongoing monitaring of credit quality,
including the availability of information on counterparties and 1ts use in
making credit decisions;

procedures for cstimating potential fulure credit exposures, including stress
testing to gauge exposures in volatile and illiquid markets, and model
validation procedures, including back-testing.

approaches to setting limits an counterparty credit exposures,

appropriate measurement of leverage and risk;

approaches to limit concentration of credit exposures;

approaches to limit concentration of exposures to particular markets;

fuller integration in risk management practices of the connections between
credit and market risks,

procedures for exercising judgment given the inherent limitations of
models;

policies regarding the use of collateral to mitigate counterparty credit risks,
valuation practices for derivatives and collateral,

procedures {or close-out and liquidation of contracts and collateral, and
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{1) procedures to consider legal dsks in credit decisions, such as those
stemming from questions concerning the [egal authority of a counterparty
to enter into a contract and the uncertainties arising from different
jurisdictions’ insolvency laws, commercial codes, and recognition of netting
and termunation rights.

* In this context, twelve major internationally active banks and securities firms have
formed the Counterparty Risk Management Policy Group (“CRMPG™). This
group is developing standards for strengthened nsk management practices for
banks, secunities firms, and others that provide credit-based services te major
counterparties in the derivatives and securities markets.

. Additicnally, the International Swaps and Denvatives Association has recenthy
(March, 1999} issued a review of collateral management practices that drew
lessons from collateral managers’ experiences during the LTCM episode and other
recent periods of market volatility. The review set out 22 recommendalions for
enhancing collatcral management practices and an action plan for facilitating their
implementation.

. Also, the Institute of International Finance, Inc., has recently issued its “Report of
the Task Force on Risk Assessment” (March, 1999}

. Private sector efforts by counterparties 1o collect and share credit information
¢ould be helpful (sce Appendix F), consistent with the anti-lrust laws.

. A group of hedge funds should draft and pubhsh a set of sound practices for their
risk management and internal controls, Such a study should discuss market risk
measurement and managemend, liquidity risk management, identification of
concentrations, stress testing, collaterai management, valuation of positions and
collateral, segregation of duties and internal controls, and the assessment of capital
needs from the perspective of hedge funds. [n addition, the study should consider
how tndividual hedge funds could assess their performance agawnst the sound
practices for investors and counterparties.

4. Capital Adequacy

Prudential supervisors and regulators should promote the development of more risk-
sensitive approaches to capital adequacy.

. The Basle Committee on Banking Supervision should proceed to revise the Capital
Accord in order to align capital requirements mere closely with the actual risks
taken by financial institutions. These efforts include greater difterentiation among,
claims (or instruments or counterparties) based on credit quality.
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. The capital treatment applied 1o the credit exposure from a denvatives transaction
should be similar to that of a commercial loan to the same counterparty, after
taking into account the nature of any underlying collateral.

. Derivatives which have the same or almost identical market nisk charactenstics as
the underlying instruments should have similar capital charges for such market risk.
{Separate capital treatment 15 needed to address their credit risk.)

. Value-at-risk and other risk models should be subject to validation procedures,
including rigarcus back-testing, consistent with the Basle approach, in order to
confirm the reliability and stability of their results.

. To determine the effect on exposures from low probability bul high impact events,
counterparties should conduct meaningful stress tests.

* Regulators in offshore banking centers meed to be encouraged 1o impose
internationally-agreed capital standards on banks in their jurisdictions.

+ The SEC should explore more risk-sensitive approaches to capital for securities
firms, building on its experience with its “broker-dealer lite™ approach 1o capital
for denvatives affiliates of broker-dealers. While alternative approaches should be
explored, however, it is not the mtent of this recommendation that capital
requirements for broker-dealers should be reduced.

. The bank regulators and, to the extent possible under the existing regulatory
scheme, the SEC, should carefully manitor the use of “double leverage,”
particularly where the borrowing is of a short-term nature. Borrowing by a
holding company that effectively funds an cquity position in a broker-dealer or
bank can result in problems and lead to excessive leverage. While market
discipline may serve to constrain excessive double leverage, regulators should be
vigilant on this issue and take necessary steps if an institution appears 1o be
carrying this practice beyond what prudence would supgest.

5. Expanded Risk Assessment for the Iinregulated Affiliates of Broker-Dealers and Futares
Commission Merchants

The currert authority of the SEC. the CFTC, and the Treasury Department to require
financial information about the unreguiated affiliates of broker-dealers and FCMs should be
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enhanced to monitor the risks posed by these market participants and the highly leveraged
institutions which are their counterparties.™

One way to improve supervision would be to enhance the SEC’s and CFTC's risk
assessment authority to include expanded reporting, recordkeeping, and examination authority for
matertal unregulated affiliates of broker-dealers and FCMs, along with consistent expansion of the
Treasury's authority under the Government Securities Act.” Although the information ¢urrently
gathered from broker-dealers and FCMs relating to their major unregulated affiliates, or * Material
Associated Persons”™ {* MAPs"™), is generally useful, it should be enhanced to provide a more
comprehensive picture of the potential rnsks that an unregulated affiliate might pose to its related
firm and to the financial system *

For these reasons. there should be statutory changes to grant the SEC, the CFTC and the
Treasury expanded risk assessment authority over broker-dealer and FCM unregulated affiliates *

. As part of their enhanced risk assessment autharity, the three regulators should be
authanzed to require broker-dealers, FCMs, and their unregulated affiliates to
report credit risk information by counterparty. The reporting of this additional
information would provide a comprehensive, periodic snapshot of unregulated
broker-dealer and FCM afliliates and the financial nisks they pose, There s
overlap in these authorties, and the agencies wili cooperate in order to climinate
duplicative requirements and multiple filings of the same information.

. This expanded authority should include the ability to require recordkeeping and
reporting of non-aggregated position informatian.

. Additional dala on concentrations (based on financial instrument, region, and
industry sector), trading strategies, and risk models also are necessary for effective

® The SEC has the aulharly 1o write miles o collecl conain Mnancial mformation from broker-dealers about
significant affiliates, termed ™ Matenal Associated Persons” or "MAPs™ The CFTC has sunilar authoriny te obtain
infermation from FCWs aboutr their MAPs, The Treasury Departiment las the acthority (o wrie miles reguiring
povermnent scourities brokers and dealers registercd under Scetinn 150 of the Exchange Act 1o submit information
aboul Uir MAPs (o U SEC.

2 This new antlwrity does ot conlemplate changing the scope of 1he cxisling authonily over associled
persons that are subject o examination by, or reponing requirements of, a federl banking agency.

2 This aulharty dacs nol contetmplate changing the scope of the existing authonly over associaled persons
that are subjecl to examination by, or reporting requirements el & federil banking apency.

4 On the issue of gxpanding risk assessment for the nnzegulated affiliates of broker-dealers and FCMs.
Chaiman Groenspan of {he Federal Resenve Board declines Lo endorse the recommendation bue, in this msiance,
defors w the judgment of Bose with supervisory responsibility,
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monitoring. Concentration information for large counterparties, including hedge
funds and other highly leveraged institutions, is presently unavailable to the SEC
and the CFTC.

* The authority to review risk management procedures and controls conducted at
the holding company level, and the abilily to examine the records and controls of
the holding company and its material unregulated affiliates, should also be
included. "I'he authority 1o compel this reporting and the opportunity to venfy
reported information would make the regulators’ expanded risk assessment
authority much more cffective. The ability to inspect the books, records, risk
models, and management controls of broker-dealer and FCM unregulated affiliates
is necessary to ensure the reports prepared are complete and accurate. Finally, the
regulators need the authority to test the nisk models used by MAPs.

6. Bankruptey Code Issues

The ability to terminate financial contracts upon a counterparty’s insolvency enhances
market stability. Such close-out netting limits losses to solvent counterparties and reduces
systemic risk Tt permits the solvent parties to replace terminated contracts without iNCuUrring
addittonal market risk and thereby preserves liquidity. The ability to exercise close-out netting
also will generally scrve 1o prevent the failure of one entity from causing an even mote serious
market disruption.

The near failure of the LTCM Fund raises several issues related to the Bankruptey Code
that should be addressed. The Working Group reaffirms its support for its legislative proposal
entitled the “Financial Coniract Netting [mprovernent Act, ” which was transmitted (o Congress
on March 16, 1998 a version of which is currently pending in Congress as Title X of H.R. 833,
Specilically, the Working Group recommends:

. The improvements to the close-out nettmg regime for cerlam financial contracts
proposed by the Working Group should be enacted into law. These proposals
would improve the netting regime under the Bankruptey Code by expanding and
clarifying the definitions of the financial contracts etigible for netting and by
explicitly allowing eligible counterparties to net across different types of contracts,
such as swaps. secunity contracts, repos, and forward contracts.

- There should be clarification that a U.S. court would apply ceitain key U.S.
bankruptcy law protections in an ancillary proceeding taking place in the U.S.
This should alsa prevent the issuance of & judicial stay 1n an ancillary proceeding
from preventing an eligible counterparty from exercising contractual termination,
netting, and hiquidation rights that are recognized under U.S. law. It should also
prevent the possibility that a hedge fund organized offshore could file for
bankruptcy abread and then petition a U $. court to issue an injunction preventing
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the immediate sale of collateral located in the 1S, supporting financial contracts
chigible for netting,

. The United Nations Commission on International Trade Law (" UNCITRAL”}
madel statute should be codified, as would be done by Title IX of HR. 833, which
establishes clear conventions to differentiate between a “main” msolvency
proceeding and a “non-main” proceeding for debtors located in more than one
jurisdiction. These provisions would make it more likely that the junisdiction of a
main insclvency proceeding of an offshore fund would be determined by the
principal place of business of the entity rather than the jurisdiction where the entity
happens to be organized or incorporated. IF these provisions had been law last
year, it is more likely that if the LTCM Fund had failed, the main bankruptey
procecding would have been in the U.S. rather than the Cayman Islands,

7. Ofshore Financial Centers and Tax Havens

As the United States and other industrial countries continue to strengthen regulatory
standards in their own countries, it will be important that other jurisdictions strengthen their
supervisory systems and standards as well to ensure that hedge funds do not take advantage of
any incentives to relocate 10 jurisdictions that do nat meet international standards. Likewise, in
the tax arca, the fact that a significant number of hedge funds are established in offshore financial
cetiters that are tax havens has focused attention on whether offshere hedge funds are associated
with illegal tax avoidance and are taking advantage of their offshore situs for other inapprapriate
purposes.

. In the regulatory area, the 1.5, regulatory agencies and the Treasury Department
should continue to work with their counterparts internationally to consider
measures te encourage offshore financial centers to adopt and comply with
internationally-agreed upon standards developed by international organizations of
regulators or supervisory authorities. A variety of incentives could be used:

- A higher risk weight could be imposed on counterparty transactions for
banks doing business with a financial entity operating out of an offshore
jurisdiction that does not comply with Basle Core Principles.

- Offshore financial centers’ ability to join Basle-sponsored working groups
and [0OSCO could be made contingent on progress towards implementation

of internalional supervisory and regulatory standards.

- The G-7 and other countries with clase relations with financial centers
could press these centers to comply with international norms
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. In the tax area, the prevalence of hedge funds in offshore financial centers raises a
number of tax policy and other 1ssues. These issues. however, as well as 1ssues
raised by LTCM events related to the Lax treatment of total return equity swaps,
are beyond the scope of this report and are being addressed separately by
Treasury.

8. Additional Potential Steps

Through its constituent agencies, the Working Group will be monitoring the credit risk
management policies of large commercial and investment banks and assessing the effectiveness of
the measures outhined above as a means of addressing concerns about excessive leverage on the
part of hedpe funds and other highly leveraged market participanis. Although the Working Group
is not making additional recommendations at this time, if further evidence emerges that indirect
regulation of currently unregulated market participants is not working effectively to constrain
leverage, there are several matters that could be given further consideration to address concerns
about leverage.

. Consolidated supervision of broker-dealers and their currently unregulated
affiliates, including enterprise-wide capital standards. This would enhance the
current regulatory regime applicable to investrment banking firms. Affiliates of
broker-dealers are often laroe, generally highly leveraged. and are growing in
significance. Problems at an unregulated affiliate can affect the regulated broker-
dealer adversely and the trading activities of these affiliates can have systemic nsk

implications.

. Direct regulation of hedge funds. For highly leveraged hedge tunds, regulatory
restraints, such as capital requirements, could serve to constramm maore effectively
their degree of leverage and the probability of a failure with systermic implications.
It is possible, haowever, that directly regulating these institutions could drive some
of them offshore, which could make regulation less effective. In addition, direct
regulation of hedge funds could present formidable challenges in terms of cosl and
effectiveness. Therefore, we believe that the measures discussed above would best
address concerns related to systemic risk without the potential attendant costs of
direct regulation of hedge funds.

. Direct regulation of derivatives dealers unaffitiated with a federally regulated
entity. Capital and other requirements could help to reduce the degree of leverage
in these financial institutions.  Bringing unalfilialed derivatives dealers into the
regulatory regime, together with hedge funds and the unregulated affiliates of
broker-dealers, would expand the regulatory net to cover additional polential
sources of systemic risk. There could be difficulties in implementation that might
not be completely offset by the benefits, particularly if institulions were driven
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offshore. [n any event, these issues are heing studied and considered in the context
of the Working Group’s upcoming study of over the counter dernvatives.

Concerns have been expressed about the activities of highly leveraged institutions with
respect to their impact on market dynamics generally and vulnerable economies in particular.
Such activity can affect markets in some circumstances and for limited periods although, as a
number of independent studies that have been undertaken so far have sugpested, the activities of
highly leveraged institutions do not appear to have played a significant role in precipitating the
financial market crises of the past few years. Further study of this issue will be undertaken by the
Financial Stability Forum, recently established by the G-7.

The increase in crass-berder Anancial flows, however, highlights the importance of an
appropriate financial regulatory structure. [n particular, emerging market economies could
consider implementing protections, as exist in many major market financial centers, to promote
market integrity and reduce systemic vulnerability. The Working Graup believes that it 13
important for the international financial institutions and international regelatory bodies to work
closely with emerging market economics in the development of better institutional arrangeincnits,
standards, and practices in these areas.
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APFPENDIX A

ADDITIONAIL INFORMATION ON HEDGE FUNDS



I. Hedge Fund Performance Fees, Leverage, and Short-term Qutlook

Hedge funds are distinet in several important ways from other types of investment
vehicles. Whether domestic or offshore, hedge funds generally share three operational
characteristics that set them apart from mutual funds, private pension funds, and bank personal
trusts: {1) hedge funds charge advisory fees based on performance;' (2) they use leverage more
aggressively; and {3) they pursuec short-term investment strategies. The performance fees
encourage risk taking white leverage and short-term strategies enable the funds to compound the
risks they are willing to bear.

Performance fees. Performance-based fees represent a strong incentive for risk taking A
typical hedge fund will charge a fee amounting to 20 percent of the gains above a specified
benchmark or watermark over a gne-year period. In most cases, the benchmark is the fund’s nat
asset value at the beginning of the measurement period.’ Performance fees encourage investment
strategies that emphasize the probability of exceeding the return threshold. These strategics
invariably entail greater risk of loss. The investment stake that fund managers typically have in a
fund, however, would tend te mitigate incentive for excessive risk taking.

Leverage. Leverage allows hedge funds to magnify their exposures and, as a direct
consequence, magnify their risks, Hedge funds are limited in their use of leverage only by the
willingnass af their creditors and counterparties to provade 1t. The funds typically aperate wath a
balance-sheet leverage of less than 2-tc-1, but higher balance-sheet leverage 15 not uncommon.

In contrast, the Investment Company Act of 1940 denies muetual funds such a high degree
of leverage by limiting their issuance of “senior securities.”” In practice, a mutual fund’s debt
effectively may not exceed 33 1/3% of its total assets. For this purpose, ceértain trading practices,

' Some mutnal fand advisers receive pedfonnance-based compensation based on “lulcrum fees,” Witha
fulerum fec, an adviser's compensation increases or decreases depending on how the fund performs relaive to an
approprime index or otler messure of perfonnance over a specified perfied. Sce sectian 2005(b)(2) of the Iovestmen
Adviscrs Act. Inpenmitting muinal fund adwisers Lo receive Talerum fees, Congress noled tlut these [ypes of lecs
“would insulaie imvestmend company shareholders from arrangeents thal give imecstmenl mangers 2 direck
pecumiary interest in purswing high risk imvestnant pohcies.” HR Rep. Mo, 1382, 91st Cong., 2nd 5ess. 41
{19707, S Rep. No. 184, 215t Cong., 1st Scss. 45 (1969). Additionally, a mutual fund whose imwestors are limied
Lo high-net warth persons and institutions may pay other types of perfarmance-based compensabion Sce

Investment Advisers Act e 205-3, {17 CFR 275 5-3)
2 Ina siall number of cases, the benebmark is the S&P 5040

} For purposes of the Acl's asscl coverage test, a senior security pencrally includes “any bond, debenture, note,
ot sindlar obligation or instrutnent constituting a security and evidencing indeblcdness, and any stack of a class
having priorily over aiy other class as to distribution of asscts or payment of dividends” {/.«., prelomed siock) b5
UAC B0a-18{g). The term does not include certaim loans made “for temperary purposes onby and inoan simeunt net
eacecding 5 percent . of the value of the total assets of I dssacr &l the time wheo the loan is made.”™ A loan iy
presumed Lo be for temporacy purposes il it s repaid within 60 days and is not extended or rencwed, Jd
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such as reverse repurchase agreements and short sales, may involve the issuance of a senior
security under the Investment Company Act.” The SEC also requires thal mutual funds limit therr
investments in illiquid assets to 15% of net assets {10% in the case of money market funds). This
limits the ability of a mutual fund to invest in illiquid derivatives ®

Certain derivatives may not constitute “balance-sheet” leverage, but might represent
“economic” leverape (i.e. . they display heightened price sensitivity to market fluctuations). The
Investment Company Act does not contain broad prohibitions on a mutual fund’s investment in
any particular type of instruments, including detivatives. A mutual fund that is investing, or may
invest, in derivatives that present risks must provide prospectus disclosure about these
transactions and the risks involved The SEC also has emphasized the importance of the role of
mutual fund directors in the aversight of fund derivative investments, nsk management, internal
controls, and disclasure, in order to assure that mutual fund assets are properly valued.

Hedge funds obtain economic leverage in various ways, such as through the use of
repurchase agreements, shor positions, and derivative contracts. At times, the choice of
investment is influenced by the availability of leverage. In recent years, for example, government
bond markets around the globe have become attractive investment locations for hedge funds, in
parl because of the liquidity of these markets and in part because of related repo markets that
allowed the funds to leverage their positions.

Short-term investment strategies. Hedge funds are generally not buy-and-hold
investors. In the first place, performance fees make it important for the funds to show substantial
pains within a year. Mere impontantly, hedge funds tend to seek prices tha either diverge from
fundamentals or offer arbitrage opportunities.  Since these circumstances are supposed to be
temporary, the funds hope to make money and unwind their positions in a short penod of Ume.
The propensily of hedge funds to alter market positions quickly distinguishes them from pension
funds and bank personal trusts, Mutual funds, however, are similar to hedge funds in that they
can quickly liquidate portfolios, but because of cost, tax, and vther considerations, they may be
less likely to shift their market positions often.

1 The SEC requires funds (o "cover” obligations ctealed through (hese techniques by establishing sagregated
Hceounts comnsistiog of liquid assets inan amount at least equal in value o e obligations. Sce, for cxample,
Tnvestment Coenpane Act Release Moo 10606 (Apr. 18, 19793 Mernill Lynch Asset Management, L. P. (pub. avail
July 2, 19963, See also Appendix B of this weport.

* anilliquid asset is amy asset that may not be sobd o disposed of in 1l ordinary course of business within
soven diws at approcamiaely the value at which the mutual [und has valoed the investimenl. See Investiment

Company Act Release No. 1BG1Z (Mar, 13, 1992),
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2. Hedge Fund Performance and Survival

Ini recent years, the performance of hedpe funds has varied widely depending on the type
of fund and the time period. Figure 1 compares the performance of four classes of hedge funds
with the S&P 500 based on annual retuens from 1994 to 1997, No class of funds consistently
outperformed the S&P 500, Global macro funds, that 15, those funds that take positions based on
their forecasts of global macroeconomic developments, emjoyed good returns from 1995 to 1997,
a period characterized by a bull market in U.S stocks and bonds. Only in 1996 and 1997,
however, did these funds do better than the S&P 500, The glabal funds, which focus on foreign
stocks and bonds, also did well during the period shown, but cnly in 1996 did they outperform the
stock market. The market neutral funds, winch focus on relative price movements of similar
assets, tended to perform relatively poorly, except in 1994 when most of the other funds seem to
have suffered from the bear market in U.S. bonds and from the Mexican crisis at the end of that
vear.

A-3



The larger hedge funds — specifically the global macro funds and the global funds — are
on the average riskier investments than the stock market as a whole. Table 1 below compares the
average returns and risks among hedge fund categories and the U.S. stock market during 1he
period from January 1994 to December 1997, Dunng this period, global macro and global funds
showed more impressive performance than the other hedge funds but they also took on greater
risk The average volatilities of these two classes of funds exceeded that of Lhe stock market as a
whole. The market-neutral funds and other funds performed poorly relative to S&P 500 but did
so with less volatility than the stock market, The fabie also reports average Sharpe ratios, which
measure returns relative to risk.® Based on these ratios, the S&P 500 represented a better trade-
off of risk and return than the global macro and global lunds but a worse trade-off than the cther
hedge funds.

The risks the funds take and their need to meet return waterrnarks tend to lead to high
failure rates. The funds that fail, however, usually close before net asset values fall 1o zero. Table
2 shows the number of funds that survived over difterent periods starting from a sample of 397
funds in December 1994, For this entire sampie of funds, fewer than three-fifths survived through
the end of 1998.7 The global macro funds, which are the funds with the highest returns, show the
lowest survival rate with only slightly more than one-third of the funds stili in operation after four
years. The market neutral funds with the lowest return volatilities display the highest survival rate,
with mare than three-fourths of the funds surviving through June 1998,

Table |
Sharpe Ratios and Average Monthly Returns
1994 -1998
Classification Mean Return  Mean Volatility  Sharpe Ratio
Global Macro 0212 0.179 i3l8
Global 0.095 0.220 i.285%
iMarket Neutral 0.068 0.062 4,309
Other 0.115 0.121 1965
S&P 500 0.210 0,131 i.604

Estimotes based on daly provided by AR ledge,

® There are different ways to define U Shampe ratio. In this study, we derive the Sharpe ratios by dividing the
mean of the monthdy returns by the standard deviavion, or volatility, for each indeeidual und. A higher Sharpe
ratig implies a bewer risk-rerurn tradeolT for a particular fund. Since all the mimbers i Table 1 are averages of the
statistics for indivigual funds, the overape Sharpe ratio cammat be detived by laking the quotient of 1he other two
colupns.

! Brown. Goetzmann, and 1bbotson, 1997, estimate similar survival rates far theic sample of oflshore bedge
funds and for a diffcrent sample pered. Sec their paper, * OMshore Hedge Funds: Survival and Performance, 19%4-
1995 NBER Working Paper 59%0%
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Table 2
Survival of Hedge Funds

1994 -1998
Global Macro Glaobal Market Neutral Other Taotal
1994 91.2% 100% 98.7% 100% 0% 5%,
1995 G5B 4% G4 7% 03.6% 1. 7% 85 4%
1994 57 9% 02.9% R7.2% 65.2% 80 4%
1907 42.1% 76.5% 79.5% 63.0%% 67.0%
1998 35.1% a2 4% 64.1% 57 6% 57 7%

istitnates based on data previded by MARHedge,

3. Market lmpact, Positive and Negative
Providing liquidity to markets

Some hedge funds, as well as ather market participants, undertake investment positions on
the relative prices of related assets when the relative prices diverge from either historical norms ar
from the levels justified by fundamental macroeconomic considerations. These investors provide
liquidity to markets because they buy and sell assets against prevailing market sentiment with the
effect of mitigating temporary supply and demand imbalances. They buy the asset whose price
has been driven down relative to the price of other related assets while selling the refativety
overvalued asset.

Convergence or “arbitrage™ trades are conducted in a variety of markets. One such
market is the Treasury market where “arbitrage” trades smooth out price anomalies between
similar Treasury securities issues.® This activity provides liquidity to other investors who benefit
from the ability to buy or sell comparable Treasury secugities at relatively uniform prices  Another
convergence trade when corporate debt yields are unusually high relative to the yicld on
povernment debt is the bet that the credit spread will fall back to historical levels. In this
investment, the investor buys corporate debt and selis government securities. Such trading can
reduce the volatility in corporate debt spreads, reducing the riskiness in the timing of corporate
debt issuance.

Normally, convergence traders smoolh anotnalous variations in the prices of related assets.
{In rare occasions, these traders may choose to or be forced to withdraw from the markets,

% Inthesc trades, an investor canstructs an estunated vield curve and buys Treasurics whose yield are above
the curve while selling tiose whost yiclds are below the curve, on the conjecture thal the anomalous yiclds will
cotrergs 1o the cstimaied yickl curve. When this Activily is conducted in sulficient volume, price anemalies

guickly disappcar,

A-35




When this occurs, the buying and selling pressures they otherwise would have absorbed or
smoothed will immediately affect market prices. The market turmoil during late September and
early October of 1998 was probably due. in part, to the withdrawal of convergence traders from
the markets.

Reallocation of financial risk and economic activity

Hedge funds and other investors with high tolerance for risk play an important supporiing
role in a financial system in which various tisks have been distributed across a broad spectrum of
tradable financial instrurnenes. With financial intermediation increasingly taking place i the
capital markets instead of banking markets, prices play a larger role in the allocation of capital and
risk. In this world, investors such as hedge funds that undertake a combination of long and shon
pasitions across markets help maintain the relative prices of related financial instruments.

Financtal inttovation over mare than two decades has created a wide range of financial
instruments with different types and degrees of risk. These instrumnents have unbundled the risks
involved in financing real economic activity nto distinct instruments that better match the
preferences of investors. In doing so, they have most likely lowered the financing costs borne by
the real sectors of the economy.

Alongside the inrovation 1n financial instrurnents, specialization in the holding of risk has
also emerged. Today’s economy has moved away from the direct intermediation of credit where
banks were the primary repositories of savers’ wealth and channeled that capital to borrowers in
the real sectors of the economy  In that traditional world, all risks, such as interest rate risk,
liquidity risk, and credit risk were bundled together in bank deposits, bank loans, and the bank
itself. Today’s financial system 1s vastly different from that world. A larger proportion of
financial risks are held directly by investors int the form of tradable securitics, with banks and
securities firms increasingly acting as origimators, market makers, or underwriters of those
securities, instead of as investors or lenders.

While financial risks are now placed directly in the hands of investars in the form of traded
securities, those securities are highly differentiated. The appetite for risk among investors varies
widely, and forcimg all investors to hold identical risks would drive up the cost of financing real
economic activity. Thus, competitive forces have created specialized financial instruments and
investment vehicles with different risk profiles. A key underpinning of the creation of lower risk
securities is the willingness of some investors to hold the finaneial instruments in which the
remaining risks have been concentrated. The activitics of hedge funds and investors with a hugh
tolerance for risk should be seen in the context of this reallocation of financial risks.

One example of the risk taking that supports this reallocation can be found in the interest
rate swap market. That market has allowed lenders and borrowers with different attitudes
towards inlerest rate risk to transfer the interest rate nisk in the borrowing relationship to a third
party through an inlercst rate swap contract, thus allowing better financing terms for the
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borrower. The ability of the swaps market to perform this transfer of risk, however, depends on
the stability of the link between the prices of interest rate derivatives and benchmark interest rates
— for instance, the spread between interest rate swap raies and Treasury rates. This stability in
turn depends on the willingness of speculators and arbitrageurs, such as hedge funds, to undertake
convergence trades when swap spreads diverge from normal patterns.

Mortgage-backed sccurities provide another example of the role of specialization.
Structured mortgage-backed securities have split apart the interest rate and prepayment risks
embedded in residential mortgages and repackaped those risks into a collection of securities
whose risks range from relatively low to extremely risky. By creating a highly nisky securnty wto
which intercst rate risk or prepayment risk has been concentrated, other less risky securities are
created that provide a large share of the funding for the residential mortgage market. [n the
absence of investors who are willing to hold the risky tranches, moitgage originatars would
demand higher financing terms from borrowers because their ability to securitize martgages
would be impaired. Investors with high-risk appetites, such as hedge funds, are important
participants in this veallocation of risk. [f such investors were to disappear, mortgage inlerest
ratcs would likely be higher.

Recent studies of the impact of speculators on currency market stability

Several recent empirical studias have looked at the impact of hedge funds on currency
market dynatnics 1o try to determine whether such investors can “move” these markets in
directions favorable to themselves, either through their cwn actions or through the tendency of
other market participants to follow their lead. The empirical results sugpest that there is little
evidence that they have done so in the episodes studied, although the data used to conduet these
studies are limited.

An IMF Qecasional Paper from May 1998 by Barry Eichengreen and others finds some
gvidence that hedge funds played a leading role in precipitating the ERM crisis in 1992 by acting
as market leaders that other instilutional investors followed, but that they did 50 in response to
economic fundamentals.® Tn other episodes, notably the 1994 bond market turbulence, hedge
funds as a group bet that interest rates would decline and lost substantial sums when they in fact
rose, Studies of the role of hedge funds in the Mexican crisis in 1994-95 suggest that domestic
residents, not international investors, played the leading role.

This study’s analysis of the 1997 Asian crises indicates that hedge funds participated in the
manths before the crisis in the large increase in the carry trade (in which investars borrowed at
low interest rates in major currencies and invested at higher interest rates in the East Asian
countries) but that they were not the dominant players. As investors became worried about Thai

Y Barry Eichengreen and Donald hathicson (wilh B. Cladha, A Jansen, L. Kodres, and 5. Sharna), fedpe
Funds and Financiad Market {veamics, Oocasional Paper Mo, 166 (Washington D. C.: [oiernational Monctary
Fund, May 1908),
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economic fundamentals and began selling the baht forward, the hedge funds also participated, but
the available data sugpest that they were at the rear of the herd of investors rather than in the lead.
In addition, in the view of market participants, the baht was the only Asian currency for which the
hedge funds’ collectively took significant short positiens.

A study by Brown, Goetzmann, and Park, reaches similar conclusions.™ They find that,
although hedge funds have often followed similar strategies since 1993 that sometimes increased
their combined positions to significant levels, global hedge funds did not “ move™ exchange rates.
They look in detail at the 1997 plunge of the Malaysian ringgit, finding that neither current nor
one-month-previous ringgit returns vs. the U.S. dollar over the crisis periods can be explamed by
hedge fund positions. More generally, they find that there have been periods when Lhe hedge
funds have had very large exposures to Asian currencies, both positive and negative, but find no
relation between these positions and current, past, or future movements in exchange rates.

1% Sicpben ). Brown, William N. Goetzman, and James M Park, Hedge Funds and the Asian ¢ urrency
Crvis of 1997, NBER Woiking Paper Mo, 6427 (February 1998),
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