APPENDIX B

THE SEC AND HEDGE FUNDS



GENERAL FRAMEWODRK

. Exemptions from Securities Laws

The term “hedge fund” is net defined or used in the federal securities laws, including those
administered by the Securities and Exchange Commission ("SEC,” or “Commission™). Over time,
the term has come to be used to refer to a variety of pooled investment vehicles thal are not
registered under the federal securities laws as investment companies, broker-dealers, or public
corporations.

Hedge funds are typically structured as limited partnerships, liomited liability compantes, or
other vehicles that provide pass-through tax ireatment of investor earnings. tedge fund sponsors,
soine of which are registered as investment advisers under the federal securities laws, are
respensible for managing the investments of the fund  As compensation, they typically receive a
management or administrative fee based on the amount of the fund’s assels, together with a share
of the profits or some other allocation based on the {umd’s investment performance.

To maximize flexibility, hedee funds operating in the United States are structured so as to
be exempt from regulation under the Investment Company Act of 1940 (“lovestment Company
Act™). Most hedee funds rely on the “private™ investment company exclusions in Sections 3(c}{1}
and 3{c)(7) of the Investment Company Act.! These exclusions exempt certain poaled investment
vehicles fram the definition of “investment company™ and from substantive regulation under the
Investment Comparny Act.

A fund relying on the Section 3{c){ 1) exclusion {“Section 3(c)( 1) Fund™)} must comply
with two basic conditiors. The Section 3{¢)(1) Fund’s securities {other than short-term paper)
may not be beneficially owned by more than 100 persons.® In addition, the fund must nol be
making or proposing to make a public offering of its securities.’ Certain Section 3{c) ) Funds

' 1S USC 80a-3c) 1), -3(e)(T).
15 USC Rita-3{e)c 1) To prevent circunwention of Lhe L-nwestor Hait. section 3(c) 1) requires, in some
inslances, that a fund sccking o rely on section 3(c)(1) look theough centaip companics that hiold 15 voting
secuntics and counl the comparr’s security holders as beneficial owners of the fund's securities. The lnok-through
provision applies f the company gwns 10% or more of the fund’s voting secuntics and is ¢ither an pvestment
company ot a private fund  Securilies of the Section 3(c) 1) Fund owned by “knowledgeable emplovees™ of the
Fund or its wwvestiment adviser do not count toward the 100 sceunty holder limit. Sce rule 3¢-5 under the
Ivestment Company Act |17 CFR 23 3¢-5F

¥ 15 USC #0u-3(c)E). The limitation on public offedngs bas been interpreled 1o pennit “transactions by an
issuct pot invalving any public offerng™ umder section 4(2) of the Securities Act of 1933 115 USC 77d(2)]. See.
e, Engelberger Partnerships (Dec. 7, 1981, A fund fonned under the Tws of ajurisdiction ather than the
United Statcs may nuke a private offering in the Undted States onby if afler (he private offening the forcign Rind’s
securitics arc held by oo imore than 100 beacficwnl owners resident in the United States, or if all of Uk beneficial
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may be siructured as a * master-feeder” arrangement, in which several feeder funds invest all of
their assets in a master Section 3(c)(1) Fund * These arrangements may not be used to
circumvent the requirements of the Investment Company Act.®

A fund relying on the Section 3(c){7) exclusion (“Section 3(c}7) Fund™) may sell its
securities only to those persons who are “qualified purchasers.™ A “qualified purchaser™ is (i}
any natural person who owns not less than $5 million in investments (as defined by the
Commission),” (i} a family-owned company that owns not less than $5 million in investments,”
(it} certain trusts,” and (iv) any other person (e.g., an institutional investor) that owns and invests

owners resident in the United States are “qualificd purchasers” as discussed below. See Touche Remmant & Co.
{Aug. 27. 1984) and note 6 fmira The forcign fund's private LES. offering gencrally woold be vicwed as scparatg
from Llic fund's simultaneous offshore public offering. Sce fd. U5, residents necd not be coutited taward thesc
limits if 1hey became owners as a resull of aciivities beyond the control of the fund. Sec lvestment Funds bistilule
of Canada (Mar, 4, 1995); Goodwin, Proctor & Hoar (Oct_ 5, 1998).

* Fund sponsers may find il desicable, for tax or other reasons, to establish separate investment vehicles for
U5, wwestors and forcign imeestors, respoctively. Rather than gsiablisling wwo separale investment vehicles, the
spomsar way establish an offshere master fund wilth domestic feeders (Jor U 5. imvestars) aed offshore fcoders (lor
forcign investors), Since all investment activitics will be effected through the master fund rather than lwo scpanitc
funds. 1his streciure may alow the sponsor o reduce the costs of operating side-by-side entities wmeolving separats
domestic and offshore investment vehicles

* Ser e.g.. Comish & Carcy Comunercial, Inc. (June 21, [996).

§ 15UsC R0a-3(ci7y. The securtics of o Section 3(c)7) Fund may also be owned by “knowledgeable
cmployees” of the fund or s investimenl adviser, ¢ven if the employees do nol falt within the definition el qualihcd
purclzser. Rule 3¢-5 under the Tvestiment Company Act |17 CFR 3703 3¢-5]. Inthe case of a [oreign fund relying
on section 3(c7) o privately afler ity scenrities in the United Srates, oaly benelicial owners resident in the Linited
Stales must be qualified purchasers; the nan-ULS. resident beneficial ewners necd o1 be qualified purchasars. Soc
Coodwin, Procter & Hoar (Feb, 28, 1997),

T Setlion 20005 AN of (e Iinvestment Company Act [L5 LSC B0a-2(ap31WAMH] Thetenn
“investrmems” is defwed i rode 2351-1 under the Tevestment Company Act [17 CFR 270.2a51-1].
¥ A family company is a company “thal is owned dircetly or indireetly by or for 2 or mote natutal persons who
are related as siblings or spousc {including foroer spouses), or direct lineal descendanis by binh or adoption,
spouses af such persons, the esiates of such persons, or foundations, chanitable erganizations, or Lrusts established
by or for the beoehil of such persons....” Section 2{a}3 1AW of the Tovestment Comparmy Act | 15 USC 2ia-
Aaps1)CA (]
* A tmst may be a qualificd purcluser if (i) it was not formed for the specific purpose of acquiring the
sgeuritics ofMered, and (i) the trosiee or olber person aoihorized (0 make decisions with respect (o 1he trust, and
each settlor or other person who has contribuled asscts w the (mst, arc qualificd purchasers. Section
a5 1% A0 of 1he Tmeesliment Company Act [15 USC S0a-2{a) 3 1I{ A (i),
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on a discretionary basis not less than $25 million in investments.'® As is the case of a Section
3(c)1) Fund, a Section 3{c){7} Fund cannot make, or propose to make, a public affering of its
securities.”! Section 3{c)(7) was added to the Investment Company Act m 1996 as part ol the
National Securitics Markets Improvement Act of 1996 (“NSMIA™)."

Press reports suggest that Section 3(c)(7) Funds may have no more than 499 investars,
While Section 3{c}(7) docs not contain such a limitalion, as a practical matter, Section 3{c)(7)
Funds limit the number of record holders of their securities t4 less than 500 persons in order to
avoid being subject to the public reporting requirements of the Secunties Exchange Act of 1934
(“Securities Exchange Act”).”

Private fund managers may be exempt from investment adviser registration under Section
203(b)(3) of the Lnvestment Advisers Act of 1940 (“Investment Advisers Act™),"* which exempts
fram registration any adviser who, during the preceding twelve months, had fewer than fifteen
clients and who neither holds itself out generally to the public as an investment adwiser, nor acts as
an invesitnent adviser to a registered investment company or business development company.** In
computing the number of clients, a limited partnership counts as only one cliert of the general
partner or any other person acling as investment adviser to the partrership."

'*" A qualificd purciuser that meets the 525 million threshold may act for its own account or for the accownts

of other qualificd purchascrs, Scotion ({51 AM V) of the lnvestmenl Company Act [15 USC Ria-
20 DAN .

Y The public offcring lumitatien appears to reflecl Congress's concemn that unsophisticated individuals not be
indvencnily drawe inlo a Scclion 3(c)(7) Fund. Frivatefv Offered Investment Companies, Iivestimentl Company

Act Rel. No, 22597 {Ape. 3, 1997 [62 FR 17512 (Apr. B, 19497 al LS.

" P.L. No. 104-29 (1996) {codilied in varous scolions of the United States Code).

-

Sce section 12(g) of the Securitics Exchange Act of 1934 |15 USC 78l{g)).

—_—

4

L5 LIS B0b-203¢b)30).

15 USC 80b-3(k).

1% |7 CFR 275203063 3)-1. The limited parinership must recenve investment advice based on its invesiment
objectives rather than the individeal investment objectives of its limiled padners. Rule 203{b){2)-1 alsa contains a
specilic provision w address foreign nnvestmen advisers. The mile provides thal an adviser wilh s principal olice
and place of business outside the Unied States must cound only clicols tut are Uoiled States residents. Anoadviser
wilh its prncipal office and place of busingss i the United States must count all clicos, regardless of their place of
residence. Thus, an ¢ff-shore invesiment adviser that manages more than fifteen hedgs Tunds may reb on seciion
2030} 1), provided that no more than fifteen of the fnds are based in the Umited States and the other conditions of
the exemption are el
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Typically, hedge funds also claim an exclusion from registration as broker-dealers under
Section 15(a) of the Securities Exchange Act'” bascd on the “trader” exception to the definition of
“dealer.”” In general, a trader is an entity that trades securitics solely for its own investment
account and does not carry on a public securilics business." As defined by the Securitics
Exchange Act, a “dealer” buys and sells securities as part of a regular business. "

[n addition, imerests in hedge funds are sold privately to sophisticated, high net worth
individuals to avoid registration of interests in the fund under the Securilies Act of 1933
("“Securities Act™}. Sales of interests in hedge funds typically arc structured to take advantage of
the “private offering” exemption under Section 4(2) of the Securities Act™ or the related safe
harbors under Regulation D thereunder,

2. Oversight of Broker-Dealer Exposure

Although the SEC generally does not regulate hedge funds, it does oversee broker-dealers
that may act as creditors of, or counterparties to, these funds. Many hedge funds use prime
brokers, which are also overseen by the SEC*

The SEC relies on a number of regulatory tools, including capital, margin, and reporting
requirements, in carrying out its oversight responsibilities. In addition, the SEC has exarmnalion
authority and the abihty to impose fines on those broker-dealers that viclate the secunities laws.
SEC rules require broker-dezlers to maintain a capital cushion to help them withstand the failure
of a counterparty or periods of system-wide stress. For example, under the SEC’s net capital
rule, a broker-dealer must deduct from its net worth 100 percent of the value of all loans not fully

" 15 USC 780(a).

' Gee, oo, Letter from Charkes M. Horn, Division of Market Regubnion. SEC, 10 David R. Bunen, President.
Buron Sceoritics, dated December 5, 1977,

¥ 15 USC Theta)5),
M5 USC 714(2). Scetion (4)td) of 1he Secuninics Act provides thal (ransactions by an issuer nab imvalving
amy public offering are exempicd (tom negistralion.

Y1 Prime brokers arc broker-dealers that cleat and finance customer trades executed by one or more other
broker-dealors, known as execueling brokers. Prime brokers and exccuting brokers are eoquired 10 register as
broker-deslers under Scction 15(a) of 1he Sccurities Exclange Act. A primg broker acls a5 a custodian for the
customer's securnlies cransactions gnd Mnds. Prime brokers also act as clearing facilities and accountains for all of
acuslomet’s seourities transactions wherever executcd. A prime broker for a hedge fund would, thercfioie, be
expecied to have preater knowledge as to che credit exposune posed by that hedge fund than wonld amy execating
brokor.
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collateralized by liquid securities > In this way, the net capital rule helps to insulate broker-
dealers from credit risk posed by counterparties, such as hedge funds.

Federal and self-regulatory organization (*SRO™) margin rules also help protect against
losses resulting from customer defaults by requiring customers (such as hedge funds) to provide
collateral in amounts that depend on the market risk of the particular position.™ Margin
requirements imposed on broker-dealers help to maintain the safety and soundness of the
individual firms. Such prudential measures also may have indirect benefits for the financial system
as a whaole.

As discussed further below, major U.S. securities firms also have contrals in place to
manage the credit risk posed by hedge funds and their customers, These controls gencrally
include credit functions, such as the capability to perform credit analysis, approve and set
counterparty credit limits, approve specific transactions, establish credit reserves, and manage
overall credit exposure. A typical control would be a requirement that a firm’s senior
management approve transactions involving extensions of credit above authorized levels. In
addition, information systems at some major firms cnable risk managers to compute each firm’s
agyregate credit expasure by counterparty or product type and to monitar concentrations of
counterpatty tisk.

The SEC staff also monitors the financial activities of malerial affiliates of certain large
broker-dealers on a regular and continuous basis. Specifically, the risk assessment rules under the
Securities Exchange Act™ establish recordkeeping and reporting requirements for subject broker-
deaiers and their affiliates whose business activities are reasonably likely to bave a material impact
on the financial and operational conditions of the broker-dealer. These affiliates are known as
“Material Associated Persons. "

The risk asscssment nules require broker-dealers to maintain and file, on a quarnteriy basis,
information concerning the financial activities of their Material Associated Persons. This
information includes a description of a broker-dealer’s policies for monitoring and controlling

217 CFR 2400135031

1 Federal margin rules are administered by 1he Federat Reserve Board nnder Section 7 of the Securitics
Exchange Act. These rules are enforced by the SEC. 3ROs, including the sccurities exchanges and the National
Associition af Securitics Dealers, which are overseen by the SEC, also impose margin requircemnents on their
menibers.

' Rules 1Th-1T and 17h-2T.

“ T SEC adopted tik rules pursvam w the authority granted by the Market Reform Act of 1990 ¢ Market
felorm Act™). The Market Relgrm At antherized the SEC lo monitor and oblain infonnaton conceming 1he
activitics of signilicant alfiliales of registercd breker-dealers. The rules apply 1o broker-dealers thad clear or carry
cuslotcr accounts or have capital in ¢xcess of $24 million.
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financial and operational risks to itself based on the activities of its Maternial Associated Persons.
[t also includes consolidated and cansolidating financial statements for the ultimate holding
company, and, as to each Matenal Associated Person, aggregate securities and commodities
positions. Broker-dealers also must provide information concerning financial instruments with
off-balance-sheet risk and the aggregate amount of bridge loans or other similar extensions of
credit by each Material Associated Person.

With respect to instruments with off-balance-sheet risk, broker-dealers must furnish a
counterparty breakdown where credit risk exceeds 3100 million or 10% of tentative net capital
{i e, capital before securities positions are adjusted to account for potential market movements),
whichever is greater. For large securitics firms, this threshold generally would not be met until
counterparty concentration reaches between $200 million and $400 miillion. The SEC’s risk
assessment program has been in effect since December 1992, Currently, about 225 broker-dealers
file information with the SEC pursuant to the nisk assessment rules. To date, no hedge fund has
triggered the reporting requirements under the credit ngk concentration provisions.

Finally, under the Dernvatives Policy Group (* DPG™ } framework, discussed in detal in
Appendix F, the SEC collects additional nsk assessment data on credit and market nsk related to
the OTC derivatives activities of five of the largest U8, securities firms. The DPG framework,
which 15 a voluntary framework, was developed by the six largest U.S. derivatives dealers, in
coordination with the SEC and the Commaodity Futures Trading Commission  The framework 1s
designed to assist the SEC in evaluating risks presented by the OTC derivatives activities of
unregulated affiliates of regmistered broker-dealers.

Specifically, the framework defines the responsibilities of the firm’s governing bady, or
board of directors, as well as the management’s responsibilities for implementing an effective risk
management program. Lnder the framework, the board of directors is responsible for establishing
written guidelines addressing items such as: (1) the scope of authorized activities; (2) quantitative
guidelines for managing the firm’s overall risk exposure; (3) the scope and frequency of reporting
by management on risk exposures, and (4) the significant structural elements of the firm’s nisk
managemert systems.

Under the DPG framework, the SEC also receives quarterly information on credit and
market risks from the largest U.S, securities firms conducting a business in derivatives activitics.
This information mcludes the firms’ top twenty counterparty exposures; credit reporting
information by credit rating, industry segment, and country; and the reporting of financial
information about derivatives activities, including net revenues, notional principal, and current
exposures. The DPG counterpanty disclosures did not identify any hedge funds because the
reporting securitics firms had no material uncollateralized exposures to hedge funds as measured
by current exposures.
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Practices followed by investment banks in their dealings with hedge lunds

Several large broker-dealers had exposures to LTCM. Although the sudden liquidation of
these exposures could have affected their earnings, it would not have threalened the solvency of
those institutions. None of the six largest securities firms experienced realized or unrealized
losses from LTCM during the third quarter of 1998; and their current exposures to LTCM durnng
August and September of 1998 were fully collateralized with highly liquid secunities. Despite its
losses, LTCM was able to meet every margin and collateral call on a timely basis.

Nevertheless the LTCM situation demonstrated that improvements could be made to the
firms’ risk management procedures. The largest securities firms have a centralized management
structure with written policies and procedures for conducting due diligence inlo the financial
condition and reputation of all prospective credit clients, including hedge funds. As discussed
below, most firms appear to have appropriately allocated the technology and staffing rescurces
needed to effectively manage risk on a global basis, meluding senior management involvernent and
oversight. Nevcrtheless, firms could strengthen and improve their systems of internal controls and
risk management. ln isolated instances, the SEC found deficiencies in the content or
implementation of written policies and procedures, centralization of control, extent of active
management involvement, or methods used to aggregate potential exposures globally by
counterparty.

Credit management structure and oversight. At most large broker-dealers, the firm’s
board of directors will authorize a credit manzgement committee to determine credit risk
management policics in accordance with the board’s authonizing guidelines. Some firms have one
or more committess between the firm’s board of directors and the credit depariment. In these
instances, there is typically a hierarchy amang the committees, with the most senior commitiee
directly responsible to the board of directors. Senior management is usually represented on each
committee.

Credit risk management policies are implemented on a global basis and executed by the
credit department, usually under the guidance of the credit commitiec. The department has the
respansibility for day-to-day credit aperations, including due diligence, assignment of credit
ratings, credit approvals, credit extensions, and monitoring of credit overages. Counterparties
and clients are generally assigned to credit analysts according to industry sector or product group.
To assure independence of credit evaluations and decisions, the credit department is independent
of the firm’s business units that assume the credit risk.

Credil approval process. Before executing transactions through a firm, every
counterparty is subjected to a lengthy credit approval process. Most firms make exceptions to
allow afliliates of existing counterparties to begin trading on a trade-by-trade basis (7.¢., each
individual transaction is approved by the credil department before execution) or under temporary
credit lines until a formal credit review and approval is completed Generally, the process begins
with a due diligetice review by the credit analyst and ends with final approval by designated
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committees. In isolated firms, the credit department i1s vested with the sole authority for credit
decisions. Each counterparty receives a credit rating and a corresponding credit [ine based on an
in-depth analysis of the unique attributes of the counterparty, as well as its relationship with the
firmn.

Role of the credit analyst, The credit analyst evaluates whether a given counterparty wall
be able to meet its obligations to the firm. The analyst formally reviews all new accounts and
approves or rejects prospective accounts under the guidance of the credit commitiee or a
management committee with similar oversight. The evaluation of a new clien, including a hedge
fund, typically will includes on-site visits to assess the fund’s overall strategy and operation.

Initial credit approvals and the assignment of ratings are largely dependent on a number of factors,
such as: character of maragement, credit history, financial performance, permanence of capital
and access (o additional capital, liquidity, asset quahity, business integrity, experience of fund
management, sensitivity to risk, use of leverage, back office operations, and mark-to-market
procedures. The analyst will try to evaluate the fund’s nisk exposure by determimng the hiquidity
of positions hefd and the potential amount of leverage employed. The analyst will conduct a
review of financial reports, and prepare a trend analysis, ratio analysis, and industry comparisen to
make atl everall determination as to how the counterparty’s exposures may affect (he firm’s
current risk sirugture. Based upon the analyst’s overall assessment of the hedge fund, the firm
will negotiate its collateral requirements.

For existing accounts, the analyst will apprave or reject requests for changes to assigned
credit timits. The analyst will conduct a periodic review, usually no less than annually, of hedge
fund counterpartics, 10 identify any changes in creditworthiness warranted by current market
conditions. The analyst will also manitor overtines (i.e., temporanly authorized credit exposures
in excess of credit lirmuts) and overages (4 e, credit exposures in excess of credit limits due to
market movements), and evaluate credit limits for counterparties experiencing material changes.
At most firms, the analyst must note all credit actions in the credit mornutoring system, including a
record of all denivative transaction approvals. The analyst is also responsible for updating internal
monitoring systems, counterparty credit files. approved product limits, and aggregate credit
expusure hmis, Credit analysts typically are not permitted to approve various complex and ligh
risk lransactigns without docutnenting or evidencing senior management approval

Assigrment of cvedit ratings for hedge furds. Each counterparty is reviewed in order to
evaluate mdividual eredit strengths and weaknesses. Credit quality ratings are generally assigned
on a numerical scale ranging from one through ten, reflecting mummal credit nisks to the highest
level of credit risk. The counterparty’s credit risk rating will establish the level of trading that
may be conducted at the firm and the required level of collateral. Internal ¢redit ratings are
continually reviewed and adjusted throughout the year.

Although hedge [unds are not rated by credit rating agencies, credit analysts use similar

criteria to assess creditworthiness. Criteria include market size, capital structure and leverage,
financial stability, profitability, management, operating efficiency, legal documentation, and access
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to financial resources. Because hedge funds typically do not provide as much disclosure as public
reporting companies or repistered entities, their ratings are inherently more subjective. Subjective
factors such as the experience and track record of the hedge fund and the firm’s past dealings and
relatianships with the hedge fund are significant factors in the rating. Tn contrast, the ratings for
large, corporate counterparties are ¢losely linked to publicly available financial statements and
credit reports by credit rating agencies.

How credit linits are set and alfocated for hedge funds. The assignment ol credit limits is
generally related ta the assigned mternal credit rating. Once an internal credit rating has been
eslablished, firms will determine the maximum amount of credit that may be extended across all
products areas, along with limits on the term-to-maturity of transactions. At several firms, limits
are set according to total counterparty risk across all products, as well as individual product lines.
Limits are also set for all approved counterparties on a legal entity basis. In comunction with the
peniadic review of the credit rating, firms issuc a formal renewal of each counterparty’s credit line.

Monitorinz and survcillance, All major firms use a computerized credit system that is
updated at the end of each day to determine current and potential exposures for credit
transactions. These systems receive data feeds from vanous trading systems and information
databases relating to counterparties, such as trade detail. daily mark-to-market detail, and
colttateral supporting potential credit expasure calculations, Various reports are penerated to
assist the credit analyst with daily maintenance of accounts, such as overage and oxcossive
unsecured exposures.

Abitity to assesy current and potertiad exposwre, In order 1o manage credit risk, most
firms measure potential exposure (“PE”) and currem exposure {“CE™) on a daily basis 1o evaluate
the impact of potential changes in market conditions on the value of counterparty positions and
collateral. As a practical matter, firms requirs collateral on current exposures based upon the
creditworthiness of the counterparty and have systems to test for potential credit exposure which
may trigger requests for additional collateral. Value-at-risk (" Val™ ) calculations are used to
determine potential exposures by subjecting positions to market movernents involving normal and
abnormal movements in interest rates, foreign exchange rates, equity prices, and other market
factors. Market models try to quantify the dollar amount a firm might lose (PE) 1if a counterparty
were 10 default, These models estimate that credit losses will not exceed some set limit within a
specified level of conlidence, usually between 95% and 99%. Market models value trades under
future economic conditions incorporating histeric data to create scenarios. The models will
reprice a portfolio and simulate possible future outcomes.

Most models do not incorporate all products traded by the firm. Firms initially included
products they believed presented the highest risks to them, with the intent of including other
credit sensitive products at some future date. Some firms do not have the ability 10 calculate and
monitor ageregate exposure liomts across all product lines in & VaR-based environment. For
instance, some firms only include derivative and loreign exchange transactions, and not
repurchase agreements, mortgage backed securities and forwards. A firm’s inability Lo evaluate
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exposures across all product lings could considerably underestimate credit exposures during
periods of extreme market volatitity. These firms are currently considering implementing future
enhancements to their credit-based systems to include calculations of potential exposures for
gvery produdt,

{herages. Overages occur when counterparties exceed ther assigned credat hmit for
potential unsecured exposures. Overages may occur due to new transacticns that cxceed the
approved credit limits or, mare commonly, due to markel movemenls thal affect exisling
positions. Firms will monitor and reselve overages in several different ways, including: raising the
averall credit imit within certain guidelines, checking for system problems or input errors,
reviewing for additional collateral not considered, restricting further trades, or requiring the
counterparty to unwind or offset certain risks associated with the exposure. The credit analyst 15
responsible for finding and alerting the appropriate parties responsible for dealing with credit
overapes. Fregquently, overages are resolved by evaluating current credit risk and increasing the
credit limit,

To discourage internal violations of credit limits, firms may require an account executive
o forfeit sales commissions on trades that prove to circumvent the firm’s credit policies. Tor
large or repeated violations, additional disciplinary consequences often include fines, censures, or
ather sanctions designed to enhance compliance with credit policies. Moreover, a written recard
of each credit policy violation may be produced and sent to the appropriate supervizar.

Risk mitigants. Tirms use a number of tools to reduce counterparty risk, including netting
and close out provisions, initial and maintenance margin requirements, and daily mark-to-market
of positions with collateral posted by the counterpany.

Periodic reviews of hedge fund credimvorthiness. The credit analyst is responsible for the
daily monitering of accounts as well as all periodic reviews. At most firms, credit committees
also perform an oversight role. The committees are generally responsible for reviewing credit
limits established for a fund at least ance annually. These committzes are guided by the analyst
thar oversees the fund on a datly basis.

Conclusion, The trading and credit losses incurred duning the third quarter of {998
hightighted certain weaknesses in firms’ risk management control systems, senior management
aversight, documentation, and compliance with internal policies.

For example, credit decisions to lend 1o hedge fund counterparties were not always
consistent with the firm’s overall credit standards. Prior to the market events of August 1998,
many hedge fund countcrparties provided limited or no information with respect to aggregate
security portfolios, leverage, risk concentrations, performance, and trading strategies. Firms aften
did not impose collateral and financial disclosure requirements on hedge funds that reflected the
greater risks of the hedge funds’ activities. Credit decisions were often based upon qualitative
asscssmerts involving the reputation and prior performance history of hedge fund management.

B-10



Certain oversighls may have compromised the credit process, including the setting of limits and
margin requirements. Recognizing these deficiencies, many firms have begun (o require enhanced
disclosures from hedge fund counterparties in order 1o continue doing business.

In addition, while key qualitative components of effective risk management included risk-
based measurements during periods of extreme market valatility, these measurements of potential
exposure became virtually meaningless during the third quarter of 1998, as the volatility of the
underlying securities increased beyond the histoncal levels incorporated into the risk models.
Consequently, as statisical measurements of petential nsk became less reliable, some firms shifted
their emphasis to monitoring equity levels and increasing margin and coilaterat requirements for
clients trading illiquid securities or expeniencing financial difficulties.

Concentration and liquidity risks also may not have been appropriately factored into
assumptions. Products that were not considered as risky, such as repurchase agreements and
mortgage-backed securities, were not always factored imto potential exposures. Perrmissible limits
also may have been too large, given the concentration of such exposures.

Stress testing, an essential component of nisk management, was not thoroughly performed
at all firms. While most firms were stress testing their proprietary positions with parallel volatility
curve shifis and correlations, aggregate counterparly credit exposures were not always routinely
stress tosted. Furthermore, believing that credil exposures were protected by collateral, some
firms did not formally review or imit their exposure to market movements based on an analysis of
aggregate firm and customer positions.

Maost large firms have made changes and enhancements to their nsk management
processes w response (o the market turmoil. In August 1998, the firms became very concerned
with their exposure to LTCM and other hedge fund counterparties. Consequently, they
immediately began cvaluating their internal risk management systems and controls. Corrective
actions to strengthen the current operating structure and reduce credit exposures were considered
or implemented. Firms are now more strictly adhering to stated policies, enhancing their back-
testing and stress tesling for high risk hedge fund portfolios, tightening their margin and collateral
requirements, and updating their risk models 1o reflect recent market volatility. Marcaver, several
firms have created additional monitoring reports to document daity hedge fund expasures and
weekly limit violations. Finally, as noted above, most firms are requiring more comprehensive
financial disclosures from ail hedge fund and other highly-leveraged institutional counterparties,
and are reviewing their geographic and other concentrations.

The Commission will issue non-public inspection findings to several large broker-dealers
addressing the strengths and weaknesses of their particular credit risk manapement structure,
ctedit control procedures, and firms” implemantation of credit policies.



3. Managemeni of Clearing Risks

Section 1 7A of the Securitics Exchange Act pives the Commission the authority to
register and regulate clearing agencies. Clearing agencies registered with the Commission include
the National Securities Clearing Corporation (“ NSCC™), the Government Securities Clearing
Corporation (“GSCC™}, and the MBS Clearing Corporation (“MBSCC™), as well as the
Depository Trust Company (“DTC™). These clearing agencies establish the rules governing the
clearance and settlement of securities transactions, subject to the Commission’s review and

approval.

Generally, the rules of the clearing agencies do not provide for unregulated hedge funds to
become direct clearing members * Therefore, hedge funds must use clearing agency members
{#.e., banks and broker-dealers) for clearance and settlement of their transactions. As a result, the
clearance and settlement system's exposure to hedge funds is no greater than its exposure to any
ather customer of a ¢clearing biroker-dealer or bank.

Clearance risk

After a trade is executed, clearing agencics are responsible for the transter of securities
and funds, and penerally guarantee settlement. To guaranice settlement, clearing agencies
interpose themselves between the counterparties and hecome the buyer to every seller and the
seller to every buyer. As a result, clearing agencies incur certain risks. including
counterparty/eredit risk {4.¢., the possibility that a clearing member buyer or seller might default
on its obligations) and market risk (i.e., the possibility of financial loss caused by adverse
movements in market price).

Clearing agencies mitigate these risks by employing risk management procedures, such as:

. Establishing admission criteria. Membership standards require every metmber to
be creditworthy upon admission, and exclude entities that may increase risk.

. Marking positions to market, All unseitled securities or fail positions are
marked ta market and the clearing member faihng to deliver the securitics may be
required to pay a mark-to-market adjustment depending on whether the price of
the security rises or falls.

* There is no slatutory prolibition against the admisston of hedge funds as menbers of registered cleanmg
agencics, but 4 clearing agency's rules would bave 10 provide for the admisston of hedge funds as members or
paricipants. The Conunission musl approve clearing agensy mles before they are implemented, bul net the
admission of individual participants. Al least one clearing agency, MBSCC, has o hedge fund member (Long-
Term Capital Portfolio, LP., an affiliate of Long-Term Capital Partners). 1t is imponam to notc that MBSCC docs
not guaraniee trades like NSCC, or hold securics ke DTC, therelore, MBRCC is not exposed to similar
counterpady ar market risks
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. Maonitoring current and petential exposures. Clearing agencies routinely
manitor members’ creditworthiness through financial reporting requirements. The
clearing agencies also coordinate their surveillance activities among each other, the
exchanges, and the NASD.

- Maintaining liquidity lacilities (clearing fund and lines of credit). Clearing
members are required to contnibute to a clearing fund, which 1s designed to
mutualize the risk of a member's default. Cleanng agencies also use lines of credit
as a source of liguidity in the event of a member's default.

4, Other Issues Raised by LTCM
Issues concerning the size and organization of hedge funds

General issues. A wide vanety of investmenl vehicles, other than hedge funds, rely on
the exemptions from the Investment Company Act under Sections 3(c)(1) and 3{c)(7). These
private funds include venture capital pools, asset securitization vehictes, family estale planning
vehicles, and small groups of individual investors, such as investment clubs.

As noted above, Section 3(c){1) Funds and Section 3{c)(7) Funds are not subject to the
substantive protections of the Investment Company Act. These protections include limits on the
extent 10 which an investmeni company can engage in leveraging. A closed-end investmient
company, for example, cannot issuc a senior security unless, after giving effect to its 1ssuance, the
senior security will have asset coverage of at least 300% if the senior security is a debt security, or
200% if the senior security is preferred stock.” An open-end fund may not issue any seniar
securities, although it may borrow from a bank, subject to a 300% asset coverage test.™

Investors in private hedge funds typically are institutions and wealthy individuals that are
in a position to appreciate and assume, or protect themselves from, the risks associated with
hedge funds and other types of private investment pools. Although hedge funds may presemnt
certain risks, these vehicles generally have not been associated wath traditional investor protection
issues (such as self-dealing by the fund’s manager}. Investors in private funds typically receive
disclosure concerning the risks presented by these funds. The antifraud provisions of the

' Scction 18¢a) of the livestent Company Act |15 USC §0a-15(a)].

B geciion 1860613 of e hivestment Company Act |15 USC 80a- 181 13]. The Division of Investment
Mamagement has Laken the position that cenain trading techniques, sochas reverse repes and short sales, may
invalve (he isspance of a seoior sccority for purposes of the Act's leverage lmitations. Sec, e.g. Securities
Trading Fracrices of Regrtered favexterent Companies, Imvestment Coenpamy Act Rel. Noo 100066 (Aprd 13, 1979
[45 FR 25128 {April 27, 1979)]. Guidelines for the Preparation of Fora N-88-1, Imvestment Company Act Rol
Mo, 7221 (June 9, 1972} (37 FR 12790 (June 24, 1972).
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Securitics Act and the Securities Exchange Act also apply to the sale of a private fund’s
securities, whether or not the private fund is registered under the Investment Company Act,

As with other private funds, investors in private hedge funds may sustain losses
commensurate with higher investment risks. Abuses by hedge fund sponsors are also possible.
Congress hag determined that hedge funds that rely on Sections 3(c)(1) and 3(c)(7) do not
warrant [nvestment Company Act regulation, either because of the relatively small pumber of
investors involved (in the case of Section 3{c)(1} Funds), or because the investors have sufficient
investment experience to understand and bear the rsks invelved {in the case of Section 3(c)(7)
Funds).#

Qptions for imposing additional restrictions on hedge funds. The imposition of
additional limits on hedge funds that seek to rely on Sections 3{c){(1) or 3(c)(?), such as fund size
limits, limits on the maximum amount that an investor may invest in a hedge fund, or limits on the
number of investors in any ane hedge fund, may not be an appropriate or effective means to
address the perceived risks of hedge funds. First, a provision that seeks to impose additional
limitaticns on hedge funds may also impose unwarranted burdens on ather types of pnvate
investment pools, such as venture capital funds and structured financings, that may not raise the
same concerns as hedge funds. For example, a limit on fund size or maximum individual
investments could force & venture capital pool to reject or limit investment contributions. This
could, in turn, limit investor opportunity and capital-raising efforts that benefit small and large
businesses. Given the difficelties of formulating a precise defimition of the term “hedge fund,”
drafling limitations that apply solely 10 hedge funds would be exceedingly difficult.

Simiiarly, reducing the 100 investor limitation in Section 3(c)(1), or introducing a limit on
the number of investors in Section 3{c){7), may not advance the investor protection concerns
underlying the Investment Company Act.” Successful hedge fund sponsors, faced wath lrmts on
the number of investors, may be in a position 10 increase investment mimmums (if any) and

' ection 3(e)T) was premised on Uk notion that qualified purchasces are sulicicoly sephisticated Lo
appreciane the risks associated with imvestment pools that do et have the Investment Comparmy Act's protechions,
The Secoritics Ivestment Promotion Act of 1006, 5. Bep. No. 203, 1{4th Cong., 2d Sess. 10 {19956) {reporiof 5
1515, cventoally eoacted as the NEMIAY, Scctien Jc) 1} docs nol contain any provisions addressing the financial
sophistication or wealth of Dirvestors in Section He){ 1) Funds. In grder to (ake advantage of Section 4(2) of the
Sccuritics Act of 1933, bowewer, hedge funds tvpically sell their secudtics to sophisticated, high net werth
individuals,

30 Decreasing the investor limit in scction 30 1) withiont infroducing a similar limit into section 3{c)(7) conld
simpdy result in more hedge Mind managers relving on seclion 3(ch 7). As noted above, pnvale funds typically Tunil
Uheir mvestors to fewer than 300 in orderde avoid the public reporting requirenents of the Sccuritics Exchanpe Ac
of 1934, It is unclear whether reducing the 5040 record hotder threshold woueld substantially reduce the sice of
hedee funds or resull i more bedpe funds Mling repons with the Commission. Such a chiange would, however,
subject many non-hedge fund issuers, panicolarky small businesses, to pedodic reporting requirciments that nay
ool be apprapriate under the circumsiances.
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maintain the amount of assets they have under management. Therefore, reducing the 100 investor
limitation in Section 3(c) 1), er introducing a limit on the number of investors to Section
3(e)7), may have little effect on the size of hedge funds. 1t could, however, have the unintended
congequence of requiring similar adjustments to be made by other types of investment vehicles
that are not ordinarily considered to be hedge funds.

Finally, precluding hedge funds from relving on Sections 3{e)(1) and 3{e)7) would be
conceptually at odds with the purpose of the [nvestment Company Act. The Act generally
addresses structural protections, such as prohibitions against overreaching by insiders, and not an
itvestment company’s effects on the markeis.

Issues concerning hedge fund managers

The manager of a hedge fund generally falls within the definition of investment adviser in
Section 202(a)(1) of the Investment Advisers Act. In general, an investment adviser 15 any person
who, for compensation, is in the business of advising others about invesiing in securities.” The
Investment Advisers Act contains broad prohibitions against fraud. As a fiduciary, advisers owe
their clients undivided loyalty, and may not engage in activity that conflicts with a client’s interest
without the client’s informed consent. This duty requires advisers to make full disclosure to their
clients of their business practices, fees, and conflicts of interest, ™

The Advisers Act requires most advisers to register with the Commission if they have $25
million of assets under management unless an exemption from registration is avatlable ™
Registered advisers are subject to certain regulatory reguirements designed to protect clients. For
example, registered investment advisers are subject to books and records requirements,” cannot
assign their advisory contracts without client consent,”® cannot engage in principal transactions

' Certain persons, such as banks, are excepted from the definition of iveshment adviser.

3 Rule 204-3 under the Tnvestment Advisers Act [17 CFR 275.204-3).

3 4 invesimenl adviser thal manages less than $25 million of assets may 0ot register with the Comaission i
the adviser s regulated in the State in which it maintains its principal offrce and placc of business. [nvestmenl
advisers registeeed with (e Commission are nol subject Lo state regulation. Sec pencrally scctions 2403 and 21034
of the Iovestmen Adviser Act |13 USC 80b-3, E0h-3A]

* Sectian 204 of the Imvestment Adviscrs Act |15 USC 80b-4].

35 Section 205 of the Imeestment Adviscrs Act [15 USC 80b-5].
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with their chients without prior chent consent, must take steps to protect client assets that are in
their custady,” and are limited in the types of performance fees they can charge

As noted above, many hedge fund managers rely on the exemption from registration in
Section 203{b)(3) and rule 203(b)(3}-1." Adwisers that do not register in reliance on Section
203(b)(3) remain subject to the antifraud provisions of Section 206 of the Investment Advisers
Act ¥

Modifying Section 203(b)(3) or rule 203(b)(3)-1 to kimit or preclude hedge fund advisers
from relying on them presents many of the same problems as discussed above with respect 1o
Sections 3(c)(1) and 3(c){7). Specifically, it would be difficult to limit any changes solely to
hedge fund advisers. Moieover, requiring hedge find managers to register as investment advisers
would not seem to be an appropriate method to momtor hedge fund activity, Like the Investment
Company Act's private fund exclusions, Section 203(b}(3) evidences a Congressional
determination that clients of an adviser that has relatively few clients do not need the substantive
protections of the Investment Advisers Act. These clients (particularly the sophisticated
investors that typically invest in hedge funds) may be in a position to protect their own interests,
either because of their size or their relationship to the investment adviser.

¥ Section 206 of the Imvestment Advisers Act [153 USC 80b-5].
T Rule 2064)-2 under the Tmvesiment Advisers Act [17 CFR 275.206(43-2].

% peennt amendments 10 the Advisers Act and Lhe SEC's rules governing perfortance fees have increased the
ability of repistered invesiment advisers (0 charge performance fees and may have made registration more palatablc
10 hedpe fund advisers. Fer exaniple, as a resull of NSMLA, the performuance fec restrictions do not apply to clizms
tlan are Scetion 3{(e)( T} Funds. Advisers may atse charge clienis that are qualified purclasers perfonmuowe fees
without regard to (b Advisers Act's performance fee protibition. Tmvestinent Advisers Act ke 205-3.

El . . .

* Some bedge fund manapers repgister under the Investiment Advisers Act because an exzmption from
registrlion is unavailable. A bedge fund manager may also choose 1o repister if regisiralion is inportant (0 15
clicnls,

Y Mamy investment advisers are alsa registered as broker-dealers,

B-16%



APPENDIX C

THE CFTC AND HEDGE FUNDS



The term hedge fund is not defined under the Commodity Exchange Act ("CEA™). Thus
no rule of the Commeadity Futures Trading Commission (“CFTC"} applies specifically to hedpe
funds as a separate category of regulated entity. However, to the extent that hedge funds trade
commodity futures or aption interests and have U.S. investors, their operators or advisors become
subject to CFTC registration and/ar reporting requirements. In addition, all persons, including
hedge funds, who trade on U.S. commodity futures and commodity option exchanges are subject
to reporting requirements with respect to large, open positions held on regulated markets as well
as limits concerning speculative pesitions tn certain contracts.

While these regulations may require the operators of the hedge funds to report to the
CFTC information concerning hedge fund trading of on-exchange commedity futures and option
contracts, they generally do not require reporting of information concerning the hedge funds’
activities in other markets. Conseguently, these requirements would not necessarily provide the
CFTC with an “early warning” of any financial difficulty that may arise from trading activity.

1. Description of CPO and CTA Regulation

If hedge funds have U.S, investors and trade commadity futures contracts or commaodity
options, these funds would be commadiy pools under the CEA. The CEA subjects the eperators
of commodity pools (“CPOs”) and their advisors {"CTAs"™) — but not the pools themselves — to
regulation.!

The regutalory scheme for CPOs and CTAs is dusigned to prolect investars in commodity
pools and customers of CTAs against fraud and overreaching. Thus, the CEA specifically forbids
all CPQs and CTAs and their associated persons (* APs™) from engaging in fraudulent transactions
with pool participants and customers. In addition, the CEA sets forth general registration and
other requirements for CPOs and CTAs that are designed to ensure the fitness of CPOs and
CTAs, to protect commodity poal participants by ensunng that they are adequately informed
about the material facts regarding the pool before they invest and during the course of their
investment; and to protect customers of CTAs by ensuring that they réceive adequate disclosures
of information. To fulfill these statutory mandates, the CFTC has enacted registration, disclasure,
reporting and recordkeeping requirements for CPOs and CTAs* However, the CEA does nat

' Pan 30 of (e CFTC s regulations requires CPOs and CTAs who operte and advise pools that trade on
forcign exclanges and who have U5, panticipants to register with the CFTC, or 1o obtain an exemption from
registrmation, and 1o make conan disclosures, Inaddition, amy CPO wha is located inthe U5 is required 1o be
registored a5 2 CPO, even i it operates pools that have only non-LU0 5. investors.,

T The CPTC lus delegated o the National Futures Association (“ NFA" ). 1he Aulures industry self-regulitory
arganization, direct respansibility for the primary monitoning of compliance with 1lese requirements. Thus, MFA,
subject to CFTC oversight and review, recerves and reviews applicalions for registmtion and grants, dences ot
conditionally registers CPOs and CTAs. In addition, NFA reviews the disclosure docwnends required 1o be
provided by CPOs and CTAs (o their costowmers and is responsible for conducting periodic inspections of registercd
PErSoRs.
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impose minimum capital or other financial standards on CPOs and CTAs, nor does it impose
restrictions on the financial interests that a commodity pool can trade.

CPO and CTA registration

Each person who comes within the statutory definition of the term “commodity pool
operator™ or “vommodity trading advisor™! must register with the CETC, unless the person 5
excluded or exempt from registration pursuant to the CEA and CFTC regulations ® There are no
general exceptions from registration that are comparable to those available to investmem vehicles
such as hedge funds under the federal securities laws. Consequently, 2 hedge [und that trades on
commodity exchanges generally will be considered a commodity pool, its operator will be
required to register as a CPO, and its commadity interest advisor will be required to register as a
CTA

Reguirements applicable to CPOs and CTAs

Roth the CEA and CFTC regulations prohibit CPOs and CTAs (regardless of registration
status) from engaging in fraudulent practices with poal participants and customers. [n addition,
CFTC rules establish disclosure, reporting and recordkeeping requirements for each CPQ and
CTA “registered or required 1o be registered™ under the CEA.

Each CPD who is registered or required to be registered and solicits prospective
participants in a commodity pool must, absent an exemption, deliver to prospective participants,
and file with the CFTC and NF A, a Disclosure Document containing specified information before
the CPO may accept funds or other property in exchange for participation in the poal  CTAs
also must comply with disclosure requirements before they may enter into an agreement to direct
or to guide a client’s commodity interest trading account.’

1 T USC§ 1add).

1T USC § 1a(5(A).

* CFTC Rules 4.5 and 4.6 exclude certain calegories of person from the definitions of CPOand CTA. The
cxcmplions [rom tegistration availibie 1o CPOs are found in CFTC Rule 4 13, The excinptians for CTAs are
found in 7 USC S6m 1) and CFTC Rulz 4.14. All persons required to be registered with the CFTC {except noo-
nurragzed accowt CTAS) aleo must become members of NFA,

" CFIC Rules 4.21 and 4.24 through 4.26 set forth Disclosure Docnment requirements for CROs.

T CFIC Rules 4,31 and 4.34 through 4.36 set forth Disclosure Docwinent requiremments for CT As.
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CPOs who arc registered or required to be registered also must provide pool participants
with financial statements concerning the poel's performance * Specificafly, the CPO must provide
participants with an unaudited periodic Account Statement for the pool that contains Statemcnts
of Income (Loss) and Changes in Net Asset Value. The CPO alsa must provide participants with
an audited Annual Report for the pool that contains the net asset value of the pool and Statements
of Financial Condition, Income {Loss), Changes in Financial Position, and Changes in Ownership
Equity Annual Reports are filed both with the CFTC and NFA, and while they provide an
annual snapshot of the financial condition of a pool at a given point in lime, they are not required
1o detail, and generally do not detail, the particular off-exchange activities or holdings of the pool.

CPOs and CTAs of hedee funds may qualify for exemptions from providing certain
disclosures and reports to investors either because of the nature of their investors or to avoud
duplicative or inconsistent regulation of funds operating primarily as securities trading vehicles
In addition, the CFTC has granted certain regulatory exemptions for CPOs of commedity pools
that do not accept U.S. investors. Because these exemptions are not predicated on whether the
pool at issue is a hedge fund, the CFTC does not have data to show how many hedge fund
pperators or advisors operate pursuant 1o one of the available exemptions. However, most, if not
all, hedge fund operators or advisors who are registered as CPOs or CTAs likely operate pursuant
ta one of these reporting and recordkeeping exemptions.

The CETC’ s Rule 4.12(b) provides relief from ¢ertain of the operational requirements
applicable to registered CPOs who operate pools where the primary investment activity is in
securities and the pool’s commedity interest activity is limited and inctdental to its securilics
trading.'® To avail themselves of the foregoing relief, CPOs must file a written claim of
exemptiion which identifies the CPO and the pool for which relief is being claimed and contains
representations that the pool will be operated in accordance with the applicable criteria.

* Reporting requireients for registered CPOs are found in CFTC Rule 4.232.

? Registered CTAs arc not subject lo any financial repertuig requirsments to clicnts because their chients”
funds must go dirctly iulo an account at a registered futures commission mcrchant ("FCM”), Therefpre, unbke
pool participants whose funds go into a ponl for which a CPO subsequently opens an account with an FCM in the
pool's name, CTA clicrts are provided with all relevant accounl infonnation from the statements provided them by
their FCMs.

" with respect 1o pools qualifying under Rule 4. 12(b). CPOs may: (1} use an offering wmemoranduna preparcd
in accordance with the Sceuntics Aot of 1933 (733 Acr') or relevant exemplion therefrom, supplemented by
corlain, but pot all. Disclosure Document information otherwise reguired by CFTC nules 1o be Included in 1he
pol's Disclosum: Document; (2) provide a quarierly statcnent thal indicates 1he net assct valuc of the pool as of
the end of the reparting period and the change in et assel value fram the end of the previous reporting period in
licu of the prescribed Account Stalement; {3) pravide in liew oFf the prescribed Annual Report a certificd annual
report which contains, al & minithum, Statements of Financial Cendition and of Income (Loss); amd (4] claim
exsmption from conain recordkesping reguirtments.
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Similar relief also is available to CPOs who operate pools whose only participants are
persons who have substantial financial holdings and therefore are presumed to be sophisticated
investors. The CFTC’s Rule 4.7 provides relief from certain disclosure, reporting and
recordkeeping requirements for registered CPOs who operate pools that are offered only to
“qualified eligible participants™ (“QEPs™) and from disclosure and recordkeeping requirements foe
registered CTAs who advise only “qualified eligible clients” (*QECs™), as those terms are defined
in the rule.”! The relief available under Rule 4.7 is: (1) for CPOs and CTAs, an exemption from
the requircment to provide a Disclosure Document, provided, however, that any offering
memorandum or brochure distributed by the CPO or CTA must include all disclosures necessary
to make the information contained therein not misleading, (2) for CPQOs, permission to provide
pool participants, in lieu of the prescribed Account Statement, a quarterly statement that indicates
salely the net asset value of the pool as of the end of the reporting period, the change in net asset
value from the end of the previous reporting period and the net asset value per unit; and (3) for
CPOs, permission to provide poel participants and to file with the CFTC, in lieu of the prescribed
certified Annual Report, an uncertified annual report containing, at @ minimum, Statements of
Financial Condition and of Income (Loss)."

To obtain relief under Rule 4.7, CPOs and CT As must file a written elaim of exemption.
The claim must identify the CPO or CTA and must contain representations to the effect that the
registrant qualifics for relief. In all likelihaod, most hedge fund operators qualify for and obtain
relict pursuant to Rule 4.7, since hedge fund investors usually meet the definition of QEP and
because Rule 4.7 requires fewer affirmative disclosures by the CPO.

In addition to the above exemptions, the CFTC staff have granted exemptive relief from
the disclosure, financial reporting and certain recordkeeping requirements to registered CPOs of
offshore pools where: (1) the pool is organized and operated outside the U.5.; (2) none of the
participants in Lhe pool is a LLS. persen: {3) no capital is committed, divectly or indirectly, to the
pool from U.S. sources; and (4) the CPQ will not engage in any marketing activity with respect to

" OEPs and QECs fall within three gencral categories. Tie finst catepory includes registered conunedity and
sccutities professionals, e.g.. futures conmission merchants (“FCMS™). securitics broker-deaulers, the CPC and
CTA of the pool at issug, and CPOs and CTAs who bave been regislered and active as such for the two prior ycars
and who lewe $5,000.000 under management. The second category generally includes persons who arc
“aceredited investoss” as dehned in Regulation D ounder 1he 33 Act and who meet a portfolio requirciment aft {13
securitics of unalfiliated issucrs and othet myvestments with an sppregale warket value of $2, 000,000k (2) F200.000
on deposit with an FCM in exchange-specificd mnial margin and option premiums for cenunodity intenest
transactions: or {3} a combination of ¢ 1Y and (2. The third eaegory includes entitics in which all unit owners or
participants arc QEPs. In addition. non-ULS. persons. ag defined in the rule, are QEPs. Becuuse of the differences
on lumitation of loss typically existing belween participating in a commodity pool and dircctly trading through 2
wanaged account, non-U.S. persons arc nol alse ECs.

2 Allhougi Rule 4,7 provides an exemplion from centain recordkeepiag requircments, exémpt CPOs sl
ust maintain cenain records in accordance with Rale 1.31; required books and regords must be kept for [ive vears
front the date of making and must be readily accessible during the first iwo years.
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U.S. persons. To avail themselves of this relief, CPOs must file a written claim of exemption.
However, as is the case with Rule 4.7 and 4.12(b) exemptions, the CPO is not required to state
whether the pool is a hedge fund.

Antifraud provisions

Regardless of their registration status, CPOs and CTAs are subject to the general antifraud
provisions of the CEA and CFTC regulations, as well as specific prohibitions against fraud by
CPOs and CTAs. " In addition, the CFTC has enacted rules that prohibit CPOs from accepting
pool subscriptions in their own name and from commingling pool property with the property of
any other person and that prohibit CTAs from aceepting client property in the CTA's own name
for the purpose of trading commedity interests." CFTC rules also prohibit false and deceptive
advertising." These requirements, along with the registration and disclosure requirements, are
designed to protect investors against fraud and overreaching by CPOs and CTAs.

2. Reporting of Exchange-Traded Commaodity Positions

The CEA provides authority for the CFTC to enact appropriate regulations and ta monitor
trading activities of all traders an U.S. futures and commodity option exchanges. CFTC
surveillance tools include speculative position limits and regulations that require daily pasition
reporting for traders with large open positions in exchange-traded contracts. Since many hedge
funds are aiso large traders who fall within these reporting requiremernts, the CFTC is able to
monilor large on-exchange commeadity interest trading on a daily basis. The CFTC’s market
surveillance mechanisms apply only to U 8, exchange-traded futures and commodity option
contracts and not to other types of instruments and contracis. Since the exchange-traded
positions held by hedge funds are often small compared to their positions in ather markets, the
CFTC’s market surveillance systems cannot alone identify troubled hedge funds or systetnic risks
arising from major hedge fund losses.

Speculative position Limits and position accountability rules

The CFTC is authorized to set “lmits on the amounts of trading which may be done or
positions which may be held by any person” for the purpose of protecting the integrity of the

¥ 7 USC § 4b prescribes antifrand activities for any person acting for or on behalf of any other persen in
conngelion with a coniract of sale of amy comimedity in iterstate conuneree, made or to be made on or subject 1o
te rules of a contrag market or i connection wilh a Mutures contract. 7 USC § 4(a) specifically prohibits
iraudulent Lransactions by CPOs and CTAs. Inaddition, CFTC Rules 32.9 and 33 10 prohibit fraud by any person
in conneclion with comomaediny option transactions.

¥ CFTC Rules 4.20 and 4,30, respectively.
' CFTC Rules 4.4 L¢3y and (b).
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markets.'® Thus, the CFTC, as well as the commodity exchanges, imposes speculative position
limits to prevent market distortions.” To the extent that they trade on U S, futures and
commodity option exchanges, hedge funds and their operators and advisors are subjecr to these
fimats.

Hedging, and in some cases arbitrage, transactions are exempt from the CFTC’s
speculative position limits.'* Hedge funds aiso may be able to obtain an exempticn from the
exchanges’ speculative position limits for hedging or arbitrage transactions. In addition, in certain
contract markets, such as those for U5, Treasury bonds, foreign currencies and precious metals,
speculative position limits have been replaced by position accountability rules.” Under these
rules, traders can hold open positions in excess of exchange-established limits but must provide
information regarding their pasitions on request.

Large-trader reporting system

1t is unlawful for any person 1o hold a "reportable” futures position, i.&., a positien that
equals or exceeds the quantities specified in CFTC rules, unless the person has filed reports of
those positions in accordance with CFTC rules.® Under CFTC rules, each futures commission
merchant (“FCM"), clearing member, and foreign broker must submit a report 1o the CFTC each
business day with respect to each account for which there is a “reportable™ pesition, except for
accounts carried on the books of another FCM on a fully-disclosed basis?' Contract markets aiso
must report to the CFTC each business day, by proprietary and customer account, on the
positions that each clearing member is carrying * Further, traders who hold a “reportable”
position, are required to file upon call by the CFTC or its designee identifying information
including: the natne and address of the reporting trader, the principal business and occupation of
the reporting trader; the name and address of each person whose commodity intercst trading is

" 7USC § Gafa).

" Ihe CFTC imposes speculative position limits solely on agricultueal conumodilies, See CFTC Rule 150.2.
1n addition, under CFTC Rule .61, each commadily exchange (contract markel) is required ta establish
speculative position limits, subject to CFTC appraval {or exemptiony, for those comtracls not specificd i CFTC
Rulg 150.2.

"™ CFTC Rule 1503,

' Sep 51 Fed Reg. 51867 (October 15, 19913,

TS § i

U CFTC Rule 17.00. The exact level of a reportable position diffors from contract t contract and is defined
in CFTC Rule 1503,

2 CFTC Rule 16.00.



controlled by the reporting irader; the name and address of each person who controls the trading
of the reporting trader; and the names and locations of persons who guarantee the commodity
interest trading accounts or who have a financial interest of ten percent or more in the reporting
trader or accounts of the reporting trader. ™ Given their size, many hedge funds and their
operators and advisors hold reportable market positions and therefore supply the CFTC with
iformation about their commodity mterest trading on U 8. exchanges. The CFTC has the power
to inspect an entity's books and recerds to examine the complete details concerning all such
transactions, positions, inventaries, and cormmmitments, including the names and addresses of all
persons having any interest therein.® In addition, CFTC rules provide for special calls for
information from traders and FCMs *

3. Oversight of FCM Exposure to Hedge Funds

FCMs solicit and/or accept orders for the purchase or sale of futures and commodity
options and accept funds (or extend credit in lieu thereof) to margin, guarantee or seure
commodity interest transactions. FCMs can have financial exposures to hedge funds either
because the hedge funds are customers of the FCM ar because the FCM acts as a counterpariy to
the hedge furd in an OTC transaction. There are no special reles imposed on FCMs to limit their
exposure to hedge funds or otherwise to restrict their dealings with hedge funds, However, the
various protections that are designed to ensure the financial integrity of FCMs apply equally to all
customer accounts carried by FCMs, whether such accounts are for trading by hedge funds or
individual retail customers. In addition, any OTC activity undertaken by an FCM wall be himited
by the CFTC's minimum capital requirements for FCMs, which in general require FCMs to take a
substantial charge to regulatory capital with respect to OTC derivative transactions.

Because of the role of FCMs in handling customer funds, they are subject to the most
extensive financial requiremnents of any registrants under the CEA. The most important of these
financial safeguards are as follows.

Margin

Customer margin requirements are designed to assure performance by the customer of its
obligations under the futures contracts. The commodity exchanges set a minimum amount of

¥ CFIC Rule 18.04. The CFTC has recently proposed amending Form 40, the forn on which this

information is filed, in a mannct that would divide the cormem reponing calegary of “Investoent Groups™ into
distinct, more descaplive subcategotics. T he proposed subcatcgonics include one for hedge funds, See Chamges in
Reporting Lewels far Large Trader Regorts, 64 Fed. Reg. 3200, 5203-04 (February 3, 1992} (Proposcd
Amgndmcnts 10 17 CFR Pars 15 and 17}

* 7 USC § 6i; Rule 1805,
* Ruk 1205 and Pan 21 of the CFTC s rules.
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margin that its member FCMs must receive from their customers in order to establish and to carry
positions for these customers. The deposit the customer makes to establish its position is called
“initial” margin. FCMSs have the discretion to require their customers to provide funds in excess
of the minimum margin requirements set by the exchange. Whether an FCM will exercise this
discretion depends upon its assessment of a customer’s creditworthiness. Tn normal market
conditions, most FCMs would only charge sophisticated institutional customers such as hedge
funds the exchange-set minimum initial margim.

Whenever losses in 2 customer's aceount erode the net equity in the account to
maintenance margin levels set by the exchange {(generally 70-75 percent of the initial margn
level), the FCM will issue a *maintenance” margin call to the customer requiring the deposit of
sufficient additional funds or collateral to bring the level of margin on deposit with the FCM up to
100 percent of the imitial margin deposit. f market conditions change abruptly, an FCM can
require additional margin deposits from a customer in as little as one hour's time.

Segregation of customer funds

The CEA and CFTC rules require FCMs to account separately for customer funds
deposited to margin, guaranlee ot secure futures positions, and the accruals (gains or losses) an
such positions, on their books and records.® All such customer funds must be segregated from
the FCM’s own [unds and must be treated as belonging to the customer  An FOCM may, however,
pool all customer funds in a single account, as long as the account is clearly identified as
belonging to customers, An FCM must always maintain in the segregated account. free from
claims, sufficient funds to meet all the obligations it would owe to customers if their accounts
were closed out at current market prices. Segregation also facilitates the transfer of accounts
from a failing firm to a solvent one, allowing customers to maintain their positions without any
disruption to the custamer, Thus, segregation serves to protect the customer.

Minimum Nrancial requirements

The CFTC prescribes both minimum financial requirements for FCMs and (he standards
for calculating haw those requirements are met. The basic minimum adjusted nel capital
requirement for an FCM is the greater of (1) $250,000 or (2} four percent of customer segregated
funds {less the market value of long aptions in customer accounts). The basic calculation that an
FCM must make in order to demenstrate compliance with the munirum adjusted net capital
requirement is as follows: current assets mintey liabilities mirues capital charges equaly adjusted
net capital.

FCM capital is a backup to margin and must be highly tiquid so that an FCM can readity
satisfy segregation requirements and obligations to all its customers should a particular customer

¥ Goan CEA Scetion 4dr2), 7 USC § 6d(2). and CFTC Rules 1.20-1.30, 1.32 and 1.36.
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default ¥ CEFTC rules are more restrictive than generally accepted accounting principles with
respect to items such as receivables and prepaid expenses. Unsecured receivables, except in very
limited circumstances, have essentially no value as regulatory capital. As a consequence, even
though it may be permissible for an FCM to engage in certain OTC derivative transactions, the
capital rules vesult in significant charges aganst regulatory capatai with respect o0 OTC derivative
transactions, and it is commen practice for such transactions to be conducted through
unregistered affiliates of the FCM.

Financial recordkeeping and reporting requirements

FCMs must prepare and keep current ledgers showing each {ransaction affecting their
asset, liability, income, expense and capital accounts. An FCM must make and retain as a record
apen to inspection a formal computation of its adjusted net capital and minimum financial
requirements as of the end of each month. Although these computations arc only required
monthiy, an FCM should be able to demonstrate compliance with minimum financial requirements
at ali times, FCMs also must file financial reports on a quarterly basis™ and submit reports
cerlified by an independent public accountant as of the fiscal year end. (An apphcant for
registration as an FCM must also file a certified financial report.) 1Fany material tnadequacies in
an FCM's internal controls are found by the independent public accountant, they must be
reported. ™

Risk assessment ruales

As noted above, it is rot uncommon for an unregistered affiliate of an FCM to engage n
OTC derivative transactions. The CETC, recognizing that these and ather transactions conducted
through unregulated affiliates of holding company systems that include FCMs can create risk for
the regulated FCM, adopted rules that require FCMs that are part of holding company systems to
file: (1) an organizational chart depicting the various entities with which the FCM is affiliated and
identifying those entities that are * material affiliated persons:”™ (2) the FCM’s policies, procedures
and systems Lo manage the risks to the FCM’s financial condition or operations arising from the
activities of its affiliates: and (3} annual consolidated and consolidating financial statements ** The

I The CEA and CETC rules prohibit the use of onc customer’s funds to satisfy ablipations of another
custemer, o if there is a enstomer defaull on 2 margm call, ag FCM may be required 1o put its own funds in the
scprogated account. See CEA Sceuon 4d(2), CFTC Rulke 1.23.

* Thg CFTCs financial reponing form for FCMs is Form |-FR. Firms dually registered as FCMs and as
sccuritics broker-dealers can file a copy of 1he SEC FOCUS Repon in lieu of Form 1-FR.

¥ Qee CFTC Rule 1. 16(c), (d) and {c). CFTC Rule 1.12¢d).

M CFTC Rule 1.15.



CITC can also request additional information as conditions warrant, as it did following the recent
difficulties expericnced by LTCM.

4, Management of Clearance Risks

To the extent that hedge funds engage in commedity futures or options transactions on
U.S. exchanges, they reccive the benefits of 1he exchange clearing systems. The clearance and
settlement system for each U8 commodity futures or options exchange plays a key role in
managing and containing risk in those markets and is essential to their efficiency and integrity.
Although the rules of each exchange's clearinghouse differ, the clearinghouse for cach exchange
performs essentially the same function — it decreases credit risk by becoming the counterparty to,
and guarantor of, every trade. The CFTC oversees the clearing systems for U.S. commodity
futures and options exchanges * The key elements of this clearinghouse system are as follows. ™

Clearinghouse membership

Not all exchange members qualify for membership in the clearinghouse because the
financial requirements for membership in a clearinghouse are more stringent than for membership
in the exchange. Clearing members are monitored regularly to assure the members’ continued
compliance with applicable nct capital requirements and to detect any financial problems before
they affect the members” ability to meet their obligations. In addition, most cleannghouses
require their members to contribute to the general clearinghouse puaranty fund. Each member’s
deposit is availabte to the clearinghouse 1o cover a default by that member and, if necessary, to
cover a default by another clearing member,

¥argin requirements

When a clcaring member adds positions to its customer or proprietary accounts, il must
deposit money, known as “original margin,” (o sccure its obligations to the clearinghouse. The
exchange or the clearinghouse sets the minimum amount of original margin that must be
maintained to secure open positions.™ In addition, open positions are “ marked-to-market” daily,
and the clearinghouse will debit or credit a member's account based on the changes in value of the

! For example, the Commedity Exchange Act and the CFTC repulations require any board of trads which bas

been dosignaicd as 4 cantract markel (o submil 1o Uthe CFTC for review all proposed rules, incloding those of the
cxchange's clearinghousc. 7 USC § 5a(®) and 3a{12); CFTC Rulc 1.41.

A comprehensive discussion of the clearance and setiicinent procedures of 1.5, commedity exchanges can

be found in Tinotly Snider, Regutation of 1he Conunodities Fotnres and Options Markets § 2.01-7.12 (2d cd,
1005y

* The anvount of griginal margin that members are required 1o deposit is usually uniform, Most
clearinghouses have authorly 1o require higher levels of margin, sometimes referred to as “supermargin

requiremens,” for panicular clearing members in extraordinary circumstances.
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member’s open positions ™ All members of a clearing organization are required to maintain
aceounts for the payment and collection of variation margin with at least one of the exchange’s
designated settlement banks.

Clearinghouse guarantec

When a trade takes place on the exchange floor, each trader must report it to the
clearinghouse, where the trade is registered on the account of the trader’s clearing firm. The
clearinghouse then verifies the trade by matching the information fram the buyer and the seller in
arder to clear the contract. Once the clearinghouse venfies and clears the contract, the
clearinghouse is substituted for the original parties to the contract, becoming the “buyer to every
seller” and the “seller to every buyer ™ Since the clearinghouse, as the “universal counterparty” to
every cleared contract, guarantees performance of that contract, the parties to a trade do not need
to know the identity of a counterparty prior to executing a trade, and need not be concerned
about the creditworthiness of the original counterpaity. In guaranteeing the payment of variation
margin to clearing members with net gains on positions in their accounts, the clearinghouse
substantially protects customers from the risks of a default by another customer or by a clearing
member.

In the event of a customer default, the margin deposits made by the customer assist a
clearing member in meeting its obligations to the clearinghouse. However, if a customer defaults
an its margin payment to the clearing member and the member is unable 1o close out the
customer’s position before the equity in the account is exhausted, the clearing member must use
its own funds to pay the vanation margin owed (o the clearinghouse and pay any additicnal
vartation margin required to cover losses sustained in ¢losing out the position. This guarantee of
payment by the cleanng member provides market participants with substantial protection against
defaults by other participants.

[n the event of a default by a clearing member, the clearinghouse generally will be allowed,
under its rules, to close out or transfer to other members all of the positions carried by the
defaulting member. If obligations to the clearinghouse remain, the clearinghouse may use original
margin deposited by the defaulting member to cover these obligations. The clearinghouse cannot
ws¢ margin deposited on a defaulting member’s customer positions to satisty obligations other
than those related to the defaulting member’s customer accounts.™ The clearinghouse has priority

H Ty the cxtent that 1 value of 2 member's account fas increased above required minimum origing! inargin
levels, the member muay withdeaw any excess margin. By comtrast, if the value of a member’s account has fallen
below required original margin levels, the member will be requited to pay additienal margin,

B Thus. a clearinghouse capnal #s¢ onginal margin linds deposited in connectign wih positions held by a
defaudting member’s custemens 1o cover any obligations arising from e defaulting member’s proprctary tradmg.
Hewever, the defaulting member’s customers could be exposed (o losses because ol shorfalls in other customers’
margin payments, This risk occurs beeause ar the cleannghouse level customer Munds sire held o a single omnibus
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with regard to original margin funds because those deposits constitute security ta satisfy demands
for variation margin owed on open positions. Ifa deficit still remains after the margin funds have
been exhausted. then the clearinghouse can access the defaulting member’s guaranty funds and
will have recourse to its other assets, as well. If these funds still do not cover the deficit, most
cleatinghouses will assess their other clearing members to cover the balance.

5. LTCM and U.S. Futures Markets

The FCMs carrying U.S. exchange-traded futures and option posttions for LTCM made
timely margin calls related to those positions, and LTCM satisfied them. Even when conditions at
LLTCM came to a head in late September 1998 and there was a margin call made for tens of
millions of dollars, LTCM’s account equity was morg than three times the size of the call so that
even i 1.TCM had defaulted, futures market positions could have been liguidated without causing
an impact on the financial conditions of the carrying FCMs. Even if events had further
deteriorated so that LTCM ended up in a debit or deficit condition that it was unable to cover, the
FCMs in question had substantial excess adjusted net capital with which to absorb a default. Nor
were LTCM’s exchange positions of such magnitude that a default by it likely would have caused
sipnificant disruption of the U.S. exchange-traded futures markets.

6. CFTC Analysis of Hedge Fund Data

The CFTC receives tnformation from CPOs cencerning commodity pools, some of which
are hedge funds. ™ In addition, the CFTC has authority to request and receive additional
information under CFTC Regulations 1.31 and 4.23 from CPQs about the trading activities of the
commodities pools that they operate, After tearning of L'TCM’s financial difficulties n late
September 1998, CFTC staff determined to gather additional information concerning the current
financial status of certain large commodity pools. Accordingly, in ¢arly Octaber CFTC stalf
issued a request for informaiion to operators of selected pools,

The selection criteria were (a) pools with total assets over $250 million or {b) pools with
total assets samewhat less than $250 million and leverage greater than 2%-to-1. Ninety-nine
CPOs operated at least ene pool that met these criteria. Because the CPOs were required to
report on all pocls that they operated, whether or not all the pools met the criteria, information

account and all funds in vhis account could be used o satisly obhigations 1o the clearunzhouse ansing from
customer positions. Thus, funds of ene customer conld be used to satisfy the ohligations of another custamer if the
cleatiug wwemher is unable w meel those obkigalions.

¥ There are more than 1000 funds operated by CPOs regisiored with the CFTC, As discessed supra, these
CPOs file with (he CFTC an annual separt for each pool. Inaddinon, CPOs must maisnain cenain records and
provide copies (9 Lhe CFTC upan mgudast.
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was received on 370 pools.”’ The information obtained was as of September 30, 1998. CFTC
staff auditors analyzed this information and, in a number of cases, asked follow-up questions.
Pools were also grouped into families of related pools, based on CFTC staff’s understandings of
such relationships.™

Size

The ten largest families of pools as measured by total assets as of year-end 1997 ranged
fram $11 billion to 5129 billion, with an average size of $34 mllion. As of September 30, 1998,
the ten largest familics ranged in size from 315 billion to $122 billion, with an average size of $36
hillion. At the end of each period measured, approximately forty families had total assets greater
then $1 billion. and approximately fifty had total assets greater than $500 million.

The total assets of the ten largest individual poo!s as of year-end 1997 ranged from 39
billion to $12% billion. By comparison, as of September 30, 1998, the total assets of the ten
largest pools ranged from $10 billion ta $122 billion. As was the case with families, for both
dates there was a significant difference in size between the largest pool and the others on the list,
as indicated by average size. The average size of the ten largest individual pools both at year-end
1997 and as of September 1998 was approximately 328 hillion in total assets.

At buth year-end 1997 2nd September 1998, approximately another 45 paols had lotal
assets exceeding $1 billion. A total of approximately 150 pools at year-end 1997 and 130 pools
at September 1998 had total assets exceeding $100 million. Thus, most pools operated by CFTC
registrants had total assets under $100 million.

Leverage

CFTC staff also analyzed Funds based on balance-sheet leverage, defined {for ease of
computation) as total assets divided by total equity. The following leverage analysis focuses on
the larger funds (those with total assets greater than $500 million), given the greater kkelihood
that the failure of such a fund might have systemic effects. It is important to emphasize that these
figures are based on accounting data and do not include analysis of open positions, market
strategies, or value at risk. An entity might have high balance-sheet leverage but, because of (he

3 To avoid double-counting, data on feeder pools was excluded, leaving about 270 pools. A Reuder pool is a
pool that {ivests most of its maney in another pool or pools. Thae pools el i mvests inomay be operated by
same CPO or by other CPOs. Feeder pools may be ticred.

¥ Thus, this surmmary is based on (he following information: (13 1997 year-end annual reports filed by CPOs
and {2) responses (o the request Tor information sent by the CFTC 1o selected ponl operators during the first week
of Crctober 1998 and sicps taken by staff 10 follow up on that request. Al of the 1998 and sone of the 1997
utfornation is based on uraidited reparts. Becausc CFTC Rules do not require certain funds o provide fusmeial
statcinents tother than met assel value information} on a basis imore frequently than annually, semne funds did not
provide toral assel information for 1998,
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low volatility and effective hedging of its positions, represent a lesser risk than another cntity with
low balance-sheet leverage but highly volatile and/or unhedged positians.

As of vear-end 1997, the ratio for the ten families with the highest degree of leverage
(among those who reported total assets greater than 3500 million} ranged from 12 to 71. Asof
September 30, 1998, the leverage ratio for the ten most highly leveraged of this class of families
ranged frotn 7 10 32. 1o each case, approximately another ten farmbhes had leverage ratios in
excess of 2.5

As of year-end 1997, the ratio for the most leveraged individual pools with total assets
exceeding $300 million ranged from 27 to 67 % As of September 30, the ratio for the ten most
leveraged pools ranged from 16 ta 37. At year-end, there were three pools with leverage ralios in
the forties, two pools with ratios in the Lhirties, and two with ratios in the twenties. The
September figures reveal four pools with ratios in the thirties, two with ratios in the twenties, and
two with ratios in the teens. Maost funds operated by CFTC registrants had leverage of less than
2-to-1.

Creditors and counterparties

In the Qctober request, the CFTC asked responding peals to list their five largest creditors
and their five largest counterpattics. The pools were not asked to identify the dollar amounts of
the obligations. In analyzing the responses, CFTC staff noted that there were inconsistencies
among the reporting firms as to who was classified as a creditor and who was classified as a
counterparly, Accordingly, the data were analyzed to identify all instances where an entity was
listed in either category. Eighty-six entities were listed at least once. The ten most frequently
listed firms were all well-known banks, investment banks, or broker-dealers. Only four pools
were mentioned at all as creditors or counterparties. None was in the top 35.*

Futures positions on U.5, exchanges

CFTC staff review large trader reports on a daily basis. After [earning of LTCM's
financial difficulties, the CFTC siaff contacted FCMs carryving large positions on behalf of pools
and confirmed that daily margin obligations continued to be met on a timely basis. CFTC stafl
also have reviewed recent [Liures positions of the (en largest pools that responded to the request
for information.  As of December 15, 1998, there were 33 instances where these pools had

¥ Two ootliers are excluded from this analysis.
1 should be coplasized that these fipures do not represent e dollar level of exposun: for these fims.
Rather, they only represent 1he number of instances a firm was listed as a creditor or a5 a counterpanty. Thos, a
fin listed once as a creditor with a $16 million loan oulstanding weuld have more hinancial exposure than a lioy
that was Lsied 9 times bul with cach expoesure being $1.1 million or less.
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reportable futures positions. 1n 31 of these cases, the net positions represented less than 1 percent
of the total open interest in the contract.

Withdrawal polices

CFTC staff also analyzed the withdrawal policies of the largest commadity pools to
determine whether there were indications of a risk of a “rush to the exits” on December 31.
CETC staff contacted some of the larger funds that do allow sigmficant withdrawals as of the end
of the year. The CFTC concluded that funds operated by CFTC-registered pool aperators were
unlikely to experignce significant liquidity problems in coping with redemptions at the end of
1998,

7. Conclusion

The CFTC and the exchanges have detailed information available on a daily basis
regarding the on-exchange activities of large traders, including hedge funds, through its large
trader reporting system and speculative position nules. However, even where the operator or
advisor of a hedge fund may be registered as a CPO or CTA, the CFTC does not have extensive
infarmation about the off-exchange activities of the hedge fund. Simiarly, CFTC-registered
FCMs are not a useful source of information about hedge funds’ activities in these other markets
because they do not act as counterparty to such transactions, although they may have affibates
that do so.
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APPENDIX D

THE SUPERVISION OF BANK EXPOSURE TO HEDGE FUNDS



|. Commercial Bank Relationships with Hedge Funds

Commercial bank relationships with hedge funds can involve direct lending, counterparty
trading, direct equity investment in funds, investment advisory, and fund sales through private
banking operations. The risks resulting from these activitics are no different from the nsks from
similar activitics with other types of financial institutions. However, the unique characteristics of
hedge funds, such as dynamic trading strategies and frequent use of leverage, may alter the
relative importance of different measurement and contro! clements that banks use for their risk
management pracesses. This section of the appendix summarizes the scope of miajor bank
exposures to hedge funds, identifies how examiners assess banks’ credit risk management. and
reviews the basic elements of the risk management systems used to manage these exposures. 1t
also discusses lessons learned from the LTCM event, as well as from subsequent targeted reviews
of banks’ relationships with hedge funds.

Bank exposures to hedge funds

U.S. commercial bank activity with hedge funds, including exposure to the LTCM Fund, s
concentrated in those money center institutions with major strategic business lings devoted to
investment banking services and trading and dervatives activities. However, even at these
institutions and the handful of other U.S. commercial banks idemified 1o have such relationships,
exposures to hedge funds represent a small portion of the aggregate credit exposure from both
traditional banking and derivatives business lines. Az of Septernber 30, 1998, agaregate bank
direct lending exposure to hedge funds is estimated at less than $4.3 billion at the twelve banks
identified to have hedge fund relationships. This compares to total assets of mare than $2.6
trillion at these institutions  [).8. commercial banks had estimated direct investments in hedge
funds of less than $1.7 billion, including the recent workout investments in the LTCM Fund
While some banks do engage in repurchase agreement transactions with hedge funds, which can
further increase credit exposure, this activity is limited given the constraints that the leverage ratio
places on this business at U.S. commercial banks.

Most bank exposures with hedge funds arise from counterparty trading and derivatives
activitigs. The estimated natianal value of derivative contracts with hedge funds al money center
banks with significant trading activities represents less than four percent of the tatal 327 trilkion in
total notional value of derivatives contracts at these instilutions. The estimated current credit
exposure of derivative positions with hedge funds amounted to less than four percent of the
current credit exposure of all derivative positions at these instituttons. Collateral held against
current hedge fund exposures resulted in negligible net current credit exposure.

2. Supervision of Bank Credit Exposurcs to Hedge Funds
The banking agencies generally take a business line-oriented, risk-focused approach in

conducting their supervisory activities. This approach is designed to conform with the operational
structure and risk profite of the institutions supervised The agencies focus supervisory resources
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on assessing the safety and soundness of the bank's activilies. Examiners assess the level and
direction of risk, and the quality of risk management for different types of risks (e.g., credit,
market, liquidity, operational, legal, reputation} on an aggregate basis. They also review risk
profiles for various product offerings, business lines or activities (e.g., lending, trading, investing,
and derivatives). Accordingly, bank exposures from hedge funds are primarily supennsed wilhin
the context of the functional area or product ling in which they arise, such as lending or
derivalives activities. Unless targeted for special review, exposures arising from any one type ol
customer or counterparty, such as hedge funds, are generally not singled out from other 1ypes of
CUSLOMErS.

Supervisors cxpect banks to analyze hedge fund exposures consistent with the principles
of sound credit risk management. Supervisors communicate these credit risk managemernt
principles via formal handbook guidance and periadic advisory letters to bankers and examiners.
Supervisors have not had specilic examination pracedures for hedge fund exposures since 1t 15 not
practical to have scparate procedures for individual industrics. Nevertheless, the guidance on
sound practices as they relate 1o lending, trading, investing and derivatives activities are just as
applicable to banks’ hedge fund relationships as they are to any customer relationship.’
Accordingly, supervisors use existing loan portfolic management, commercial lean, and
counterparty trading examination guidance and procedures to assess the quantity of credit risk
and quality of credit risk management processes. Bank supervisors, in recognition of some of the
unique nisks assocated with counterparty trading exposures generally, and hedge funds
particularly, have recently issued supplemental guidance for examiners to use in reviews aof bank
trading and dealer operations.?

In assessing compliance with sound practices, supervisors rely on continuous supervision
of large complex banking organizations — which are the most likely institulions to have
meaningful exposures to hedge funds. [n general, supervisors assign examiners full time at these
institutions 1o maintain an ongoing program of risk assessment, monitoring, and communications
with bank management and directors. Supervisors rotate personnel selected for these assighments
periodically to ensure that the staff maintains an objective and diverse supervisory perspeclive.
Examiners assess the quality of banks’ credit portfolios, which includes exposures from ofl-
balance-sheet derivatives activities. They also evaluate the adequacy of credit nsk management
practices, through on-site reviews and from continuous supervision of credit exposures. In

' Such gencral guidance (e is applicable to all types of counterparties includes OCC Banking Circular 277
and Advisery Letter 97-3 (Credit Underwriting Standards and Pertfolio Credin Risk Mezsurement). and the Federsl
Bteserve Board's Trading and Capital Markets Aclivitics Manual and variows supporiing SR letlers, including SR
9360 and 97-17.

Y Zee QCC Bullclin 99-2: Risk Management ef Financial Dervatives and Bank Trading Aclivitics, dated
Januany 25, 1990, Federad Reserve SR lerer 99-3: Supervisory Guidance Regarding Counterpany Credu Risk
Mamgement, dated February 1, 1999, Basle Committee on Banking Supervision: Banks' Interachons with Highly
Leveraged Instituttons (January 1995} and Sound Practices {or Banks’™ Inmerctions wilh Highly Leveraged
[nstiations {January 19997,
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choosing risk areas for targeted reviews, examiners emphasize those bank activities exhibiting
higher than average risk or growth, and unigue or new characteristics.

Hedge fumds historically have not represented significant credit risk to banks, largely due
to the collateralized nature of most transactions. The following discussion outlines how bank
supervisors assess credit risk generally. [t also discusses hedge fund exposures particularly, from
the two principal sources of exposure: direct lending and counterparty trading. While the credit
risk management of these 1wo types of exposure to a hedge fund ditfer in important respects, they
have many elements m common. Banks generally manage all types of exposures to a customer as
a single credit relationship. Thus, the due diligence and maonitaring described under direct lending
applies also to counterparty trading, and banks are expected by supervisors to have
comprehensive credit reporting systems that provide measures of total exposure to each hedge
fund.

Supervision ol direct lending activities

Examiners assess how bank management identifies, measures and controls risk throughout
the credit process, by reviewing the bank’s strategic direction, risk appetite, and risk management
processes. Bank supervisors have not targeted hedge funds, as a separate industry class, for
specific reviews, However, examiners have reviewed Jarge hedge fund relationships as part of
regular assessments of large exposures  For example, exarniners evaluate hedge fund relationships
as part of their targeted reviews of large corporate credits, including those exposures that fall
under the scope of the Shared National Credit Program .’

When evaluating a targeted loan portfolie {¢.g., large corporate) and credit nisk
management practices, examiners consider the following specific factors, as appropriate,
depending on the scope of the review:

Credit culture. Examiners evaluate the bank’s credit culture because it exerts a strong
influence on credit risk management, Values and behaviors that banks reward influence credit
standards and can often take precedence over written policies and procedures. When practices do
not correspond with policies, lenders may not clearly understand the culiure, credit controls may
not be effective, policies and systems may be inappropriate for the credit environment, or banks
may reward employees for behaviors inconsistent with policy.

Loan policy. The loan policy 15 the primary means by which senior management and the
board guide lending activities. Examiners assess whether the policy provides a framewaork for

* A shared national credit (“SNC™} is amy loan andfor formal commitment extended 1o a borrower by a
supsrviscd institution, or any of s subsidiarics or affiliates, which totals 320 milien or more and: {1 ) s shared by
three or more imsLitutio ns uader o fanmal lending apreetnent, ar {27 a porion of which is sold o two or more
instdutions, where the purchasing instilulions assume o pro-rata share of the credit rigk.
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achieving asset quality and earnings objectives, sets prudent risk tolerance levels and puides the
bank's lending activitics in a manner consistent with the bank’s strategic direction.

Integrity and quality of the risk ratings process. Rating the credit risk of individual
loans through regular credit evaluations is fundamental to a sound credit process. Such
evaluations allow timely detection of changes in portfolio quality, and enable management to
modify portfolio strategies and to intensify the supervision of weaker credits, Examuers review
the bank's risk rating definitions and processes for reasonableness. Ta confirm the integrily ol the
risk rating process, examiners analyze individual credits to assess the quality of the risk rating
analysis and to determine if management comectly assigns ratings. Examiners also assess whelher
the risk-rating framework provides sufficient guidelines for evaluating loans to entities with
umque characteristics, such as leverage.

Loan approval process. The loan approval process is the first step towards ensuring
sound portfolio credit quality. While examiners do not promote any particular system for loan
approval, they evaluate whether the loan approval process introduces sufficient controls to ensure
acceptable credit quality at origination. This process should be compatible with the bank’s credit
culture, risk profile, and capabilities of its credit personnel. Examiners evaluate whether the
systemn for loan approvals establishes accountability for credit decsions.

Alowable types of loans. Examiners evaluate the types of loan relationships, including
hedge funds, that the bank approves and evaluate them relative 1o the bank’s ability to properly
underwrite and supervise the credits. Because entities such as hedge funds may engagce in
sophisticated trading strategies, leveraging, and various off-balance-sheet activities, examiners
assess whether the bank has retained personnel with the required expertise to analyze and manitor
these specialized credits. The lending policy should control specific types of loans that have
resulted in abnormal losscs for the bank or that the bank considers to have less favorable
risk/reward characteristics,

Underwriting criteria & due diligence reviews. Examiners assess a bank's
underwriting standards on an ongoing basis through the review of individual credit fites and
changes to policy. Examiners assess the extent to which the credit analysis of individual
exposures supports the underlying credit decision. These file reviews also help examiners assess
compliance with policy and idemify any detenoration in underwriting standards.

Examiners evaluate whether banks obtain sufficiently comprehensive financial and other
information to provide a clear understanding of Lhe obligor’s risk profile. A sound underwriting
process should contain the following elements, calibrated to the size of the obligor and the nature
of their activities:
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Financial information, covering both on- and off-balance-sheet positions, including:
— Current and historical balance-sheet and income data,
- Balance-sheet, income, and cash flow projections, and
— Comparative industry data.

Sufficient detail about the major types of business strategies and activities 10
understand the obligor’s overall risk prafile, including the nature and size of the
obligor’s invelvement in broad instrument categories and markets (cash,
derivatives, leverage). For hedge funds, this should include a comprehensive,
quantitative assessment of leverage and risk concentrations, To assess a hedge
{fund’s leverage, for example, banks can compare the obligor’'s value-at-risk

(“ VaR™) numbers and stress testing results to the amount of available capital.
Even mare straightforward stalistics such as quarterly data on the standard
deviation of daily P&L., or quarterly data on maximurn daily loss or profit, have
value for assessing risk

Sufficient understanding of the relative size of the obligor’s aggregate positions in
a given market, and the liquidity associated with these positions.

Sufficient knowledge about, and risk assessments of, the obligor's performance on
obligations wilh other creditors. A dealer’s own transactions with a hedge fund
might not reveal the fund’s overall risk profile.

Because hedge funds actively trade and dynamically manage their investment positions,
many of which can be off-balance-sheet, financial stalements tend to have limited value in
prospective credit analysis. Hedge funds view banks as competitors as well as creditors.
Therefore, most hedge funds are very reluctant to share nformation on their trading stratepies, a
practical limitation which impairs the ability of the credit officer (o gain comprehensive insight
inte the fund’s risk profile. For these reasons, bank due diligence reviews of hedge fund
customers tend to focus on more qualitative assessments of hedge fund credit quality, such as:

the equity investment, track record and reputation of the principals;

trading strategies and risk appetite;

redemption policies,

leverage, including for off-balance-sheet positions;

the quahiy of risk management systems;

front and back office operations; and

offering circulars, private placement memorandums and partnership agreements.

Examiners then evaluate the effectiveness of banks’ due diligence efforts and qualitative
assessments. In particular, examiners review whether banks have cstablished mitigating controls
when the transparency of the hedge fund 1s inadequate. For example, hedge fund financ¢ial
statements typically provide insufficient information to assess the risks of off-balance-sheet
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contracts, the effective degree of leverage, and changes in business strategies. Mitigaling controls
can include requiring collateral or negotiating more conservative covenants {especially contractual
provisions that become more stringent as credit quality deteriorates) into credit agreements.

Because of increasing competitive pressures, banks had come under pressure to waive
covenants. Examiners will investigate a high level of covenant waivers and assess the impact on
joan quality and credit management practices. Examiners will also assess whether the
underwriting policy sufficiently details procedures for approving exceptions to credit policies.
Fxaminers evaluate the frequency of policy exceptions, an excessive level of which may indicate
an unwarranted slippage in underwriting standards.

Examiners also determine that banks appropriately translate their risk tolerance levels inlo
effective palicies and procedures that deal both with individual as well as important classes of
obligors. Palicics, which reflect credit culture and risk appetite, need to drive the credit standard
setting process, not competitive pressures in the marketplace. When bank management identifies
credit concerns with regard te an obligor, it should take appropriate steps to litmt and manage the
cxposure. For example, banks should either refuse to extend credit, or implemenl tougher credit
conditions (¢.g., insist on more conservative financial covenants), for those obligors whe provide
less than complete information about their risk profile.

Ongoing monitering.  Banks typically impose on-going financial reporting requiremeni s
on hedge fund customers as part of their credit risk assessment and risk management process.
Such reporting usually includes audited annual financial statements, quarterty financial statements,
and monthly net asset value statements,

The vanability of a hedge [und’s financial position and nisk profile, however, makes
traditional toals of finaneial statement analysis less effective in assessing the credit exposure to a
hedge fund. As noted in a 1994 B1S report on public disclosure of nisks ansing from trading
activity, traditional accounting based information is not well suited to describing the risks
associated with trading activity.! That report emphasized the importance of information about the
volatility of trading portfolio values, both retrospectively and potentially, for assessing a
counterparty’s creditworthingss. While such information is produced by most risk management
information systems, the degree to which that information is drawn upon in reports to trading

* Pubhc Disclosure of Market and Credit Risks by Financeal Tmennediarics. Bank for Inlermational
Scitlewnents. September, 1994, The repont recomimended thas “all Nnancial imermediartes—regulated and
unrcgulated—should move in the direction of disclosing periodic quantitalive informalion which expresses, in
sumntary form. the estimates relicd upon by the [irm’s management of:

e the markel risks in the relevant porlfolio or ponfolios, as well as the firm's aclual performance in
managing the market risks in these porfolios;
the counterpanty credn risks ansing froan its trading and risk nanagement activities, including

current and potential Tuture credit exposure as wel as counlerparly creditwerbiness, in a farm
which peranils evaluation of the linn’s performance in managing credil risk.”
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counterparties and other disclosures still varies widely. In general, hedge funds provide balance-
sheet and income statements which are not informative about risk profiles.

Typically, banks receive only general information on the characteristics of a hedge fund’s
trading strategies (e.g, apgressive growth, distressed securities, emerging markets, mariet
neytral, etc.}. Banks generally have not received the sort of risk-focused financial information,
such as risk management reports or other summary measures of market and other risks {e.g..
liquidity and credit} that would allow for a more comprehensive credit assessment, particularly
with respect to leverage. However, banks do look for changes in trading strategies. Banks can
sometimes detect changes in strategy by observing trades placed with the banks’ dealer
operations. Deviations in a hedge fund’s trading strategy can result m a fund straying from its
area of market expertise, which can increase the bank’s credit risk.

Given the limitations of the typical financial statement for timely assessment of a hedge
fund’s trading risks, banks and securities firms supplement traditional financial analysis with
pccasional on-site visits and qualitative evaluations of the fund’s risk management practices,
trading strategies, and performance. Such qualitative evaluations, while important, are not a
substitute for better quantitative information.

Examiners evaluate the bank’s process for monitonng client credit quality. Because of the
dynamic nature of hedge fund trading activities, banks should require more frequent financial
information on broad trading, strategies, fund redemptions, leverage, and net asset vaiues,
Examiners evaluate whether banks obtain sufficient information, and review it with appropriate
frequency, to demonstrate effective credit risk management.

Credit risk control function. Besides the loan policy, the primary controls over a bank’s
lending activities include credit administration, loan review, and audit functions. These units
ensure the reliability and effectiveness of the bank’s nsk management process, management
information systems (* M157), and internal and accounting controls. Control funclions can also
provide senior management and the board with a penodic assessment of how well the bank’s
employees understand the credit culture and whether their actions conform to the bank’s
standards and values.

During targeted credit examinations, examiners determine the scope and adequacy of
banks' control functions, such as the loan review and audit functions. For example, examiners
sample internal loan review workpapers and reports to assess their depth and coverage. To
evaluale the competence of oversight functions, examiners will determine whether loan review
personnel possess the required industry expertise to analyze loans to entities with unigue
characteristics, such as high leverage. Examiners also sample audit warkpapers and reports to
ensure that senior management is approprately responsive to deficiencies and concerns cited by
oversight units. Repeated deficiencies resulting from the failure (0 take appropriate corrective
action prompt examiners 1o initiate discussions with, and seek corrective commitments from,
exgcutive management,

D-7



Supervision of counterparty trading exposure

For reasons mentioned earlier, supervisors generally have not targeted hedge funds, as a
separate industry class, during reviews of counterparty risk from trading activities. Rather,
supervisary efforts have focused on the largest counterparty credit exposures, and those
exposures that are exceptions to bank policy.

The procedures for evaluating a bank's counterparty trading exposure and risk
management systems are similar to the process deseribed tor evaluating direct lending activities.
However, there are some unique issues that examiners consider when evaluating the credit risk
management of counterparty exposures to leveraged entitics, including hedge funds. Exarminers
consider;

Personnel. in order to effectively evaluate risk exposure and set appropriate eredit liomts,
the personnel responsible for approving and momitoring counterparty credit exposure must
possess a strong understanding of derivative instruments, the sources of credit exposure, and
market factors that affect ¢credit exposure. Credit personnel should receive ongoing training on
derivative instruments, risk management techniques, and methods of measuring credit risk.

Counterparty limits. Banks should establish counterparty credit limits in much the same
way as traditional credit lines. Counterparty credit limits should be a function of the bank's risk
tolerance, the terms and conditions of financial contracts and, most importantly, the capacity of
ihe counterpariy to perform on its obligations. Limit approvals should precede the execution of
derivative transactions. Credit file documentation should support the purpose, repayment souece,
and collateral.

For trading transactions, current credit exposure oceurs when changes in market prices
cause the replacement value (f.¢., current mark-to-market) of a ‘transaction to rise above 115 value
at inception® A hedge fund default would cause a loss to a creditor if the current mark-to-market
favored the ereditor, because that creditor can replace the transaction only at the market prices
prevailing after default.®

Counterparty credit risk includes both pre-settlement risk ("PSR") and settlement risk.
Pre-settlement risk represents the current mark-to-market amount of counterparty positions, plus
an estimate of potential future exposure {*PFE™), ie., how large that current mark-to-market
might becorne over the life of the contract. The PFE reflects the possibility that the current credit
exposure may increase as a result of funre market movements. The PFE provides a measure of

¥ almosl all derivatives contmets have no current credit exposure al inceplion; (he contract is priced fairly for

each parly.

* Iis of course tewe that il the current mark-to-market is in faver of the hedge fund, then the ledge fund

wollld suffer a loss i its credimor institnlion defulted.
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possible future changes in market value, at a specified confidence interval, over some defined
harizan (typically over the life of the contract). PSR limts should be commensurate with the
board’s risk tolerance and the sophistication of the bank’s nsk measurcment system  Banks winch
have less sophisticated credit risk measures should compensate by imposing more conservative
lirnits.

Banks should kave separate and distinct limits for settlement nsk, which measures the
exposures Lhat occur when one party makes a payment prior to assurance that it has received a
payment from its counterparty. Settlement risk lasts from the time a bank can no longer
uniaterally cancel an cutgoing payment until the time the bank recerves the incoming payment
with finality. Settlement risk arises because it is generally impractical to arrange simultanecus
payment and delivery in the ordinary course of business. For example, settlement risk arises in
international transactions because of 1ime zone differences. This risk generally exists for a
minimum of one 10 two days. Tt can take another one to two busingss days to confirm receipt
through reconciliation procedures. As a result, settlement risk can accumulate during the
reconciliation period, and span three business days {or mare), until a bank can be certam that it
has recelved a payment. A failure to perform may result from counterparty default, operationai
breakdown, or legal impediments. Settlement risk anses in both cash and off-balance-sheet
derivatives dealing activities.

The dollar volume of exposure due to settlement tisk sometimes 15 greater than the credit
exposure arising from pre-settlement risk because settiement can involve an exchange of the total
notional value of the instrument or principal cash flow. Limits should reflect the credit quality of
the counterparty and the bank’s own capital adequacy, operations efficiency, and credit expertise.
Any transaction that will exceed a limit should be pre-approved by an appropniate credit officer.
Reports to managers should enable them to easily recogmize limit excesses.

Stress testing. Banks need to stress test their credit, as well as market, risk profiles in
order to evaluate the potential impact of adverse market conditions on cash flows and
assetfcollateral values supporting trading transactions. Stress testing helps identify those
counterparties likely to create the greatest credit exposures in market environments more severe
than standard risk measurement methods assume. Examiners place increasing emphasis with
banks on the need to stress test counterparly trading exposures as a supplement to routine
{normal case) estimation ol pre-settlernent risk. 1F stress testing identifies particularly risky
positions, the bank should consider reducing exposure, or requiring additional collateral.

Examiners also assess whether the bank has considered the impact of liquidating collateral
it the event the borrower defaults. The peotential for disorderly liquidation, financial market
disruption, and systemic market stress i3 a function of the borrower's loverage, the concentration
of collateral in any one market, and prevailing market condittons. Disotrderly markets increase
credit risk because banks may not realize sufficient value upen collateral liquidation to completely
offset their current credit exposures. Because hedge funds are active participants in many
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financial markets, and frequently rely on leverage, banks face greater risks of having to liquidate
collateral in disorderly conditions with hedge funds than with many other trading counterparties.

Collateral management. Given the information problems agsociated with hedge funds,
leverage, and the volatility of hedge fund net asset values, bartks and securities firms usually
require collateral on their trading exposures to hedge funds. Generally, banks require collateral to
cover the current credit exposure or current replacement vaiue. Banks normally require a
“haircut” {collateral margin) when fimaricing a counterparty’s acguisition of a trading assct, such
as in reverse repurchase agreements. Competitive pressures, however generally led to banks’
reducing, or eliminating such haircuts, and thus sometimes banks have provided 100% financing.
For over-the-counter derivatives, many hedge fund clients negotiated loss thresholds in their
trading agreements.’ Loss thresholds are small, generally less than 35 million. To reduge the
need for frequent small transfers of collateral, the trading agreements often set mimimum collateral
transfers to trigger collateral calls above the thresholds. These minimum transfer amounts are
even smaller. The unsecured exposure thus can total the amount of the threshold plus the
minimum transfer requirement. While loss thresholds and minimum transfer amounts are also
subject to strong competitive pressure, on balance, banks generally have had well collateralized
current credit exposures {0 hedge funds.

Examiners evaluate the potential risks in smaller collateral hatreuts, and the size of loss
thresholds, in relation to the overall credit quality of the relationship and the grace period for
posting collateral. Collateral agreements typicaily include a ¢lose-out provision allowing the bank
to terminate a client’s positions if it is unable to post the required collaleral within a specified
grace period. These close-cut provisions may or may not allow recourse back to the
counterparty. A non-recourse close-out could lead to losses for the bank if the underlying
positions are tlliguid.

Cue to the increasing trend of collateralizing derivative transactions, examiners assess the
operational integrity of collateral monitoring systems as part of their review of back office
operations. During these reviews, examiners look at collateral perfection, initial account set up,
how collateral is held in accordance with dacumentation (including controls on collateral
segregation and rehypothecation/substitution of collateral), and adequacy of collateral haircuts
Examiners assess how the bank ¢nsures accurate mark-to-market valuation of trading
counterparly positions in order to determine collateral coverage and make collateral calls it
necessary. They also review the level of disputes with counterparties as an indicator of whether
there is a recurring problem with the price marks. Some warning of problems may occur through
the spotting of irregularities in a customer’s posting of collateral.

7 A loss threshald represents current mark-to-markel ¢xpasure below which a bank agrees not 1o require

collateral. |t represents unsecnred credit exposure. For cxample, a bank might grant 4 hedge fund 2 $1 oullion
loss thresheld, This means that the fund would post collaleral onby after the current replacement cosl of the
comlract exceeds 31 nullion.
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Examiners assess whether banks regularly compare trading exposures against collateral
pledged by the counterparty. Depending upon the volatility of the underlying positions and
liquidity of the coilateral, banks may need to do this on an intra day basis. Examiners also
evaluate the timelingss of collateral calls when the current credit exposure exceeds the value of
collateral. Examiners revicw the grace penod allowed to post margin and the history of fails to
assess the bank's potential risk exposure. They may test mdividual transactions to determine if
the bank madc collateral calls in accordance with policy.

Examiners affirm that banks have in place cleariy articulated policies for the establishment
of collateral arrangements with counterparties. Policies should lay out clear gudelines lor the
type of collateral arrangements required, based on criteria such as the rating assigned to the
counterparty, the quality of information available, and the nature, volatility and Liquidity of the
transactions. In particular, banks need to have clear internal guidelines detailing the types of
acceptable collateral and their respective hairculs, as well as the condition under which the bank
will require collateral to cover some portion of the PFE of trading transactions. Tinally, the
granting of two-way collateral arrangements, and any re-hypothecation rights given to the
counterparty, should be a function of the obligor’s credit quality and the bank’s own liquidity
position. Examiners evaluale whether audit and other oversight units regularly evaluate the
adequacy of the collateral management function as weil as test compliance with established
poheies and procedures.

[ocumentation exceptions. Trading documentation refers broadly to the decuments
needed to legally enforce the credit agreement and properly analyze the borrower’s financial
capacity. When a document is missing, stale, or improperly executed, it becomes an exception.
Documentation exceptions can exacerbate problem exposures and sericusiy hamper work-out
cfforts  For example, failure to ensure timely receipt and analysis of financial information can
preclude the early identification of potential problems and the opportunity to initiate efforts to
strengthen the credit. Failure to promptly review financial informalion can delay excreising any
powers (o strengthen the creditor’s position under the credit agreement. Examincrs will analyze
the level, composition, and trend of documentation exceptions to assess potential risks.

Maintaining current documentation of all cutstanding contracts 15 an important component
of credit risk management. Generally, signed masler agreements are required prior to initiation of
trading transactions. Where master agreements have not been signed, “full” confirmatians
containing many of the provisions found 1n & master agresment are used. Master agreemcnts
usually include standard [SDA (International Swaps and Derivalives Association) and [FEMA
{International Foreign Exchange Master Agreement) default clauses, supplemented with
additional termination events covering the dissolution or hiquidation of the fund, the resignation of
the fund’s general partner or pnncipals, or decreases in net asset values beyond a certain
threshold.

Interconnection risk. Recent market events have underscored the impartance of
assessing risk interconnections. For example, market and eredit risks are directly related. When a
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contract moves deeply into-the-money for the bank, counterparty credit risk increases. Similatly,
as credit risk increases across the system, liguidity tends to erode, making it more difficult for the
bank to manage the risk of its portfolios. Coumterparties having deeply out-of-the money
positions may threaten litigation, asserting that the bank has not sufficiently disclosed all contract
risks, especially if 1he contract involves & high degree of complexity. Examiners also focus on the
bank’s client selection process to determine if management has properly considered reputation
and potential litigalion risks. Bank management, with the strong encouragement of supervisors,
have been working to identify and develop analytical responses o inlerconnection risk.

Lise of risk measurement models. In addition to the core examination staff, supervisors
increasingly use economists, who hold PhDs 1n economics or finance, to assist in trading
examinations. Economists help to assess theoretical and quantitative issues in the models banks
use for pricing and risk management.

Examiners assess whether bank management places undue reliance on quanfitative risk
modeling techniques. Although financial modeling has proven to be a valuable nsk management
taol, such madels have limitations. Banks must complement risk models with sound sk
management practices, especially a stress testing program, and appropriate risk oversight by
experienced personnel.

Conirol of legal risk. Because the enforceability of many OTC derivative contracts has
not been tested i the courts in alf jurisdictions, examiners evaluate whether banks employ
competent legal counsel to review applicable documents prior to executing transactions, and
periodically thereafter. Counsel should be famtliar with the economic substance of the
transaction, the laws of the jurisdictions in which the parties reside, and laws governing the
market in which the instrument was traded. When a bank does not use standardized documents,
or makes changes to standardized contracts, examiners assess whether bank counsel has reviewed
the documents and/or changes for propriety. When the legal enforceability of netting
arrangements is not certain, examiners also ensure that bank management measures credit
£Xposures on a gross basis, to avoid wnderstating credit risk.

3. Credit Risk Management [ssues
Lessons learned from LTCM

Although the liquidation of direct exposures to the LTCM Fund could have significantly
impacted quarterly earnings at several banking institutions, it would not have threatened the
solvency of any U.S. commercial bank. Nevertheless, the favorable credit terms given to the
LTCM Fund by some banks despite a lack of information about the full scope of the LTUM
Fund’s exposures raises important questions regarding the credit risk management processes at
these institutions,  Such questions pertain to the management of not only hedge fund relationships,
but also other types of trading counterparties.




The root of any breakdowns in the credit nsk management systems of banking (nstituttons
in the LTCM incident result from imbalances in the dynamic interactions of the basic credit risk
management elements described above, in particular, an over rcliance on collateral to mitigate and
control credit risk. In managing the LTCM relationship and relationships with some other hedge
funds, banks clearly relied on significantly less information on the financial strength, condition,
and liquidity of their counterparty than is available for, and perbaps required of, other types of
counterparties. Banks relied on the protection provided by the collateralization of the current
replacement cost of trading exposures to offset the compromises made n their credit nsk
management programs, White collateral can help to reduce credit risk, it does so at the expense
of increased liquidity, operational and legal risks. Moreover, in disorderly markets, a
deterioration in collateral values can result in the collateral value failing to cover current credit
exposures, creating credit losses.

Specific weaknesses in counterparty credit risk management and supervisory responses

Credit exposure measurement standards. In measuring and managing derivative
exposures with the LTCM Fund and other hedge funds, banks relied primarily on the timely
collateralization of the current market value of their exposures. Although the LTCM incident did
not expose major difficulties in the operation of collateral management systems, the specific
measures used 10 assess potential credit exposure to the LTCM Fund, and more generally for
other collateralized counterparties, require enhancements

Banks generally calculate derivatives and foreign exchange exposure as the sum of current
market exposure and potential future exposure {"PFE"). Most banks calculate PFE:s using a
holding period reflecting the remaining life of the contract and often estimate the peak exposure
over the contract’s life. At some banking institutions these methodologies have generated such
conservabive measures that they failed to be a meaningful representation of exposure, In addition,
mearingiul comparsons between exposures in the loan portfolio and those in the derivatives book
become difficult. As a resuit, credit officers and traders are less likely to use PFEs as a tool to
manage credit exposures, and therefore tend to rely heavily on the current market exposure. For
example, when banks established credit limits based upon the results of a highly conservative PFE
calculation, such “limits” ot only overstate risk but they also do not represent the degree of
current market exposure a bank would willingly accept. Instead, [imits are set at the lovels
necessary to accommaodate the hedge fund’s current business volumes, rather than as a constraint
imposed as a result of sound credit analysis and judpment.

[n addition, life-of-contract measures of PFE vastly overstate the exposure to
collateralized counterparties. The use of lifetime PFEs overstates the potential exposure when
banks mark-to-market their positions daily and have the ability to close-out the counterparty’s
position, e.g., If the counterparty fails to post sufficient callateral. Notwithstanding the
collateralized nature of the credit agreement, a bank still has measurable unsecured credut
exposure 1o its collatcralized counterparties arising from the lag between the issuance of a margin
call and the posting of margin. A bank’s actual credit exposure in a coliateralized relaticnship, in
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which the bank can call for additional collateral as the current mark-to-market increases, is the
PFE from the time a counterparty fiils to meet a coflateral call until the time the bank liquidates
its collateral andfor hedges its exposure. This period is typically much shorter than the contract’s
life.

Recent events have illustrated that banks need to define more effective PFEs, particularly
for collateralized counterparty relationships. The PFE measure for collateralized counterparties
should consider the liquidity of derivatives instruments, the near-term volatility of their potential
values, and more realistic time frames in which banks can take risk reducing actions.

In addition, the approach to aggregating PFEs for a given counterparty can influence the
conservatism of the exposure measures. Banks can aggregate PFEs for a given counterparty
using a transaction approach or a portfalio approach. Under the transaction approach. banks
calculale exposure to the counterparty as the simple sum of the potential exposures for each
transaction. Since the transaction approach assumes that all transactions will achieve their
estimated exposure at the same lime, it typically overstales aggregate “portfolio” risk to the
counterparty. For example, consider a hedge fund with both long and short interest rake swap
positions with a bank. The transaction approach might sum the peak exposures, whenever they
peeur. As a result, it would add credit exposures for contracts even though they represent
offsetting market positions.

Some banks use a “portfolio™ approach to measure potential credit exposure. The
portfolio approach addresses the overstatement of credit risk generated by the transaction
approach by using simulation modeling to calculate exposures aeross preducts and transactions
through time for the counterparty. The model incorporates both correlations among transaction
factors and contractual close-out netting. 1t therefore provides a lower, yet more accurate,
measure of credit nsk.

Some institutions already calculate PFEs by assessing the estimated worst case value of
positions over a time horizon of one or two weeks and incorporate cross product netting and
correlation portfolio effects to construct a comprehensive measure of exposure 1o a collateralized
counterparty. This allows such banks 1o more realistically define their credit risk exposures,
assuming the bank faces no impediments (legal or otherwisc} to liquidating eollateral.

Moving forward, supervisors should encourage institutions to implement more realistic
PEE calculations, using more appropriate measures of exposure wilhin a generally morg
consistent exposure measurement framework (including loan exposures) and based upon a
partfolio {as opposed to a transaction) approach. A single measure of PFE may not be sufficient
for managing credit risk, and several measures, including PFEs calculated for different holding
periods, may be helpfil, Supervisors' experience suggests that conservatism in statistical
measures of exposure is better achieved by greater precision than by overestimation. Such
enhanced calculations would clearly facilitate and enable more disciplimed hrmt structures and




counterparty exposure management processes, and provide greater integrity to the entire credit
Process.

Stress testing, Currently, banks’ procedures for stress testing their counterparty credit
exposures are nol as well developed as for market risk exposures. Many banks do net have
adequate credit siress testmg procedures, typically due to systems problems. Fragmented systems
at large internationally active banks make it difficult to aggregate information. Recent events
demonsirate that credit exposures change rapidly as market volatility increases.  Although a bank
may believe that it has 2 reasonably well-secured exposure, extreme price movements and
disorderly markets can quickly lead to an unanticipated exposure. Banks need to stress test their
counterparty credit portfolios to identify individual counterparties, or groups of counterpariies,
with posilions that are particularly vulnerable to extreme or one-way directional market
mowvements. Through stress testing, better-managed banks may identify risk issues, such as
concentrations in collateral, that jeopardize the bank’s collateral protection across its hedge fund
client base and thercfore warrant further investigation.

It is important to note that even the ostensibly conservative life-of-contract measures of
PFE are not genuine stress tests, in that they are not based on assumptions of volatile markets,
reductions of transaction volumes and higher than normal liquidation costs ansing from disorderly
markets. They do not factor in the follow-on effects of a default by a major collateraiized
counterparty, such as a hedge fund, which would [orce a bank to hquidate positions and re-
balance its market nisk portfolio. Potential losses in such events are a function of market liquidity,
which can erode rapidly if multiple counterparties experience problems or choose to de-leverage
rapidly.  Superniisgrs should encourage institutions to consider such factors in their stress testing
exercises. Finally, historical data may insufficiently gauge the potential for true stress eventis in
any given market. Thus, risk managers should identify and develop appropriately severe “what if”
scenarios throughout their portfolio, At present, it appears that few institutions conduct such
scenario stress testing.

Banks have looked primarily to their daily collateral management systems as a means to
manage and contral their credit exposures. Updated supervisory guidance in this area may be
especially pertinent,

Due diligence process. Banks’ due diligence for hedge funds may have been less than
adequate due both to a reluctance of funds to share basic information with the banks and an
individual bank’s interest in conducting business with the fund. The rigor of the due diligence
process has much to do with the institution’s corporate credit culture, as described earlicr

In the imerest of conducting ransactions, banks may set counterparty credit limits based
on customer demand and line usapge, as opposed to rigorous assessments of default probabilities
and exposures. Banks clearly have relied on significantly less information on the tinancial
strength, candition, and liquidity of their hedge fund counterpariies than 1s available for, and
perhaps required of, other types of counterparties. [nsufficient information to conduct meaningful
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due diligence and assess counterparty default probabilities should result in lower counterparty
credit limits, or downward adjustment of existing limits, and requirements for greater collateral.
If the information deficit 1s great enough, banks should decline to enter trading relationships with
the counterparty, and some have indeed done so. Banks should have policies in place governing
the terms of credit, such as unsecured threshald amounts, haircuts on repurchase agreements,
two-way collateral agreements and collateral requirements to cover some or all of the short
horizon estimate of PFE, to be offered counterparties based on the information provided and the
underlying credit quatity and liquidity of the counterparty. While banks tightened credit terms on
derivatives and negotiated stronger financial disclosure covenants in thewr loan agreements as a
result of troubled markets last fali, the soundness of credit terms offered to hedge funds remains
an area of supervisory concern.

In general, banks seem to have displayed the following shortcomings with regard 1o
conducting appropnate due diligence of hedge funds:

. When assessing the financial condition of the hedge funds, banks did not fully
analyze off-balance-sheet information. When banks did, they often assessed
derivatives on a ngt, not gross, basis, and therefore underestimated the sheer size
of LTCM's transactions volume. In addition, banks did not have a complete
understanding of the risk profile of hedge funds because they seldom could get
information incorporating transactions done with other dealers.

- Rapid market changes required hedge funds to change their risk profile
significantly, leaving typical financial analysis outdated in a short time period.
Banks needed to obtain more risk-focused financial information, such as risk
management reports detailing a fund’s valuc at risk and an assessment of
exposures in stressed market environments.

. Banks did not understand or assess the adequacy of the liquidity sk management
approaches of hedge funds, especially those funds, such as LTCM., which relied
hcavily on collateral to obtain financing.

. During the LTCM experience, banks found they wanted to make more frequent
collateral calls with a shorer time to post collateral, given a rapidly changing
environment. However, trading agreements sometimes stood m the way. For
example, the standard 1SDA master agreement has a two-day lag lollowing mark-
to-market of the position.

. Banks frequently use the personal investment of principals in hedpe funds as a
gauge of financial support, but this indicator proved to be less useful than expecled
since some fund managers used borrowed funds to make the investiment.



. Banks may have relied on the track record of hedpe fund managers too heavily,
focusing on past performance rather than consideration of future potential and risk.
The highly leveraged nature of hedge funds, and their dynamic trading strategies.
made frequent assessments of counterparty credit quality more important than for
other barrower classes.

. Banks may have placed too much reliance on the strategies articulated by hedge
fund managers, and/or assumed that “ market neutral” strategies entailed less risk.
The nature of bank monitoring did not allow the banks to detect significant
changes in strategy eatly enough. Banks’ assessment of the quality of risk
management systems may have relied too heavily on the people associated with
risk management and not encugh on actual understanding of the tools used to
control risk. Some hedge fund trading strategies frequently rely heavily on the use
of models, and alt hedge funds should be able to provide summary measures of
market. credit and liquidity risk, which banks need to understand and analyze.

Supervisors should closely momtor banks’ efforts te address the weaknesses in due
diligence processes discussed above and in recent supervisory guidance, including bank
managements' use of on-site visits to assess funds’ risk management capabilities.

The due diligence process for analyzing proposed business with hedpe funds should not
differ fandamentaily from other sound business selection procedures. Two arcas in particular
require addilional care.  Specifically:

. Banks should not compromise their business selection process as a result of the
unwillingness of potential hedge fund counterparties to provide all necessary
information. In the credit process for ioans, for example, the borrower’s
unwillingness to provide essential information 15 generally sufficient to turn down a
ioan application.

. Banks should make use as needed of covenants or similar pravisions to ensure that
they can closely momtor credit exposures to hedge funds. Documentation
supporting on-halance-sheet exposures to hedge funds alrcady typically contains
covenants that require the hedge fund to notify lenders of material changes in its
financtal condition and, in extreme circumstances, allow the bank to declare an
event of default and seek early repayment. Scope almost certainly exists to
incorporate covenant-like provisions in the documentation supporting OTC
derivatives that would entitle banks to obtain and monitor key features of hedge
funds’ financial strength, including factors pentaining to leverage. Such provisions
would, however, require careful design in order to ensure that the information
provided ahout the hedge fund and the conditionality over the facility is
meaningful.
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Closeout provisions. In general, most banks use standard [SDA (International Swaps
and Derivatives Association} documentation and have closeout nghts that allow the banks to
closeout contracts if the financial condition of a counterparty becomes significantly impaired. For
hedge funds, a standard closecut provision is one based on declines in net assel value {* NAV").
While the standard NAY closeout trigger for most hedge funds is a 20 percent drop in NAY,
several large hedge funds, including the 1, TCM Fund, brought competitive pressures to bear in
order to gain 40-50 percent NAV declines as their closeout provision. This obviously reduces the
capital cushion available at closecut events.

On the surface, the use of NAV closeout provisions seems eminently reasonable.
However, on closer review, it appears that many of these closeout provisions are based on annual
returng calculated either at year-end or on a 12 month rolling average basis. Given the potenttal
smoothing of near-term poor performance by performance in prior months, triggers having this
structure may be late or misleading signals of problems and the actions triggered may be untimely
and ineffective mitigators of risk. For a fund in deteriorating financial condition, a bank may not
be able to execute closeout provisions for up to 12 months after the deterioration began, In this
regard, institutions should ensure that when they negotiate closeout provisions, they employ
prudent triggers that allow timely action in the event of a meaningful deterioration in the financial
conditicn of a counterparty.

Beyond NAV threshalds, banks generally did not have flexible contraciual provisions thal
could become mare stringent as the credit quality of the counterparty deteriorates. For example,
banks might require the posting of collateral. or increases in collateral haircuts, as the
counterparty s risk profile changes.

Ongoing monitoring. Banks may also need to enhance ongoing expasure monitoring.
With some large hedge fund counterparties, banks received only rudimentary monthly balance
sheets and monthly changes in fund nel asset values. The net asset values appear to be the
primary monitoring tool used by mosl banks. Supervisors should encourage institutions to use
tnore robust menitoring tools and require more complete, and current, information from their
counterpartics. When hedge funds will not provide such information, banks should compensate
with tnore conservative credit structures and/or refuse to provide credit,

Given the LTCM Fund and its ability to amass potential market-moving shares of
individual instruments and markets, banking institutions are paying more attention to potential
market concentration measures in assessing their exposures 1o hedge funds. However, banks
should consider expanding such measures to include other types of financial institutions.
Supervisors should encourape the development of exposure measures that take into account
possible market concentration and liquidity impacts to all counterparty credit exposures.

Credit exposure management process. Credit assessments of hedge funds are hkely to

have relatively short shelf lives — a fact that arises out of the nature of their businesses. Banks
can reasonably expect credit assessments of mast industrial companies to fairly represent a
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company’s financial condition for up to one year because of the relative stability of most
businesses. The same applies to mainstream financial institutions, which tend to be comparatively
transparent, benelit from mare diverse funding and revenue sources, and are subject to various
forms of external supervision. Credit assessments of hedge funds, however, can become outdated
very quickly given the dynamic nature of their business and, because of their leverage, their
vulnerability to changing market conditions. A more volatile risk profile, combined with the
absence of external monitoring {e. g, by credit rating agencies), demands that banks update their
internal assessments of hedge fund credit quality more frequently.

Bank supervisors may wish to review existing guidance with regard to the internal ratings
of derivative counterparties, the seiting of counterparty credit limits, and the overall exposure
monitoring and limit exception process. The lack of granularity that supervisors have identilied
based on a study of internal loan ratings systems for cornmercial loans may casily carry-over into
the rating of derivative counterparties * 1n general, it appears thal many instituttans group
counterparty ratings into only one or two rating categories, thus allowing for relatively little
differentiation with respect to credit quality. The lack of risk rating granulanty may make it more
difficult for banks to incorporate more conservative covenants into credit agreements that reflect
potentially meaningful distinctions in hedge fund credit quality.

Liguidity Risk of Counterparties. All banks place significant emphasis on coilateral in
managing their defvative exposures with hedge funds. The abibty of hedge funds to meet margin
calls as necessary is therefore an important consideration for banks in the credit process. For
most large hedee funds, two-way collateral arrangements appear standard. Maost of these two-
way arrangements also provide for rehypothecation of collateral, i.e., they allow the party holding
the collateral to re-pledge it. Counterparties find these provisions useful in the day-to-day
management of their liquidity nsk.

The importance of collateral to hedge funds and other leveraged counterparties in
maintaining market access represents a substantial kquidity risk which must be measured,
monitored and carefully managed by the counterparty. Careful management includes development
of an adequate liquidity contingency plan, all the more so when day-to-day liquidity is managed
agyressively, wilh few liquidity buffers. In addition, the liquidity risk of a hedge fund interacts
with and is magnificd by leverage, most clearly in distressed market circumstances.

The need to identifiy and control the risk that a counterparty’s liquidity vulneratnhties
exacerbate its credit risk points to the importance of assessing liquidity risk management as part
of the general due diligence and credit assessment of leveraged counterparties such as hedge
funds. Bank managements gencrally need to strengthen attention to this aspect of their
counterparties’ risk profiles. In addition, the level of the counterparty’s liquidity risk and the

T William F. Treacy and Mark S, Carey, “Credil Risk Rating at Large U.S. Banks.” Federaf Reserve Bulletin
EMovcmber LSO
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effectiveness of liquidity risk management should be important factors in deciding on the
appropriate credit terms for counterparties, including the terms of collateral arrangemenis.

LConclusion

The LTCM Fund was, to a large extent, an exception with regard to both the amount of
leverage employed and the lack of information it provided to creditor banks. At the same time,
LTCM seems the extreme case that illustrates the inherent weaknesses of some prevailing credit
practices. Importantly, the lessons learned regarding the measurement, monitering, and
management of counterparty credit risks arising from this incident are generally applicable to the
management of all derivatives transactions. Owerall, the factors underlying the LTCM incident i
particular, and the current state of banks’ relationships with hedge funds in general, bear some
resemblance to past cornmercial bank excesses such as the real estate phenomenon of the late
19805 and early 1990s. The confluence of compelitive pressures, pursuit of earnings, and
persanal and professional relationships may have led some institutions to suspend or ignore
fundainental risk management principles regarding counterparty due diligence, exposure
monitoring, and the management of credit risk limits. Some large institutions need to enhance
their counterparty credit risk exposure measurement and management regimes. Supervisors must
remain alert to the conditions which can lead institutions to suspend prudent nsk management
praclices, and tailor their supervisory efforts to require institutions to correct risk management
woaknesses so as to reduce the likelthood that such weaknesses will pose a systemic threat.
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APPENDIX E

BANKRUPTCY [SSUES



1. Background

The immediate termination and subsequent liquidation of the OTC derivatives, futures,
and repurchase transactions of the foreign hedge fund Long-Term Capital Portfelia, L P. (the
“LTCM Fund” or “Fund"), which was managed by Long-Term Capital Management, L P.
“LTCM™) through its Connecticut offices, would have probably generated significant movements
in market prices and rates with resulting increased losses for the L'TCM Fund’s counterparties
and, potentially, for other market participants as well. The adoption of the consortium approach
by a number of the LTCM Fund’s counterparties likely prevented this scenano from occurring.

'S, UK., and Cayman Islands law provide extensive statutory proteclion for close-out
netlmg_, in msr:rlvem:},f The U.S. Bankruptey Code and other relevant insolvency statutes generally
pcnmt parties to certain defined financial cantracts to enforce contractual provisions permitking
the termination of thuse contracts and the netting of the amounts due upon the insolvency of their
counterpanty. As a result, the LTCM Fund’s counterparties could reduce their individual credit
and markel risk by immediately closing out their positions with the Fund .’

[n cases of insolvency, the availability of close-out netting enhances markel stability by
limiting losses to solvent counterparties, by reducing precipitous terminations of contracts, and by
preserving liquidity for the solvent counterparties. This ability to lerminate financial contracts
upon a counterpany’s insolvency thus preserves liquidity and permits the solvent party to replace
the terminated contract without incurring additional market risk. Netting reduces the
counterparty risk to financial institutions and thus reduces the “systemic™ risks that the faillure of
one financial institution will cause a “domino™ effect on other institutions and disrupt the financial
markets, Bank supervisors have recognized the impaortance of close-cut netting in reducing
systemic risk to the financial system and have incorporated that recognition inta advantageous
capital treatment in LIS, and international bank capital regulattons. The Basle Capital Accord
similarly recognizes thuse benefits.

However, the LTCM Fund’s significant positions in certain markets and the condiion of
those markets created the potential for a much greater impact on the markets in the event of
immediate termination and subsequent liquidation of the LTCM Fund’s financial contracts. Asa
consequence of the large, and in some cases extremely large, positions held by the L TCM Fund m
certain markets, the simultaneous hiquidation of those posilions by its counterparties before and
after a declaration of bankruptcy potentially could have created disruptions and heightened
volatility in the financial markets. The reason is that all of the LTCM Fund’s counterpartics
would have been trying to promptly liquidate their collateral while simultanecusly attempting to
close out their positions and reestablish their hedges relating to any defaulted contracts.

' As discussed n greater detail below, bowever. it is possible that the liquidation of U.S. collateral pledged by
the LTCM Fuied to ils counterparies conld have been affected by Section 304 of the U 5. Banknuptey Cade.
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2. The U.S. Legal Framework's Treatment of Derivative Contracts in Insolvencies

Under U.S. law, different statutes govern the insolvencies of different types of financial
market participants. The Bankruptcy Code governs insolvency proceedings for mast
corporations, partnerships and limited liability companies, while the Securities Investor Protection
Act of 1971 (in comjunction with the Bankruptcy Code) governs insolvency proceedings imvolving
stockbrokers who are memhbers of the Securities Investor Protection Corporation. Insolvencies of
insured banks and thrifts are governed by the bank receivership provisions of the Federal Deposit
Insurance Act (“FDIA™), the National Bank Act, and, for state-chartered institutions, state law,
The Federal Credit Unton Act includes provisions, similar to those in the FDIA, covering the
insolvency treatment of financial contracts by federally-insured credit unions. In 1991, Congress
enacted the Federal Deposit Insurance Corporation Improvement Act of 1991 ("FDICIA”), wihich
included provisions governing the treatment of netting contracts between financial institutions.

Congress has taken steps to enhance the availability of netting for denvatives and to
minirnize the risk of systemic events. For example, both the Bankruptcy Code and the FIMA
contain provisions that protect the rights of financial participants to terminate certain types of
financial contracts following the bankruptcy or insolvency of a counterparty to such contracts or
agreements. Furthermore, other prowvisions prevent transfers made under such cireumstances
from being avoided as preferences or fraudulent conveyances (except when made with actual
intent to defraud). Prolections also are afforded under 115, law to epsure that the netting, set off
and collateral foreclosure provisions of such transactions and master agreements tor such
transactions are enforceable. Finally, FDICIA protects the enforceability of close-out netting
provisions in “netting contracts” between “financial institutions.™ FDICIA states that the goal of
enforcing netting arrangetments is 1o reduce systemic risk within the banking systern and (inancial
markets.

However, in the case of the LTCM Fund, U.8, bankruptcy law may not have governed its
winding up since any bankruptey proceeding would have, to a certain extent, occurred in the
Cayman [slands > Although LTCM was a Delaware limited partnership, the LTCM Fund itself
was a Cayman limited partnership. It 1s very likely, therefore, that the 1.TCM Fund would have
sought bankruptey protection in the Cayman Islands. If so, it is quite possible that any U.S.

! These torms are broadly defined. A “Anancial insi intion™ incindes breker-dealers, depository instilulions,
futuee comimissions mercians, and orher entitics reeognized by Federal Reserve regulation, Onbdarch 7, 1904,
the Federal Reserve expanded the definition of “financial institution™ o include many significant participaets in
the financial markets. See Repulation EE, 12 CFR Pad 231,

* Asihe sole general prriner of Lhe Fund, another Cayinan Lslands limited parnership, Long-Tenu Capitil
Partfelin (GPY, L.P. (" GP1"), would have been legally obligated to Whe extent the LTUM Fund™s liabilitics exceeded
its assets. A Cavman limited lability company, Long-Term Capital Portfolio {GP). Led. " GPX7), wonld also lave
beon indircctly lisble far all of the LTCM Fund's obligations because U was liable for the abligattons of GP as Lhe
sole genzml partner of GP1. As a resull, any Cayman Islands insohvency praceeding would luve been likely 1o also
imvolve these o other entities. (We nole that GP2 is controled by Long-Term Capital Managomend, TP}

F-2




bankruptcy proceeding could have been merely ancillary in nature.* In addition, since the LTCM
Fund entered into over-the-counter tranzactions in financial markets throughout the world, its
financial assets were held in a variety of countries and any insolvency proceedings invalving the
Fund would have been affected by how the law of those countries (reated contractual rights to
closeout and net financial contracts and liquidate related collateral as well as the extenl 1o which
the laws of those countries would defer to foreign insolvency proceedings with respect to assets
held in those countries, At a minimum, substantial legal uncertainty remained for counterparties
and other creditors of the Fund because bankruptcy proceedings may very well have been initiated

.both in the U.S. and abroad and involved resolution of complicated and novel international
bankruptcy issues.

In short, it is impossible to determine with complete precision how the LTCM Fund’'s
various contracts would have been treated if an insolvency had accurred. Nevertheless, most
financial market participants structure their relationships with their counterparties to provide for
closeout, netting, and coliateral liquidation through contractual provisions, including choice of
law prowvisions. Moreover, in the event of an actual insolvency, because of the economic
incentives, many counterparties may simply act and Litigate the legitmacy of that action later.
Accordingly, for the sake of simplicity, this discussion assumes that the U. 3. Bankruptcy Code
would be the applicable law while also briefly addressing the implications if the Fund’s U.S.
bankruptey proceeding was ancillary in nature.

The treatment of financial contracts under the Bankruptcy Code

The Bankruptey Code gives creditors a broad right to file a involuntary bankmuptey
petition against debtors regardless of where the debtor is incorporated so long as such action 1s
brought where the debtor’s assets or principal place of business are located. As a result, with
respect to forewgn limited partnerships such as the LTCM Fund and its Cayman affiliates, an
involuntary petition could have been initally filed under the Bankruptcy Code by creditors of the
Fund and its affilated entities.

When a bankruptcy petition is filed, an automatic slay is imposed which generally prohibits
any action to collect debts owed by the bankrupt party, mcluding netting or Lermination ol
outstanding contracts.® This stay does not eliminate the contractual right to net, but it does bar
the immediate exercise of those rights  During this stay, netting can be exercised only if the
contract qualifies under one of the tive defined types of financial conmtracts protected under the

1 While it is also quite possibie that (he Fund’s 1§, creditors would have filed an imvoluntary bankrupley
pelition against the Fond inthe U8 and a U5, bankmuptcy count would have been able 10 cxert junsdiction over
tle Fund, whether the U5, court would have stayed ils hund indeference to a Cayman 1slands bankruprey
procecding is wmlear,

¥ Section 363(e3(1) prohibits the lIcrminaticn of most conltacts by mere vioug of bankruplcy, Mnangial
condition or the like. Such icnnination provisions are commenly refemed 10 as “ipso facio” elses.
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Bankruptey Code or if the counterparty obtains bankruptcy court approval pursuant to Section
362{d). The Bankruptcy Code also grants to the trustec expansive powers to avond pre-
bankrupley transfers — for example, payments or other propeity — and require the return of the
transferred property to the bankruptcy estate. Although the Bankruptey Code generally permits
the set-off ot netting of pre-petition mutual debts, it bars set-off during the 90 day period
preceding bankruptey if the creditor received more through the sei-off than the pro rata share of
the bankruptcy estate it would otherwise have received ® The bankruptcy trustee also has broad
powers to avoid fraudulent transfers, which include those made for less than reasonably equivalent
value while the bankrupt entity was insolvent or in otherwise severe financial difficulties as
described in the Bankruptcy Code.” These provisions are designed 1o support the bankruptcy
principle that all creditors are to be treated equally.

In order to reduce systernic risks, however, Congress has provided statutory exceptions
from many of these restrictions for repurchase agreements, securities contracts, commodily
contracts, swap agreements, and forward contracts. The Bankruptey Code’s provisions thus
protect eligible entities from losses that could resukt from market fluctuations if the eligible entities
were unable to terminate and net these derivatives during the bankruptey procesding The bank
insalvency laws, which are primarily found in the FDI Act, also provide similar “safe harbors™ to
pratect the liguidity of these five types of financial contracts despite the insolvency of a bank or
thrift counterparty.

Under the Bankruptey Code, there are four principal benefits available to a party to one of
the defined derivatives contracts. First, the party can terminate the contract despite the
Bankruptcy Code’s automatic stay.® Second, the contracting party can net the contract despite
the automatic stay. Third, pre-bankruptcy set-offs by the contracting party or payments by the
bankrupl entity cannot be avoided by the trustee uniess the transters were made wath actual intent
to hinder, delay or defraud the creditors of the bankrupt entity.” Fourth, the trustee cannet
recover transfers that were made by the bankrupt entity even if the transfer was intentionally
fraudulent so long as the contracting party received the transfers in good faith,’ A major caveat

& See 1l USC & 553,
T 11 USC § $48(a).

¥ See Il USEC 83 555, 556, 554, 560. One caveal, however, is that stockbrokers that are members of the
Seeurdties Iveslors Protection Corporation (“SIPC) are liquidated under the Scounities Investors Prolegtion Act,
In those proceedings, the peacral provizions of the Bankrupley Code continue 10 apply  5ee In re Governmenl
Securitics Corp. v Camp. 972 F.2d 328 {1 1th Cir. 1992}, cert. dended, 113 5.C1 1360 (1993). AS 3 consequence,
Bankrupicy Code sections 335 and 555 specify that the right to tenninate and net a securilies centrack and
repurclase apreement, respectively, does nol control over a contrany order by SIPA.

* See 11 USC §§ 362(B)(6), 362(B)(T). and 362(B)17).
" Sec 11 USC §§ S46{c), 546(1). and 546(g).
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is that these rights are available for these contracts only if the parry meets specific criteria,
commonly referred ta as the “counterparty himtations.”

Critical to the availability of these special rights is whether a particular contract fits withun
the Bankruptey Code definitions of repurchase agreements, securities contracts, commodity
contracts, swap agreements or forward contracls. The Bankruptcy Code carefully identifies the
sorts of financial contracts entitled to its special protections in one of two ways. First, the
Bankruptcy Code’s definitions may include terms to narrow an otherwise broad descriptive
definition. For example, the definition of repurchase agreement includes broad language, but
limits the term of any protected agreement to one year or less." The definition of swap
agreement is scmewhat different. 1t consists simply of a listing of common types of swaps and the
legislative history of this defimition indicates that the defimition 15 expected to evolve over time a3
the market evolves. Second, as noted above, the special rights for these contracts are imited to
particular counterparties. While the terms “repo participant™ and “swap participant” include
virtually any counterparty to a repurchase agreement or swap agreement, the counterparties
entitled to the henefit of immediate close-out netting for securities contracts, commeadity
contracts, and forward contracts are far more limited.* As a result, the Bankruptey Code
provides important rights to counterparties to repurchase agreements, securities contracts,
commodity contracts, swap agreernents, and forward contracts. Those rghts, however, are
limited by the definitions of the covered agreements and by the restrictions on the counterpartics
wha can avail themselves of those rights. :

3. Practical Application of the Bankruptcy Code to a Hedge Fund Failure

While the Bankruptey Code, the FDI Act and FDICIA offer strong statutory support for
the netting of derivatives, the insolvency of a large foreign hedge fund involved in international
markets would still have required resolution ot some unique legal issues. A description of the
likely sequence of events should such a fallure occur dlustrates these concerns,

To begin with, any bankruptcy of a hedge fund or other market participant likely will be
preceded by a period of increasing losses and deteriorating financial condition. Dunng this
period, the counterpartties to financial contracts will, as they did with the 1'TCM Fund, seek to
closely monitor the financial condition of the fund, enforce stricter credit limits, and carefully
enforce mark-to-market valuations and collateral pledges. [fthe financial condition of a hedge
fund continued to deteriorate, counterparties might seek to employ contractual rights to terminate
the contracts and set-off their obligations. This pre-bankruptcy set-off of obligations by
counterparties entitled 10 set-off rights under the Bankruptey Code could not be challenged by a
LIS, bankruptey trustee in a subsequent bankruptey so long as the contracts qualified as

"' Sec 11 USC § 101(47).

12 Netting still may be available for these contracts, however, if the debtor qualificd as one of the defined

pactics. See |1 USC §§ 355, 356

E-5



repurchase agreements, securities contracts, commodity contracts, swap agreements, and forward
contracts.”

Normally, in a2 U S. bankruptcy proceeding involving a U.S. entity, to the extent that
financial coniracts can be terminated and netted, the debtor’s counterparties will liquidate
collateral pledged by the hedge fund in order to recover on the claims against those contracts. If
there is inadequate collateral or no collateral to cover the counterparty’s claim against the
insolvent fund, then the counterparty must file an unsecured claim against the bankruptcy estate
and, ultimately, receive a pro rata distribution. This sequence of events normally allows the direct
counterpartics of the debtor to limit their losses thereby reducing the likelihood that the defaults
by a fund will create any “domino”™ effect upon the financial markets. The “special rights’” under
the Bankruptcy Code allow financial market participants to avoid the delays inherent in the
bankruptey process and reduce the losses that otherwise could result from any degradation of
collateral pledged by their insolvent counterparty. Consequently, the right to terminate and net
certain financial contracts despite a bankruptcy helps prevent the destabilization of additional
linanckal market participants by facilitating the liquidity necessary to settle other obligations and
by reducing the likelihood of a series of defaults that could undermine the overall operation of the
financial markets. In the unusual situation, however, where a hedge fund has substantial positions
in a particularly illiquid security or type of security, conditions in such markets could be adversely
affected if many of the fund’s counterparties simultaneously sought to terminate and net their
exposures. These disruptions would result from creditors’ altempts to realize upon their illiquid
collateral, from the resulting impact on market prices and from market participants’ subsequent
reevaluation of their remaining exposurcs.

In the case of the LTCM Fund. the liquidation of foreign securities underlying certain of
the Fund's repo and securities lending transactions could have been substantially disruptive. [n
addition, market disruption could have been caused by LTCM’s counterparties’ rush to replace
derivatives positions they had terminated with LTCM.

The financial imperative to reduce market risk and potential future exposure will compel
the insolvent fund’s counterparties to terminate immediately their financial contracts and net their
resulting exposures. Unforiunately, the Bankrupiey Code has no mechanism for consideration of
the potential system-wide impact of an insalvency by the bankruptey court, the trustee, or a thurd
party. In the absence of any process for determinimg that the normal Bankruptcy Cade obligations
should give way in the interest of the broader economy, action to prevent or moderate the impact
of a default must take place defore insalvency. Once a non-bank is placed into bankruptey, the
interests of its creditors, not the markets or the economy, prevail under the Bankruptey Code.

% gee |1 USC §8 5531 (referencing the contmcts listed in 362(b}(G), 362(b)(7), and 362(bY(17)).
Although Section 353(b) 1} continues to cite Section 362(b)(14), the approprate reference should be to Section
162{B¥ 17, which was renumbered afier enaclment of Section 333(b) 1)
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indeed, the apportunity for consideration of other issugs in bankruptey proceedings is
limited because the goals of the Bankruptcy Code focus on the reprganization of the insolvent
entity and the payment of creditors. The Bankruptey Code generally does not authorize third
parties, such as government agencies that are not creditors of the bankrupt entity, to participate in
the bankruptey proceedings. Sections 1109(a) and 901 de permit the Securities and Exchange
Commission to appear and be heard in Chapler 11 reorganization and Chapier 9 municipal
bankruptey cases. Section 762 likewise permits the Commodity Futures Trading Commission to
appear and be heard in commodity broker liquidation proceedings. These provisions, however,
do not provide these agencies with any decision-makmg power.

International issues

The resolution of a larpe market participant’s international trading activities would create
additional difficult practical and legal issues. Most international financial contracts incorporate
netting rights. These contract provisions are frequently based on standard documenmation
prepared by the International Swaps and Derivatives Association ("1SDA”). While the laws of
many nations recognize the enforceability of nelting, the insalvency treatment of such contractual
provisions is not assured." {SDA documentation offers choice of law provisions focused on New
York law and English law. The enforceability of close-out netting in insclvency proceedings is
clear in both jurisdictions. Likewise, the close-out and netting provisions of a standard ISDA
master netting agreement would most likely have been enforceahle against the Fund under
Cayman [slands law. Therefore, assuming aU § creditor and the Fund had duly entered into one
of these agreements, the U 8. or Cayman Islands court handiing the LTCM Fund’s bankrupley
petition would most likely have recognized the U.S. creditor’s right to exercise its contractual
right to terminate any underlying swap Iransactions and then calculate a net amount owed by the
Fund Consequently, counterparties of a large, intemationally active hedge fund could be
expected to assert their rights to terminate and net their exposures for transactions documented
under standard 1SDA documentation.

lssues raised by Section 304 of the Bankruptcy Code

The Code’s Treatment of Financial Contracts in a Section 304 Proceeding. In the
specific case of the LTCM Fund, additional legal uncertainly existed because the Fund was a
foreign limited partnership and was thus likely to have been wound up pursuant te a foreign
bankruptcy regime. Unfortunately, in the event of a ancillary U.S. bankruptcy proceeding
involving the LTCM Fund, some legal uncertainty existed regarding whether the right

¥ gee Bank for Intermational Settlements, " OTC Dervalives: Setilement Procedures and Counterparty Risk
Management™ al 14 {(Scpl. 19%8).
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counterparties 1o financial contracts have under the Bankruptcy Code to premptly hiquidate
collateral might have been undermined **

While Section 304 of the Bankruptcy Code gives creditars broad nghts to seek recourse in
1J.5. courls against any debtor with assets located in this country, the Bankruptcy Code
authorizes the immediate suspension of a proceeding involving a foreign entity if the court finds
that such an action is consistent with six factors, including: (i) that 1.5, claimants would not be
prejudiced by such a stay and (i1} distribution of the proceeds of the debtor’s estate would occur
through the foreign proceeding substantially in accordance with that of the Bankruptcy Code ¢
Section 304 of the Bankruptey Code authorizes the duly selected trustee or other representative
of an estate in a foreign insolvency proceeding (“Foreign Representative™) to commence an
ancillary proceeding'’ {*Section 304 Praceeding”) protecting the assets of the foreign debtar’s
estate located in the U.S."" Once a Section 304 Praceeding has been initiated, U.S. bankmuptey
courts have broad discretion in determining the type of relief to be pranted a Foreign
Representative. U S, bankruptey courts can enjoin any action against the foreign debtor with
respect to its US. property and compel the turning over of property of the foreign debtor’s estate
for the proceeds thereof) to such Foreign Representative.™

2 However. as expluined bolow, legistation drafled by 1he Presidant's Working Group and imroduced in U
105th Congress would luve amended Section 304 of the Bankrupley Code 10 clanfy that the provisians of the
Bunkruptcy Coade relaling Lo financial conlracts and masler netting agrecments apply ina Section 304 Procecding.
Sec S 1914, § 210 (105¢h Cong,, 2nd Sess. April 2, 1998) (® Grassley Bill™y, H.R. 4393 { 105th Cong., 2nd Scss.
Oct. 4. 1998 (“Leach BAi")., This legislation was reintroduced in the 106™ Congress. Sec HR. 116! (106 Cang,,
1¥ Sess bar, 17, 199403

"® Sce In re Gee, 53 B.R. 891 (Bketey. N.¥Y. 1985) (halding that 3 forcign bankmiptey trustee of a Cayman
Eslands company was entitled (o selicf wnder Section 304 of e Bankruplcy Code).

" Section 304 is desipned 1o afford banknupt foreign debtors the opponunity to “prevent the piccemeal,
distriburion of [thewr| assets |located] in this coumry, " by local credivors. Vicinx Steqamnship Co. 5 A v, Salen
Drv Carpo A B F2d WY, 713-14 {2d Cir. 1987} A Section 304 Praceeding is nal a full-scale banknuplcy case. N
does not offer the forcipn representative cither Lhe protections of an avtomauc stay or the nght to nvoke the
Bankruplcy Code's avoidance powers. [nre Koreag, 103 B R 705, 709 (S D.NY. 1991

" 1n order 10 imaoke a U.S. bankruptey cour’s jurisdiction nnder Section 304, a Foreipn Representative

mercly has 1o alloge thut: §i) a foreipn pracecdiog was comeenced apainst the debtor; (i the pelitioner is a
Forgign Representative and thus entilked to file the action under Section 304 and {ii) "Ue deblor bad cenlain
assets wilhin the judicial distict where the pelilion was Dled.” In e Kercap, 130 B.R. at 711 {guoting inre
Trakman, 31 B.R. ar 783).

" y] USC §304(b). Ina Section 304 Proceeding, semporary injunctive relicf is within the discretion of the
banknepley court and is available (o0 Forcign Represcntatives gnan ox pade basis fora shott peniod of tione (e g,
one W three days). Of coursc, losscs by U5, creditors of the LTCM Fend would arguabhe hivve beon substantially
cxacerbated if these creditors had o walil even lwo or Livee days to liquidate their collateral following a bank ruptcy
filing by the Fund in the Cayman Islands.
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Implications of a potential bankrupicy filing by LTCM in the Cayman Lslands.
With respect 10 the LTCM Fund, it was quile possible that the Fund would have intially filed for
bankruptcy protection in the Cayman Islands. [n fact, with respect to the recent failure of the
High Risk Opportunities Hub Fund (“HRO™), a 3450 million Caymant 1slands hedge fund that had
substantial U.S. creditors, no U.S. bankruptcy proceeding occurred despite the fact that the
debtor’s principal place of business was Florida. In that case, HRO filed for liguidation in the
Cayman Islands in early September soon after its creditors had sought recourse against the fund in
the Cayman Islands court system.™

Operation of Section 304 of the Bankruptcy Code. US. bankruptcy courts have
historically been quite willing to defer to a foreign insolvency proceeding involving a foreign
debtor absent a substantial showing by U.S. creditors that they will face discriminatory treatment
in the forcign proceeding ® In fact, Cayman trustees have previously had success obtaining stays
against U.S. creditors through the filing of a Section 304 petition,”

It therefore seems possible that any Section 304 petition filed by the Cayman trustee of the
LTCM Fund shortly after it filed for bankruptey may very well have succeeded in forcing certain
.S, secured creditors to seek the permission of a foreign bankruptey court in order to liquidate
their collateral ® At a minimum, it may have delayed U.S. creditors from liquidating any Us.

0 Financial Times, p. 34, Scpl. 3, 1998 On September B, 1998, HRO s investment advisor, [ Ofshore
Advisars of West Palm Beach, Florida also filed for bankruptey protection in the Cayman Isdands Wall 5t 1.
C22, Column 3, Scpt. &, 1998

Y Thus in helding Ut creditors of a Swedish deblor “may be required 10 assert their claims against a forcign
bankrupt before a duly camvened foreign tribunal,” tie Second Circuil Court of Appeals soupht to stress in Cunard
Sieamship that ~ American courts have consistently recagmied the interest of Torcign couns in liquidating . . the
alfairs of their vwn domestic busingss gntitics.” Cunard Stcaniship Company Limiled v. Salen Recfer Scrvices AB,
773 F.2d 452, 458-59 (2d Cir. Septewmber 19, 1935).

2 gee Inre Gee, 53 B.R. 891 (Bkricy. N.Y. 1985). In 1985, the U.S. Bankrupicy Court for tle Southemn
District of MNew York granted a request by 2 Cayman 1slands hiquidator for a stay pursuani 10 Scction 304, In
ruling far the Cayman represeatative, the coun evalupied many of the facters specified in Section 304(c) befars
finding i favar of the petitioner on the grounds (hat Cayman bankruptey law was not repugnant to LS. laws and
policies. [nits decision, the U.S. Bankmptcy Coun for the Southern District of Mew York found that the Cayman
Istands Companics Law is quite similar (o both the British Companics Act and 1he Bankrupley Code, and the conn
wag swayed by (he fact that Cayman bankruptey law did not appear 1o prejudice U.S. claiimants or ¢reate urjust
tecatmert of the cstate's credilors.

) pagitions filed under Section 304 arc freguently accompanicd by a request for an iminediate 1emporary
restraming ordet ("TRO™) which remains in force until a hearing on the request for an injunction can be
scheduled. AL the subsequent hearing, the bankruptey courl will determing whether a more perinaienl imunc e
will be granted (o the Foreipn Representative.
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Treasury securities pledged by the Fund under a master netting agreement.* The reason is that it
is unclear under the Bankruptey Code whether a stay issued in a Section 3{}4 proceeding can
temporanly prohibit the liquidation of collateral pledged to secure obligations under certain
financial contracts. Although Section 362 of the Bankruptey Code includes a broad exception to
its automatic stay that expressly allows for the exercise of setoff and liquidation rights by repo and
swap participants, Section 362 and its protections are not applicable i an ancillary proceeding.
Therefore, it 13 currently not altogether clear whether a temporary restraining order {“TRO™) or
other stay 1ssued in a Section 3{4 proceeding can prevent the exercise of these same creditor
nghts. Assemng a U.S. bankruptcy court granted a Fereign Representative the requested
suspension order pursuant ta Section 304, one of the immediate consequences would have been
that U.S. creditors might have been barred from liquidating their U.S. collateral. However, the
amcndments to the Bankruptcy Code proposed by the Working Group on March 16, 1998, would
also have helped to clarify that U.§. creditors could indeed immediately liquidate any collateral
pledged to them pursuant to a master netting agreement regardless of whether a Section 304
order was 1ssued by a ULS. bankruptcy court.

While the Bankruptey Code does not currently address the extraterritonal reach of U.S.
imsolvency proceedings, HR. 833 would clarify the circumstances under which U.S. Bankruptey
Court should cootdinate with foreign proceedings. Currently, there are few international
agreements governing how a foreign court or government will respond to a U.S. insolvency
proceeding. Some provisions of the U5, Bankruptey Code do have potential extraterrilarial
effect. Section 341, for example, defines the property of the bankruptcy estate subject to the
Bankruptcy Code as including property “ wherever iocated and by whomever held ™ Similarly, 28
USC & 1334(d) grants a U8 district court in which a case under the Bankruptey Code is pending
“exclusive jurisdiction” over the estate “ wherever [ocated.” Based on these provisions, federal
courts have held that the Bankruptcy Code applies to actions affecting property abroad ** This
patentially broad international application of the Bankruptcy Code is limited by constitutional and
practical considerations. Under U.8. law, jurisdiction over an individual exists only if the
individual has some “presence” in the United States sufficient to confer personal jurisdiction. If
there is no U8, jurisdiction, then an entity or individual controlling assets of the insolvent hedge
fund, either as collateral or by a claim against the hedpe fund, is not subject to the U.S.
Bankruptey Code. ™ Resolution of the potential conflicts in the liquidation of the assets of the

™ With respeet to HRO, it is our undersianding that a U.S. ancillary proceeding under Section 304 of the
Bankruptcy Code has w0t been initiated by HRO'S Cayenan trustee because creditors voluntarily agreed 1o the
marshaling ol the fund's remaining assels intbe Cayman [slands,

¥ Seceg, Inre Deak & Co. G3 BR, 422, 425-28 (Bankr. $.D.N.Y. 1986} (finding that the U.S. court could
assen jurisdiction over stock held outside the U.S. under 28 USC § 13346d) and 11 USC § 541}, but see Arabian
American il Co., 490 UK. 244 (1991} {federal statale will not be applied extratemitorially unless the statutory
language reflects the “affimative intention of the Congress clearly expressed 1o do so™).

% Seo Fotochrome, Inc v Copal Co, 517 F.2d 512, 516 (2d Cir. 1975) {noting that (he “aulamatic siay”
under Uhe Bankuptey Code cannot be ¢lfeclive without "in personam junsdiction over the creditor™), sce alsg
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hedge fund between U S. bankruptcy proceedings and foreign proceedings on those assets would
be dependent on cooperation between the U S, bankruptcy court and foreign authonties, White
cross-border insolvencies have beett characterized by growing cooperation, reliance on case-by-
case judicial approach can create unpredictability — particularly in emergency situations. ™

Other nations alse have begun to adopt laws, like Bankruptey Code Section 304, desigaed
1o facilitate cooperation in international bankruptey proceedings. The United Kingdom has
adopted a Yaw providing for close cooperation by its courts with countries designated by the
government as cooperative in insolvency matters. Australia and the European Union also have
adopted new laws to facilitate cooperation in international insolvencies. During May 1997, the
United Nations Commissiont on International Trade Law (“ UNCITRAL™} approved a mode] act
incorporating provisions recognizing a “ main” insolvency proceeding to govern the resolution of
the international affairs of a debtor and “non-main” proceedings in the courts of other nations to
facililate the marshaling of assets. These provisions, which were incorporated as Title [X of HR.
§33. would have helped clarify the applicability of the Bankruptcy Code especially in a situation
— such as one ipvolving the LTCM Fund — where the debtor was organized abroad but whose
“center of main interests” was domestic and whose assets and principal creditors were in large
part located in the U.S,

Bankr Rule 7004(e) (service of process in & forcign country is permmitied only if jurisdiction aver the propeny ot
person exisls). The cases cited in the prior footnote all involved crediters o defendants withva U5, presence
sulfcient to provide personal jurisdiction in the cases,

2 gor Harold 5. Burnan, © Harmonizalion of International Bankmiptcy Law: A United States Perspectneg”™. 64
Fordiam L. Rey. 2543 (19963: see also In e Mclean Indusiries, Inc. 74 BR 589, 591-601 (Bankr. 5.0.N.Y.
1R7) (discussing complications arising from efforts to resetve claims to assets held in fereign Jurisdiclions);
Felixiowe Dock & Ry, Co. v. U.§. Lines Inc, 2 Lloyd's Rep. 76, 95 (1987) (English court’s isjuncticn barmed
removal fram the United Kingdomn of assets of a 1.5, company in bankrupley proceedings in New York that were

clumed by UK, company).
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APPENDIX F

VOLUNTARY INDUSTRY INITIATIVES



1. The Derivatives Policy Group Initiative

The Derivatives Policy Group (" DPG™ } was formed by six major Wall Strest firms in
August 1994, to respond ta the public policy issues raised by the OTC derivatives activities' ol
unregulated affiliates of SEC-registered broker-dealers and CFTC-registered futures commssion
merchants {“FCM™). The DPG is a voluntary framework designed to provide the SEC and the
CFTC with information and analyses that would permit them to more systematicaily and
rigorously evaluate the risks associated with OTC dervative produets.

The voluntary framework applies to affiliates of reguistered broker-dealers and FOMSs that;
{1) arc not subject to supervisory oversight with regard to capital; (2) primarily serve as OTC
derivatives dealers; and {3} conduct OTC derivatives activities that are likely to have a material
itnpact on their registered broker-dealer affiliates or FCMs. The voluntary oversight framework
for members consists of four interrelated components: management controls, enhanced reporting,
evaluation of risk 1n relation to capital, and counterparty relationships.

Management controls

The DPG identified two elements critical to effective management controls: (1) the
integrity of the process for measuring, monitoring, and managing risk, and (2) puidelines that
clearly establish accountabilty, at the appropnate tevels of the firm, for defiming the permuatted
scope of activities and the acceptable level of risk.

To maintain effective management controls, each OTC denvatives affibate’s board or
governing body adopted written guidelines addressing:

- the scope of permitted OTC derivatives activity;
. acceptable levels of credit and market risk; and
. the structure and appropriate independence of the risk monitoring and risk

management processes and related organizational checks and balances.

Under the DP{, senior management of participating firms permit business units to assume
risks within approved guidelines and establish independent measuring and monitoring processes 1o
manage risk within those puidelines. The firms must also have an independent external means of
verification ta confirm that adopted policies and procedures have been implemented.

Enhanced reporting

As part of their enhanced reporting obligations under the DPG framework, affiliates are
required to submit periodic reports to the SEC and the CETC covering credit risk exposures

' For purposes of the DPG framewark, OTC derivative products are defingd [o include interest ratc. curmency,
equity, and commadily swaps, OTC options (incleding caps, floors, and collars): and cerreney forwards.
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arising from their OTC derivatives activities. The reported information focuses on credit
goncentration and portfolio credit quality, Credit concentration is reported by separately
identifying the top 20 net exposures oft a counterparty-by-counterparty basis; this requirement
allows regulators to assess the credit risk an affiliate has vis-a-vis a particular counterparty. The
credit quality of the portfolio is reported by aggregating, by counterpaity, gross and net
replacement value and net exposure, organized by credit rating category, industry, and geographic
location. Affiliates are also required to report net revenue data for various derivative product
lines or business units.

In addition to the periodic reporting of credit risk exposure information, affiliates are
required to submit financial statements prepared on a consolidated and consolidating basis.
Affiliates provide this information quarterly and include balance sheets and income statements.

Evaluation of risk in relation to capital

As part of their risk evaluation activities, affiliates must develop methods to estimate
market and credit risk exposures arising from their OTC derivatives activities and evaluate those
risks in relation to capital. Under the preferred methodology for estimating risk in relation to
capital, affiliates use quantitative madels to calculate changes in portfolio values.

To ensure that the vanous proprietary models used by affiliates are rigorous, the DPG
developed minimum standards and audit and venification critena that all models must sahsly
before they may be used to estimate capital at risk. Standardizing risk cvaluation also required a
commoen approach to estimating potential exposure or risk of loss associated with a given
portfolio of derivative products. The DPG adopted as a reasonable estimate of capital at risk the
maximum loss expected to be incurred by a given portfolio of OTC denvative products once in
every 100 bi-weekly intervals (i.e., a probability of one percent over a two-week period). In
doing so, however, the DPG also acknowledged the limitations in using this approach as a
predictive wol ?

With respect to credit risk, firms calculate the captal at risk as equal to the net
replacement cost by counterparty multiplied by the applicable default ratio published by the rating
agencies’ For cach counterparty, the affiliate estimates the potential risk of loss or capital at risk

1 The DPG noted the following linitations of its capital at risk cstiumate madel: (13 1he past is an imperfec
fuide to the Future:; (2) the potential for loss beyond the estimated rsk of loss remsing, and the low probability
cvenls proanpt the greatest concern because they arc morg likely to have systemic impheations: and (3) capital
leveds ihat merely match estimaies of capilal at gsk would be expected to bo exluustcd within the green tesl penod.

} Detault ratios are histarically based and take inte account the averpe matunly of relevant connmicls and the
credil rating of the counlerpany,
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on the basis of the one percent/two week standard, with the derived amount serving as a proxy for
potential credit risk * The derived amount is multiplied by the appropriate default ratio.

The DPG stated that these computations of market and credit risk exposures are not by
themselves capital standards. Instead, affiliates need to make independent judgments about risk in
the context of the entire DPG framework.

Counterparty relationships

The DPG framework also provided guidelines for relationships between professional
intermediaries and their nonprofessional counterparties regarding OTC derivatives transactions.
The DPG framework includes standards of behavior that are intended to discourage overreaching
by OTC derivatives dealers and facilitate understanding of transactions by nonprefessional
counterparties throvegh full disclosure.

Under the DPG framework, affiliates are required to prepare marketing materials,
transaction proposals, scenano or sensitivity analyses, and transaction valuations in good faith so
as not to mislead counterparties. When dealing with new nonprofessional counterparties, affiliates
are required to provide written statements identifying the prnncipal nsks associated with OTC
derivatives activities and clarifying the nature of the relationship between the parties. Affiliates
arc also required to use written agreements, transaction confirmations, term sheets, or other
written maierials to clarify the terms and condibons of transactions. I by custom or practice no
wrilten agreements are prepared, affiliates are advised to exercise care to ensure a Commaon
understanding of the material economic terms of the transaction.

2. The Counterparty Risk Management Policy Group Initiative

In January 1999, a group of twelve major, internationally active investment and
commercial banks formed the Counterparty Risk Management Policy Group (“Policy Group™).
The Policy Group has said that it intends to develop better standards for risk management
practices at securities firms and banks in providing credit-based scrvices to major counterparties
such as hedge funds. The Policy Group also says it will attempt to improve reporting of
appropriate information to regulators and supervisors. Although hedge fund related difficulties
helped precipitate the formation of the Policy Group, the scope of the Policy Group’s work is
broadly defined and is not {imited to hedge fund relahonships.

* In gencral, capital at risk is an estimalg of the maximun potential loss expected over a fived (ime period at a
cenain probability level, For cxinnple, o firm sy usc a capital at risk model with a ien-day {two business wecks)
belding period and a 99 porcentile criteria to caloulate that its $ 104 millien portfolio has a potential loss of
$130.000. Stated differently, the finn's capital ad risk model kas Mmreeasied (with a 99 percent confidence level)
that $150 000 is the most the lirm can ¢xpect 1o losc with this portfolic during the ren-day pened. There i a one
percent chance thit the macimum loss over the period will exceed S150 000,
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The Policy Group established three working groups te address issues relating to risk
management, reporting, and risk reduction through shared efforts. Each working group is co-
chaired by two members of the Policy Group and is comprised of other Policy Group members
and market participants not part of the Policy Group (e.g, hedge funds and pension funds).

The Credit and Market Risk Management working group plans 1o recommend best
practices relating to counterparty credit and market risk management. This group wall consider.
(a) improving the understanding of how leverage, liquidity, and concentration issues interrelate
and their implications for credit terms, collateral arrangements, and improvements in margin
practices, and (b) enhancing valuation, exposure/risk measurement, stress testing, limit setting,
and internal checks and balances. The group also will review issues relating to client due
diligence, credit documentation, risk modeling and estimation tools, liquidity evaluation, and the
role of independent contrallers and auditors in model evaluation.

The Credit and Market Risk Reporting working group plans to consider the most effective
ways to exchange nformation between major counterparties and their creditors, taking into
account confidentiality concerns, and will examine how to improve internal risk management
reporting. The group also will consider improving the availability of information to and from
regulators, including the nature and timing of the reported information, and will review risk
related public disclosure prachces.

The Shared Industry [nitiatives working group plans to assess how shared efforts amang
industry representatives might promote more orderly and disciphned management of counterparty
credit risk. This group will explore potential measveres such as: improved standard documentation
praclices, impraved standard close-out and netting provisions, alternative approaches (o dispute
resolution among parties, opportunities for expanding the scope and effectiveness of netting
arrangements, and shared initiatives for improving information on credit concentrations,
valuations, and market liquidity (e.g., a counterparty credit infarmation clearing house}

The Policy Group and its three working groups have developed project plans and their
work i1s underway. The Policy Group says it expects to publish its findings soon.

3. International Centralized Credit Database

One proposal that emerged in the aftermath of the LTCM episode, and cne that the Policy
Group plans 1o consider, s an international centralized credit database. As generally conceived,
such a database would contain information about the outstanding credit exposure of hedge funds
that would be reported on a timely basis by their major counterparties — banks and broker-
dealers. Those creditors could access the database to learn the credit exposure of their potential
counterparties. This arrangement is analogous to a mortgage lender’s accessing data from a
credit bureau in determining whether to extend credit for the purchase of a house. Such a
database would provide up-to-date information regarding the current positions of potential
counterparties in making a credit decision. To be effective and efficient, the database would need
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to be set up and run by the private sector, and participation by creditors and counterparties would
need to be global

Several difficult issues would need to be resolved by the private sector before a credit
database could be put in place. For instance, one of the challenges posed by the creation of a
database would be to find a way to meaningfully convey the risk of positions — e.g., whether
reported positions are collateralized and whether positions are hedged. Second, as information
about hedge fund positions can change rapidly, reporting would need to be frequent to be useful.
Third, it would be necessary to determine who would operate and maintain the database. The
success of the database would clearly be contingent on the rehable maintenance and accurate
dissemination of the infarmation provided to it by the participants Fourth, the question of who
would be permitted to access the database would need to be addressed.

4, International Swaps and Derivatives Association 1999 Collateral Review

In March, 1999, the International Swaps and Derivatives Association ("13DA™) issued an
assessment of how collateralization and collateral management programs for OTC denvatives
performed during the periods of market volatility in 1997-98, inciuding the extreme volatility
associated with the LTCM episode.

The review identified lessons that collateral practitioners had learned during these periods
of markets stress. The practitioners found thal collateralization proved to be a highly successful
credit tisk mitigation tool during the markel stress of 1997 and 1998, Several firms reported
credit losses as a result, for example, of defaults by hedge funds in 1998 were sigruficantly
reduced or even eliminated because robust collateral agreements were in operation. However, the
practitioners also emphasized that collateral does not soive all problems. 1t does introduce risks
of its own — principally legal and aperational risk, but also risks associated with the 1ssuer of
collateral assets, concentration in the pool of assets taken as collateral, correlation between an
underlying exposure and collateral taken to mitigate that exposure, and the potential difficulty of
selling collateral asscts at a strong price. Experience over 1997-98 also indicated that problems
can arise with internal data quality, the speed of market movements, and extreme conditions {such
a% the Russian debt moratorium and consequent disruptions in pricing transparency and market
“pperation).  Any of these potential risks can reduce the effectiveness of ¢ven the most advanced
collateral management program.

Based on the lessons learned, the practitioners identified (and [SDA cndorsed) 22
recommendations to enhance the effectiveness of collateral management practices.

The recommendations called for the individual institutions to review their practices and
consider the applicability of measures designed to:

* understand the role of collateral in credit risk management,
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. evaluate organizational structure and operational risks of the collateral
management function;

. minimize collateral-related disputes;

, review policies regarding acceptable collateral types, haircuts, cash, and initial
margin requirements; and

' create awareness of the legal environment it which the collateral function operates.

Other recommendations were directed to [SDA itselt, which was asked to:

. establish workmg groups to discuss specific recommendations affecting the
industry, inchiding collateral types, haircul methodology (including the pessibiity
of a benchmark assel pricing service], and cash collateral;

. rgvicw and enhance the structure, provisions, and negotiating mecharusms of the
existing 150A standard documents;

. continue its survey of the secured transaction laws in various jurisdictions; and

. continue its cfforts to advance cross-product netting and cross-product

collateralization.

Finally, several recommendations were addressed to legislators and regulators, which were
urged to;

. review regulatory requirements to remove barriers to advancements in risk
management methodologies and to (acilitate the advancement of cross-product
netting and cross-product collateralization, and

. consider simplification and medernization of laws governing secured transactions.

The review also included an action pian to promote implementation of the
recommendations.
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APPENDIX G

SUPERVISORY EFFORTS AND STATEMENTS POST-LTCM



1. Basle Committee on Banking Supervision

On January 28, 1999, the Basle Committee on Banking Supervision 1ssued a report and
accompatiying sound practices guidance with respect te banks’ interactions with highly leveraged
institutions (“ HIIs” ), which include hedge funds. The report was issued te encourage the
development of prudent approaches to the assessment, measurement, and management of
exposure to HiIs,

The Basle Committee emphasizes the importance of fully understanding and prudently
managing particular risks generated from banks’ interactions with HLIs. The recommended
sound practices include:

. establishing clear policies and practices for interacting with HLIs;

. employing sound information gathering, due diligence and credit analysis practices
as they specifically relate to HLIs;

. developing more accurate measures of exposures resulting from trading and
denvatives transachions,

- setting meamingful overall credit limits for dealings with HLIs;

. linking credit enhancement tools, including collateral and early termination
provisions, to the specific characteristics of HLIs; and

. closely momtoring credit exposures of HLLs.

In its report, the Basle Committee emphasized that many of the risks associated with HLIs
can be addressed at the counterparty level through belter risk management. This additional risk
maragement at the counterparty level is thought to have the potential of limiting or reducing the
leverage of HL1s and their portfolios. While the Committee considered the direct regulation of
HLTs, it determingd that focusing on the bank counterparties of HLIs would be a quicker and
more effective way of influencing the behavior of HLIs.

2, International Organization of Securities Commissions

The Technical Commuttee of the International Organization of Securities Commissions
(“1O8CO™Y has established a Task Force on hedpe funds and HLIs. This task force is studying
risk management, internal controls, and disclosure issues as they relate to securities firms
interactions with HLIs. In addition, the Technical Committee and its working groups are
considering ways 1o increase the transparency of HL1 activities.

3. G-7 Finance Ministers and Central Bank Governors

The G-7 Finance Ministers and Central Bank Governors issued a statement of concerns
involving HLIs and their activities in the world financial markets after its February 20, 1999,
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meeting.! They endorsed the above-noted recommendations of the Basle Committee on Banking
Supervision and took note of the ongomg work of [OSCO in relation to HLIs. The G-7 will
continue to review the implications arising from the operations of HLIs and of offshore financial
centers, with particular attention to the possibility of additional reporting and disclosure regarding
HLIs.

4. Board of Governors of the Federal Reserve System

On February 1, 1999, the Board of Governors of the Federal Reserve System issued
Supervisory Letter 99-3 (“the SR Letter™), which covers counterparty risk management. The SR
letter was issued to address apparent weaknesses in the risk management systems at large
complex banking organizations that may need to be reviewed and/or enhanced The guidance
expands on existing counterparty credit risk management {“CRM™} supervisory materials.

The SR Letter specifically addresses four basic elements of counterparty credit risk
management systems.

. the assessment of counterparty creditworthiness;

. credit risk exposure measurement,

- the use of credit enhancements and contractual covenants: and
. credit risk exposure limit setting and momtonng systems

Banks are cxpected to have specific policies for assessing the unique nsk profiles of hedge
funds, including the scope of due diligence analysis and ongoing menitoring to be conducted, the
type of information required from hedge fund counterparties, and the nature of siress-testing used
in assessing credit exposures to hedge funds.

The Federal Reserve guidance also notes the importance of potential future exposure in
managing 1rading positions. [nstitutions must ensure that potential future exposures for bath
secured and unsecured positions are better incorporated into thelr credit analyses and limits. The
need for betier stress-1esting and scenario analysis of credit exposures that incorporales the
interaction of credit and market risks 1s also mghlighted. The guidance points to the need for a
better balance between the qualitative and quantitative elements of exposure assessment and
management for all types of counterparties, not just HLIs.

5. Office of the Comptroller of the Currency
On January 25, 1999, the Office of the Comptrolier of the Currency (*OCC™ } issued OCC

Bulletin 99-2 which included new risk management guidance on denvatives and other bank
activities to supplement QCC Banking Circular 277 and The Compirofler s Handbook for

' Member countries of the G-7, or Group of Seven, include the United States, Canada, France, Gormany, ltaty,
Taparn, amd the United Kingdom
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National Bank Framiners, Risk Menggement of Financial Derivatives. This Bulletin highlights
existing weaknesses in the nsk management systems within financial institutions and identifies
sound risk management practices that banks should have in place for all significant derivatives and
trading activities. [ts perspective goes beyond hedge funds. It draws upon lessons learned, by
both banks and other trading organizations, from turbulent trading conditions over the past
several years. While it emphasizes credit risk, it also addresses other sources of risk, including
market, liquidity, transaction, compliance and interconnection risk (/. e., the risk that as market
risks increase, there may be a concurrent increase in other risks).

The Bulletin provides enhanced guidance for examiners in their reviews of bank trading
activities, 1t addresses five key risk management prineiples:

1. Banks must fully understand both the strengths and weaknesses of any nisk
management system, particularly models.

2 Risk outpuls (e.g., value-at-risk and pre-settfement risk) must be stress tested.
Stress testing is an essential component of the market and credit risk management
process, and requires the conhinuing attention of senior management.

Due diligence, careful customer selection and sound credit nsk management, nol
competitive pressures, should drive the credit decision process

LTF)

4. Risk oversight functions must possess independence, authority, expertise and
corporate stature 10 provide effective early warning to senior managerment of
newative market trends.

5. Banks need to have appropriate risk control mechanisms in place for new products
and markets prior to entry and on an ongoing basis.

6. New York State Banking Department

The Mew York State Banking Department (* NYSBD" ) released a report on banks’ hedge
fund activities on March 8, 1999 which shares concerns aboul these activities and emphasizes the
need for changes in the regulatory examination process to address these concerns. The report
identifies banks™ due diligence processes and risk management prachces as two primary areas in
need of improvement. In addition, the NYSBD emphasizes the importance of highly developed
technigues for measuring credit; less reliance on fund management reputation; and greater
disclosure of financial information and risk management practices from hedge funds and other
similar counterparties as a condition of deing business.

THE NYSBD report also notes deficiencies in the examination process, particularly
examiners’ knowledge and appreciation for new methods of credit generation. Methods
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specifically identified in the report are the use of leverage, out-of-the-money options trading, and
off-market swap pricing.
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