Meeting Between Federal Reserve Board Staff
and Representatives of the Managed Funds Association
February 17, 2011

Participants: Michael Gibson, Matthew Pritsker, Mark Carlson, Molly Mahar,
Kieran Fallon and Paige Pidano (Federal Reserve Board)

Stuart Kaswell, Benjamin Allensworth (Managed Funds Association),
Darcy Bradbury (DE Shaw & Co); Michael Waldorf (Paulson & Co. Inc.);
Scott Bernstein (Caxton Associates LP); and Brian Gunderson (GPC
Associates LLC)

Summary: Federal Reserve Board staff met with representatives of the Managed
Funds Association (MFA) and member firms of the MFA to discuss systemic risk regulation in
light of the new authority provided to the Financial Stability Oversight Council (FSOC) and the
Federal Reserve Board under Title I of the Dodd-Frank Wall Street Reform and Consumer
Protection Act. The representatives of the MFA and member firms presented an overview of the
hedge fund industry and discussed their views on applying the systemic risk criteria set forth in
the FSOC’s Notice of Proposed Rulemaking “Authority to Require Supervision and Regulation
of Certain Nonbank Financial Companies” to hedge funds and other similar firms. The written
materials and other correspondence provided by MFA following the meeting are attached below.
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H ig hi ig hts Data as of Dec-2010

Performance, AUM & Flows:

Equal-weighted hedge fund composite indices were up for December 2010 with gains ranging from of +2.36% to +3.21%. These gains bring the year-to-date industry performance to
+5.19% to +10.72%. The Citi HARP hedge fund replication index was +1.35% in December versus the HFRI Fund of Fund index that was +2.09%. Year-to-date, the HARP index was
+2.99% and the HFRIFOF index was +5.60%. December 2010 performance returns proved to be higher than December 2009 which experienced +0.55% to +1.37% over the same
period.

An overall upbeat sentiment influenced Equity Markets in December. Equity Long/Short strategy funds saw the largest positive gains at +3.27%, followed by CTA/Managed Fuiures
(+3.18%), Global Macro (+2.17%), Emerging Markets (+2.04%)), Distressed (+1.99%) and Event Driven (+1.98%). Dedicated Short Bias strategies were the only subset of funds
experiencing losses (-4.49%). Remaining strategies were up although more modestly than the top six strategies.

According to HedgeFund.net (HFN), hedge fund industry AUM ended December 2010 at $2.47 trillion, up from $2.41 trillion in November 2010. This is the sixth consecutive month
Industry AUM has increased. However, Industry AUM remains well below its $2.94 trillion June 2008 peak.

Imcreases in AUM attributable to net investor inflows were only +$1.07 billion while positive performance accounted for an increase of +$60.1 billion. Overall, 2010 net investor flows
were +$79.4 billion compared to -$128.54 billion over the same period a year ago.

Imcreases to industry AUM from performance were +$60.08 billion — the third largest of the year after March (+66.76 billion) and September (+$60.09 billion) — and higher than year-
ago December 2009 of #&§241.36 billion. For 2010, performance related AUM gains were +$221.2 billion compared to +$367.8 billion in 2009.

Fund Profiles:

Across the subset of hedge funds reporting performance and AUM, the monthly median performance for large single funds (>$500 million) was +2.0%; medium single funds ($100-
$500 million) +1.8% and small single funds (<$100 million) +2.3%.

Liquidity terms continued their consistent pattern of 2010 with December showing little changes to redemption notice periods with 67% of funds requiring 30 days or less notice for
redemption. Across the entire subset of reporting funds, the majority (61%) required no lockup (44%) or less than 1 year lock up (17%).

Consistent throughout 2010, large funds ( > $500 million AUM) continue to hold a large potion of industry AUM (67%) compared to medium funds ($100-$500 million) at 24% and small
funds (<$100 million) holding only 9%.

Leverage & Shorts:

On a global basis, we calculate gross leverage (as measured on a mean basis) at 1.79 x in December 2010 versus 1.81x im Nowemiber, 1L.30x im Octolber amd 1L73x im Stemiber.

Looking across both long leverage and gross leverage, the following strategies showed the highest uses of leverage: Multi Strategy (5.16x), Equity Market Neutral (3.58x), Convertible
Arbitrage (3.35x), Global Macro (3.17x), Fixed Income Arbitrage (2.95x). Use of leverage in other strategies was generally lower across the board.

Citi U.S. short flows data imcluded in this month's report shows a continued strong concentration of interest in the Consumer Discretionary, Financials & linformation Technology &
sectors. These three sectors accounted for 55.25% of short executions and 54.68% of short flows versus 59.26% of short executions and 53.16% of short flows in November 2010.

In December the biggest changes in large speculator net positioning in Futures and Options (as a percentage of total open interest and including both futures & options) in 10 Year
Treasuries, S&P, EuroFX and Gold futures markets came in builds in the net short position in both Treasuries and EuroFX. The net short position in Treasury contracts (-4.0%) is
back to the largest it has been in terms of percentage of open interest since May 2010 (-4.5% 5/25/10) and in EuroFX contracts (-5.7%) back to where it had been in July 2010 (-6.2%
7/6/10). There was little change in positioning in the S&P and Gold markets. Large speculators remain close to neutral on the S&P and net long Gold.



Hedge Fund Industry: AUM, Performance
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Hedge Fund Industry: Change in Industry Assets

According to HFN, the estimated change in industry assets was +$61.13 billion for December
2010 and +$300.56 billion for the year. Gains stemmed mostly from performance (+$60.06 billion,
$221.21 billion) as net investor flows accounted for only +$1.07 billion and $79.35 billion,
respectively. The 2010 year-to-date increase in AUM was up over 25% from the $239.3 billion
seen in 2009.

December marks the third highest increase of 2010 in industry assets due to positive
performance (March 2010 +$66.76 billion, September+%$60.09 billion, December-+$60.06 billion.)
The year-to-date 2010 total of $221.21 billion, however, is down from $367.8 billion seen in 2009.

Uncertainty in the pace of the global economic recovery appears to linger and may still contribute
to challenges faced in the current capital raising landscape. Although December’s net investor
inflows of $1.07 billion are below the 2010 median of +$7.23 billion, 2010 saw eleven months of
positive net investor flows and thus a relief from the large negative outflows seen in 2009.

Total industry AUM of $2.47 trillion is up13.9% for the year, up from the $2.17 trillion seen at
December 2009. This compares to an increase of 12.4% seen in the 2009/2008 period. All
figures are provided from HFN.

anpncitinn of (‘h::ngn inAssets: Dec

10 Amounts in ($bn)

Change due to Performance: $60.1

Net Investor Flows: $1.1

Source: Hedge Fund.net (HFN)
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Note Pad:

¢ The Citi Prime Finance caliculation
for end-December gross leverage
(as measured on a mean basis)
was 1.79x, in line with most
months this year

* Gross leverage (mean): defined as
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Monthly Performance by Strategy
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Citi Liquid Hedge Fund Replicator (HARP)

Citi HARP Index vs. Benchmar g

I%élgépzr@@mﬁe:Last 12 Month

The purpose of the Index is to approximate in broad terms
the performance of the hedge fund sector by achieving a
similarity between the pattern of the returns of the Index
and the pattern of the returns of a Benchmark - the HFRI
Fund of Funds Composite Index.

The Index contains weighted components. The
components are a money market component and various
index components. Each index component represents a
class of asset in which the hedge fund sector is assumed
to invest: bond, commodity, equity and foreign exchange.

The weighting within the Index of each component is
determined monthly. Every month, a multiple linear
regression algorithm is used to identify the appropriate
weighting.
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Securities Lending Industry Group Short Flows




US Securities Lending Short Flows Summary
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Risk and Return Metrics
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Multi-Strategy

Multi-Strategy data as of Dec 2010 contains 5 charts Citi-derived Median, Hedge Fund Performance vs. Benchmark (Monthly LTM)
Leverage Profile{iv v i

ee-by-Size-and-by Age is a simple
bar chart with the statics on the Large Medlum and Small Hedge Funds Large ($500+MM) 1 B%Medlum ($100 $500MM) 1 6% Small (Under $100 MM):1.6%
Source CitrtCGAmatytics Hedge ‘Hedge Fund data
is self-reported: each calculation is based on the respective data frpm funds who have reported for the current period. (1) Unrverse and sample sizes may be small.
Line chart titled:Leverage Profile (Monthly,LTM).Gross Leverage (Mean): defined as the sum of (LMV+abs SMV)/Net Equity and LMV Leverage (Mean): Defined as
Long Market Value/Net Equity. Source:Citi Prime Finance Chart trajcks the year from Dec 09 toDec 10. Gross Leverage (Mean): commences in Dec 09 at roughly 2.5
and rises to 4.5 Jan 10,follows through at that level until May 10 where it spikes to 6.0,and then drops to 5.0 Jun 10, rises to 6.0 in Jul 10, drops to 3.5 in Aug 10 and
rises to 5.0 in Sept 10 where it stays at that level until Dec 10. LM\ Levergge (Mean):starts in Dec 09 at 1.7 where it rises to 2.5 and stays in that area
roughly until Jul 10 where it dips to 1.7 and then dips again to 1.5 ign Aug 10 before rising to 2.5 and staying thereuntil Dec 10. Line chart titled:Hedge Fund Performance
T—vs—Benchmark-(MonthtyFMv-which-tracksthe-Multi-strategy-from Dec 09 until Dec 10. Multi-Strategy in Dec 10 was at 1.6%, Nov 10 0.3%, Dec 09 1.0% and YTD
was 7.8%. Multi-Strategy started at 1.0% in Dec 09 before dropping to 0.5% in boT Jan TU-ameFet+6Tising to 1.8% in March 10 and then strarply dropping from 1.0 ir
April down to -1.5% in May 10. It rose steadily from May 10 until Ju] 10 whre it rose t01.0% and then dropped back in Aug 10 to 0.5% rising Sep 10 to 1.5%

and then leveling to that area until Oct 10. Nov 10 it dropped to 0.3 and fose Dec 10 to 1.5%. Source : Citi ICG Analytics.
Citi-Derived Median by Month. '

Jan:0.6% Feb:0.5% March 1.7% April 0.8%
May -1.7% Jun -0.1 Jul 0.9% Aug 0.4%

Sept 1.3% Oct 1.39%5Nov 0.3% Dec 1.6% I
YTD 7.8%




Firm Disclaimers and Market Commentary Disclosures

This commuinication has been prepared by employees of Citi and is distributed by or through its locally authorized affiliates (collectively, the “Firm”). Employees preparing this
communication are not Research Analysts and are not employees of Citi Investment Research (CIRA) and the information in this communication (the “Message”) is not intended to
constitute “research” as that term is defined by applicable regulations. Any reference to a research report or research recommendation is not intended to represent the whole report and is
not in itself considered a recommendation or research report. Please contact your Firm representative for a copy of a comprehensive research report. All views, opinions and estimates
expressed in the Message constitute the author's and/or the Firm's judgment as of the date of the Message, may change without notice and may differ from those views, opinions and
estimates expressed by other Firm personnel.

IRS Circuilar 230 Disciosuee: Citigroyp Inc. and its affiliates do not prowvide tax or legal adviice. Any discurssion of tax matters in these mateiidds (i) is not intemntbed or wriitten to
be usedi, andl cannat be used! or reliet! upon, by youl for the punpose of avaitling any tax peraftics andl (i) may have been written in conireciion wiith the “promoiion or.
matteatiny” of any transacition contenppdaied hersly (“Trarsaction)’). Acoodidinygly, you sthoudd seek adviice basatl on your particidar circumssianees from an indeperndent tax
adviisor.

The Message is provided for information and discussion purposes only and is not a representation or recommendationm by the Firm. It does not constitute an offer or solicitation to purchase
or sell any financial instruments, and does not take into account the investment objectives or financial situation of any particular person. Investors should obtain advice based on their own
individual circumstances from their own tax, financial, legal and other advisors before making an investment decision, and only make such decisions on the basis of the investor's own
objectives, experience and resources. The information contained in the Message is based on generally available information and, although obtained from sources believed by the Firm to
be reliable, its accuracy and completeness cannot be assured, and such information may be incomplete or condensed. Certain personnel or business areas of the Firm may have access to
or may have acquired material non-public information that may have an impact (positive or negative) on the information contained in the Message, but that is not available to or known by
the auther of the Message.

The Firm may be the issuer of, may make a market in or may trade as principal in the financial instruments referred to in the Message or other related financial instruments. The Firm may
perform or seek to perform investment banking and other services for the issuer of any such financial instruments. The author of the Message may have discussed the imfmnmmation
contained therein with others within or outside the Firm and the author and/or such other Firm personnel may have already acted on the basis of this information (including by trading for the
Firm's proprietary accounts or communmicatimg the information contained herein to other customers of the Firm). Compensation of Firm personnel may include consideration of the
performance of such department’s activities.

The Firm, the Firm's personnel (including those with whom the author may have consulted in the preparation of this commumication), and other customers of the Firm may be long or short
the financial instruments referred to in the Message, may have acquired such positions at prices and market conditions that are no longer available, may be a director or office of any
company referenced herein and may have interests different from or adverse to your iinterests.

Investments in financial instruments carry significant risk, including the possible loss of the principal amount invested. Financial instruments denominated in a foreign currency are subject to
exchange rate fluctuations, which may have an adverse effect on the price or value of an investment in such products. No liability is accepted by the Firm for any loss (whether direct,
indirect or consequential)) that may arise from any use of the information contained in or derived from the Message.

Unless otherwise indicated, the Message is not intended to forecast or predict future events. Past performance is not a guarantee or indication of future results. Any prices provided in the
Message (other than those that are identified as being historical) are indicative only and do not represent firm quotes as to either price or size. You should contact your local representative
directly if you are interested in buying or selling any financial instrument, or pursuing any trading strategy, mentioned herein.

Although the Firm is affiliated with Citibank, N.A. (together with its subsidiaries and branches worldwide, “Citibank”), you should be aware that none of the other financial imstruments
mentioned in the Message (unless expressly stated otherwise) are (i) insured by the Federal Deposit Insurance Corporation or any other governmental authority, or (ii) deposits or other
obligations of, or guaranteed by, Citibank or any other insured depository imstitution.

The information in this Message may be confidential or otherwise protected by law. If you are not the intended recipient of the Message, please delete and do not disclose or make
improper use of it, and promptly notify the sender. The Message contains data compilations, writings and information that are proprietary to the Firm and protected under copyright and
other intellectual property laws, and may not be redistributed or otherwise transmitted by you to any other person for any purpose. Electronic messages are not necessarily secure or error-
free and can contain viruses, and the sender is not liable for any of these occurrences. The Firm reserves the right to monitor, record and retain electronic messages.

We are required to obtain, verify and record certain information that identifies each entity that enters into a formal business relationship with us. We will ask for complete name, street
address and tax payer ID number. We may also request corporate formation documents, or other forms of identification, to verify information provided.

Copyright © Citi 2010. All Rights Reserved. Citi and Citi Arc Design are trademarks and service marks of Citigroup Inc. or its affiliates and are used and registered throughout the world.
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Introduction

This paper sets out the results of the Financial Services Authorivy’s (FSA) latest Hedge

Fund Survey (HES) conducted in September 2016 and the Hedge Fund as Counterparty

Survey (HIFAGS) conducted in ©ctober 2010 #Fhesersurveys-helpas-toanalysershescpemberzoioocoincidewitsimiar
systemic risk posed by hedge funds.and.asereonducted-everysixmanths as pattaboutonitr e giobal

work on assessing risks to financial stability from outside the boundary of prudential hedgefundindustryandst
regulation.#This; in iy, dis ca deey pantiof reurowork te pretectiand.enhance the: stability

of the UK financial systemy one «f ous statutoryrobjectivesine boundary of prudential

regulation. 1“’"‘""‘52Forthepurposesofthiswork,a@ystemicris&]isariskwhich,ifitc stallisedw}thl?lutan formofinterventionby

These voluntary surveys provide only a snapshot of hedge tund exposures and partial

the authorities, would mean a high likelihood of major and rapid disruption to the effective operation of a core

view of the hedge fund industry, and when examining the results it is important to

function of the

consider the surve}/s’ limitations. The analysis presented only covers the broad systemic

of thf UK finangcial system, one of our statutory objectives.

conclusions and does not discuss individual firms or funds. Nevertheless, the surveys

These voluntary surveys provide only a snapshot of hedge fund exposures nd partial

are important tools in providing us with a window into the hedge fund industry.

view of the hedge fund industryo and when examining the results it is important to
Riskis €0 financialystability: from hedge funds woutd ierystallise through stwed potentiale
channelsn marketdislocations sthatddisrupt Fiquidety rands pricing (the Smarleetsurveys
channel’); and/or {osses inihedge funds keadingeto losses by bankingdandiother
gounterpairties (the ‘credit channeljoe funds could crystaliise through two potential

channels: market dislocations that disrupt liguidity and pricing (the 'market

The latest results suggest. that the footgrmt of surveyed hedﬁe funds remains ﬁmall
0 er

channel'); and/or lo%Ses in hedge fund leading to losses b banking an

within most markets andtlevheragelis); largely unchanged, so that risks to financial
chanime .

counterparties (the 'credi

stability through the market channel seem limited at the time of the latest surveys,
In addition, counterparties have increased marein reguirements and tightened other
conditions on their exposures to hedge funds since the crisis, increasing their resilience
fo hedge fund defaults, Nevertheless, some risks to hedge funds remain, particularly
éfo Efaqyi are Lolgatkzleel tQ manage a §L1hclq%rg vauitfécsirawal of liabilities duririlggatggilgisrgeriod

rexposu n since the crisis, increas 5|I|enee

to hedge fund defaults. Nevertheless, some risks to hedge funds remain, particularly

if they are unable to manage a sudden withdrawal of liabilities during a crisis period,



potentially resulting in forced asset sales. Forced asset sales during stressed market
environments may exacerbate pressure on market liquidity and efficiend pricing.

A disgussion<an e QHSOmSR AF PTRYIBHS SBIRY Srif,available on our website 30"

The Hedge Fund Survey and the Hedge Fund as
Counterparty Survey

The HFS is a voluntary survey that began in October 2009 and is now in its third

iteration. The HFFS asks selected FSA-@uthorised investment managers 408 ftnisincludesFSA-authorisedfir
hedgéMitheP'4¥8kts they manage and the Qualifying Funds® for which they undertake

management activities. [t contains data used to assess potential threats dhaufgthdoth the

hesidee flamd assetit teynmenalih asdpieenBenifyliong fvestst P Eauiadifyifie) FundsfiorehepurposesoftheHF Sare
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their highwater mark continued te decline, helping to improve the sustainability of
the sector as a greater number of performance fees are levied. Assets below their
highwater mark have declined to less than 5% of total surveyed assets, down from
43% reported in the Qatober 2009 survey.

Chart 1: Fund Returns - Histogram of total returns for the 6 months
tO end Septe mkhe'r 2 01Qourceforthisandotherchartsonthispage:FSAHSF.

Bar chart tit|ed:Chart 1:Fund Returns-Histogram of total

returns for the 6 months to end September 2010.

From Interval <50 and up to -30% to -15% there is no

data. Neithef is there data from 15% to 30% up to >50%.

-15% to -10p6:Number of Qualifying Funds:2 -10% to -7.5%:Number of Qualifying Funds:3 -7.5% to-5%:Number of Qualifying Funds:4

-5% to -2.5%:Number of Qualifying Funds:5 -2.5% to 0%:Number of Qualifying Funds:150% to 2.5%:Number of Qualifying Funds:35

2.5% to 5%{Number of Qualifying Funds:20 5% to 7.5%:Number of Qualifying Funds:207.5% to10%:Number of Qualifying Funds:2 10% to 15%:Number of

Qualifying Funds:4

Aggregate assets under management 1ncreased 1n the survey period due to positive
performance. But the picture of subscriptions and redemptions was more mixed.
Approximately one half of Qualifying Funds in the September 2010 survey reported
a decline in Net Asset Value (NAV) driven by negative net subscriptions (Chart 2).
In aggregate, negative net subscriptions reduced assets under management by 0.89%
(measured on the level of their aggregate assets at the start of the survey peried).
Assets under special arrangements due to their illiquid nature, such as in ‘side
pockets’, remained largely unchanged at 11% of aggregate NAV, suggesting na
improvement in the quality of these assets.

Chart 2: Change in NAV - Histogram of change in NAV for the
6 mmtlhss to end Septemlb&r 201Qarcharttitled:ChartZ:ChangeinNAV»
Histogram of change in NAV for the 6

onths to end September 2010. <50%:Number of Qualifying Funds:1 -50% to 40%:Number of Qualifying Funds:3 -40 to -30%:Number of Qualifying Funds:5

0 to -15%:Number of Qualifyinjilunds:5 -15 to -10%:Number of Qualifying Funds:12 -10% to -7.5%:Number of Qualifying Funds:4

.5 t0-5%:Number of Qualifyingjilinds:2 -5% to -2.5%:Number of Qualifying Funds:10-2.5 to 0%:Number of Qualifying Funds:10 0% to 2.5%:Number of

1F% t015%:Number of Qualifyinjillunds:1 15% to 30%:Number of Qualifying Funds:930% to 40%:Number of Qualifying Funds:540% to 50%:Number of




Market footprint

The potential for any stress within the hedge fund sector to be transmitted through
the ‘market impact channel’ will be directly affected by the extent of hedge funds’
presence within those markets. One method of assessing the size of hedge funds

is to measure their gross exposutes or ‘footprint’, calculated as the sum of their
long manket value and short manket value. Changes in feotprint can be illustrated
relative to the equity raised from investors (i.e. NAM); these measures have remained
fairly stable over the different surveys in aggregate (Chart 3). There was a sizable
increase in footprint to NAY for fixed income arbitrage strategies in the April 2010
survey, but that has since reduced. Funds with ‘spread-based’ strategies (such as
fixed income arbitrage) can be expected to have a greater ratio of gross exposures
(footprint) to investor equity than those with ‘fundamentals-based’ strategies

(steh as equity long-shert).

Cha A \ éé%%élb%m%ﬁg'ﬁ;:EP%B{H%W?asuredasthesumoflongmarketvalue(LMV)andshortma

Of patticular importance is the relative size of hedge funds’ ‘feetprint’ compared

with the size of the global mankets they trade in. These measures are generally

low and have not changed significantly between the different surveys (Chart 4),
suggesting the hedge funds we surveyed are not the biggest category of players in most
mankets when measured by the value of their holdings. As noted abowe, however, we
estimate that the FES captures approximately 20% of global hedge fund assets and

so globally hedge funds will have a significantly higher footprint in seme of these
marnkess. The connertible bond market may be an exception where the hedge funds we
surveyed continue to have a big presence. The firms surveyed are estimated to hold




approximaiely 8% of the outstanding value of the global convertible bond market.2"*°"*8Thesizeoftheglok
The WS Tilbd yngpedtd that hedge funds are possible material players in the much larger

and moreveytieleindby. éngeffontnotefTédr HES alsbesungestdithatehadgevés misdeetpossible material players i
and more systermicalty important interest rate and commodity derivatives mmarkets:Chart4:HedgeFundFootpr
Footprint (LMV +SMV) as a % of Market size: derivatives measured based on gross n&tional value. header
col4:Sep 10 Survey: end header rowFunds:Listed Equities October 09 Survey:0.5% Apr 10 Survey:0.6Sep
October 09 Survey:0.3% Apr 10 Survey:0.3%Sep 10 Survey:0.3%Funds:G10 Bonds wjth a 0-1 year durati
Sep 10 Survey:0.7% Funds:G10 bonds with a 1+year duration October 09 Survey:0.8%Apr 10 Survey:1.09
October 09 Survey:0.1% Apr 10 Survey:0.2%Sep 10 Survey:0.2%Funds: Financial institution bonds Octob
Funds:convertible bonds October 09 Survey:10.1%Apr 10 Survey:8.1%Sep 10 Surveyi8.3%Funds:Structul
Apr 10 Survey:0.3% Sep 10 Survey:0.3%Funds:Credit Derivatives October 09 Survey:0.8%Apr 10 Survey:
October 09 Survey:0.3% Apr 10 Survey:2.4%Sep 10 Survey:0.8%
Funds: Additional Derivative Markets:Interest rate derivatives
October 09 Survey:2.9%

Apr 10 Survey:4.7%

Sep 10 Survey:4.0%

Funds:Additional Derivative Markets:Commodity derivatives
October 09 Survey:2.5%

Apr 10 Survey:4.8%

Sep 10 Survey:3.7%
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Market presence can also be thought of in terms of the proportion of trade

volumes, but this is much harder to measure on a consistent basis across multiple

markets. The latest HFS also suggests that individuallly, most surveyed hedge funds

do not account for a significant proportion of trade volumes. As a group, however,

hedge funds are considered to be more significant in providing market liquidity in

noremal market conditions. X""*'9See forexample,AnUpdateontheFSFReportonHighlyLeveraged
Institutions, FSF 2007 end of footnote)

The source of borrowings and extent of leverage

Because of the potential impact of hedge funds on financial stability through both

market and credit channmels, it is also important to consider the amount and sources

of hedge fund borrowing. Most concepts of hedge fund leverage involve borrowed

fmoney of increased exposure to an underlying asset via derivatives.™°""®10Measuring'synthetic'or'embe
complex nature of derivatives. end of footnaote
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source (Chart 8). This represents a decline from 60% recorded in the April 2010 survey,

with hedge funds’ use of synthatic borrowing increasing. Data from the Qatober 2010

HFAGS shows that ever 77% of cash-out reverse repe financing between firms and

their hedge fund counterparties comprised 60 government bond collateral #Fhecioisnadesporttindustiatisedcounties selgi
latestsHEAGSidata also shewsthat the: majority ofsfixedr ingome reference-assets for

symtheticAmancing were loans, while mest xeferencei assets fom equity synthesic: swaps
commprised €0 iequities. 10ans, while most reference assets for equity synthetic swaps

Chark AU SRS S BB S 2010

When the provision of finance is withdrawn rapidly — which can potentially occur
for all forms of borrowing ~ hedge funds may be forced to liquidate their portfolios
quickly resulting in a disorderly fire sale of assets. While hedge fuind holdings are
generally small in most markets, forced selling still has the potential to impact
farket liguidity and efficient pricing if it occurs during perieds of heightened
arket siress 6F where hedge funds make up a significant propoertion of market
liguidity. Repo berrowing may be a partieular fisk as it has to be continuallly rolled,
espeeially if it is short term. The relling over of repe berrowing may be difficult in
a stressed market envirenment. The souree of hedge funds’ berrowings continues to
be an area of interest.

There are many methods to measure the extent of leverage. One method is to
measure footprint (gross exposutes) as a multiple of NAV, which was shown earlier
when examining changes in footprint over time. But this does not take into account
netting arrangements that may serve to reduce market exposures. An alternative,
also used within the HFS, is to measure total borrowings expressed as a multiple

of NAV. This measure paints a similar picture of leverage remaining fairly constant
between the survey periods (Chart 6). We also analyse leverage and other survey
fneasures on a fund-by-fumnd basis, looking for outliers that may be of systemic
importance individually.




Chart 6: Qualified Fund Leverage: Cash + Synthetic Borrowing as a
percent of NAV

Bdr chart titled: Chart 6: Qualified Fund Leverage:Cash
and Synthetic Borrowing as a percent of NAV. This bar
chart deals with the Oct 09 Survey, the April 10 survey,
and the Sept 10 survey.
Equity Long/Short:October09:100%,Apr 10:125%,Sep 10:125%
Credit Long/Short:October09:100%,Apr 10:125%,Sep10:125%
FI|Arbitrage:October09:900%:Apr10:1400%, Sep10:600%
Emergeing Markets:October09:100:Apr10:100%,Sep10:150%
Glpbal Macro:October09:200%,Apr10:200%:Sep10:225%
Managed Futures:October09:100%,Apr10:125%,Sep10:200%

Multi-strategy:October09:400%,Apr10:425%,Sep10:425%

Other:October09:125%,Apr10:100%,Sep10:100%

Total:October09:250%,Apr10:275%,Sep10:250%

Maturity transformation

Hedge funds continue to report a high level of portfolio liquidity relative to
financing terms and investor liabilities (Chart 7). For example, approximately 55%
of aggregate portfolios are estimated to be capable of being liquidated in less than
five days, in contrast to 10% or less of investor or financing liabilities falling due
over the same period. However, there are important caveats. The assessment of
portfelie liguidity is, to a degree, a subjective assessment and will be based on recent
expectations and experience of market liguidity. In a stressed market envirenment,
matket liguidity may deterierate significantly and rapidly relative to the eurrent
portfelio liguidity reperted in the HIFS. Further, the assessment of the term of any
finaneing (berrowings) dees net take inte eonsideration break-clauses and other
fetheds that finanee providers eould use t6 ehange their terms. It is alse possible
that eenditions may be attached te term finaneing agreements that weuld be
triggered in stressed enviiOAMEnts.
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The HES also suggested that investors in hedge funds comprise a diverse range of

entity types, which may reduce the risk of a sudden withdrawal of an investor’s capital

(Chart 9). In addition, approximately 90% of funds surveyed hawe the ability to

suspend investor redemptions or side pockeat, which prowides a ‘last option’ methad

for funds te manage assets whose liquidity profile suddenly ehanges.*Newerthelessyernsypicaycrestestonouseitiquidassets
the petentialforassetdise sales dusing.stressed-marketssemains;as restricting investor

redemptions: isrhikely-to.beseenras.a lastisesostopiion sy mangiananagers and because

finange«providers ave dikelytomaintain-ehe abilivyste withdrawfinance during stressed

markets fwhether this is:byanot rolling repes borrewing orrby changing: financing terms).

redemptions is likely to be seen as a last resort option by many managers and because

Sﬂtemm m%ge during stressed

markets (whether this is by not rolling repo borrowing or by changing financing terms).

The source of investors also indicates potential channels threugh which distress in
hedge funds can spread te other parts of the finance industry and to the real econemy.

Counterparty exposures

An important function of the two surveys is that they allow us to examine the credit
counterpatty risks that exist between banks and hedge funds. This helps us understand
the possible transmission mechanisms for systemic risk through the ‘credit channel’.

Anecdotally, the range of counterparties used by hedge funds since the financial
crisis is said to have broadened, such as in the use of multiple prime brokers.
BPespite some widening, however, the FHES still suggests that counterpanty exposures
of the hedge fund industry as a whole remain fairly concentrated, with just five
banks accounting for over 60% of aggregate net credit counterpanty exposure.

For banks, the size of exposures are generally small relative to their capital, which
should mitigate some of the high level aggregate concentration risk. The HFACS




suggests that the maximum potential credit exposure* 8P 4iBotemeidlaxposnreisdefinedasanunsecuredexpo
survestadardisetiodfdtge dufirdk ncdéste rialand $3-589heid i ngpevidd lendof faoeratgof any one bank in the
supuesute cpooieel hedess thad [99850tmaillid8YEUamilldgn, while the average

exposure reported is less than US$50 million (Chart 10).
M%xe y Banks to Hedge Funds - October 2010

The average margin requirement of surveyed prime brokers in the HFACS has increased
since the financial crisis (Chart 11), providing banks with a degree of protection from a
hedge fund default. It is also possible that higher margins reflect the longer maturity of
financing being provided, as evident from Chart 8. To avoid a strong pro-cyclical effect,
firms and supervisors will need to make sure that margins do not fall to unsustainably
low levels if exuberant market conditions return in the future.

Chart 11: Average Prime Brokerage Margin Reguirements -
Margin requirement/LMV
Bar phart titled: Chart 11: Average Prime Brokerage
Margin Requirements-Margin requirement/LMV.
Pre-Lehman ave 29%, Post Lehman Ave 38%
Soufce: FSA HFACS
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A further factor that may mitigate any potential systemic risks from hedge funds

is the posting of excess collateral by hedge funds. The HFACS suggests that the
average excess collateral is currently around 90% of the base margin required, in line
with the long-run average over previous surveys (Chart 12). There are potentially
other factors that could influence these numbers, including developments in hedge
funds’ cash management, stich as an increased use of custody accounts for excess
collateral. Also, if this excess collateral can be moved rapidly, it may not provide the
counterpacty with the level of protection it suggests.

Chart 12: Average Excess Collateral Held by Prime Brokers -
COIu.aterrall as a perrcent Of base mrginliﬁm‘"‘“e:'Excesscollateral'isdefinedasthenetequityheldinaprimebrokerageaccount,inexce

Bar chart titled:Average Excess Collateral Held

by Prirpe Brokers-Collateral as a percent of base margin
with years ranging from April 05 to October 2010.
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Portfolio comoemtration

As part of our analysis we also look at operational and portfolio measures, in
partiicular, looking for outliers and changes over time. Portfolio concentration —
measured as the top 10 positions as a percent of total Gross Market Value (GMV)
~ declined slightly for the median Qualifying Fiind relative to the previous survey.
The largest number of funds report that their top 10 positions account for between
1-15% of total GMV, with 50% of fiundis reporting it 2s liess than 30% (Chart 13).




ha %ﬁmmndg01Qarcharttitled:ChartlS:ToplO

The number of open positions can alse vary considerably by fund. Multi-strategy and
global macro type funds have the highest number of open positions on average (and
for the median), while credit, distressed and event-driven have the lowest (Chart 14).

f Open Positions by Strategy — September 2010

1500




Conduding remarks

To summarise, the key findings of the September 2010 surveys were:

*  Most surveyed hedge funds had positive returns over the survey period. Assets
below their high-water mark declined, enhancing the sustainability of the sector.

* The footprint of surveyed hedge funds within markets is generally small when
measured by the value of their holdings, suggesting that in aggregate they do
not have a major presence in most markets. Convertilble bonds, interest rate
and commodity derivatives are potential exceptions.

e Leverage has not changed significantly relative to previous surveys. Umdierstanding
leverage and the source of borrowings is one of the keys to assessing systemic risk.

e Hedge funds have ‘pushed out’ their fimancing terms recently. But the risk of a
sudden withdrawal of liabilities during stressed markets (particularly financing)
is likely to remain with an associated risk of fire sales of assets.

e Despite some signs of change, counterparty credit exposures to hedge funds
remain concentrated amongst a small number of banks. Aside from the apparent
extension of average maturities, banks appear to have tightened financing terms
for hedge funds post-crisis, increasing their resilience to hedge fund defaults.

Our survey work highlights the importance of regularly collecting such data from
hedge fund managers and their counterparties. It informs our supervisory work and
allows for a better understanding of any systemic risks that might arise through the
activities of hedge funds. In particular, building a time series of data should provide
us with a valuable insight into the changing nature of these activities and help us to
identify whether risks are emerging.

Our intention is to repeat this survey work in March 2011. We will also continue
to work closely with the International Organisation of Securities Commissions
(10SCO) and other national regulators to ensure that a clearer identification

of global risks can be achieved through a consistent and propottionate global
approach to systemic risk data.
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Introduction

This paper sets out the results of the Financial Services Authority’s latest Hedge

Fund and Hedge Fund as Counterparty surveys conducted in April 2010. These are

designed to highlight the potential risks hedge funds could pose to financial stability

through credit or market channels. We have an important role in assessing and

mitigating systemic risk that market participants pose - including hedge funds - as

we carry out our supervisory and regulatory functions. ™" Forthepurposesofthiswork,asystemicriskisaris
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The Hedge Fund Survey (HFS%

The HFS was introduced in October 2009 to complement the HFACS. In this

survey we ask approximately 50 ESA-authorised investment managers? Y8%F the
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liquidations by hedge funds to disrupt market liquidity and pricing.
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The Hedge Funds as Counterparties Survey (HFACS)

The HEACS encompasses some of the largest FSA-authotised banks that have
significant dealings with hedge funds either through prime brokerage and/or through
businesses generating counterpatty credit exposures. We ask about the size, channel
and nature of the larger credit counterpatty exposures that individual banks have

to hedge funds, both individually and collectively. The HFACS focuses on the credit
channel for systemie risk: the potential for hedge fund failures to lead to banking
sector losses.

April 2010 HFS and HFACS results

About 50 investment managers participated in the April 2010 HFS. Together these
firms had nearly $345bn of hedge fund Assets Under Management (AUM) and
approximaielly 90 qualifying funds. Some firms reported their global AUM, while
others reported only on assets managed by their UK entity. This compares to the

nearly $320bn of hedge fund AUM and approximaielly 80 qualifying funds reported
in October 2009 HES. Again, the largest strategy types by qualifying fund AUM at
rOX|mater 80% of qu I|fy| fun AUM were attribytable to these strategy types at April 2010. end of
E ers sur g orted on fe B h % B
&8 Sveye s reports eween e ctoper
§§I§ Jﬁg ?% surve S 5 l.S IlO OSSl (8] com are g fa SC
an r surve £ 12 ROt BB&IBIE 18 &M are &t at3 €k
owever, the ma f mana (A ] an§ unds re or{m are
]orl § er unds reBor |n§ aré the same,
meaning that I% han&es can g f %
meaning that broad changes can &nti
Between the October 2009 and April 2010 surveys, hedge fund performance strongly
the table below for sub-strategy performance.DowJonesCSSub-Strategyindiceswith
% increases. Fixed Income Arbitrage 7.8% increases, Multi-Strategy 5.7 % increases,

April 2010 were multi-straiegy, global macro, managed futures and equity long/short.* (ot
on
exacflly Wever the Ma
recovered, with the Dow Jones Credit Suisse Hedge Fund Index rising by 7.3%. See
Long/Short Equity 6.7% increases, Global Macro 6.3 % Increases.

Broader market indices also showed positive performance over the period with i
S&P 500 Index up 15%, the FTSE 100 Index 10% higher and the MSCI World
index increasing by 8%.

This backdrop helped inform our April 2010 survey data and results expectations,
which showed increased risk appetite. It is worth noting that the April 2010 surveys
took place before May’s heightened market volatility, so the poor performance
generally experienced by hedge fund strategies in that month will be reflected in the
next survey’s restilts.




Our April 2010 findings on leverage, asset/liability mismatch, credit counterparty
risk and other supervisory issues are presented below.

Leverage

Due to the range of trading strategies and products that hedge funds use, the
concept of ‘leverage’ is difficult to define consistentlly. Therefore instead of asking
hedge fund managers directly about their funds’ ‘leverage’, we asked for the basic
data that could make up a risk assessment. By cutting the data in different ways, we
have assessed leverage across strategies and groups of funds as well as in relation to
individual gualifying funds.

Eoappinirt

To give an idea of the scale of a hedge fund’s presence in the market, we examine its
total gross ‘footprint’ across asset classes, compared with equity raised from investors.

Chart 1 compares the size of qualifying funds’ overall footprint as a multiple of

investor equity as at October 2009 and April 2010 by fundstresegyyF¥atnate sedargerfootprintdoesnotnec
that sinetfOsitddreso2ibeYolatiitgfthaassetsthatrdake spibefodiprihi cndeffootnde)biel Gan see
Iedrained O'tairpriaf0: yeih@d hasoihqreskéding Sinodsnwias B9 Meacutpa 2derall,

B &Pégm P fobeprioD At Aprds 20ith ‘op gualibyied fandsegizs 88 %icednipaietheto

3618 % gz ) Qatober c2peOtedurndhavith ‘gpeaed- basied o Sigateyibsdepgirfixedinnesroe
aguitraghh cahdye expbcthonta ievead’ greategirstie. gf oy flootgpuing ). idvestorer, the
agidysthan thioseeasiréffordimehiat ostrataghésr{g@ fenditys Ipacrsidat]y Hovesverttike
Tereasdniritte svinhasurinfoeafixathircQroeoberit@ge funtie smparticubdrfynanatayorthy.
piowiideih dindew global incraasersncec Rotohgre2thin dha preantagh thhancing
poavidethg hyesughahyaldrhestge fapdschase agreements as a percentage of total

borrowing by surveyed hedge funds.
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We have also looked at exposure data to identify asset classes in which hedge

funds appear to have a large share. As before convertible bonds stand out, with

managers reporting positions held by their furids equating to approximatelly 8% of

the outstanding value of the global market.""Thit Sonipa@ankofbsidriaa/ Mprittnynah AllConvertibleIndex
appréRinately 10% of the fogiketeleported ik Mixeobepar09 20 HodittofisndBpwaseNtiog
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(similske igagijpstechoaibtnsandg@ssnotionalforfutures).endoffootnote)held by
their funds equal to approximately 1.0% of the value of European equity markets

Borwﬁ@gwww world-exchanges.org/statistics/ytd-monthly. end of footnote)
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Borrowing by fiinds with a fixed income arbitrage strategy is the highest among the
hedge fund sub-strategiies and has risen markedly since the October 2009 survey.
However, reported levels of unencumbered cash for fixed income arbitrage -
funds are relatively high ~ on average 85% of net asset value at April 2010. This
should provide some liquidity buffer for these funds in the event of a sudden or
rapid deleveraging.

Data from the HFACS also indicates that the ratio of cash balances to net equity
in prime brokerage has decreased between October 2009 and April 2010,
following a peak in October 2008. Chart 3 is based on total aggregate net equity
and total aggregate cash balances data over the life of the survey. The green

line shows the ratio of cash balances to net equity in prime broketage accounts
(net equity = cash + LMV — SMV).'%This ratio represents the propottiom of
cash held within prime brokerage relative to net equity. Outliees are followed

tp using the regulatory toolkit.
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Asset/liability mismatch

The HES helps us understand the degree to which hedge funds may routinely engage

in maturity transformation and examine the scale of any asset/liability mismatch.

Participants were asked to assess, in relation to the qualifying funds they managed,

the liquidity of the investments being made compared with the liquidity of liabilities

to investors and finance providers.'\R"%RarticipeiniswesesskadtoialclateRerttalioliquiditybaseduponavera
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In terms of investor liquidity, we note that a higher proportion of assets surveyed

in April 2010 (12%) were subject to special arrangements, when compared with
October 2009 (8%). This should mean there is less pressure in a stressed market
environment from investor liabilities coming due.




Credit counterparty risk

The two surveys allow us to examine the credit connterpanty risks that exist between
banks and hedge funds, helping us understand the possible transmission mechanisms
for systemic risk through the ‘credit channel’.

The FHFAGS identified individual funds that posed the greatest counterpanty credit
risk across banks, while the HES gave us information about the funds’ activities.

HFACS data suggested that the maximum petential eredit exposiireofipryimneeisdesindasnunsecuredexposureplusariskbs
bank in our survey to any one hedge fund was approximately $600m. Chart 5 shows

most potential rergdit exposures of single banks topsingle hedgesfunds amounted oo w s

less thane$SImeredit exposures of single banks to single hedge funds amounted to

less than $51 m.
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Average margin requirement and excess collateral

Chart 6 shows the average margin requirement of surveyed prime brokers has

increased“"$1¥E \@enotethalhRveinay eat heyrdiivzr sofiy cFeassdrithdinskayongipeightenedriskaversion,suchasa
cyclidhkebtfapofiitins anva Istipieyofasssteviil mepdi e bnakerageaadeunts angoffdotnote)gitice October 2007 in
cyalicssefifiecttiy isvardvelipdinsiisgy berilmeed roe makedstiom hiat tharfginaeo not fall

to unsustainably low levels during benign market conditions in the future.

MM@Q%remenBarcharttitled:Averageprimebrokermargin




The HFAGS also focuses on excess collateral, which is defined as the buffer
remaining in prime brokerage accounts above the base margin requirement. Charnt 7
shows that surveyed prime brokers have excess collateral in these accounts, although
there are other factors that could influence these numbess, including developments
in hedge funds’ cash management, such as an increased use of custody accounts.
Furthermorze, if this excess collateral can be mowed rapidly it may mot prowide the
level of protection it suggests.

.
Cha » MW&MQQXCESS COIl.Ilattﬂrall%m‘""‘ez17ExcessCoIIateraI:thenetequityheldinaprimebrokerageaccount,inexcessofthemar

Informing supervisory activities

The surveys give us information that helps when superwising FSA-authorised firms,
and the data will be used to inform our regulatory meetings with firms. It will
enable us to make peer comparisons and identify any outliers. It will be useful for
testing the consistent application of strategies and used, in conjunction with future
survey data, to develop a time series and highlight any trends.

Results of the April 2010 FHES suggest that the propottion of qualifying fund’s assets
under their High Water Mark (HWM) has decreased to about 10% from around
half in ©ctober 2009. This implies that perfermance fees were charged on a greater
propontion of AUM than before. FHowever, further infermation en each invester’s
HWM would be needed to confirm this.

This infermation, coupled with data en fund perfermance (Chart 8) and changes in
value of assets under management (Chart 9) can help superwisors identify emerging
risks to hedge funds business models. It will alse indicate where hedge fund
managers may be incentivised to take greater risks; including getting their funds’
assets back above the HWM and charging the associated performance fees.

Chart 8 shews that qualifying funds’ had an owerall positive performance during
the six months te the end of April 2010. Since this survey was conduated, hedge




funds” overall performance during May was negative, and this will be picked up
from data in the next survey round. In terms of performance by fund strategy, most
multi-strategry qualifying funds reported positive returns in the six month period to
April 2010, generally returning between 6% -10% and credit long/short funds also
reported positive performance, often in the 6-15% range. Conversely, the majority
of equity long/short fiinds reported relatively flat or slightly negative performances.

Chart 8: Fund performance (NAV per share basis) - 6 month period to

April 2010

' e (NAV per share

asis)-6 month period to April 2010 with information on

quitity Long/Short, Multistrategy, Global Macro,
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is no.information on the chart for any of the 5 ca i
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by olbe

other funds showing the most growth between the -1-5% and
11-15% statistics.

Chart 9 shows a change in Net Asset Value (NAV) and that some investors were
still withdrawing money from qualifying funds during the six months to April 2010.
Howewver, relative to October 2009, more increases in fund NAV were reported,
driven by performance and/or investor inflows.

Macro, Credit Long shoﬁpﬁmﬁmgﬁmwmmﬂmgﬁwgy , Global

[ - ] IF o

In Chart 10 we can see the total number of open positions reported by qualifying
funds at April 2010. The survey results suggest more polarisation since October




2009 concerning the number of open positions that funds had (few vs. mamy) at
April 2010. The results from the April 2010 HFS also show that those qualifying funds with

18footnote:
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Chart 11 shows the top ten positions as a percentage of a fund’s Gross Market
(GMYV) and indicates an increase in the position concentratiom of qualifying funds.
This may suggest a higher degree of conviction by managers in April 2010 compared
to October 2009.

Chart 1

s rgﬁs%?§§ of fund's GMV
Ard gﬁ along with the Number of qualifying funds.

ct 09 No. of Funds:6 61-75% April 10 No. of Funds:9 61-75%0ct 09 No




Concluding Remarks
To summarise, the key findings of the April 2010 surveys were:

* hedge funds are using more leverage on all measures we used, X FeNEEThgHRACSApril2010surveyshoy
increased risk appetite since October 2009; (fro
ncreased risk appetite since October 2009 _
Eeége $J s are borrowing more throu g ess hrouéh ;F))rlme
edge funds are borrowing more throl €ss throu rime
roKera
rOKerags’
e positions held by surveyed hedge funds did not comprise a particularly large

proportion of any total asset class, apart from convertible bonds;

* measures such as performance, open positions, concentration of jpositions,
overall exposure of funds by LMV vs. SMV and prime brokerage cash balances
to net equity ratio suggest hedge funds have a higher risk appetite at April 2010
compared to six months earlier; and

* hedge funds appear to have further diversified their credit exposures to hank
counterpatties.

These results aligned with our expectations of an increase in risk appetite and
improved market conditions since the survey in October 2009.

Howewer, it is important to note the relatively quick return to higher leverage levels
and risk taking behaviour, as shown in the April 2010 survey data, particulatly
among fixed income funds and associated with a pickup in repo financing. That is
consistent with some increase in the risk profiles of certain funds, howevet, we do
not currently consider that there has been a material change in risks to financial
stability since October 2009.

Our surveys highlight the importance of regularly collecting such data from hedge
fund managers and their counterpatties, as they inform our supervisory work and
allow for a better understanding any systemic risks that might arise through the
activities of hedge funds. In particular, building a time series of data should give us a
valuable insight into the changing nature of these risks.

We intend to repeat these surveys in September 2010. We will also continue to work

closely with I0SCO*(fantnethdintesnatinralGyghnizatibilatsesliyitiesGomneishions¢tOSCO).

can rRdeasebestiyvine insbp gliotadwibs a5 GO N MBI e pdfendipifoptiate)and gtbbalnational regulators b
approach edeapheiaidntiiskglabalr eiphiv dhromghfer doskisténhdnd proportionate global

approach to systemic risk data requirements for hedge funds.
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Assessing possible sources
of systemic risk from
hedge funds

Introduction

We have an important role to play in assessing and mitigating systemic risk as
we carry out our supervisory and regulatory functions. T4 trteepsmggmsesofthiswork,asystemicriski:
that hetlgeitfemdssutdnlehpadigh dikeliboad ofsiejorcapid disrupédirtarikearfigativeoperation of a core fun:
and thefipenpéaisyetemifaes suendingtohwisarnanenicknpacth.andoffoviede)lithas been suggested
tlddr besi gfeefisads2(Footnote: Wenotethatnoformaldefinitionofhedgefund‘currentlyexistsalthoughitisgenerallyacc
We B rﬁre an mber of similar chiract(?rlst S. For a discussion of hedge, funds atnd systeilmlc risk, please see:

© evg é%nance fri;; /pu cat ens}l é}ecsﬁaslyrs%%%c?/retud 0407dp% lgrﬁzdggootﬁote)couId pose a sourc
ang rﬁlasl%gper gescrlbes some of the survey work we have carried out to
addrdss tHhéssvedit channel

We bellev? t, i cas of hedge funﬂs , Systemic risk c%uld arise .through |
two mai e un S su fer lossés on their investments, then once investors’
%ﬂ d losses ould be ?orne b)(/ creditors. Where
gle uP 1s a fosses ere%lrr mve& ents en Ong%JQ&ﬁiStgrgn
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{Hlts: could d}es%%lrllse creditors, who might be systemically important

2. Thioeadwp diahhel

In a numiber of asset classes, hedge funds may be significant investors
and/or providers of liquidity. As a result, it is possible for their
collective impact to be one of the drivers of unsustainable asset price
upswings in certain markets. And, in particular, in moments of
financial crisis, forced selling by hedge funds may cause downward
price adjustments to oversioot.
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We conduct two different surveys every six months that attempt to examine
and identify these risks, as well as inform us in our supervisory work. This
paper sets out some of the key findings from the surveys in October 20089.

The Hedge Funds as Counterparties Survey (HFACS) and
the Hedge Fund Survey (HFS)

The HFACS has been running semi-annuallly for five years. It surveys some of
the largest ESA-authotised banks with exposures to hedge funds about their
associated credit counterparty risks. We ask about the size, chanmel and nature
of the larger credit counterparty risks that individual banks have to hedge
funds, both individually and all together. The HFACS mainly focuses on the
credit channel for systemic risk.

The HFS was introduced in October 2009 to complement the HFACS. It asks
50 of the largest FSA-authorised investment mamagers¥ ¥B8tithikintiadgsr Sunalithorisedfirmsthatmigh
assetsurkieyethah figeaindootobar 20@9 dngeman dieichsa lthedgre femafphoticiphinthintfaiure surveys though w
und ertiakifutatoneigtaméemgapoaportiesatEagp Oatbibess2Q g ybkmicriskceddbiAstnote)about the hedge fun
assdtortisesl manageranttaachingheverdgss 00biviofihedee darfd mdsetsrunterh they
mmatergekeemi nepeosentingtbppesxting telyt 20X 2 a6 bedierddsHFAT hese
asgborisede distadriscdtbeclwieyi 2 vem$BeLCtinsofabegly e yiresdvaidetMutrder
sueaegeGhe A" Mwtuseivbanpiesei dittouchsdidediibcpietybbcangéBisomeaircomatamgesthiscanbetheglobalass
for 8d86agérlant @bV Sonwhagersewbdra shets Sheaatdaninddileahdnri wifibeiispalt of a larger global group
offshamiotfentnetefrepresenting approximately 20% of the global industry. These

sets were distributed betw a number of strategy types with Multi-
TS oS o RIS At e s R and: i

for aRdnadeie dnthlaBEyofwhdsirusyaof deseinges wltehecithdonglirbditiowatg
s bRrdaingEacyas oroHebastbeCayen I HlaNsi Besatega BahpmasandtheBritishVirginislands(B.V.1).endoffc
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b VRALIES and liquidity issues;
* managers' and larger funds' 'footprints' in various asset classes, including

*  thossalefoanyrdrgen indsisasser/iability mismateh: and

* the credit counterparty risks of larger funds.

This means that the HFS mainly focuses on the market chanmel for the
potential systemic risks posed by hedge funds.




October 2009 HFS and HFACS results

Both surveys gathered a very large amount of data. Here we provide analysis
and conclusions on key subjects, such as leverage (assessing funds’ overall
footprint and cash borrowiings), asset/liability mismatch, credit counterparty
risk, fund performance and other supervisory issues.

Leverage

One important aim of the HFS was to understand the use of leverage by hedge

funds. The concept of ‘leverage’ is difficult to define in a consistent way across

hedge funds, particularly because of the range of trading strategies and

products used. ‘T SifineielsgudstaroormtbflitarageretnthistopicansitheCiipopsadCimtralBankcitedthisissueant
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reassemble the data we gathered in different ways across strategies, funds or

Emtfunds to assess leverage in a number of ways.

One concept of ‘leverage’ we examined was a hedge fund’s total gross
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that with 'spread-based’ strategies (such as those used by fixed-income arbitrage
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fundamental strategies (like equity long-short).X™™® Alargerfootprintdoesnotnecessarilyequatetoalargerr
short positions or the volatility of the assets that make up the footprint. Indeed risk measures such as VAI
that funds with a larger footprint relative to their net equity often have a VAR close to the sample mean.
endbfiootnotehnje also note that the two

strategies with the highest ratio of gross footprint to net equity together

accounted for less than 10% of surveyed assets under management.
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The use of such a measure would have helped to pick up anomaliies such as
Long-Term Capital Mamagement((ITICEM (fdbtingyela t)Hedgarande tfevierhd&&htheL essonsotLong-termc:
repofBronpbiiinahidialielaxkateshprititeohanchdrgaagotdmepsinteofedie foF€Ndfifnat. pdf.endoffootnote) Us
vepald baveTean' tnanycanuésiphesigrenstrtbleagrobe funtdrénd of CleaktTICM fund
would have been many multiples greater than the numbers in Chart 1.

Bar Chart titled Chart One: footprint as a multiple
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Ihe data on hedge funds overall footprimt ko adllowed ws to sssess tHair
dominamce in a number of asset classes (both in terms of size and contribution
to daily volume).

On 31 October 2009, there were few asset classes where our samples’

aggregate footprint was greater than 3% of any total market size. In European

equities, for example, our sample had gross positions'"ejfi51 thodd@akdsorkeplusexposurethroughder
value of European equity markets.'?Similanly, in the datz wet cayinssd afnthe

funds’ derivative exposure, our sampie’s gross footprint in many derivative

products was small compared with the Bank of Internationall Settlements (BIS)

estimates'*:of the manket size. An exceptiom was convertiible bondls, where

hedge funds seem to comprise a more significant proportion of ownership.

Our sample of funds had positions in convertible bonds equating to

approximatelly 10% of the size of the global convertible bond market."4"PR§ 14Baseduponinformat
was fotopaciapectédisexchapaebtieoyad ardi Gaghes 2090 podaf Sonanegsg)aitdsit
wavidelyurecogmised, tirat dredyei e dwoark sigitifiganis papipipamtstiatelyy and it

convertible bond market.



http://www.treas.gov/press/releases/reports/hedgfund.pdf
http://www.world-exchanges.org/statistics/ytd-monthly
http://www.bis.org/statistics/index.htm

Borrowing

Maost concepts of hedge fund leverage involve borrowed money or increasing
exposure to an underlying asset via derivatives. The latter is particularly hard
to assess given the complex nature of options. However, assessing the cash
borrowing of hedge funds is more straightforward.

There are a number of channels through which hedge funds can borrow
money. These include collateralised borrowing under prime brokerage
agreements, sale and repurchase (repo) agreements, or synthetically using
instruments like swaps and contracts for difference. Chart 2 shows hedge
funds’ cash borrowing as a multiple of net equity, firstly through prime
brokerage and repo, and secondly with synthetic lending also included.

It can be seen that average cash borrowing for surveyed hedge funds is 202% of

net equity.'>There.were.few.surprises.in-these.sesults, with fixed income arbitrage
funds.bercowing.the.most.(through sepe)and equity long short funds among the

least 4l 3% %--when.synthetic.bosrowing.is-also included). . We will be ableta. «coivv wivh rives i0e.
moniter with: futuse surveys how.these borrowing metrics change over.time, ..

least (137 % when synthetic borrowing is also included). We will be able to

monitor with future surveys how these borrowing metrics change over time.L

net equity measures cash borrowings and cash and synthetic borrowings.

lanaged Futures;Cash Borrowings:100% Cash and Synthetic $:100%Multi Cash Bon 225%Cash and Synthetic Borrowings:390

ther: Cash Borrowings:100% Cash and Synthetic 100% : Cash 202%Cash and Synthetic Borrowings:244%

Asset/liability mismatch

Another imporntant focus of the FEES is to examine the scale of any
asset/liability mismatch among hedge funds. The Turner Review says: ‘one of
the striking developments of the last several decades has been that a growing
propontion of aggregate maturity transfermation has been eccurting not on
the banking books of regulated banks with central bank access, but in other
forms of shadow banking’ **The HFS helps us to understand the degree to

www.fsa.gov.uk/pubs/other/turner review.pdf page 23. See also Paul Tucker's speech on Shadow Banking for

keground -Bankefenglane-co-tk/ptbh speechest2040/speechd20-pafendeth Fhe—H+FS—hetp 4s—te—tunderstand the degre



http://www.fsa.gov.uk/pubs/other/turner
http://www.fsa.gov.uk/pubs/other/turner
http://www.bankofengland.co.uk/publications/speeches/2010/speech420.pdf

which hedge funds may routinely engage in maturity transformatien.
Participants were asked te assess, in relation to the larger funds they managed,
the liquidity of the investments being made compared with the liquidity of
liabilities to investors and finance providess.”” We realise that this data is often
subjeative — panticulanly regarding the liquidity of hedge fund’s assets — and
also not representative of likely liquidity in a distressed environment.

Line chart titled: Chart 3:Liquidity of assets and liabilities

dealing with Portfolio liquidity, Investor Liquidity and
Financing term. Portfolio liquidity commences at <5 days
t 5% and rises steadily.to.70%fram 6 days -15.0ayS. - - . . - . . o oo oo ool

[79% from 16-30 days, 90% at 31 days -90 days,98% from

P1 days_to_ 180 days, 99% from 181 days-1 year and_frqm_1

ear plus is at 100%. Investor Liquidity commences at

91 days to 180 days, 79% from 181 days to 1 year, and then

finally 100% from one year plus. Financing Term is at

#0% from <5 days, 45% 6 days to 15 days, 46% 16 days to 30 days,

B4% 31 days to 90 days, 84% from 91 days to 180 days, 84%

from 181 days to 1 year, and one year plus is at 100%.

Chant 3 suggests that as at 31 Oatober 2009, the assets of the surveyed hedge
funds could be liquidated in a shonter timeframe than the period after which
their liabilities (to investors and finance prowiders) would become due.
However it is impontant to note that the assets held by hedge funds can be
contractually long in maturity*® and hedge funds are therefore performing a
maturity transformation function. The risks involved in this transformation,
for both individual hedge funds and the whole financial system, are only
mitigated by mandet liquidity (the ability to sell contractually long assets in
liquid markets) to the extent that markets can be assumed to stay liquid in
stressed conditions.

©On the subject of investor liquidisy, data from the FIES showed that 8% of
surveyed funds’ assets under management were subject te special
arrangements regarding redemptions and/or fees (such as so-called ‘side
pockets’) as at 31 Qatober 2009. Again, this is semathing we will monitor for
significant changes over time.




Credit counterparty risk

An important function of the two surveys is that they allowed us to examine
the credit counterparty risks that exist between banks and hedge funds —
helping us understand the possible transmission mechamisms for systemic risk
through the ‘credit channel’.

The HFACS identified those individual funds that posed the greatest
counterparty credit risk across banks, and the HFS gave us information about
those funds’ activities.

Data from the HFACS suggested that the maximum potential credit

exposure! " $H3* aatPbtenkialir xposiretistle finadlasp amytiatexhasdgenfhinkisagualtsanunsecuredexposureplusa
than &0 QypicEHy \aR:bssdtd sigadardidentaadopscohfaganesintervaladitl Oxgaybhotdingperiod.endoffootnote)a
tieeo 0 d rorTis ol engash hbage ffered iineteposu of aggrsgatercnebir exdosulks.

Whilenthdsd arrfuktrgraruhberafchegditre xpasupe dsiosa sheuwroheexofobahks.

Witeide! ltheed iand sks gmdumapaed, gyl somemap adedid gunvilye d daeks. of the

overall credit risks and capital requirements of the surveyed banks.

Average margin requirement and excess collateral

Chart 4 shows the average margin requirement?®3f"fiz0sgad ipRageibrmkatisdxpsessedasapercentageof
increased reasonably significantly?! since Octobera 307 apedipeipeobep&lcalhas

fashtesed noasomad lyupignittioss sk I EREH 20\Wexloteshakthdramaybegthsrd o vecsof il treasedmarginsbeyondh
to urtbasonpabiljolmwny ddatlitybiasag deithinp imebekemydadomnta atdoffantrote)since October 2007 an
fagiiibrhi ismorg pravpglical effddt.need to make sure that margins do not fall

to unsustainably low levels during benign market conditions in the future to

avoid this strong pro-cyclical effect.

ar chart titled: Chart 5 Average. excess.collaterial . . ... .. ....... .. ... ..

ranging from the years April 05 and ending in Oct 09

ctober 07:101%
pril 08:103%
ctober 08:143%




Excess collateral is also a focus of the HFACS; defined as the buffer remaining
in prime brokerage accounts above the base margin requirement. Chart 5
shows that prime brokers have excess collateral in these accounts, although
we note there are other factors that could influence these numbers, such as the
increasing use of custody accounts and other developments in hedge funds’
cash management. Furthermoie, this excess collateral may not provide the
protection it suggests if it can be moved rapidly.

Je excess collateral®#omoe:2oEy cessCollateral:thenetequityheldinaprimebrokerag
S DERSIRBRVING GO IB IR DD 1ishoBxeess & iR RIBIRDEING OB b BEOPAS

Chart 5 Avera

Informing supervisory activities

The survey work also gives us information that is helpful in our supervision of

ESA-authorised firms. For example, it informs us that as at 31 October 2009

approximately half of hedge funds’ main share classes by assets were below

their high water mark. 23f°°t”°te:23"Whereahedgefundappliesahighwatermark(HWM)toaninvestor‘smoney this
only receive performance fees, on hat cular pool of inve (tied money, when its value is greater than it

We can also use mé nﬁt on.on he ¢ fu er or anc h) € In net asse

gre teéj valu thein estmet'l”l1 %p i va uet &y ical]y) thé manager must bring it back above

valu p eviou é(r)ela(iieﬁt lowe or SghinT I(lggurce Eurekahedge) Note that

OS
hb ﬁore €y C n recelyle per orma Tees[a %I
performan € an s¢ € cve ass

ad Sl ant ¢ esint
maln snare class emg(; e ow I S I\ﬁ d}) S no?ﬁece sarl mean t perlforman e fees are not bemg che

““deée%a%%é‘ i ?(ralr%t ihve or%rrtﬁsay RAVE dl)ffereni ﬁ\}\lllble SfuoP ervBSors identity
?/% C n Q150 usse%q‘%r%: E'ilcr)ln omnaﬁleal eersfubnu ‘6‘& orrrrlr?ajﬁcse’ gnde%hgr?ug %f Ret asset
va uevdﬁ%vx)?{c?‘f it f(f/ SRl A TP IEOL Srv%f%ﬁ’a%rtfﬁé‘n Sa“\‘/%‘rja%%set

EU%% FQL mANIESER VKR REQLRSHREINNG Ewads thatArssradina bslop dhsir
mwateﬁgg@ﬁ%zﬁpész%heﬁ Fhs%e §H8Y75’e1‘hl e%weﬁg ta&es%fpeaas.sslrss Identlfy

supervisory process. For example, we can monitor Ieverage trends and asset
outflows for managers with poor performing funds that are trading below their
high water mark and where there may be incentives to take greater risk.



Chart 6: Fund performance (per share
3 C11 Tlolct Olh'e[ce (Zronn)gu months to 31 October 2009. Performance

i based upon Equity Long/Short, Multistrategy, Global Macro and Total Funds. Number of Funds:16 Multistrategy:1 Total Funds: 1-16%

Number of furds:1 Totat Funds: 1-6-10% Number of Funds:2 Total kunds: 2 - 1.5% Number of Funds:4-Total Funds 4 -1.6% - - - - - -

Number of Funds:5 Multistragtegy: 1 Global Macro:1 Total Funds:14 1-5%Number of Funds:4Multistrategy:2 Global Macro:2
Total Funds15 6-10% Number of funds:5 Multistrategy:6 Global macro:1 Total Funds:13 11-15% Number of Funds:4 Multistrategy:2
Global Macfo:2 TotalFunds:12 16-20%

Number of funds:1 Global Macro:4 Total Funds:7 31-50% | |

Number of funds:5 Global Macro:1 Tatal Funds:921-3Q% . . . - - . . - - - - . - - - - - - - & - - - - - ) -

Number of Funds: Total Funds:5 .50%

Chart 7: Change in Fund NAV in six months to 31 October 2009 Number of Funds:2 Multistrategy:3 Global Macro:1

Total Funds:9 -11-50%. Number of Funds:Multistrategy:1 Total Funds:4 -6-10%

Number of Funds:1 Multistrategy:1 Global Macro:1 Total Funds:5 -1-5% Number of Funds:1 Multistrategy:3 Total:9 6-10%

Number of Funds:1: Multistrategy:1 Global Macro:1 Total:6 11-15% Number of Funds:Multistrategy:2: total Funds: 2 16-20%

Number of Funds:Multistrategy:6 Global Macro:1 Total:11 21-30%Number of Funds:4: Multistrategy:5 Global Macro:1 Total:14 31-50%

Number of Fynds:Multistrategy:7 Total:9 .50%

basis) in six months to

Results from the HFFS also showed that the number of open positions that a
fund can have varies enormauslly (see Chart 8). This would have exposed
LTCM as an outllier, as it is understood that, at the time the fund became
distressed, it had approximaisly 60,000 open positions. Whete funds have
high numbers of positions this could suggest that operational risk is a greater
concern and may requite mote attention from supeevisors for some firms.

yaddeiabnrumber0fpngn pesitions




We also gather information about derivative clearing mechanisms and this
shows that approximeirlly 70% of surveyed funds cleared at least a proportion
of their derivatives trades centrallly, with 16% of funds using a central clearing
counterparty exclusivelly. Most of the surveyed funds with a large number of
open positions are clearing a large proportion of these trades centrally.

Canclusion

Surveying managers of hedge funds and some of their key bank counterparts
helps to inform our supervisory work and improve our understanding of any
systemic risks that might arise through the activities of hedge funds.

The results from this survey work were mostly in line with our expectations.
The HFACS data suggests that on 31 October 2009 major hedge funds did not
pose a potentiially destabillising credit counterparty risk across the surveyed
banks. HFS data shows a relatively low level of lleverage’ under our various
measures and suggests a contained level of risk from hedge funds at that time.
While our anallysis revealed no clear evidence to suggest that, from the banks
and hedge fund managers surveyed, any individual fund posed a significant
systemic risk to the financial system at the time, this position could change and
future surveys will be an important tool in identifying emerging risks.

It is also notable that the Alternative Investment Fund Mamagers Directive,
which is currently under negotiation in Europe, may at some point in the
future require national supervisory autherities such as the FSA to collect
certain data from alternative investment fund management sectors, including
hedge funds. We hope that our work in this area can contribute to the
ongoing debate about the Directive.

Our intention is to repeat these surveys at six montthlly intervals and build a
time series of data that will help us momitor trends in hedge funds as they
relate to systemic risk. Discussions are taking place within the Fimancial
Stability Board and IOSCO to ensure consistency in the timing and content of
systemic risk data collection for hedge funds and we hope our work will help
inform that process. A consistent and proporttionate global approach will
help deliver G20 commitments of better coordination between regulators and,
through improved data sharing, the clearer identification of global risks.



The Financial Services Authority

25 The North Colonnade Canary Wharf London E14 5HS
Telephone: +44 (0)20 7066 1000 Fax: +44 (0)20 7066 1099
Website: hittp://www.fisa.gov.uk

Registered as a Limited Company in England and Wales No. 1920623. Registered Office as above.


http://www.fsa.gov.uk

MANAGED FUNDS ASSOCIATION
The Voice of the Global Alternative Investment Industry
WASHINGTON, DC | NEW;YORK

November 5, 2010

Via Electronic Filing:

The Honorable Timothy F. Geithner
Chairman

Financial Stability Oversight Council
1500 Pennsylvania, Ave., NW
Washington, DC 20220

Re: MFA Comments on Systemically Important Institutions
Dear Secretary Geithner:

Managed Funds Association (“MFA'”)j(F%PﬁfJfM%stmheoiqmpﬁfwgiﬁgat&nltemaiineinvestmentindustry.Itsn
hedge funds, fundhef Hindmanal mSralgddt fut@reefsils, a6 wehical’ indithiey S€fvineqitdyidetsabstablishtart of
in 199Ipidip@sdsl thre fenmakiy goithe of AnfoamedioN dorcedhicyrmdiersaiterihe thatithendiberdeablisigould
advocate for soanditasinedseprackétesmndiinglusthegiowtto MieA gnanebexs immhbdmihefimahriajordympiimey as
largest hedge fysdegndopH yndignefortchivparmamagea sabstantihll Booticthe fidredal biraxikn ddédyl $3 thetril Reform
invested in aived iterretune stPategiet o A% i ( tieadidaddréd ank\AashiH gtdN eBCongith supgifietire Ndeals of
the Dxall-Frank Act in establishing the Council to address potential systemic risks before
they arise, and mandating enhanced regulation of systemically important financial
oomifeni&dinanMHA SaddolityroDabyrsigippdteuetibsts (he regolmoik’)toadahee dwticéroaf
diffieosad typlemakimgrkthepiridipancs, Natiedin gomvibenceiterad viketsthadGbgnfithdshthd g
nonsager witieh wletboligniads wheitienl ormpsignatofaetiicstbask yfivarcialsicanmpanyrirag
ayeteapaddtiosignificant pursuant to section 113 of the Dodd-Frank Wall Street Reform
and Consumer Protection Act (the "Dodd-Frank Act"). We strongly support the goals of
the DodO~FmvievAct in establishing the Council to address potential systemic risks before
they arise, and mandating enhanced regulation of systemically important financial
companMEA Retiavesisthaitibgg yosnposowidopmtalyge rdipanend iostiathens datsedrom
e prFaEAtiNe dataf tth shater pire cihetlicrinombank. fineseiintosapities shoukd Fardretned
hyateid callyidmprtealidnelighd efitieal cebaipbrehtont drfeeeiemsyskénat thekDadditianl
ad ghppedqre. subject to supervision by the Board of Governors of the Federal
ReservaVfiyatesalighes “Hed the ICbuntsp siigal dhatythe fraeesl binstrhigbndhenisesnet
datermingre whatherddenhink wikeaneiahospankamigan seWempenidecsned | Y caricady
bysientiaedlbe impspaieninnibbaste ehieetivectrigrian $sacoramts vthsegaddar ok
Bonsaseulthbe forkjestbgede signaipenyigiotepgnain ganraverl xCoread ses of fimsrayarkd
Reserve System (the "Fed™) It is also critical that the process by which the Council
determines whether nonbank financial companies should be deemed systemically
important be transparent and based on objective criteria. Uncertainty with regard to how
firms could be subject to designation, or designating an overly broad set of firms, could
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have significant unintended consequences for markets and for the broader economy.
Congress recognized the importance of avoiding an overly broad designation of
systemically relevant firms. The statutory text and legislative history of the Dodd-Frank
Act clearly indicate Congress’'s intention that the Council designate as systemically
important and regulate only those financial institutions that were previously considered
“too big to fail,” i.e., those companies that, if they failed, would threaten U.S. financial
stability.ZF(’Ot”"te:InaJuIy2007report,thestaffoftheFederalReserveBankofNewYorkofferedasimiIarviewof
systemic risk, stating that a central element of systemic risk is "when financial shocks have the potential to
lead to substniiainatilersegHetporenidabalystenvimympbeakiankiel heidgstnoelmana, aljemd that
Stiroh, Kevitt J§ iFatipeat RyséoretBarik ofmE ty driv StaffoRepo e tded gel Filneds | Finawigieniwa hediakiorerage
and structure of the hedge fund indwmstSystemibRisiQuidyx00f, ptlyerl dipandtisdlemarket
partibigpattisnwlingsfed ssygmepearciustaei rehersemaadl déf. consider changes made over the last
decadad tf foatpoea)e counterparty risk management by banks and broker-dealers, and
regulatdry geqgiderimtththpo thetiabddstamik ivgilivatidateof hedge funds, we believe that
it is important for the Council to have a clear picture of the size, concentration, leverage
and strictehiscesseddnnage detadl hetstryharhedige fenebirdastryiry wedbasimdinidual
barngipadithe fupdsitherponage. faietrelatvehyi sl o hade inchanyrarisor dooths brearer
Haansdatdngnpliryyand dentaepaagkais in nvdnsethentoBgraban Kdledae fumake alson RaBeralhy
fly At oiCeraq igaMicRB AR NA DOk deresage AednixRigablly. post collateral in connection
with thaig pieeiRsEngn theiebyetsidusdngy theeritkade their i coustispastios!l Kvimbievidtha
eithanged rreulaiontpéyhadgndend ranpnageisanddne paapkeiscomyadic iheytparbiipate
foltowiagi the papsage @f the Roddtlianiuieh ensyrepaihat regekigerfunad hrve geienaly
gadneemplete Qigifieaok hadgenfuatlyevpdatheianactiypitedly Wesenetsmaggl the Conmetidn
aansidesithewr feationy, whikdbyve dpligrg aeerelenand théhe coileirpeitgt inmeation 1thd
e aa doaddduanio A o midhgesnecd tmdhadwdgenfunddndasteys in which they participate
following the passage of the Dodd-Frank Act ensures that regulators will have a timely
and corbindge HundIndustge NRCYHSIOM their activities. We encourage the Council to
consider these factorswhlch we believe are relevant to the criteria set out in section 113

esprstiedismhedge fund industry.

Although the hedge fund industry is important to capital markets and the financial
system, it is relatively small in size when considered in the context of the wider financial
landscape.(F doon atealipies dherieadser dimid ndehiiotrly is pignidecpertpectiablergtraiinohle size and concentration c

hedpstandindualryFusel afﬁd‘@ﬁﬁgimmtth@ o He Bt inmditanrce of[dbefibarizhmaketfund
participantsorindustries.endoffootnote)For example, the hedge fund mdustry is significantly smaller than b

global mutual fund industry and the U.S. banking industry. The global mutual fund
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industry managed $21.44 trillion in assets, as of June 30, 2010.4‘F°°Fﬁ‘e3mmcﬁ(]nUe&nieatﬂzompanylnstitute,avail
hspdineweishsalipseantbissathavprisinide/ WIdRAOin assets, as of June 30, 2010.° By

epsapeansie)thregiopathédse Aadk industry had an estimated $1.7 trillion in assets under
RedA @ nfAnRaN BT Al ne 2020, 6$14.4 trillion in assets, as of June 30, 2010. (Footnote Source:FederalFit

http://www.ffiec. gov/nlcpubweb/n|cweb/Top50Form aspx end footnote)

1
compar!\%,f) n? as df uI %%ﬁéw&w}y Sﬁgt@fﬁt%?e%v %%#ﬁ%ggrege‘g{% ped -Assets-Billion-D
L A T SR e RSl

e
http://wikie eRtR Restaentapddrdrytyhe drhel éaétkoqﬁ@@m@mtr@gaemérhéh sebersiugesHing risk
ofathgertieat fiorl tre iofusiry atrfkl Mmlhiger asrofiBeptentheid30r2ato sgndeohfoativdte) It would be

unlikelyMore angr oribehbdggefind ddnok sivyirisenodnceeted traitd odsetl fintratddl kyriipeadiet
that thecharfyasd’ ke dgidufendsadidseesomkinageanassetsabhuallnerabliitgp pforinyatalyh3thifmtnote: Source:http://w
firedkablal instatition. http://www.absolutereturn-alpha.com/ end of footnote) of
the entire hedge fund industry. The lack of concentration in the industry reduces the risk
of that Hevésdlgee of any one manager or fund would create systemic risk. It would be
unlikely for any one hedge fund to be so interconnected with other financial companies

that sudinFiladys fhiough werdge rdindsinargn Affepamisaharasierigedrs asnybeinen highiby
keﬁgﬁ@gﬂcbﬁg; giigh institutions, the industry is, and has been, significantly less leveraged

than otk fingpcial, smatkeh JodichaRE- ar‘écﬁ?télﬁngntg’cﬁa%&ff‘e‘ﬂzgod%bb% N YR
hydhadlle dias tﬁtmtﬂfottgvel%t@lﬁﬂtu‘gﬁ% dyring Do Lsriadyfigia m&gete%QP
ORIPE 2O e ERARS! HWelopl iR i
LN arALH FAdQ:RL beraﬁ%lr&f iho ﬁ‘t%% (U D& hahReFiath Y o‘%n B@fn%%%@'aa%
E?&to%b‘%%‘é“@v atthe leyerage iR for Ue pedge ﬂU&‘lﬂHQHF%MS lln 208t QobrE

ithdg gy ?ﬁ%ggn]tﬁtéofﬂtfa%ctafr%’&tgte&ﬁml?&rtl‘mo e ol 5iabes. Zﬁ98ma{b I—%Bb%]r:—‘uﬂﬁLeverage availableat
fit // RGO ntia Bt ARy A e FIR iy d pHF o rrabinot. thehadgrpty
th u§&ﬁ¥%&9&‘%ﬁ&?% SNidbeother rsticlipsr RICBIEPPEh lEHASE YL Pelav ot & %t?é?
sptrndgsiResiP R ig¥e atio of 2.1 from December 2004 to October 2009, and a high of

2.6. The findings of this study with respect to the leverage ratio of the hedge fund

industry are consistent with other studies, which report leverage ratios below 3.0 for an

extended period of time.%™"*See BofAMerrillLynchstudy,whichfindstheleverageratiofortheindustrywas1.16asofluly,
2010 http://www.reuters.com/article/idUSTRE67G28220100817; see also, FSA study, Assessing possible
sources of systemlc risk from hedge funds, JuIy 2010 (finding a leverage ratio of 272% [2.72], as of April,

er/hedge funds.pdf, and The Turner Review, A
regulatory response to the global banklng crisis, March 2009 (finding that the leverage ratio of the hedge end of footnote)
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Such leverage is generally obtained from financial eounterparties that conduct
substantial due diligence and engage in ongoing risk monitoring. Hedge fund borrowings
are done almost exclusively on a secured basis (ie., secured by each fund’s ewerall assets
or specifically posted collateral), which limits the amount of leverage that any fund may
obtain o Fhisuccollateral-postingnhy-hedgarfunds reduces the credit exposure of
counterparty financial institutions rand:makes: hedge rfiads substantiallycless itkely to
contribute to systemic risk by causingrthe.fail ure-ota-systemically rmpontantrinstitation,
sichncasearmajot-banksekniventihastimited leverage rand ithe woollateral posted byt hedgeine credit exposu
tundss rany: Josses that hedge funds incurare.almest exelusivelysborne by their investorsg
not:the generalyfinancial sy st@Mmausing the failure of a systemically important institution,

such as a major bank. Given the limited leverage and the collateral posted by hedge

funds, aSt\ruG&@QﬁEhﬁ]mdl&SEm_ds incur are almost exclusively borne by their investors,

not the gmwd Ligangial | sl em,
n ar aa}yzmg sys}emlc ns]k< .19 gpe context of ttpee asset management 1ngiustry 1 is
impartant to consider the distinction etw een @Ll@ nyes P ent adviser and the investment
un S if manages. e advisers (also uently r 0 as the managers) themse es
|I:manag%s. e a also re re r F !: gg % Se ves

visers 0

@,
o
>
><
O

glg) pot haye substaqtiall financial asg sets, but rg];l a1 aaggece the ?5555545 of the fungis in
exchange for a fee. It is the funds which hold H;lee m;pccsa assgts, which Lgﬁlssaacctt with
mgi.ing copnterparties op 2 €9 L ralz d Paas.ss and o which inyestors commit capital.

A syeh, the risks and rewar, arels of the | nygstpent pey ;f91.19§ are borne by a Qlyeerrssee §1oUR
of underlying §9mlsstt.199t§si inYEStOS. Instifutions oF wliva-high pet worth indiyiguals. whe
fypically invest in hedge funds as part of 2 diversified pox tfolio- (Hedge funds neither
frapsact with retail investors por do they take ip inYESIMENtS (oF dposits) from retal
TRYESEOLS oo SRS QSMIZE Dy LD L205d: KLANK, . AGtdh. extent to which a financial
ISR SRARAST SASSERS et Dyathsrs tather,thap managing assets, owned by, the, o o which a
institution dtself ds a key copsideration. in whether .2 finangial; institutiop  shoyld he
q]‘?sligﬂ%qﬁd@lssé%ﬁt@m}(:@lely imgmnta'tion in whether a financial institution should be

designated as systemlcally important

A secong ey struccturql aspect of the hegigge fungl glustry that heggge fund
1nve<t0r< typlcally are s l]ect to a Vanety 0 1gu15hty restnctlonq }nclu&hngg 1m1ted

|nves ors a variet estrictions,

periods of redemption (offen monihly. quarterly. annual. or Jongen): significant adyance

fund  industry sinee 2000 has  beem  twe- or three-to  one), available  at:
http:/www dsa.gon ukipuhsiotheritnner teview.pdf.

The above studies use different formulas for caleulating leverage ratios, which explains the slight
differences in leverage ratios determined by each study. ©Owr purpose in this letter is not to endorse any
particular fermula, but te demonstrate that the leverage ratios for the hedge fund industiy are significantly
less than the ratios for many other types of financial instifutions.
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notice requirements (often 30 to 90 days) prior to withdrawals; the ability of managers to
impose gates or suspend redemptions (at the investor and/or the fund level), when
necessary; and side pocket vehicles for highly illiquid assets. These liquidity provisions
help reduce the likelihood that redemptions of investor capital will be disruptive to a fund
or to markets over short periods of time, because they allow managers to better match the
assets and liabilities of the funds they manage and to manage orderly outflows of investor
funds.

The principals of hedge fund advisers also typically invest significant amounts of
their own capital in the funds they advise, which promotes an alignment of interests
between management and investors. The structure of performance fees earned by hedge
fund advisers, which typically includes high-water marks, also serves to align the
interests of the adviser and the investors by encouraging the adviser to manage the funds
with the objectives of generating attractive risk-adjusted returns and discouraging
excessive short-term risk taking.

Another key structural aspect of the hedge fund industry is the legal separation of
different funds managed by the same adviser. The legally distinct funds, even when
managed by the same adviser, often have different investors and often engage in entirely
distinct trading activities in different assets and markets. Any losses at one fund are
borne almost exclusively by the investors in that fund and do not subject other funds
managed by the same adviser to losses. Further, unlike related entities in a holding
company or other similar structures, the different funds managed by a common adviser
do not typically have the kind of intercompany loans or transactions that can create
interconnectedness and tie the risks associated with one company to other companies in
the same ownership structure. Unlike bank holding companies and other nonbank
financial institutions such as insurance companies, hedge funds tend to engage in one
distinct business -- namely, making investments for investors in the fund, so the risk of
contagion is less likely.

Changes in the Industry since 1998.

The failure of Long Term Capital Management (“LTCM") in 1998 is often cited
as an example of a hedge fund that created a systemic risk to the financial system. First,
it is important to note that the failure of LTCM did not result in any use of taxpayer
funds. The firm's financial counterparties worked out a private sector resolution of the
firm's liabilities under the careful eye of the financial regulators, but at no point was
assistance offered or used. Lessons were learned, however, by both market participants
and regulators, which have led to sounder practices. The resulting changes may be one of
the reasons that hedge funds were not the focus of the recent global financial crisis.

Excessive position size and leverage and inadequate counterparty risk
management by LTCM and its counterparties are often cited as the primary risks
associated with LTCM. As a reminder, LTCM, as of January 1, 1998, was leveraged
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more than 25-to-1, AWHitfHsdapProssrhatelygbandineiscthensnfhung-TE tnC ip ghideteyemezt, Reportof The
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SEC and be subject to examination by the agency. Congress specifically amended the
Investment Advisers Act of 1940 to provide that the recordkeeping and reporting
requirements for hedge fund advisers apply to the funds as well as the adviser.!"*° %% 8eesection404oftheDc
consequence, the SEC and the Council will have full access to information about hédge
tondegdencas thedSthe fnddsheh©punailagall fevs fldd doapsettmtintfomottionattme b dhe
tuneriadtliseSoandiltie ttundasibley umaleageectikinisl Bksofithpatadd-leradieAibiaisonhethetha
tintercaathim Cioution is dbreahgidgruiatédrbseatiothdd Sirvfndial Regdldtoaykagericis whether a
financial institution is already regulated by another financial regulatory agency.
The Dodd-Frank Act also creates a comprehensive regulatory regime for over-the-
counter derivatives where none existed previously. These new regulations: (1) require

ceFtain standardized trapsactions to be elgared and exchangs-uadedin(3) Fequire “Swap
Bealers” and “Majer Swap Barﬂegeaﬁf&- to register with the SEC/CETE, and subjects
them tg signiticant requirements; (3) impose intial and variation marsin requirement on
both cleared and uncleared transactions: and (4) provide for significant incremental
transpareney; including transaction reporiing; 18 Mmarket participanis and tegulaters:
These rules will significantly redtce the potential for systemic Fisk iRVOIiRg the
derivatives markets and their participants; such as hedge funds: For eleared swaps;
eeRtral counterparties pessess the ability to manage their Fisks by impesing argin
F@ﬂFH}F@FH@H&? and ether risk meehanisms that limit their expostre to potential losses from
defaults by members and participants: The mMargin requirements must be sufficient to
€0Ver potential expesures in almest all market eonditions: These provisions are well
designed to ensure that eentral esunterparties’ eperations weuld net be disrupted and
ReR-defaulting members would noet be expesed te unexpested losses.

In addition, the Dodd-Frank Act increases supervision of banks and broker-
dealers, incorporating enhanced review of counterparty exposure and other risks
associated with the prime brokerage and over-the-counter derivatives businesses in their
examinations of these institutions, which provides regulators with critical information
with respect an institution's aggregate exposure to individual hedge funds as well as the
hedge fund industry as a whole.

In summary, MFA believes that the size, concentration, structure, and levels of
leverage of the hedge fund industry, financial services industry incentives and practices,
and the substantial regulatory framework that the Dodd-Frank Act institutes over hedge
fund advisers, banks, and broker-dealers and the OTC derivatives markets, substantially
reduce the likelihood that the failure of a hedge fund would have systemic implications.

Criteria for Determination of Systemically Important Financial Companies

Section 113 of the Dodd-Frank Act sets out a list of criteria the Council must
consider when it determines whether a financial institution should be deemed
systemically significant, many of which are discussed above with respect to the hedge




fund industry.19 As a general proposition, we do not believe systemic importance should
be based upon any one criterion set out in the Dodd-Frank Act. To assist the Council in
its deliberations, we have highlighted below those criteria listed in section 113 (with their
specific reference letter in the Dodd-Frank Act) that we think are most relevant to the
determination of whether a hedge fund is systemically significant.

® (A) The extent of the leverage of the compamy, (I) the amountr and nature of the
financialil assets of the companyy, and (J) the amounts and types of the liabilitiéss of
the companyy, includings the degres of reliamee: on showt-tearm: fiunding.

o In considering leverage as a contributor to systemic risk, it is important to
consider not only the aggregate amount of such leverage (inclusive of off-
balance liabilities), but importantly the sources and terms of such leverage.
Debt that is secured, for example, significantly mitigates systemic risk
compared to debt that is unsecured. Similarly, short-term leverage (such
as overnight borrowing) introduces greater risk than term borrowings,
which more closely match the term of the asset and the financing which
funds it. Finally, the degree of an investment fund's portfolio leverage
must be considered in the context of its asset mix, including the liquidity
of those assets, the liquidity rights of fund investors, as well as the size
and nature of the capital markets in which those assets are transacted.

19 Section 113(a)(2) of the Dodd-Frank Act provides:

(2) CONSIDERATIONS.—Im making a determination under paragraph (1), the Council

shall consider—
(A) the extent of the leverage of the company;
(B) the extent and nature of the off-balance-sheet exposures
of the company;
(C) the extent and nature of the transactions and relationships of the company
with other significant nonblank financial companies and significant bank
holding companies;
(D) the importance of the company as a source of credit for households,
businesses, and State and local governments and as a source of liquidity for the
United States financial system;
(E) the importance of the company as a source of credit for low-income,
minority, or underserved communities, and the impact that the failure of such
company would have on the availability of credit in such communities;
(F) the extent to which assets are managed rather than owned by the company,
and the extent to which ownership of assets under management is diffuse;
(G) the nature, scope, size, scale, concentration, interconnectedness, and mix of
the activities of the company;
(H) the degree to which the company is already regulated by 1 or more primary
financial regulatory agencies;
(I) the amount and nature of the financial assets of the company;
(J) the amount and types of the liabilities of the company, including the degree
of reliance on short-term funding; and
(K) any other risk-related factors that the Council deems appropriate.



The Hon. Timothy F. Geithner
November 5, 2010

Page 9 of 11

® (B) The extentr of the off-balancee sheet exposuress of the coouppany.

o Off-balance sheet exposures should be considered as part of determining

overall leverage. However, the market value or risk of loss must be
considered from a risk exposure perspective, as opposed to simply looking
at notional values. Additionally, the nature of the instruments in question
and risk of loss must be considered. For example, a purchased option has
substantially less risk than a sold option. Similarly, collateral
arrangements, as well as offsetting positions across a portfolio (a hedge),
must be taken into account.

o (C) The extentr and matuve of the transactiomss and relationshipps of the coompamy
wilth otthen signifiteat: nontdankk fiiremcidll companides and significenu: bawik Molding
COMPAIIESS.

o The degree of a fimm's interconnectedness to major financial institutions

should be measured by such institutions’ unsecured credit exposure
(including potential exposure) to the firm in question, indicating the
overall vulnerability of other major financial institutions if the firm in
question were to fail.

However, counterparty risk in and of itself is not an indicator of systemic
risk. Counterparties need to take risks in order to earn returns; they are
responsible for managing such risk during the normal course of their
business. Such risk only should rise to potential systemic significance
when it could cause harm to the financial stability of the U.S.

Systemic risk and counterparty risk should not be conflated. The risk that
a financial institution, including a systemically significant financial
institution, may suffer losses from its dealings with its counterparties
should not be sufficient to warrant a determination that the counterparties
themselves are systemically significant.

® (G) The natune;, scope, size, scale, concentradionn, interconneetgdokssss, and mix of
the activitiéss of the coompamy.

o The ability of hedge fund advisers to appropriately match the assets and

liabilities of a fund (in light of the fund's leverage, sources of leverage,
and equity capital stability) should prevent or mitigate the extent to which
a fund is likely to become subject to a forced unwind.
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(o)

The size of individual investment fund portfolios managed by an
investment adviser should not in and of itself be an indicator of systemic
riskiness but must be considered in the context of its activities, the amount
of leverage, the specific capital market segments in which such funds are
active and the capital structure of the fund.

* (K) Any other risk factarss that the Councill deems apppoppridie.

Other potential considerations include:

o

Whether an investment fund or other financial institution has an implicit
or explicit government guarantee (e.g., FDIC deposit insurance and debt
guarantees; government-issued charter), access to government-funded
capital (e.g., TARP) or other access to government assistance (e.g., access
to the Federal Reserve's discount window), any of which would pose
losses to taxpayers from the firm's failure.

The extent to which the persons managing investment funds have
substantial stakes in such investment funds' equity capital, which
incentivizes such persons not to take inappropriate investment or
operational risks that could contribute to the failure of those funds.

We are happy to work with the Council to expand upon the thoughts outlined
above or to discuss further any of the criteria in the Dodd-Frank Act.
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Conclusion

We believe that, in light of the structure of the hedge fund industry and the market
and regulatory changes regarding counterparty risk management, leverage and use of
collateral, as described above, applying the criteria in Section 113 to the hedge fund
industry should lead to the conclusion that it is highly unlikely that any hedge fund is
systemically important at this time. We recognize, however, that circumstances can
change and that there is a possibility that a hedge fund may, in the future, become
systemically important.

We support robust reporting requirements to regulators (with appropriate
confidentiality protections) to ensure that regulators have the information they need to
assess all financial market participants, including hedge funds. Such periodic
assessments, combined with oversight from the relevant regulators would help the
Council assess whether circumstances have changed and that the Council should re-
evaluate whether a hedge fund might have become systemically significant.

MFA appreciates the opportunity to comment on the Advance Notice. We
recognize that the Council has an ongoing responsibility to monitor and assess the
systemic risk of market participants and we look forward to continuing the dialogue on
this subject with the Council.

If you have any questions regarding any of these comments, or if we can provide
further information with respect to these or other regulatory issues, please do not hesitate
to contact Stuart J. Kaswell or me at (202) 367-1140.

Respectfully submitted,
/s/ Richard H. Baker

Richard H. Baker
President and CEO

CC: The Honorable Sheila C. Bair, Chairman, Federal Deposit Insurance Corporation
The HonorableBen S. Bernanke, Chairman, Board of Governors of the Eederal
Reserve System
Edward J. DeMarco, Acting Director, Federal Housing Finance Agency
The Honorable Gary Gensler, Chairman, Commeodity Futures Trading
Commission
The Honorable Debbie Matz, Chairman, National Credit Union Administration
The HonorableMary L. Schapiro, Chairman, U.S. Securities and Exchange
Commission
John Walsh, Acting Comptroller of the Currency
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Via Electronic Filing:

The Honorable Timothy E. Geithner
Chairman

Financial Stability Oversight Council
1500 Pennsylvania, Ave., NW
Washington, DC 20220

Re: MFA Comments on Systemically Significant Institutions
Dear Secretary Geithner:

Managed Funds Association (“MFA")apipraviksdsttier aippoithegitpatatiematieinvestmentindustry. ltsme
on the Financial Stability Oversight Council’s (the “Council”) notice of proposed
rulemaking (the “Proposed Rule”) on the criteria that the Council should consider when
determining whether to designate a nonbank financial company as systemically
significant pursuant to section 113 of the Dodd-Frank Wall Street Reform and Consumer
Protection Act (the “Dodd-Frank Act”).© We strongly support the goals of the Dodd-
Frank Act in establishing the Council to address potential systemic risks before they
arise, and mandating enhanced regulation of systemically significant financial companies.
MiRAeatsoateialgBiahipipyo @yveffoghit lyotepullasoftheo’ Gatiee id AYanfitdoe diffeiemosspes of
rodekeakingiGipaitydpebadi Re la¥eomidet erdieiderthat dnb CAundd ltisbp utthgagsidehiohés a
deitécaliobigpuhetitasftoftiesigraty e arandaik finamcal me mphnyged asistemically
significant pursuant to section 113 of the Dodd-Frank Wall Street Reform and Consumer
Protecti@vémstiéthe "Dodd-Frank Act")(footnote:MFAalsosubmittedacommentlettertotheCouncilonNovember5,2010

MFA believes that the Council should analyze financial institutions based on
objective, quantitative data to determine which nonbank financial companies should be
Hesnmed sy stesatapliyriignticans anel thereldressspbiestisd sypeimisi oy shoPotidyol
arise, and mandating enhanced regulation of systemically significant financial companies.
MFA=tsostrongty supportsefforts by regulators to gather data from different types of
market participants, including investment advisers and the funds they manage, which is a
critical epyapensnt of effective systemic risk monitoring and regulation.

MFA believes that the Council should analyze financial institutions based on
objective, quantitative data to determine which nonbank financial companies should be
deemed systemically significant and, therefore, subject to supervision by the Board of
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Governors of the Federal Reserve System (the “Fed”). It is also critical that the Council’s
determination process is transparent to the marketplace. Uncertainty regarding the
criteria or designation of an overly broad set of firms could have profound unintended
consequences for financial markets and the broader economy. Congress recognized the
importance of avoiding an overly broad designation of systemically significant firms.

The statutory text and legislative history of the Dodd-Frank Act clearly indicate
Congress’s intention that the Council designate as systemically significant and regulate
only those ﬁnanclal institutions that were prevmusly considered “too big to fail,” iie.,
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As discussed in greater detail in the sections below, hedge funds have the
following characteristics, which should be considered by the Council in fulfilling its
obligations under section 113 of the Dodd-Frank Act:

e The hedge fund industry — as well as individual firms and the funds they
manage — are relatively small, in comparison to other financial market
participants, the broader financial industry, and the financial markets in
which hedge funds operate. Within the hedge fund industry, there is no
significant concentration of assets under the management of any
individual adviser or group of advisers.

¢ Hedge funds generally do not employ a significant amount of leverage and
typically post collateral in connection with any leverage employed
(whether it be via borrowing arrangements or derivatives contracts),
thereby substantially reducing the risk to their counterparties.

o Capital invested in hedge funds is subject to limited redemption rights,
which helps ensure a stable equity base and helps prevent runs on the
fund’s cash/assets.
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o Hedge funds typically structure their borrowings to aveid a mismatch
between their equity capital and investments on the one hand and their
secured financing on the other hand.

o The enhanced regulation of hedge fund advisers and the mankets in which
they patticipate following the passage of the Dodd-Frank Act — including
the substantially enhanced reporting requirements -- ensures that
regulators will have a timely and complete picture of hedge funds and
their activities.

Hedge Fund Industry Discussion

The Proposed Rule categorizes the statutery eriteria set out in section 113 of the
Dodd-Frank Act inte six categories: size; lack of substitutes for the financial services and
products the company prowides; interconnectedness with ether financial firms; leverage:
liquidity risk and maturity mismatch; and existing regulatory scrutiny. Set out below is a
discussion of key characteristics of hedge funds with respect to each of the categories
proposed by the Council.

Size

Although the hedge fund industry is important te capital mankets and the financial
system, it is relatively small in size when considered in the context of the breader
financial markets *For.examplesthehedgefund.industryis-significantly smaller than
both therglebal. mutual-fand.industry.andthenlhScibanking industry. The global mutual
fund industiyamanaged$23.7 trillion im assets, :as0fiSeptember:30,2010:7  IThentop 50 h
U.S. bank heldiagicempanies aleneyhads $14 .4 trillien im assets,s as of September 30, a1
2010,% By: comparisen, the. global hedge fund insdustx;y thad anrestimated. $t-Ssdridli@neitompanyinstiute avaitableat:
assetsunder managementyeas of Septemberi30, 2040. of footnote) The top 50
U.S. bank holding companies alone had $14.4 trillion in assets, as of September 30,
2010 . ¥Feomeebgoyrce: FederalFinancial InstitutionsExaminationCouncil,availableat:

http:/Awww. ffiec.gov/nicpubweb/nicweb/Top50Form.aspx.endoffootnote) y comparison, the global hedge fund industry had an estimated $1

assets under management, as of September 30, 20 10 (footnote’Source:http://www.marketwire.com/press-release/Combined-Assets-Billion-Dollar-Hedge-Funds-

Nearly-Flat-First-Half-2010-AR-Magazine-Survey-1327660.htm, citing AR Magazine, available at:

http://www.absolutereturn-alpha.com/.
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Lack of substitutes for the financial services and products the company provides

In addition te the relatively small size of the hedge fund industry as a whele,
hedge fund assets are not heawmily concentrated in any individual adviser or group off
adwmisers, as illustrated by the fact that the largest hedge fund adviser manages assets
equal to only approximately 3% of the entire hedge fund industrye ¢ o Gonsidesingtheitaetivescomnoser14018 citingaRMagazin
that many advisers manage-maultiple-funds, assets arereven kessconcentrated whenne ract
looking at asset.concentration onpafundskevelsbasis. e Thendispersion-ofiassets among a
broad group oft advisersrand funds signifieantly.seduces ¢he risksthat the fatlurerof any.one
fundior managerswiould ereate systemnc misk due to ackacknefrsubstitutes. rlndeed; each one
year, many hedge funds «disselvesor fatl foxreasons-as.diverserastextendedpoor. eacn
performance seducing their attractiveness to iavestors, the retirement oredeparture of
senior persennely oman iavestment strategyothat nockonger excelsrmna ehanged marleet
enviconmentn <l he fund’svassets are soldy sometimes graduallyi overamany maonths bythe
manager and sonretimesssuddenly insardliqurdation®? mode bysthe prime brokersandy the
exchanges'with wehiche theufund traded and thatthold it celbaterad . » Tihis mardeets discipline
ts anhallmark of the industry as funds and firmsrfail andcother funds (existing or niew)tine
emerge.m Moreover; because hedge fundsrare one of many different types of asset v)
manageiiiettcstngeturesoothverinrestmentmeamaegetsalse replace the services of failed
hedgeoﬁgn@@glve-momh period. Source: http ://www. reuters.com/article/2010/12/15/us-hedgefunds-

launches-idUSTRE6BE48120101215 endoffootnote)M o reover, because hedge funds are one of many different types of asset

man a g « Iterconnectedness with othes dinancialofirmsiso reprace the services of failed

hedge f

%% connectedness with other financial firms

In considering the interconnectedness of financial institutions, we understand that
Council members are looking at a firm’s relationships within a structure of related
businesses (sometimes referred to as “intraconnectedness’) and the firm’s relationships
wiith third party institutions (“interconnectedness)). In considering the
intraconnectedness of hedge funds, there are important structural factors to consider. The
adwisers (alseo frequently referred to as the managers) do not have substantial assets;
theugh the principals of the adviser have personal capital invested the funds they manage.
It is the funds that hold the financial assets, that transact with trading counterpaities on a
collateralized basis, and to which investors eommit capital. Accordingly, the risks and
rewards of the funds’ investment portfolies are borne by a diverse group of underlying
sophisticated investors, institutions or ultra-high net wornth individuals, who typically
invest in hedge funds as part of a diversified portfalio. (Hedge funds neither transact
with retail investors nor do they take in investments or deposits from retail investors,y e ansconsisentyurgedcong

the effects of inflation and to prevent hedge funds from becoming accessible to retail investors.
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The adviser typically is not liable for the obligations of the fund, nor does the fund have
responsibility for the liabilities of the adviser. This is one reason why, as recognized in
the Dodd-Frank Act, the extent to which a financial institution manages assets owned by
others rather than managing assets owned by the institution itself is a key consideration in
whether a financial institution should be designated as systemically significant.

Another structural aspect of hedge funds is the legal separation of different funds
managed by the same adviser. These legally distinct funds even when managed by the
same adviser, often have different investors and can engage in entirely distinct trading
activities in different assets and markets. Any losses at one fund are borne exclusively by
the investors in and counterparties to that fund (though counterparty losses are typically
limited for the reasons discussed below) and do not subject other funds managed by the
same adviser directly to losses. Further, unlike related entities in a holding company or
other similar structures prevalent elsewhere in the financial services industry, the
different funds managed by a common adviser do not typically have the kind of
intercompany loans or transactions that can create intraconnectedness and tie the risks
associated with one company to other companies in the same ownership structure.
Unlike bank helding companies and other nonbank finaneial institutions sueh as
insurance companies, hedge funds engage in one distinet business - namely, making
investments for investors in that speeifie fund, reduelng the risk of contagion
substantially:-

The interconnectedness of hedge funds predominantly arises from the
relationships between a hedge fund and its prime brokers or similar financial
counterparties. It is through these relationships that hedge funds typically receive
financing. Such financing is generally obtained from large, sophisticated financial
counterparties, such as global banks or broker-dealers, that conduct substantial due
diligence and engage in ongoing risk monitoring. Hedge fund borrowings are done
almost exclusively on a secured basis (i.e., secured by each fund’s overall assets or
specifically posted collateral), which limits the amount of leverage that any fund may
obtain, "H%aditiousrubds, feostanapls Reflintion By Useddenithrdspeediosesutiiges arditcguationse
of cotmteigadtyrfinandial \thkoturonedd-tiank AotadwthCespeet tederivdibdgddisoubsed¢n more detail
substhetanl]yitysesh kedsgio eoeatidend reqiisteiaitsribkrbhyosatinting &faitoeensfod credit that a financial
systeinstitiltiprianéKieatdtocountesnsdities, inatild g hedggivnta akdolhootnoid)én iadiiblevidrisgeosting of collateral by
ahd¢ alistesplaterdli pustéd byshiédderfhiddhang fossks thaisedgertilds edgerfaredsl arest
eutbbtiaivielN b tassel ke tidir tonesitorte totsitsébnuitediskBy ceausiep dbd dithecgeharal
sirsdae idadsteian droaripegente M uicosedh iad impistaanto noly ehatheddwdtighthvefage
divdetpfipqHaie et panatesk icriogd aa duy e rinesessthatiisddadundsigictharg Almbploses
fxehpivalyconiteyiiei Favestaispl sofdewinediiersoltapséespdrbiet h Beetlesad, many
financial system, or taxpayers. Moreover, it is important to note that hedge funds often
diversify their exposures across many counterparties, mitigating the risk that a fund poses

to-any-one counterparty—Forexample, following the collapse of Lehman Brothers, many
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large hedge funds increased the number of prime brokers they use, thus reducing their
exposure to any individual prime broker.

Leverage

Though hedge funds are often mischaracterized as being highly leveraged
financial institutions, the industry is, and has been, significantly less leveraged than other
financial manket patticipants. According te a recent Columbia Uninvessity study, the
leverage ratie of investment banks during the period from December 2004 to October
2009 was 14.2, with a peak of 40.7 for investment banks in 2009, and the leverage ratio
of the entire financial sector durm that Perlod was 9. 4 12 comparison, this study

tire financial sectqr od _was 4(footnoteHedgeFundLevera ailaBlegt

oundfhat.the Jeverage,satio. uga,ﬂwt - dge fURAANduSITY Was 1 smas.of Octoher 2009, with
naverage'ratilo of 29F fiom December Q@O4 16 October 2009: dnek oo highief 2.6.000 witr

an averagdge ratio of 2.1 rom December 2004 to October 20 ,andahlgh of 2.6.

The findings of the Columbia Uninessity study with respect to the leverage ratio
of the hedge fund industry are consistent with ether studies, which report leverage ratias
below 3.0 for an extended period of time. The United Kingdom’s Financial Services
Authority (the “FSA") has eonducted several studies on the hedge fund industry, mest
recently finding a leverage ratio of 272% [2.72)], as of April, 2010 and a leverage ratio of
244% [2.44), as of ©otober, 2@(099.lléﬂﬂ'v@w%ﬁh&,%udgbobyeiy@esdsyaéummmmem@haﬁmm of the
FSA )found.thatibedeserageatio of the hedge fund industry since 2000 has been two- or
threestoone: i usBanknsf AnterivaNersilzEyrelrstudy-found the leverage ratio for the
industfy 0788 TS ASCPYURY, ZOTOMD “E4LH b théée $tutdie$ denfshstratés that e hedge” *

FSAd 0 ndlh£1 lhele\tera elratlo flhe hed n |nduslr1/ e2000 has been two- or
f Pn ltn UStry‘“ a‘S'I(% urni ewewlegul atoryr pon Igi)q |1n\g/c95|yMar9|}é]91avall % everage
http://www.fsa.gov.uk/pubs/other/turnerreview.pdf.endoffootnote)A B ank of America Merrill Lynch study found the leverage ratio for th

industr yUQUIdltNe riaSkoanld Imamﬁitvlmi"sm@mht:http://www.reuters.com/anicle/idUSTRE67G28220100817.end0ff00tnote)

Each of these studies demonstrates that the hedge
fund inqynlilegmanye othemtl nanreidlosmatlast:part ol pants! hedge funds'denot rely on
unsecured! igtrortterny finaricingto 'support theirimvesting activities s Insteadr hedge funds
reby on secured borrowingse which sarerdesigned tor morescloselyimatch thre termdore funds

rely on secured borrowings, which are designed to more closely match the term or

The above studies use different formulas for caleulating leverage ratios, which explains the slight
differences in leverage ratios determined by each study. ©ur purpese in this letter is not to endorse any
particular formmla, but to demonstmte that the leverage ratios for the hedge fund industry are significantly
less than the raties for many other types of financial imstitutions.


http://www2.gsb.columbia.edu/faculty/aang/papers/HFleverage.pdf
http://www.fsa.gov.uk/pages/search/index.shtml?cx=007702012814746907219%3An6pltugvaoc&cof=FO
http://www.fsa.gov.uk/pages/search/index.shtml?cx=007702012814746907219%3An6pltugvaoc&cof=FORID%3A9&ie=UTF-8&q=hedge+fund%231327
http://www.fsa.gov.uk/pubs/other/turner_review.pdf
http://www.reuters.com/article/idUSTRE67G28220100817
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expected liquidity of the asset and the financing which funds it. Without the benefit of a
federal safety net, the industry has evolved carefully crafted practices to manage liquidity
risk & The ESAHedgeBundStudies.confimmsshesepractices, finding that the assets of
see, also, the Presicents Working rdR@ SuEMeNed hedgedfimds«eenldde liquidated in a shorter timeframe than the period after
practices for Hecge Funa Mg their liabilities (to investors and finance providers) would become due.

available at: http:/amaicmte.org/Public/AMC%20Report%20-
waor RSk sougGes: of funds for a hedge fund: itsinvestersand itshank/broket assevs of

gouBterpartics s (s discussed abeve, thedfinancing from. cuALRINALLISs s S8EUEL DY 244nder nstdies encottoomoty
collateral and inherently,limited beth by, regulation,and by,the, sophisticated .o vrokes
counterparties’ risk analysis, Maost hedge funds.build strong Liguidity, protections into
their.contractual, telatignships.with inyestors whq are, subject.to.a matigty Qf; restrictions,
meluding: lumited periads;of redemption. (sometimes monthly. hut more often quarterly,
annual, or longer), significant advance.noficerequirements.(often 30,160,990 .days) prigr fo
the requested withdrawal dates.the, right of.advisers tedmpase gates.to manage, putflows
or.even suspend redemptions (af thednvestor and/or the fund,level),if deemed Hecessary;
and.side packet wehicles for highly illiquid: assets. that.alloys redemptions only .- whene o w s
realizations,oceur. « These liquidity provisions, help reduce the likelihead thatredemptions
of investes capital will be disruptiye to.a fund or to, markets over extremely short.periods
of. time, because they, allow advisers to, better match the.assets and liabilities of thefunds
they manage. and ta manage orderly outflows of investar-fundss: cxiremery short periods
of time, because they allow advisers to better match the assets and liabilities of the funds
ey maMoreoyer, the.nrineipals of hedge thnd advisers alsq fypically invest significant
amounts of their own ¢apital inthe funds they, advise, which provides an even greafet , .
capital cushipn for.the. fynd!'s business and, promotes ap.alignmentof interests hetween
management.angd, investors, - The structure of performancs incentives earned by hedge ,
fund adyisers, in which.advisers earn.a.significant pertion of. their income by, recelying a
pereentage of the.gains of the funds they, manage, alsa serves.te:align fhe inferests of the
adwvaser.and the.inyestors by engouraging fhe adviser, to.manage the funds with.the o ..
objectivesofigenerating attractive risksadjusted.returns pves time and discouraging
@KJQQSSivVeQ Shoﬂ'ri@rm@ﬁ(ataolﬁmgve risk-adjusted returns over time and discouraging

excessive short-term risk taking.

Existing regulatory scrutiny

The Dodd-Frank Act imposes a variety of regulations to ensure appropriate
oversight of hedge funds and their adwisers. Follewing passage of the bodd-Frank Aet,
all hedge fund adwisers with at least $150 million in assets under management wnhl be
requiggd daregister with the Securnities and Exchange Commission (the “SEC? faotnoteSeesectionsA03ancHOBGheDodk-FrankAct



http://www.managedfunds.org
http://amaicmte.org/Public/AMC%20Report%20-
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Registered advisers are required to maintain books and records, make reporits to the SEC,

and are subject to examination by the agency. Congress specifically amended the

Investment Advisers Act ofi 1940 te provide that the recordkeeping and repeorting

requirements for hedge fund adwisers apply to the funds as wall as the adviser:'? o The: “scescaionsosofhepodd-Frankactamendi
Dodd-FranlrAet also explicitly provides that data collected by the SEC for systemic risk

purposes wilkbe shared with the BESOEs Fhe SEC and the:Gommodity Futures: Trading «

Commdssion (thes"CETGT) resentlyoproposed g eintam es ereating new Formy PEF t0ading

tmplement verny detailed reperting requirementsifor private-fund advisersrand ecommodity

pool e@peratorSyfgd As @ consequence; the SEG ; CET G andethe {doungHewill haveo mmodity

com prehenstve.acetsptanntormatiorabouthedgofundadwisers and the funds they

manag@nodityTradingAdvisorsonFormPF availableat:ttp:/isec.gov/rules/proposed/2011/ia-3145 pdf.endoffootnote)A s a consequence, the SEC, CFTC, and the Cou

comprehensive access to information about hedge fund advisers and the funds they

manage.lhe Dodd-Frank Act also creates a comprehensive regulatory regime for over-the-
counterderivatives whera none existed previously. These newi regulationss € l)orequige tne-
certain standardized.transactions to be cJeared.and exchange draded;.: (2) requires sSwap
Dealers: and. * Major Swap Rasticipants’’ 40 register. with the SECG and-@FLC, and subpectinac
them to significant requirements; (3) impose initial and variation margin requirement on
beth.cleased and-uneleared transactions; and {¢) provide for sigrificant incrementalusjects
transparency s includingitransaction reporting, tamarket participants-and regulatorsa: on
idhese rules will significantly.reduce the potential fori systemicorisk dmvolving thea
derivativesmarkets and theic: participants; suichoas hedge.funds, -For cleared swaps,
central counterparties: possess-the ability tomanage theirwisks by tmposing margin
requirements.and:ethes risk mechanisms thatclinit their-expasure to potential slosses from
defaults byn members and participants.i il he margin requirements must be suffecient to
comer potentialexposures inrad mostialh marketieonditions: » These provisions are wellrrom
designed to rensure thab central- counterpartiess operations swould notshe dismupted ando
non-defaulting membersswouldnet be expesed:to unexpectedelosses.visions are well
designed to ensure that central counterparties' operations would not be disrupted and
non-deriRiadditiony the DoddrFrank sActmandates inergased supesvision of banks and
broker-dealers, tncarposating enhanced review: of counterparty exposure and.other sisks
associated with the, prime brokerage and omerrthe-counter, derjvatives businesses. - This
prosades regulatass pvithecritical: information regarding:an institutions s, aggregate rnis
exposuse 1o individual hedge-funds asmwell as ¢he-hedge fund:industry as.a whole.

exposure to individual hedge funds as well as the hedge fund industry as a whole.

Changes in the Industry since 11998

The failure of Long Term €apital Management (“LTEM”) in 1998 is often cited
as an example of a hedge fund that ereated a systemic risk to the financial system. First,
it is impontant to note that the failure of LTEM did not result in any use of taxpayer
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funds. Regulators helped eoordinate LTEM s financial eounterparties, who worked out a
private sector resolution of the firm’s liabilities. But at no point were government funds
offered or used. Lessons ware learned, howexer, by both manket participants and
regulatoss, which have led to seunder practices. The resulting changes may be one of the
reasons that hedge funds were not substantial contributors to the recent global financial
ETiSiS.

LTEM’s excessive position size and leverage, along wiith its counterparties’
inadequate risk management were the primary undenlying causes of LTCM s failure. The
seminal analysis of the matter, conducted by the President’s Weorking &roup on Finaneial
Maikeets (the predecessor to the Council), found that LTEM, as of January 1, 1998, was

levera ed more than 25-to- l % as ¢o FL)ared to the 2.6-1 gpeak leverage ratio for the hedge
leve ed more than 2 -to-1 Foano Hedge nds, LeveraﬁeandtheLessonsofLon 6rmCa laIMana @Bortoﬂ'h

fund industr durm e period from December 2004 to October 200 Perhaps most
Premdentf king Group Flranma Markets Apnl 1999 avallable at:

1mportaIW1t%y the President’s Worki "ﬁd) roup found that LTCeM was able fo get such
e

dreas. gov/press/releases/reports/hedgfung.pdf.e olnote)a compared to rage ratio for the hedge
leverage because its counterpartle not require 0L4TIC Eost 1n1t1az margln on 1ts
r

fund i ry, during the er rom Decemb aps most

OTC der1vat1ves trades

importantly, he President's Working Group found that L TCM was able to get such
leverag beca count id not re ire TC to po.st indtial margin on i
ESlnce the fallure of TYCEM, however' there have'beén’signiticant changes in'the
ves
market w wit ith respect to counte@arty risk management Counterpartles now cons1stent1y
w e I e S nifica e
11m1t the amount oafieverage used by edgé funds by re ulrlng the use of col"lateraf to"

£esp terpart risk manag f terparti consistently
Isecure : financin hedc unds. Also as a resuTt o 1mprovements ‘to c?un‘ltlerpartI r1sk
imit t ra g e se.o 0 ra

eve quiri u
managementLbest practlc ﬁnanmal instifutions todayc nduct more in-depth due
ure financing ohedgefu ds Also asares It of improvements to cou erpart
difigence on and have a much greater de tgreeo transparency with respect to thelryhed
best practice fina al insfitutions ,today ondugt moyjye in

f ] (f clients’ overall portf%hgs Viany y of t esef ehan ges have een roug}dlt about’ by the
ili GHCEO v a muc I r e ree o ra S aren w re

work done qby ‘the &ounterparty Ris Magnagement i’ophcy Grou I §OO6 Fhederﬁl )
Reserve Chairman Bernanke noted the 1m12rovements in the market rplace ’

fund clients' overall portfolios. Many of these changes have beeri4 ought about by the

work d ogien(b:é lt}hee C LHIHCM aéHSiR’Si s Ibﬁllgaonlnée Trfli)lropvoeménfsr oiu (footnole 24fopleso r(;‘i:riﬁ)ortsarea\klIableat http://www.crmpolicygroup.org/index.html.e
1
management and the resultant strengthening of market d1sc1p11ne appéar o°

et have Timited Hea o6 “fund’ feverage and’ Trﬁfotrf)vied the’ %'iﬁty "of ‘Banks and
broker-déalérs “to rionitor’ Tisk! ® despité 9the ra{n(ﬂ “increasing size,

emen nd the;resulta hen r iscipli
diversity, and corhplex1 y of the Hedbe HAd 1ndus y Man ﬁecfge Tind<

ave u levera abil

flave Beenehqulciated and 1nvestqors ﬁave suffered losses but creditors and
roker-deal th pid I25 increasing size,

counterpartles have, for the most Eart "Rot taken 10s8es.

diversity, and compIeX|ty of the edge fund industry. Many hedge funds
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In summary, MFA believes that, in considering hedge funds in light of the six
categories set out in the Proposed Rule, it is unlikely that the failure of any hedge fund or
hedge fund manager would have systemic implications. While we support the collection
of information about hedge fund investment activity and the direct regulation of hedge
fund advisors, we do not believe it would be appropriate to designate any hedge fund as a
systemically significant nonbank financial company.

Process for public engagement with the Council

By grouping the statutory criteria into six categories, the Proposed Rule provides
some clarity with respect to how the Council plans to analyze market participants. The
Proposed Rule does not, however, discuss the risk metrics that will be used to analyze
market participants or how the various criteria or categories will be weighed. We believe
that both the risk metrics and weighting of the criteria are critical components of the
Council’s rules for implementing section 113 of the Dodd-Frank Act. As such, we
believe that the metrics and weighting should be proposed by the Council for public
review and comment. A public review and comment period will provide the Council
with valuable feedback and, importantly, will help ensure that market participants
understand how the Council will make a determination that a firm is systemically
significant.

The Proposed Rule also sets out the formal process by which a market participant
can request hearings with the Council and seek judicial review prior to being subject to
supervision by the Fed as a systemically significant financial institution. We understand
that the time periods for this formal process were set by the Dodd-Frank Act and provide
limited flexibility for the Council in implementation. We encourage the Council to
provide market participants the maximum amount of time permitted under the statute and
the proposed rule to exercise their rights to hearings and judicial review. We further
encourage the Council to provide firms that request hearings the opportunity to provide
both written and oral testimony, if they so request.

We appreciate the Council's proposal to provide a mechanism for dialogue
between the Council and market participants in advance of the formal designation
process. As contemplated by the Proposed Rule, market participants would have 30 days
to submit written materials to the Council prior to the Council beginning the formal
designation process. In addition, we encourage the Council to engage in regular dialogue
with market participants regarding relevant industry and market practices and, when
appropriate, firm-specific practices. Such regular dialogue will better ensure that the
Council has a full and complete understanding of markets and market participants.
Regular dialogue with market participants may also help avoid the potential
misperception and dampen rumors that any firm that engages with the Council is likely to
be designated as systemically significant.

As the Council increases its understanding of industry segments and participants,
we encourage the Council to provide guidance regarding specific metrics that it believes
could make a firm or a fund systemically significant. Guidance, even if not a bright line
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test, would provide greater certainty to market participants and allow them toproactively
manage their business risks.

Coordination among member agencies

We believe it is important for the Council to coordinate the designation process
with existing and proposed data collection efforts to avoid unnecessary duplication of
efforts and to ensure that Council members have comprehensive information about
markets and financial institutions when they undertake their monitoring and designation
responsibilities. As discussed above, the SEC and CFTC have proposed extensive
systemic risk reporting to collect a significant amount of information from private fund
advisers and the funds they manage. We have worked with them since the passage of the
Dodd-Frank Act to develop these tools, and will be submitting detailed comments to help
them refine the survey tool. We support the SEC’s and CFTC’s data collection efforts
and believe that a coordinated approach with Council members (and the Office of
Financial Research) will be the most effective and efficient method for the Council and
Coumncil members to gather and analyze information about private funds. Multiple data
collection reports are not only a significant burden for the industry, but likely to create
duplicative or inconsistent reports, which could make it more difficult for regulators to
analyze information. While we recognize that there may be cireumstances when it will
be neeessary for regulators to eolleet additional infermatien, we eneeurage the Counell
and its membess to coordinate to the greatest extent pessible data eolleection efforts.

Additiomally, as the Council begins its research, we stand ready to assist in
providing information about the industry and convening educational sessions for Office
of Financial Research staff or staff from Council member agencies to learn more about
the hedge fund industry and delve into the issues we have discussed in greater detail.
Given the potential for rumors about designation of any single firm to potentially harm
such a firm, we encourage the Council to conduct its research through the MFA or other
similar organizations to the extent possible, particularly in these early stages.

We are happy to work with the Council to expand upon the thoughts outlined
above or to discuss further any of the criteria in the Dodd-Frank Act.
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Conclusion

We believe that, in light of the structure of hedge funds and the market and
regulatory changes regarding counterparty risk management, leverage and use of
collateral, as described above, applying the criteria in section 113 and the six categories
set out in the Proposed Rule to hedge funds should lead to the conclusion that it is highly
unlikely that any hedge fund is systemically significant at this time. We recognize,
however, that circumstances can change and that there is a possibility that a hedge fund
may, in the future, become systemically significant.

We support robust reporting requirements to regulators (with appropriate
confidentiality protections) to ensure that regulators have the information they need to
assess all financial market participants, including hedge funds. Such periodic
assessments, combined with oversight from the relevant regulators would help the
Council assess whether circumstances have changed and that the Council should re-
evaluate whether a hedge fund might have become systemically significant.

MFA appreciates the opportunity to comment on the Proposed Rule. We
recognize that the Council has an ongoing responsibility to monitor and assess the
systemic risk of market participants and we look forward to continuing the dialogue on
this subject with the Council.

If you have any questions regarding any of these comments, or if we can provide
further information with respect to these or other regulatory issues, please do not hesitate
to contact Stuart J. Kaswell or me at (202) 730-2600.

Respectfully submitted,
/s/ Richard H. Baker

Richard H. Baker
President and CEO

CC: The Honorable Sheila C. Bair, Chairman, Federal Deposit Insurance Corporation
The Honorable Ben S. Bernanke, Chairman, Board of Governors of the Federal
Reserve System
Edward J. DeMarco, Acting Director, Federal Housing Finance Agency
The Honorable Gary Gensler, Chairmam, Commodity Futures Trading
Commission
The Honorable Debbie Matz, Chairman, National Credit Union Administration
The Honorable Mary L. Schapiro, Chairmam, U.S. Securities and Exchange
Commission
John Walsh, Acting Comptroller of the Currency



