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This Special Report discusses the risks to which banks and broker-dealers (“financial firms”) become exposed as a result of their transactions with hedge funds and the steps that banks and broker-dealers can take in order to mitigate those risks.

As a result of their high level of trading and investment activity and active participation in most capital markets, hedge funds are attractive clients as counterparties to investment banks, commercial banks and broker-dealers. Hedge funds play active roles in most capital markets, with activities ranging from private equity investments, to fixed-income arbitrage, to bets on credit derivatives and even catastrophe insurance.1
This Special Report applies most directly to the practices of banks and broker-dealers doing business in the United States or with U.S. customers. However, as the Special Report notes, international authorities have frequently advocated standards similar to those discussed here, and we believe that international, as well as U.S., financial institutions will benefit from this discussion.

Risks Faced By Financial Firms

Risks And Exposures Faced By Hedge Fund Counterparties: Long Term Capital Management (“LTCM”) And Roles Played By Financial Firms

An example of the potential risks and exposure that banks, broker-dealers and the financial industry face can be found in the near collapse of the hedge fund, Long Term Capital Management (“LTCM”), in 1998. LTCM’s troubles began when the Russian government devalued the ruble and declared a moratorium on future debt repayments, resulting in deterioration in the creditworthiness of many emerging market bonds and corresponding large increases in the spreads between the prices of Western government and emerging market bonds. LTCM, meanwhile, expected the spreads to narrow and suffered major losses on other speculative positions. Moreover, the fund had difficulty meeting margin calls and finding high-quality collateral to maintain its positions.

Due to growing concern about the effect that LTCM’s failure would have on the financial markets, the New York Federal Reserve Bank invited a number of creditor firms to discuss a rescue package for LTCM, which competed with a package offered by Berkshire Hathaway, Goldman Sachs and AIG. Under the new package, which was ultimately accepted by LTCM’s management, 14 prominent banks and brokerage houses agreed to invest U.S.$3.65 billion of equity capital in LTCM in exchange for 90 percent of the firm’s equity. Absent the rescue package, the failure of LTCM, alone, would have exposed the firms to a multi-billion-dollar default.

In response to the events involving LTCM, and as a result of the exposure that financial firms and investors face in their relations with hedge funds, regulators established the Counterparty Risk Management Policy Group (the “CPRMG”), and in 1999 issued both domestic and international supervisory guidance aimed at improving banks’ policies and practices with hedge funds and other highly leveraged institutions.2 In 2005 the CPRMG issued a follow-up report (“CPRMG II”) whose recommendations, if followed, could affect hedge fund performance (either negatively because of increased margin requirements or positively because of cross-margining benefits) and the revenues of financial firms that do business with them.3
Roles Banks And Broker-Dealers Play With Hedge Funds

Financial firms face hedge funds as intermediaries or counterparties, or even establish and manage their own hedge funds, and provide many services and products that expose them to varying degrees of risk in the following areas:

· prime brokerage (securities lending, trading, clearing and settlement);

· loans and other forms of credit extension and credit enhancement;

· structured products;

· proprietary investment in hedge funds;

· offering external funds and in-house managed hedge funds as investment products4; and

· custodial and cash management services.5 

Risks That Hedge Funds Create For Financial Firms And The Financial System

Financial firms’ increasing involvement with hedge funds requires that they fully appreciate the extent of their exposure to related credit, trading, legal and reputational risk in the following scenarios:

· Individual hedge fund failures give rise to credit risk and affect financial firms both as lenders and counterparties to hedge funds, both directly and, indirectly, through the impact of hedge fund failure on other market factors to which the financial firms are exposed;

· A slowdown in the hedge fund industry caused by weak market performance or regulatory tightening could give rise to trading risk, as funds may increase their leverage to generate returns in line with investor expectations and are encouraged by fee structures skewed toward performance; and

· Potential conflicts of interest when financial institutions have multiple relationships with hedge funds (service provider, lender, investor, investee, manager, competitor) may give rise to legal or reputational risks6 and may lead to demands for preferential treatment when a hedge fund is a substantial investor or customer (as in the market timing and late day trading scandals).

Additional risks face the financial services system as a whole, including7:

· the potential for rapid outflows from the sector if hedge funds come to be viewed as unable to deliver the returns expected by investors;

· the possibility that the failure of a major hedge fund or group of funds could significantly damage the viability of a major financial institution, both through direct losses and indirect losses resulting from the failure’s impact on other market risks;

· the possibility that the collapse of a large and highly leveraged hedge fund could threaten the solvency of many financial institutions and result in an overall market crisis, similar to the possibilities that were feared if LTCM had been permitted to fail; and

· the possibility that financial institutions could face a liquidity crisis if they must pay on large and numerous credit default swaps sold to hedge funds relating to a particular prominent issuer (for example, General Motors). 

Guidance For Financial Firms To Protect Against Exposure To Hedge Fund Risk

Since hedge funds have tended not to disclose their investment positions and, more importantly, their strategies, financial firms can find it difficult to determine the extent of their risk exposure in engaging in lending and other transactions with hedge funds. In this context, CPRMG II recommended that banks and broker-dealers seek greater disclosure (“transparency”) from hedge funds in conducting counterparty credit assessments and monitoring prime brokerage relationships, including more measurement and reporting by the funds. CPRMG II also recommended that financial firms 1) implement improved documentation policies and practices and new netting and closeout procedures, 2) adopt policies for complex financial products, 3) review client relationships, 4) change trade execution practices and 5) improve risk management. 

Moreover, since the securities regulators lack authority to impose robust regulation and supervision on hedge funds (and have not indicated an interest in obtaining that authority), banking and securities regulators have relied on financial firms to increase their knowledge of their hedge fund clients’ operations and thereby protect the financial system. This approach — an ad hoc deputizing of the financial firms — is consistent with prior regulatory action in other arenas.8 

Financial Firms’ Documentation Of The Right To Access Counterparty Information
To Improve Transparency, Measurement, Management And Reporting

To improve their understanding of hedge funds’ operations, strategies and positions, a financial firm should document its arrangements with funds to ensure access to important fund information. For example, a typical International Swaps & Derivatives Association (ISDA) form would require hedge funds to provide monthly net asset performance reports to the credit department of the financial institution. The documentation should assure that the financial firm may:

· obtain entity-level portfolio and other data from hedge fund counterparties on a private and confidential basis to assess credit quality;

· periodically review the risk metrics, stress-test methodologies, behavioral characteristics of models and other analytics used by the risk managers of their hedge fund counterparties in assessing the funds’ overall risk profile;

· assess both the quality of the funds’ processes and systems and details of the associated market scenarios;

· obtain disclosure from hedge fund counterparties of contingencies that may have a material impact on the funds’ credit quality (e.g., increases in collateral requirements due to rating triggers); and

· develop and refine internal policies and procedures to manage sensitive data and endeavor to address confidentiality issues. 

Documentation Policies And Practices, Including Netting, Closeout And Related Issues 

The documentation should: 

· establish time frames for completing the negotiation of master agreements and prioritize the negotiation of unsigned master agreements;

· develop a process to identify agreements in need of updating;

· inform senior management and the financial firms’ primary regulator about progress being made in reducing confirmation backlogs;

· decide and coordinate across the relevant master agreements methods for closing out transactions;

· encourage the broad use of netting as a mechanism to reduce settlement risk, including cross-affiliate netting if there is a well-founded basis for believing that it is legally enforceable; and

· provide for appropriate collateral where advisable. 

Among other things, the goal of this documentation process is to:

· harmonize and centralize counterparty risk assessment;

· encourage hedge funds to adopt strong corporate governance;

· focus attention on the credit, legal, operational and concentration/liquidity risks to which credit derivative transactions may intentionally or unintentionally give rise; and

· control risks relating to assignments. 

Due Diligence

Through due diligence, financial firms should attempt to minimize exposure to hedge funds. Attention should be focused on 1) fund managers’ value-at-risk systems to measure and manage overall risk exposures, 2) firm-wide risk management guidelines, 3) stress-testing methodologies and scenarios analysis and 4) regulatory compliance programs. If a fund’s manager is required to register with the U.S. Securities and Exchange Commission (“SEC”), a financial firm should also review the information that a registered manager is required to provide to clients. If the manager is not SEC-registered, a financial firm should consider requesting the information that the manager would be required to provide if it were.

A hedge fund’s risk profile can change daily; therefore, it is important for fund counterparties to ensure that the fund’s manager can effectively manage its business operations and risks on an ongoing basis. 

A financial firm that is counterparty to a hedge fund could profit from closely examining the following matters as a due diligence checklist9:

· a background check of the manager and other key personnel who manage the fund;

· financial conditions that may affect the manager’s ability to meet its contractual commitments and perform its management functions;

· portfolio management processes, including allocation of investment opportunities among clients and consistency of portfolios with clients’ investment objectives, disclosures by the advisor and applicable regulatory restrictions;

· trading practices, including procedures by which the manager satisfies its best execution obligation, uses client brokerage to obtain research and other services (“soft-dollars arrangements”) and allocates aggregated trades among clients;

· the accuracy and completeness of disclosures made to hedge fund investors and regulators, including account statements;

· procedures to safeguard client assets from conversion or inappropriate use by advisory personnel;

· the accurate creation of required records and their maintenance in a manner that secures them from all unauthorized alteration or use and protects them from untimely destruction;

· the methods by which the fund markets its advisory services;

· processes to value assets and assess fees based on those valuations;

· compliance policies and procedures (including review of the manager’s compliance manual);

· business continuity plans; and

· disguised leverage through use of share swaps disguised as loans.10 

Use Of Due Diligence Information

Once financial firms have more exacting standards for the overall due diligence process, they should adjust credit terms on the basis of those higher standards, especially in cases where there has been innovation in the manner in which credit is extended. For example, hedge funds now commonly seek committed facility credit arrangements that provide contingent credit (to protect the hedge fund from the need to liquidate positions too quickly) and seek value-at-risk (“VaR”) margining that incorporates the favorable effects of netting margin requirements across multiple products.11 Financial firms that offer committed facilities and VaR margining to hedge funds in this manner should scrutinize the effect that these and other innovations have on their exposures and adjust credit terms accordingly.

Moreover, with the information thus obtained, financial firms should improve their risk measurements of a hedge fund’s activities and then:

· require increased collateral to address credit quality;

· implement robust credit models that are stress-tested to project impacts on liquidity;

· be alert to the potential for excessive leverage in the system (arising from a liberalization of credit terms, increased utilization of credit facilities under pre-existing terms or the development of new structures that facilitate the taking of leveraged positions in new forms);

· determine what actions are appropriate and take into consideration individual counterparty and sector risk issues;

· ensure that their risk measures and analyses comprehensively capture the full range of actual and contingent exposures, such as loan commitments;

· report periodically to senior management regarding commitments and collateral polices and practices; and

· monitor exposure on a frequent basis. 

Development Of Internal Infrastructure

In addition, financial firms should strengthen their own risk management infrastructure to deal with hedge funds. Each kind of activity that a financial firm conducts with a hedge fund may require the implementation of specific measures, including:

· establishment of effective internal communication as to 1) classes of activities that are subject to the review process, 2) involvement of independent control personnel, 3) reasonable expectations concerning the performance of operational and related infrastructure to support new products and 4) the ability to curtail activities (if necessary);

· requirements that hedge fund transaction review processes have the following minimum features: 1) effective internal communication of classes of activity that are subject to review, 2) involvement of independent control personnel, 3) adequate training of sales and related personnel and 4) appropriate review of documentation;

· dedication of a fully independent group of professionals who are fully responsible for all aspects of model verification, including final approval of all changes in model design and specification;

· provision to their primary supervisors of timely quantitative and qualitative risk-related information on a regular basis and being prepared to provide such information on an ad hoc basis when necessary; 

· incorporation into their public disclosures of descriptions of the roles the firm plays (market maker, transaction structurer, distributor, investor), discussions of how complex products are addressed in the firm’s risk management framework, etc.; 

· greater attention to the full range of exposures the firm faces in the variety of relationships that it has with hedge funds, especially by paying attention to the conflicts of interest, legal and reputational risks that can arise — hedge fund activities should be integrated into the firm’s broader compliance program;

· improvement in the overall discipline of the firm’s stress-testing regime, which may not necessarily provide an effective measure of vulnerability to loss under more severe market conditions:

· stress-test results must be used by banks to inform their judgments on the scale of exposure that they are willing to take to individual hedge funds or groups of funds;

· banks need to consider assessments of their stress-level exposures to hedge funds in tandem with stress tests of their own market risks to inform an overall judgment on the extent of capital market trading-related risks that the bank is taking on, especially in relation to unlikely but high-impact events;

· understanding funds’ valuation policies and procedures, including pricing sources, methodology for evaluating multiple “official” settlement prices, determination of liquidity and the frequency of valuation;

· conducting due diligence on the market, credit, sovereign, operational and liquidity risks presented both by a hedge fund’s entire portfolio and by the portfolio’s subcomponents (by strategy, asset class, type of institution, geographic region or industry sector); and

· reviewing hedge fund managers’ tests of market risk models. 

Prime Brokerage

Prime brokerage is a line of business that, in its most basic form, involves the execution, clearance and settlement of transactions between parties, typically hedge funds, that are actively trading in the market.12 Prime brokerage has been offered by broker-dealers since the early 1980s and has evolved into an increasingly diverse bundle of services through which financial firms act both as intermediaries for, and counterparties to, their hedge fund customers. Prime brokers usually derive income from three sources: 1) transaction processing fees and brokerage commissions, 2) interest on margin and credit balances, and 3) dealers’ spreads gained in principal transactions. Prime brokers seek income most of all from trading commissions and dealers’ spreads.

Problems Areas And Suggested Solutions

The difference in roles between acting as a broker/agent and a counterparty or lender can give rise to conflicts of interest that must be addressed by financial firms, on pain of losing business or even being forced to abandon the prime brokerage space. The following specific problem areas, and suggested solutions, deserve close attention by senior management of prime brokers:

· failure to maintain a barrier between confidential customer information and the firm’s proprietary trading desks (can be avoided by physically and electronically separating operations and using personnel exclusively dedicated to prime brokerage)13;

· offering overly generous credit enhancement or credit limits in consideration of receiving brokerage commissions or dealer spreads (can be avoided by giving senior credit officer ultimate authority);

· placing excessive reliance on a particular hedge fund or family of hedge funds that, if there is a downturn, may expose the firm to credit and settlement risk (can be avoided by directing marketing to a broad client base);

· failure to obtain sufficient ongoing information about the hedge fund’s projected investment strategies and performance in order to anticipate the need for additional collateralization (can be avoided by scheduling periodic due diligence visits and calls); and

· having a false sense of security that models governing the timing of margin calls, including VaR, stress-testing and back-testing, will provide sufficient notice to take protective action in all scenarios (it is prudent to be conscious of the possibility).14
In addition to these oversight issues, as a practical matter prime brokers should pay close attention to specific areas that, if they are overlooked, can cause day-to-day operations to rapidly melt down:

· failure to monitor and track collateral whose hypothecation or rehypothecation is not permitted under the terms of the customer’s agreement (can be avoided by requiring sign-off of collateral management group before agreement can be executed);

· failure to continuously reconfirm with a customer the volumes and types of transactions in which the customer plans to engage, as well as the jurisdictions and currencies in which trading will occur (again, can be avoided by periodic due diligence visits and calls);

· failure to maintain surveillance of electronic trading systems to ensure they are not being used improperly and not having a contingency plan in place to deal with technical failures or market disruptions (can be avoided by subjecting each system to regular testing and using techniques such as site key verification); and

· failure to know the customer and confirm authority of key personnel, including the investment manager, to execute transactions (can be avoided by requiring customer to submit evidence of authority, such as offering document, resolutions or partnership agreement and updates of same).

Regulatory Issues

One example of regulations that have a direct impact on prime brokers is found in the SEC’s rules governing short sales, which were most recently revised upon the adoption of Regulation SHO in 2004.15 That regulation imposes “locate” and “close-out” requirements on broker-dealers to prevent potentially abusive “naked” short selling in which the seller engages in a sale to manipulate the market. Under Regulation SHO, the broker-dealer handling the transaction must have reasonable grounds, before effecting a short sale, to believe a security can be borrowed so that it can be delivered on the date delivery is due. A “locate” must be made and documented before effecting the short sale. Broker-dealers that participate in a clearing agency (e.g., the Depository Trust Company) must “close out” open delivery failures with respect to securities in which a substantial number of failures to deliver have occurred (“threshold securities”) for 13 consecutive settlement days. Affected broker-dealers must purchase securities of like kind and quantity and may not effect any further short sales in the threshold security without entering into a bona fide agreement to borrow the security (a “pre-borrowing” requirement).

Another prime brokerage service that has drawn the attention of the SEC is capital introduction.16 Prime brokers sponsor investor conferences or arrange individual meetings and prepare information documents to bring together hedge fund managers with potential investors. Although the major prime broker firms are careful to disclose their relationship with the funds and pre-qualify the potential investors, the SEC is looking into these services and the way they are disclosed to investors.

A trend to allow unlimited pension fund investment in hedge funds also requires increased regulatory attention. If benefit plan investors, including individual retirement accounts (“IRAs”), governmental plans and non-U.S. plans, own more than 25 percent of any class of equity in a hedge fund (disregarding interests held by the manager and its affiliates), a prime broker to the fund confronts the challenge of serving a customer that holds assets regulated by the Employee Retirement Income Security Act (“ERISA”).17 As a general matter, any transaction, including securities lending, between a prime broker and a hedge fund holding ERISA-regulated funds (a “Plan Asset Fund”) must be covered by a prohibited transaction exemption if the prime broker is to avoid exposure to significant penalties. The primary exemption that may apply to such a transaction is an administrative exemption issued by the Department of Labor for “qualified professional asset managers” (a “QPAM”).18 In order to utilize the QPAM exemption, the manager of a Plan Asset Fund must be a registered investment adviser (under either federal or state law) that meets a number of tests regarding minimum net worth, assets under active management and diversity of client assets; other restrictions apply with respect to related parties of the manager, as well as the qualification of specific transactions as they relate to the prime broker or its affiliates (unless no more than 10 percent of the interests in the hedge fund derive from a single employer’s pension plans). Another exemption may be available if the transaction involves the lending of securities by the Plan Asset Fund to the prime broker, subject to its own set of restrictions and qualifications.19 

Conclusion

Regulators and the financial services industry itself appear to have determined that the current regulatory framework does not directly address the risks posed by hedge funds — either individually or systemically. As a result, guidelines and best practices are evolving to ensure that financial firms’ dealings with hedge funds (in various capacities) protect financial firms as counterparties and the financial system. These guidelines and industry practices include documentation, due diligence and the development of an internal infrastructure.

NOTES

1 Resistance to Systemic Risk May Be Eroded (John Pender, February 15, 2005).

2 See Report of the Counterparty Risk Management Policy Group 1999.

3 See “Toward Greater Financial Stability: A Private Sector Perspective,” Report of the Counterparty Risk Management Policy Group II (July 27, 2005).

4 CSFB Review (March 9, 2005) and Statement of Julie L. Williams (October 1998).

5 Statement of Julie L. Williams (October 1998).

6 CSFB (March 9, 2005).

7 Remarks by Chairman Alan Greenspan to the Federal Reserve Bank of Chicago (May 5, 2005) and Keynote Address of President Timothy F. Geither of the Federal Reserve Board (November 17, 2004).

8 Essentially, in order to ensure that hedge funds are not participating in excessively risky or inappropriate practices, financial firms need to balance the demands of their fund clients against potential misuse by the funds of complex structured transactions and inadequately monitored day-to-day trading practices.

9 Based on SEC Rules 204-3, 206(4)-4, 206(4)-7 and the requirements of Part II of Form ADV (which sets forth the routine information that a registered adviser is required to provide to clients). 

10 In one case a bank improperly characterized total return swaps as loans. Through these swaps, the bank extended credit on the mutual fund shares in amounts beyond what the margin regulations allow. See SEC Release No. 33-8592 (July 20, 2005).

11 There has been a trend for some time, encouraged by regulators, for financial firms and their counterparties to enter into netting arrangements not only within a single product (i.e., a loan, swap, option or other derivative product) but also among different products, and even with affiliated entities. 

12 See Report of the Counterparty Risk Management Policy Group II (July 27, 2005).

13 Speech by Annette L. Nazareth, Director of Market Regulation, U.S. Securities and Exchange Commission, Remarks before the SIA Compliance and Legal Division Member Luncheon (July 19, 2005).

14 See Hedge Fund Roundtable, SEC File No. 05-007-03 (May 14, 2003).

15 SEC Release No. 34-50103 (August 6, 2004).

16 Testimony Concerning Investor Protection Implications of Hedge Funds by William H. Donaldson, Chairman, U.S. Securities and Exchange Commission, before the Senate Committee on Banking, Housing and Urban Affairs (April 10, 2003).

17 Currently proposed legislation, if enacted, would significantly modify the thresholds that would subject a hedge fund to ERISA regulation.

18 U.S. Department of Labor Prohibited Transaction Class Exemption 84-14.

19 U.S. Department of Labor Prohibited Transaction Class Exemption 81-6. A proposed amendment to this exemption would also allow such a transaction with certain offshore broker-dealers.
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