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Hedge Funds and Systemic Risk
Missing from the FSOC's Agenda

By Gregg Gelzinis September 21, 2017

On Friday, September 22, Treasury Secretary Steven Mnuchin will preside over a meet-
ing of the Financial Stability Oversight Council (FSOC)—the fourth meeting since he
assumed the chairmanship more than seven months ago." The FSOC is a new regula-
tory body created by the Dodd-Frank Act to address systemic risk in the financial sector,
playing a role that was severely lacking in the run-up to the 2007-2008 financial crisis.
However, missing from the agenda once again is an update on the FSOC’s investigation
into the potential financial stability risks posed by the hedge fund industry. The FSOC
formed a working group in April 2016 that has performed cutting-edge research on this
topic over the past year. Although the hedge fund industry generally opposes even the
existence of this working group and its inquiry, the FSOC’s hedge fund work stream is

too important for President Donald Trump or Secretary Mnuchin to shut down.

This issue brief first outlines the need for robust financial sector systemic risk oversight. It
then details the compelling analytical framework the FSOC’s hedge fund working group
developed last year regarding the potential financial stability risks that hedge funds pose.
Next, the brief uses the case of Long-Term Capital Management (LTCM), as well as
research on the financial crisis, to demonstrate that the FSOC'’s framework for hedge fund
risks is not merely theoretical. Finally, the brief highlights the regulatory improvements
that the Dodd-Frank Act has made in this issue area, concluding that the FSOC’s work

must continue and that additional legislative and regulatory actions may be appropriate.

Systemic risk oversight

One of the key lessons learned from the 2007-2008 financial crisis was that no single
regulatory body was responsible for assessing and responding to risks across the finan-
cial sector.” Before the crisis, regulators were focused on their respective portion of the
financial system. However, a lack of meaningful and sustained communication among
regulators, and of a systemic risk mandate, proved to be a shortcoming in the promotion
of financial stability.> The Dodd-Frank Act established the FSOC to fill this regulatory
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gap. The FSOC brought financial regulators together to communicate regularly; Dodd-
Frank tasked it with investigating threats to financial stability that emerge across the

financial system and gave it the tools to respond effectively.*

One area of the financial sector that the FSOC is closely analyzing is the hedge fund
industry. In 2014, the FSOC began in earnest its review of the asset management sector
by hosting a public conference to learn more about how the sector functions and how

it might pose certain risks to financial stability.’ Since that conference, the FSOC has
sought public comments on its asset management work and has provided public updates
on its findings and next steps as the analysis has progressed.® Through this work stream,
the FSOC identified the growing $3 trillion hedge fund industry as a subsector worthy
of a closer look and established a working group to further explore the risks associated

with hedge funds.” (see Figure 1)

FIGURE 1
Hedge fund assets under management have grown significantly
over the past two decades
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Source: BarclayHedge, "Hedge Fund Industry," available at https://www.barclayhedge.com/research/indices/ghs/mum/Hedge_Fund.html (last
accessed June 2017); author's calculations using the Federal Reserve Bank of Minneapolis' estimate for 2017 consumer price index; see Federal
Reserve Bank of Minneapolis, "Consumer Price Index, 1913-," available at https://www.minneapolisfed.org/community/teaching-aids/
cpi-calculator-information/consumer-price-index-and-inflation-rates-1913 (last accessed June 2017).

Industry groups have pushed back on the notion that hedge funds could pose a systemic
risk to the U.S. financial system. In 2015, the Managed Funds Association—the primary
trade association for the hedge fund industry—stated, “We do not believe that any of the
risks identified by the FSOC rises to the level of systemic risk to the U.S. financial system.”
However, the FSOC'’s hedge fund working group has articulated a convincing theoretical
framework for how the hedge fund industry might threaten financial stability.”
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Hedge funds and systemic risk

The concept of leverage is at the heart of the FSOC’s framework. Leverage increases risk
at hedge funds in a similar manner to the way it increases risk at other financial institu-
tions: By using significant leverage, high levels of debt, and low equity, a firm can absorb
fewer losses and is more likely to fail in times of financial stress. While the hedge fund
industry in aggregate is not highly leveraged, there are several highly leveraged indi-
vidual funds.'’ Jonah Crane, the FSOC’s former deputy assistant secretary, also noted
in his public update last November, “Fund strategies that typically employ the highest
amounts of leverage have grown as a percentage of overall hedge fund assets.”! As of
the second quarter of 2015, the weighted averages for three common leverage measures
were roughly four times higher for the top 10 largest hedge funds compared with the
weighted averages for the hedge fund industry as a whole." This clearly demonstrates
that leverage is highly concentrated at the largest hedge funds. In fact, the Financial
Markets Monitor for the second quarter of 2017 from the Office of Financial Research
(OFR) includes a deeply concerning note on hedge fund leverage. The OFR writes that
the top 10 percent of macro and relative-value hedge funds, two types of strategies that
employ large amounts of leverage, have been levered 15-to-1 over the past several quar-

ters and control more than $800 billion in gross assets."

While leverage may make stress or outright failure during a financial shock more likely
for a hedge fund, the question for financial stability purposes is whether and how that

hedge fund transmits stress or risk to other financial institutions.

The two key transmission channels, or the mechanisms through which stress can be
passed on from hedge funds to other parts of the financial sector, that the FSOC has
identified are fire sales and counterparty exposure.'* If a large, highly levered hedge fund
were to undergo significant stress, it may have to resort to asset fire sales—the liquida-
tion of potentially illiquid assets at steep losses—to raise cash to meet its obligations.
Selling assets at steep losses can affect prices across entire asset classes. Financial institu-
tions ranging from banks to insurance companies may then face increased stress from
margin calls—demands from creditors for more cash or collateral—if those creditors
question the updated value of the same assets. Margin calls and creditor concerns could

lead to more fire sales at other financial institutions, propagating a dangerous cycle.

The other transmission channel is counterparty exposure. Counterparty exposure refers
to the potential for the failure of one financial institution to cause stress or failure at
another financial institution due to financial contracts that the institutions have with
one another. Large hedge funds that use leverage through loans, derivatives, or repur-
chase agreements with other financial institutions—most notably, prime brokers such as
Goldman Sachs, Morgan Stanley, or JPMorgan Chase—may cause significant problems

at these systemically important banks in times of stress."
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In addition to developing this theoretical framework as a good starting point to inves-
tigate the issue, the FSOC has also identified certain data limitations that need to be
addressed going forward. In November 2016, when the last public update on the hedge
fund working group’s progress was issued, the FSOC outlined five data limitations that
need to be rectified to better understand the risks posed by hedge funds. The limitations
included improved data harmonization and sharing among regulators; more detailed
data on hedge fund exposures; better information on the terms of hedge fund funding to
evaluate asset and liability matching; data on bilateral repurchase agreements; and more
thorough information on posted margin and unencumbered cash.'® Trying to solve

these issues is an important goal of the working group.

Historical perspective and post-crisis reform

History demonstrates that the FSOC’s framework is not merely theoretical. In 1998,
when Long-Term Capital Management, a large and staggeringly leveraged hedge fund,
was on the brink of failure, the Federal Reserve Bank of New York helped facilitate

a private bailout. The bailout was necessary to stave off a potential financial crisis, as
several major Wall Street banks had significant counterparty exposure to LTCM."”
LTCMs failure posed a threat to financial stability. The fund was leveraged 30-to-1 when
looking at its debt-to-equity ratio—turning $4 billion in net assets under management
into $125 billion in gross assets. But LTCM’s use of derivatives meant that its leverage
exposure was significantly greater, topping out at more than $1 trillion."® As a point of
comparison, today, there are dozens of hedge funds with more than $10 billion in net
assets under management." In addition to this lesson from 20 years ago, research from
the Federal Reserve Bank of San Francisco offers evidence that hedge funds were a criti-
cal vehicle through which stress was transmitted during the 2007-2008 financial crisis.*
This analysis of financial sector linkages and spillover effects concludes that the financial

stability risk hedge funds pose is worthy of further investigation.

After the financial crisis, important steps were taken to mitigate some of the risks posed
by the interconnection of banks and hedge funds and to gain more data on this opaque
subsector of the financial system. The Volcker Rule, a core piece of the Dodd-Frank
Act, was passed in part to limit the interconnection between banks and hedge funds.*!
The LTCM debacle is illustrative of the different ways in which bank exposure to hedge
fund risks can play out. In addition to lending to LTCM or serving as a counterparty

to a derivatives contract with the firm, many of the large prime brokers that ended up
bailing out LTCM were directly invested in the hedge fund.*? The Volcker Rule severely
restricted these investments, only allowing banks and their affiliates to invest a small de
minimis amount in hedge funds that the bank sponsors. This limits the potential expo-

sure if a fund were to fail in the future.
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Banks were also exposed to LTCM's failure through their proprietary trading desks, as
these banks mimicked LCTM’s highly leveraged, swing-for-the-fence bets for their own
profit.>® If LTCM had been forced to get out of these bets at fire-sale prices, it would
have had a severely adverse impact on the proprietary trading desks that also held those
positions. The Volcker Rule’s ban on proprietary trading ensures that this form of prop-
trading fueled correlation—in which banks copy hedge fund trading strategies—is

no longer allowed at banks and their affiliates. It is important to note, however, that

as counterparties, prime brokers are still highly exposed to hedge funds through their

credit provision and derivatives activities.

In addition to the Volcker Rule, the Dodd-Frank Act also includes registration and
reporting requirements for hedge funds and private equity funds. The U.S. Securities
and Exchange Commission (SEC) and U.S. Commodity Futures Trading Commission
(CFTC) developed Form PF to implement Dodd-Frank’s reporting requirements.**
These requirements have given regulators a better picture of the trends and risks associ-
ated with the hedge fund and private equity fund industries. Every quarter, the SEC
releases a public report outlining some of the private-fund industry statistics collected
through Form PF and Form ADV, the registration form investment advisers file to the
SEC.” While the SEC report provides a helpful view of the industry in aggregate, its
methods are not helpful for identifying the danger posed by individual highly leveraged
funds.* In addition, Dodd-Frank gave the FSOC the authority to subject systemically
important nonbank firms, including hedge funds, to enhanced Federal Reserve regu-
lation and oversight and established the OFR to, in part, help the FSOC collect and

analyze financial sector data on financial stability risks.””

While the post-financial crisis progress on hedge fund risk must be preserved, more
needs to be done to fully comprehend the potential risks that hedge funds pose to
the financial sector, making the FSOC’s work even more vital. Depending on the
continued analysis of the hedge fund industry, lawmakers and regulators must keep
all options on the table. Although it is perhaps too early in the evolution of this work
stream to start making discrete policy reccommendations, there are several options

to further deal with this potential risk. Policy options include the FSOC using its
authority to designate a hedge fund as systemically important; granting the SEC and
CFTC the authority to impose leverage limits on hedge funds; and more stringently
monitoring prime brokers’” exposures to hedge funds in a coordinated manner. These
options should be carefully vetted in conjunction with the mounting evidence of the

financial stability risks that hedge funds pose.

At the very least, the FSOC should create a formal structure for the ongoing monitoring
of the hedge fund sector. Data from Form PF and other sources, including the OFR’s
ability to subpoena financial sector data, would inform this quarterly or biannual formal
review. Innovation and an evolution of risks in the hedge fund sector mean that the

FSOC’s hedge fund working group should not be a one-off endeavor. At times, in the
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lead-ups to past crises, activities and losses in the hedge fund sector have proven to be a
canary in the coal mine. For example, Bear Stearns’ hedge funds with subprime exposure
collapsed in summer 2007, signaling the impending subprime crisis.*® Regulators would

be well served to pay more attention to the hedge fund sector going forward.

Will the Trump administration ignore the risk?

The LTCM disaster, evidence from the financial crisis, and the FSOC’s theoretical
framework all suggest that the hedge fund sector deserves further investigation and

regular attention.

At this point, it is uncertain whether President Trump and Secretary Mnuchin plan to
continue this important work. But the early signs are highly troubling. On top of the
noticeable absence of hedge funds from the agenda for the first four FSOC meetings,
the Trump administration endorsed the Financial CHOICE Act, which passed in the
House of Representatives in June with no Democrats voting for it.*” The CHOICE Act
would cut the FSOC’s budget in half and drastically limit its authority.*® Moreover,

the Treasury Department recently released a report on bank regulation that endorsed
roughly 75 percent of the recommendations that big banks favored.* This is a worri-
some statistic considering that the hedge fund industry does not support the FSOC’s
hedge fund work stream. It is also worth noting that President Trump’s personal and
professional ties with the hedge fund industry are well-documented and that Secretary

Mnuchin is a former hedge fund executive himself.*

The FSOC’s investigation into the lightly regulated and growing hedge fund industry is

the type of thorough and data-driven systemic risk-related inquiry that the council was
created to perform. It has been 10 months since the public was last updated on this crucial
work stream. In that time, hedge funds have filed an additional three quarters worth of data
through Form PF. At the next FSOC meeting, Secretary Mnuchin should affirm this line
of work and provide a thorough update on new findings, including the concrete next steps
the FSOC has taken to rectify the data limitations outlined in the last public update.

Gregg Gelzinis is a special assistant for Economic Policy at the Center for American Progress.
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