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i.  Executive Summary
A new source of financial vulnerability for developing countries lies in the rapid growth of hedge funds, and more broadly highly leveraged institutions, HLIs.  Though having positive effects, these actors have features which can make then very problematic.  These include the fact that they can play an important role in triggering or deepening crises.  
These problematic features include lack of regulation, the lack of limits on their leverage, their opaqueness and their particular compensation structure.  All these factors make market failures more likely; this also implies that market based controls (such as counterparty risk management) have serious limitations.

These are therefore both theoretical and empirical reasons for public initiatives to improve transparency and regulation of hedge funds and other HLIs.  The recent financial turmoil has added urgency to the need to limit sources of potential systematic financial risk, even though hedge funds played some - but not a central role – in this turbulence.

The Malaysian and Hong Kong experience during the East Asian crisis show that economic authorities can sometimes successfully curb the speculative activity of actors like hedge funds.  However, the Brazilian experience in the late 1990’s shows the limits of the effectiveness of government policies.  It is also interesting that East Asian countries (for example Hong Kong) have introduced quite advanced measures to improve transparency and regulation of activities of hedge funds.

The sub prime crisis in the developed world has again shown how new actors (such as hedge funds and private equity) and new instruments (such as derivatives) can pose unexpected risks.  Hedge funds, particularly those called Quants, which use computerised models, have contributed to deepen the crisis.  Margin calls on hedge funds from lenders forced their sale of assets, which caused severe downward pressure on prices.  Reportedly, the U.K. Northern Rock crisis was accentuated by severe short-selling by hedge funds of Northern Rock shares.

Hedge fund assets under management in developing countries have grown dramatically in the last few years, increasing four-fold since 1999.  One favourite vehicle of this activity is the carry trade, which can lead to overshooting in exchange rates, away from their fundamental value, as illustrated by the Brazilian experience.

Growth in Asia has been particularly strong.  Asian regulators emphasise that measures for transparency and regulation in some Asian centres have gone further than in developed countries.  However, new concerns arise as result of large increases in number of hedge funds.

There is consensus that there are three areas of public concern related to hedge funds: financial stability, market integrity and – to a far lesser degree – investor protection.

Since the LTCM (a hedge fund) 1998 crisis, there has been an intense debate worldwide, including among regulators, about risks that unregulated hedge funds might pose to financial stability. The influential 2000 Financial Stability Forum Report as well as other reports, though not recommending direct regulation of hedge funds, left open this option if other recommendations were not effective.  The 2007 FSF Report stressed great expansion of HLI activity and expressed concern over erosion in counterparty discipline, linked to competition.  

Legislative and other attempts to enforce greater disclosure by US hedge funds have not been on the whole implemented, as blocked in Congress or the courts.

The Deutsche Bundesbank is amongst the national supervisory authorities most concerned about possible risks to global financial stability posed by hedge funds.  It has also made a number of important proposals, stressing the need for international action.

There have also been a large number of private sector proposals.

Our modest proposals relate firstly to improved information, area on which there is growing consensus, but insufficient action.  Improved information on total hedge fund risk exposure, leverage and positions (both long and short) would be valuable both to authorities, other market actors and hedge funds themselves.

We discuss the key issues of what is to be disclosed, with what periodicity, at what level of aggregation and to whom.  A minimum would be to have total aggregate positions by HLIs in different markets and countries reported.  In this aspect our proposal builds on the Deutsche Bundesbank proposal of creating an international credit register, as well as on the ECB’s emphasis on the need for international measures.

Though indirect regulation (via counterparties, such as banks) is currently the preferred regulatory route, this may be insufficient.  Although more difficult and harder to agree internationally, some direct regulation of hedge funds seems desirable to avoid threats to financial stability.  A simple, but potentially powerful, proposal would be to require minimum amounts of margin.  Other variables that could be limited would be the level of leverage or aggregate long or short positions of HLIs.  

An alternative or complementary proposal would be to have a code of conduct.  A further measure that deserves consideration is the regulation of electronic broking in foreign exchanges.

If sufficient action is not taken internationally, developing countries may have to rely on national policy solutions, even though these are clearly second-best to internationally coordinated measures.

Some of the measures to be taken nationally may involve on occasions some forms of capital control as implemented in countries like Malaysia and Singapore. Interventions like that of Hong Kong, though risky, may be effective. Such drastic measures are justified in exceptional circumstances.  In “normal” times developing countries could attempt to limit HLI total positions and improve minimum margin requirements.  This could both reduce financial systemic risk and constrain negative macro-economic impacts of HLIs, e.g. on exchange rate overshooting.  Improved disclosure requirements would also be very important.

Further research is needed on what disclosure and regulatory measures would be most effective in developing countries to help protect financial stability and market integrity whilst also encouraging deep and liquid markets.  Such research should be interactive with policy-makers in both developed, and especially developing, countries.
1. Introduction

Private capital flows to developing countries have increased significantly since the early nineties.  Though these flows have had significant benefits, they have also led to numerous developmentally and fiscally costly crises in developing countries; such crises led to large falls in GDP and important increases in poverty. Thus, it was estimated that over the last quarter century, banking and currency crises have reduced incomes of developing countries by around 25% (Eichengeen, 2004). Our estimates of forgone output in the four East Asian countries hit by the 1997/8 crisis, - Indonesia, Thailand, Malaysia and Thailand - reached over US$900 billion in five years (Griffith-Jones and Gottschalk, 2006).
Developing countries are less vulnerable to the crises they had experienced in the last two and a half decades.  This is because many of them have large current account surpluses and strong foreign exchange reserves; furthermore, their level of external debt tends to be lower, in proportion to exports, than in the past and the average maturity of this debt is longer.

However, in spite of these efforts, developing countries face new sources of financial vulnerability. 

1)   A first new source of financial vulnerability for developing countries lies in the existence, and rapid growth, of new actors - such as hedge funds (HFs) - as well as new instruments, such as derivatives.  Though having positive effects, these new actors and instruments have several features which make them very problematic both for developed and particularly for developing countries.  In the case of HFs, as discussed in more detail below, this includes their opaqueness, their frequent high level of leverage, and the fact that they are practically unregulated in their source countries and in the offshore centres from which they to an important extent operate.  Furthermore, HFs are increasingly important actors in developing countries; thus, they accounted for 45% of trading in emerging markets bonds.

2)   A second source arises from the risks of a serious slow down of the developed economies’ growth, resulting from recent financial turbulence and/or adjustment of global imbalances.  This could have large negative effects, via the trade channel, on both low-income and middle income countries’ growth and poverty reduction.  Lower income countries would mainly be affected by a fall in commodity prices, whilst middle-income economics would suffer more from a slower growth of export volumes.  Furthermore, there is always the risk of contagion from current serious financial problems, for example via sharp falls in asset prices, spreading to developing economies. One possible important channel of financial contagion is through HFs and derivatives, as previous crises have shown. Though at the time of writing, fortunately this contagion was limited, the risk of it occurring is non-negligible and the impact could be large on growth, investment and poverty reduction.

This paper will focus on HFs, their benefits and the serious risks they pose.  It will also examine the different possible policy responses including improved transparency as well as indirect and direct regulation.  We will study first the very strong need for global transparency and regulatory responses, as HFs and other financial agents act globally; we will also analyse, in a second-best world where such essential global measures do not exist, policy measures that developing countries have and can take at a national level.

An important caveat has to be made.  Financial crises are complex and have many causes.  Bad country fundamentals can cause or accentuate crises.  However, the inherent instability in the functioning of financial markets - due to prevalent market imperfections - is often a main or major cause of crises (Keynes 1936: Kindleberger 1978; Stiglitz 2001).  Within financial actors, hedge funds clearly played important roles in triggering or deepening crises like that of the ERM, those in Mexico, East Asia, Russia, LTCM and Brazil; HFs have also played an important role (though until now apparently not a central one) in the current financial turmoil.

The critique is however broader.  Market failures and imperfections prevalent in poorly or insufficiently regulated financial markets which have grown explosively and become increasingly globalised have meant that in the last two decades financial crises have become both very frequent and very costly.  There is therefore a need, across the board, for more effective and more comprehensive transparency and regulation, both by countries and globally, to help achieve better outcomes for the real economy and the financial sector itself.  Effective transparency and regulation implies measures that both encourage financial development and innovation, which will support economic growth, while preventing excessive risk-taking that may have very negative effects on the financial sector, the economy more broadly, and especially on people, therefore regulation should be comprehensive and cover all actors of the financial system.  If this is not done, as occurs presently, less transparent and less regulated or unregulated actors (such as HFs) tend to expand more rapidly, and are more likely to pose far greater risks.

Indeed, HFs are in many aspects similar to other highly-leveraged institutions (HLIs) such as the proprietary desks of investment banks and therefore pose similar risks; however, presently, they are far less regulated. Therefore, to avoid regulatory arbitrage it is important that similar regulations are applied to all HLIs, including HFs.

To summarise, though it should not be exclusive, the recent emphasis placed on HFs and complex financial products, for example in the G8 Summit statement at Heiligendamm in Germany, and by statements by German and other European authorities, is very appropriate.  Because HFs are so non-transparent and have practically no regulation they can clearly pose a number of dangerous risks, which we will outline below.  Some of these risks could have very problematic effects on developing countries, given the large importance of HFs (45%) of trading in emerging market bonds and 47% of trading in distressed debt (FSF 2007).

2.  The case for policy action

There is wide recognition that there are at least three grounds for improving transparency and regulation of financial institutions: systemic risk, market dynamics and investor protection.

The first reason is to limit systemic risks and so ensure the safety of the financial system as a whole.  Ensuring financial stability, and reducing systemic risk so as to avoid “systemic crisis”, has emerged as a top policy concern around the world amongst most Central Banks and international financial institutions. According to senior officials of the New York Federal Reserve bank, (Kambhu et al, forthcoming) an essential feature of systemic risk is “the potential of financial shocks to lead to substantial, adverse effects in the real economy, e.g. by causing a reduction in productive investment or destabilising economic activity, ”for example by reducing credit provision”. Thus HFs create systemic risks to the extent that they can disrupt the ability of financial intermediaries or financial markets to provide credit.  This can happen through the liquidation of a HF leading to sharp declines of asset prices, creating uncertainty about credit risk and disrupting credit creation in broader financial markets; this can happen also through banks e.g. via them reducing their direct exposures through their lending to HFs, or indirectly through reduced liquidity to other banks or HFs, (see for example, U.S. President Working Group on Financial Markets 1999, FSF 2007).

It is important to stress that there is wide recognition that it is precisely the defining characteristics of HFs that create the potential for them causing or accentuating large financial market disruptions (Kambhu et al. op.cit, Chan et al. 2006, De Brouwer 2000 and others).  These key characteristics of HFs are:

a) they are not restricted by the type of trading, strategies and financial instruments they can use; 

b) there tends to be no regulatory limit on the amount of leverage hedge funds can use; many authorities and experts have emphasised this as a key concern for systemic risks linked to HFs;
c) opacity to outsiders, also linked to lack of regulation.  This opacity and lack of regulation means that not only regulators, but also other market actors (including banks lending to them, called prime brokers) have little knowledge about hedge funds and their risks; 

d) hedge funds have specific and different compensation structures from other institutional investors.  Hedge funds’ fees increase sharply if profits are very high, but fall only mildly with poor performance (Rajan 2005); this provides strong incentives for hedge fund managers to take on more risk and leverage than other institutions.

Indeed, hedge funds’ opacity and incentive structure increase the risks that they disrupt broad financial market activity as managers turn to high-risk strategies.  Leverage, in turn, can amplify the impact of a given shock and result in wider and larger losses, as occurred in the 1998 LTCM crisis.  Furthermore, as discussed below, significant losses by hedge funds, especially those basing decisions on “sophisticated” computerised models called Quants, contributed to increasing uncertainty and widely used by hedge funds amplified the current crisis in the developed countries.  Also, the complexity and heterogeneity of instruments, especially derivatives, makes it more difficult for them to unwind their positions, often exacerbating their market impact.

As pointed out, other financial actors partially share some of these features; hedge funds just have them in a far larger degree.  Therefore, policy measures, thought more urgent for hedge funds, should not be limited to them alone.

As discussed below, the first line of defence against hedge funds causing systemic risk is counterparty risk management exercised by banks and security firms.  However, specific market failures, which are particularly acute in hedge funds, limit the effectiveness of such market based controls.

There are for example agency problems; this arises from participants’ different incentives; in a context of imperfect information, this implies that the principal, the counter-party, cannot control the agent, in this case the hedge funds.  Hedge fund opacity and their fee structure imply this market failure will lead to excessive risk-taking by hedge funds.  Externalities and lack of provision of public goods are also an important market failure relevant in this case.  Whilst every bank should monitor its exposure and limit excess risk-taking by hedge funds, there are incentives to “free-ride” on efforts of other banks; the underprovision of monitoring by private actors provides a rationale for official sector intervention (Kambhu et al. op.cit).  Finally, competition for hedge fund business can erode counter-party risk management, and lead to low spreads, too low initial margin levels and lax collateralisation practices.  This is a concern which emerged already in the wake of the Asian and LTCM crisis (U.S. President Working Group on Financial Markets 1999), and is reflected in more recent discussions by key actors (Bernanke 2006; Weber 2007 and FSF 2007).  It also arose, in interviews carried out by the main author of this paper in Brazil, where some banks not only highlighted the erosion of counterparty risk management (e.g. not requiring any margin on certain products) by them due to strong competitive pressures but actually suggested that the Central Bank should design regulation to prevent them taking such excessive risk.  It could be said the banks, that were acting as prime brokers, were asking regulators to protect them against themselves, as reflected in their own and their counter-parties’, e.g. hedge funds, excessive risk taking.  

Besides concerns of systemic stability, the literature tends to focus on two issues that would justify improved transparency and regulation of hedge funds; these are market dynamics and investor protection (see, for example, Crockett 2007).  The former concern may be also especially important from a developing country perspective, given the risk that hedge funds and other HLIs exacerbate pro-cyclical trends in crucial macro-economic variables, such as exchange rates, contributing to overshooting both in the face of devaluation and appreciation pressures.  This may have severe negative macro-economic effects (see, for example, Dodd and Griffiths-Jones 2006) for an analysis of Brazil and Chile; the FSF (FSF 2000) emphasizes how large players such as hedge funds had a disproportionate effect on market prices during the East Asian crisis.

As regards investor protection, a traditional argument against regulating hedge funds has been that their investor pool relates to wealthy and supposedly sophisticated investors, who have the understanding and wealth to protect their own investors.  However, as hedge fund investing has spread to retail investors and - to an important extent - to funds managing pension funds, calls for regulation of hedge fund for investor protection reasons have increased and may have some important justification.

More generally, the concern with market dynamics relates to fears that hedge fund activity can drive prices away from equilibrium values and create instability.  This could happen as a result of market abuse (collusion by market actors, here powerful actors can profit by moving the system from a “good” to a “bad” equilibrium) or through “herding” as individual actors respond similarly.  This “herding” can accentuate the procyclical trend in market prices.  The latter can happen, as in the LTCM crisis, when unexpected market events cause large losses to leveraged institutions; as these are forced to close market positions (sell) market liquidity dries up and asset prices can fall sharply. Furthermore, hedge funds use momentum trading (that is buy assets if their price has risen a great deal and sell when prices are falling) to a greater extent than other financial actors; hedge funds greater use of momentum trading, especially when prices are falling, is linked to their higher leverage. Momentum trading, which ignores fair value or equilibrium values, by definition leads to overshooting of prices, which is harmful for both financial and macro-economic stability, as well as growth.

There are therefore a number of theoretical and empirical reasons for improving transparency and considering the best form of increased regulation of hedge funds, if appropriate. It seems that the issues relate not so much to whether, but how this should be done. There seems to be here a common interest between developed and developing countries for internationally coordinated measures, which - though difficult to agree politically - would be the most effective. Should these not be implemented (which would be a first best, given that HLIs are global institutions) there are policy options for developing countries to adopt. 

We will discuss both international and national measures below. Before we do that we will examine the history of speculative attacks, especially in Malaysia and Hong Kong, during the Asian crisis, and the way in which their authorities defended themselves successfully against those attacks. We will also make a brief reference to the Brazilian experience, both during the 1999 crisis, as well as the problems created in the 2000s, with HLIs and other financial institutions contributing towards excessive appreciation of the currency, a problem common in recent years to many developing countries. We will then briefly refer to the current financial turmoil. Then, we will examine the history of the discussion on increased transparency and regulation since 1999, and finish with some modest proposals, as well as a suggestion for future research

3 Country Experiences

MALAYSIA
An example of the problematic effects of hedge funds was provided by the experience of Malaysia during the East Asian crisis (for a good summary of the debate on hedge funds’ role, see de Brower, 2001; for a more detailed analysis see Rodrik and Kaplan 2001). The Malaysian experience also provides a good example of how capital controls can - in certain circumstances - be effective in curbing speculative attacks and their negative effects.

Malaysia entered the Asian financial crisis with relatively strong fundamentals, and a much smaller share of short-term external debt in the total than neighbouring countries; short-term debt was also well below its foreign exchange reserves, which made it less prone to a run by foreign creditors.

Nevertheless as a country with a very high level of indebtedness overall, it was quite vulnerable to turnarounds in general market sentiment that would be reflected in an increase in interest rates or reduction in credit availability. This was particularly serious in the context of intense contagion as the East Asian crisis spread.

In addition, Malaysia had the world's highest stock market capitalization ratio (310 percent of GDP). The rise in equity prices had in turn contributed to a domestic lending boom, leaving Malaysia in mid-1997 with a domestic debt-GDP ratio (170 percent) that was among the highest in the world (Perkins and Woo 2000,237).

Since June 1997 Malaysia experienced significant amounts of outflows. These outflows comprised mainly portfolio investments by non-residents in the Malaysian stock market. Consequently, stock prices declined by 65%, reducing the market capitalisation to a quarter of its prevailing levels prior to the crisis.

Initially Malaysia also voluntarily took on IMF-type policies.  But this did not work, as the high interest rates added to the corporate and banking crisis; the flexible exchange policy enabled the ringgit to depreciate; the freedom of capital mobility allowed funds to flow out; and the cutbacks in government expenditure added to recessionary pressures.

At the end of June, 1998, alternative policies were formulated. They attempted to reflate the economy through cuts in interest rates and credit expansion, but the attempt to reduce domestic interest rates was undercut by growing speculation against the ringgit in offshore markets.

Those offshore centres provided easy access to ringgit funds for speculative activities. At its peak, offshore ringgit deposits were attracting interest rates in excess of 30%. Such high interest rates demonstrated just how profitable ringgit speculation had become. It also revealed the constraints imposed by external developments on the conduct of monetary policy. Offshore institutions (mainly in Singapore) borrowed ringgit at premium rates to purchase dollars and bet in favour of the ringgit's collapse. The economy's decline continued.

The controls that were established by Malaysia’s economic authorities in September were aimed at finishing this speculation. They were the following:
· To shut down offshore trading, the government mandated that all sales of ringgit assets had to go through authorized domestic intermediaries, effectively making offshore trading illegal.

· All ringgit assets held abroad had to be repatriated. Worried that these measures would lead to an outflow of capital and further depreciation of the currency, the Malaysian government also banned for a period of one year all repatriation of investment held by foreigners.

· Simultaneously, in an attempt to revive aggregate demand, Malaysia lowered the 3-month Bank Negara Intervention Rate from 9.5% to 8%. On February 15th 1999, the Central Bank of Malaysia changed the regulations on capital restrictions, shifting from an outright ban to a graduated levy and replacing the levy on capital with a profits levy on future inflows.

·  In order to not affect FDI or current account transactions, repatriation of profits and dividends from (documented) FDI activities were freely allowed. Foreign currency transactions for current-account purposes (including the provision of up to 6 months of trade credit for foreigners buying Malaysian goods) were also not restricted.

· The ringgit was fixed to 3.8 to the US$.

Regarding the advantages of this policy Rodrik and Kaplan, op cit rightly argue that the results of Malaysian controls have to be evaluated from two different perspectives - financial and economic; from the financial viewpoint, a significant question was “whether the financial segmentation was put to good use?” On this aspect, it is important to highlight that the government had no difficulty in sharply lowering domestic interest rates, and making the fixed exchange rate stick without the appearance of a black-market premium for foreign currency. As an IMF paper states, "there [were] only a few reports of efforts to evade controls, and no indications of circumvention through under invoicing or over invoicing of imports” (Kochhar 1999, p. 8). Another IMF staff report concludes that the controls were effective in eliminating the offshore ringgit market and choking off speculative activity, including that by hedge funds against the ringgit despite the easing of monetary and fiscal policies (Ariyoshi et al. 1999). More systematic, comparative evidence is presented by Kaminsky and Schmukler (2000) and Edison and Reinhart (1999). These papers finds that the September 1998 controls were successful in lowering interest rates, stabilizing the exchange rate, and reducing the co-movement of Malaysian overnight interest rates with regional interest rates.

Furthermore, as Stiglitz (1999) argues, the Malaysian experience showed “that one can intervene in short-term flows, and still provide a hospitable environment for foreign direct investment.”

Indeed, there is now consensus that though fairly drastic, the Malaysian capital controls did not deter future FDI, and that they contributed to curb potentially very disruptive speculation by actors, such as hedge funds. From a broader economic aspect, they were one of several factors that contributed to fairly rapid recovery of the Malaysian economy. 

HONG KONG

In the summer of 2008, East Asia was in the midst of a major crisis and Hong Kong had a recession. There were concerns among investors about the Hong Kong stock market, which had been falling rapidly, and doubts about the survival of the Hong Kong currency peg, in spite of the commitment by the authorities to maintain the currency board (see Goodhart and Dai, 2003, for an excellent discussion of the background, speculative attack and intervention). 

Several factors made Hong Kong’s currency vulnerable to speculative attack. These included: the commitment to a fixed exchange rate, the initial small size of the monetary base, the unrestricted ease of short-selling, in stock spot and index futures markets, and the laxity in the enforcement of settlement. To this was added the ease with which speculators could borrow Hong Kong dollars, either in the interbank market or via swaps with multilateral institutions that had issued a large volume of Hong Kong dollar debt.

Indeed, the hedge funds reportedly launched their attack on Hong Kong after careful planning. The hedge funds had pre-funded themselves by borrowing and sitting on large amounts of Hong Kong dollars. From the beginning of 1997 to the middle of August 1998, over HK$30 billion of one and two-year money was raised through the issue of debt paper in Hong Kong. According to Yam (1999) this “pre-funding” by hedge funds insulated them from the sharp increase in the HK dollar interest rates when the short-selling of HK dollars began.

In this context, a few large hedge funds (HFs) moved to attack both the currency and the stock market. In the view of the Hong Kong authorities, the “double play” proceeded as follows. First, HFs shorted the Hong Kong (spot) stock market as well as the Hang Seng Index futures. Next, by using forward purchases of US dollars and spot sales of Hong Kong dollars, they tried to induce a devaluation. Apparently, the size of the short positions of these HFs in the forex and stock markets were very large. Indeed, the Hong Kong government estimated that speculators sold short Hong Kong stocks for US$6 billion in the first two weeks of August (NBER). 

On 14th August 1998, the HKMA entered the equity market, drawing on official reserves to purchase stocks with the aim of ensuring that the speculators (who were mainly hedge funds) did not profit from their short positions. Prior to the intervention the stock market had fallen by 40% from 1st May 1998 to 13th August 1998. As a result of the intervention the stock market was successfully pushed up. The government stock purchases lasted ten working days. As disclosed by the government the HKMA spent HK $118 billion overall in the process of acquiring shares, representing about 7.3% of such stocks.

Indeed the “Double Market Play” of hedge funds implied the following: (Goodhart and Li, op cit). The speculators simultaneously sold short Hong Kong dollars, both spot and forward, on the foreign exchange market and shorted Hong Kong stocks on both the spot and futures markets. Such massive selling of Hong Kong dollars squeezed the liquidity of the Hong Kong banking system, leading to a sharp increase in interest rates. The stock and futures markets were then under great pressure to fall. Moreover, if under such pressures the HKMA were to give up the Hong Kong dollar peg, the speculators could reap enormous profits from the foreign exchange and, potentially, also the securities markets. The Hong Kong residents, on the other hand, would have to suffer the collapse of their asset markets, and with banks facing serious difficulties, there was a risk of a banking crisis, like what had happened in other Asian countries.

As a result of this massive intervention by the authorities in the stock markets, the HK peg was maintained. Furthermore, the risk premium on the HK$ fell from a high of 1250 basis points in August to 45 basis points in December 1998, comparable to the pre-crisis level. The speculators were defeated. Furthermore, the HKMA actually made a large profit from its intervention when they sold the shares later at higher prices.

The Hong Kong experience is unique for several reasons. Firstly, though risky at the time, it provides a fairly rare example of a very successful government intervention against large speculation by hedge funds. Secondly, it was carried out by a government deeply committed to free markets. Thirdly, the intervention was done through the stock market, which is also quite rate.

From the perspective of this study, it is important to stress the following points. One of the crucial pre-conditions of the successful intervention in Hong Kong was the availability of large foreign exchange reserves; a second pre-condition was quite detailed knowledge by the economic authorities of what the hedge funds were doing. This emphasizes the importance of transparency of information, and its availability to authorities.

Finally, as Goodhart and Li stress the intervention was worthwhile, as “the HK economy with intervention was in a far better condition than it would have been without the intervention.” Nevertheless, it seems better to try to prevent such speculative attacks as the risks and potential costs of intervention can be very large. (See below discussion of Brazilian experience)

The HK Government later created a vehicle to divest the acquired shares, the Tracker Fund of Hong Kong, which was listed in 1999. As mentioned, the Government sold the shares at a large profit.

It is interesting to stress that in addition the government brought in a 30-Point package tightening the regulation of the securities and futures markets, including of course aspects relating to hedge funds. They introduced measures covering short selling, system improvement, risk management, and intermarket surveillance.

The Government introduced a major three-pronged market reform in March 1999.The three “prongs” were the modernisation of the securities legislation, demutualisation and listing of the stock and futures exchanges, and the enhancement of financial infrastructure

Some of the measures in the package include the strict enforcement of the settlement process, imposing a super margin on brokers with highly concentrated positions, introducing the client identity rule, increasing the penalty for naked short selling, creating a new offence for unreported short sales, and introducing new requirements for stock lenders to keep proper records of their lending activities.

In parallel, the stock market re-introduced the up-tick rule (no short selling below the current best ask price) for covered short selling and HKFE tightened the large open position reporting requirements and imposed position limits for HSI  Futures and Options Contracts.

In the period 1999-2003 further modernisation of the regulatory regime and market facilitation took place.
The most significant regulatory development was the enactment of the Securities and Futures Ordinance. Some of the key features were the following:

(a) a new dual filing arrangement that ensures timely and accurate disclosure of information by listed companies and listing applicants. False or misleading disclosure made knowingly or recklessly is liable to prosecution; (b) insider dealing, market manipulation, dissemination of false and misleading information can be pursued either by prosecution or through a new Market Misconduct Tribunal. The Tribunal may impose a range of deterrent sanctions; (c) a single licensing system that brings improved cost effectiveness to licensed market practitioners; (d) the SFC has greater flexibility in determining disciplinary sanctions against licensed practitioners’ misconduct.

The SFC is now considering relaxation of the regulations relating to short selling and

derivatives activity. Relaxation measures applicable to certain market neutral transactions have been introduced. The short selling exemption is expected to enhance the liquidity of both the cash and futures markets.

Furthermore Hong Kong is reportedly poised to relax an important licensing requirement for international hedge fund managers in a move that could help the territory fend off competitive challenges from Singapore and other lightly regulated financial centres.

The move could allow a hedge fund manager to become a responsible officer without taking the regulatory exam. Analysts said the change should help streamline a licensing process that can take 18-20 weeks. Reportedly, however, Hong Kong has so far ruled out following Singapore, where hedge funds can set up shop in less than a week.

It may be a cause of concern that HK, having been so threatened by major disruptions to its economy caused by hedge funds and derivatives is now considering relaxing its regulations, reportedly due to competitive pressures. 

BRAZIL
Brazil had a rather different experience, especially as compared with Hong Kong. In the wake of the Asian crisis, during 1998 and 1999, there emerged speculative pressures on the Brazilian real. These were partly caused by a somewhat overvalued exchange rate and a fairly important fiscal deficit.

However, a big role was played by contagion from the Asian and Russian crisis, as well as LTCM, and the actions of financial actors, including HLIs. One of the main mechanisms for this contagion was through the Brady bonds (Franco, 2000; Dodd and Griffith-Jones, forthcoming). Indeed, hedging strategies for long positions in Russian instruments had been constructed against a short position of the EMBI, (the Emerging Market Bond Index), in which Brazilian paper was very important or against Brazilian paper, which was the most liquid in the market. Franco, op cit argues that there was no question that the way the short selling was done was meant to drive the price of the Brazilian bonds downwards, to reduce losses in Russia.  It has been reported (interview material) that a number of dubious practices were used by market actors, including HLIs, such as short selling a larger amount of bonds that were available in the market. According to Franco, op cit, (then Governor of the Brazilian Central Bank), these transactions carried out offshore violated International Securities Market Association rules, to which trading houses subscribe on a voluntary basis .Reportedly a challenge to these practices by Brazilian banks produced threats of retaliation on the part of the market makers.  This implied a regulatory asymmetry that did not allow Brazilian banks to challenge short sales that were detrimental to market integrity

More generally, pressure on the real was exerted both on the spot and the large foreign exchange derivatives markets by a number of actors including HLIs. The Central Bank tried to resist this pressure and defended the exchange rate by intervention in both the spot, and especially, the derivatives market. The justification for the latter was that in this way the Central Bank would have a better chance to defeat the speculators,  that were highly leveraged. Though the Central Bank was successful in 1997, by 1998 the level of pressure had increased, and by early 1999 the Brazilian authorities were forced to abandon their exchange rate regime and float, as capital outflows became massive and there were large short positions against the Brazilian real in the derivatives markets. The intervention was costly for the Central Bank, and eventually not successful. However, the fact that the Central Bank had intervened in the derivatives market provided hedges for corporates and banks, which helped soften somewhat the impact of the devaluation on the real economy. Unlike in East Asia, GDP did not fall during the year of the crisis, 1999, though growth was very anaemic for several years, as a result largely of the crisis.

It can be concluded that the Brazilian experience was more problematic than that of Hong Kong. This may have many reasons, but the fact that Brazil had a relatively lower level of foreign exchange reserves, by the end of 1998, may have been an important factor.

Further research seems necessary to understand what determines whether intervention by economic authorities is successful or not in their defence against speculative pressures, by HLIs as well as by other market actors, in different circumstances and countries.

Finally, it is important to note that since 2003, there has been a tendency for excessive appreciation of the Brazilian real. This was partly determined by fundamentals, such as an increasing current account surplus. However, there is strong evidence, that part of the appreciation is due to carry trade between the high interest Brazilian real and low interest currencies like the yen or the Chilean peso, carried out to an important extent by HLIs. (See UNCTAD, 2007). Again efforts of the Central Bank, this time to resist appreciation, has not been very successful.

I. THE SUBPRIME CRISIS AND ITS EFFECTS ON EMERGING MARKETS

1. The subprime crisis

Financial markets have been experiencing important transformations during the last decade through the emergence of new innovations (hedge funds and private equity ) and new instruments (derivatives and structured products).

Regarding hedge funds, it is worth mentioning Quants. These make their decisions based on sophisticated computerized models. Because of their high returns (over the last twenty years Renaissance Technologies’ flagship fund had an average annual return of 30 percent ) Quants grew very rapidily and now they are thought to represent about one quarter of all US equity hedge funds. 
  

Among the new instruments, innovations have included financial instruments for securitising debt into assets. Many of these debts were high-risk loans made to home buyers with poor credit or little income – the so-called subprime borrowers. Such loans do not conform to the criteria for “prime” mortgages, and so have a lower expected probability of full repayment.

In order to make these assets more appealing to risk averse investors like banks, the asset structurers have been combining them with supposedly safer loans instruments called collateralised debt obligations (CDOs). Those CDOs,  in the absence of a liquid market in papers, were valued on the basis of  models and ratings, mainly AAA ratings.

Many of the subprime loans  had introductory teaser rates that reset after two or three years. With the US economy slowing, interest rates rising and house prices falling, subprime mortgage defaults  climbed. As this market  was hit hard, those securities were repriced downward. This, in turn, infected the CDOs because following the losses on the underlying subprime mortgages nobody  any longer trusted either the models or the ratings. (See EIU,2007)
After some investment managers realized losses in the subprime mortgage markets, investment banks asked hedge funds to reduce their leverage. In order to obtain the necessary cash, hedge funds had to sell assets, but since mortgage-linked CDOs are not liquid, they decided  to sell liquid high-quality equities. As the prices of quality liquid assets started falling other Quants funds - which in a crunch scenario were programmed to go long on this type of assets and short on illiquid high beta stocks - started making losses as market prices were not confirming their assumptions. Hence the margin calls and the need to sell high quality assets forced the market to do exactly the opposite of what models predicted. Losses were amplified by their initial leverage and by the fact that most Quants worked with similar models.

Goldman Sachs annouced that its Quants hedge funds lost approximately 30 percent of their value in a week. In its letter to investors the company announced that the losses were due to a “25 standard deviation event”. The probability of a 25 standard deviation event can happen with a 5% probability and such an occurrence should happen once every 100,000 years. The problem is  that these  “black swans” seem to be happening more often than they should. It was such an event that caused  the LTCM  collapse in 1998. Goldman Sachs injected US$ 4 billion into its global equity fund and external investors injected US$ 1 billion. 

Another of the main hedge funds to suffer were a couple run by the investment bank Bear Stearns. One of these funds  invested in cash and derivative instruments tied to CDOs backed by subprime residential mortgages.  As this market  was hit hard  those securities were repriced downward.  To increase returns the Bear Stearns fund had high leverage.  This added to declining security values as it meant margin calls by the Wall Street investment banks that did the lending.  When one bank, Merrill Lynch, found it difficult to find buyers for their loans’ collateral the result was severe downward pressure on those and similar CDOs’ tranches. In addition other hedge funds faced margin calls from lenders forcing them to sell good assets to raise cash. Sometimes certain funds had to implement other measures. BNP for example froze withdrawals by investors in three of its hedge funds. 

All of this was occurring parallel to corporate borrowing costs soaring, mergers and acquisitions drying up, and stock prices falling. Most seriously, the biggest institutions became reluctant to lend to each other in the interbank market since it was difficult for lenders to assess other financial institutions’ exposure to subprime losses.

As a consequence the supply of funds in money markets was squeezed restricting the supply of short-term financing for financial institutions and threatening a systemic liquidity crisis.

Several German, UK, US, and Chinese  banks were affected linked to the repricing of risky assets and deleveraging by investors. The UK suffered the first bank run in almost 150 years. Though this was mainly caused by the inappropiate “business model” of Northern Rock, as well as regulatory failures, reportedly hedge funds played a role in accentuating the problem, by shorting the bank’s shares, which they had borrowed from institutional investors. According to some estimates, at one point, as much as 50% of Northern Rock shares were being shorted by HLIs; the resulting declines in the price of shares contributed to increasing panic, untill the Bank of England provided its lender of last resort facility. 

Monetary policy has played a key role in determining the consequences of the crisis. Central banks’ liquidity injections were followed by interest rate cuts. The first intervention was by ECB followed by central banks in the US, Japan, Australia, and Canada that injected funds into their economies to keep them functioning. Also on the 18th September the US Federal Reserve cut its target rate for the first time in three years from 5.25% to 4.75%.

As investors and financial institutions reappraise the risks associated with different assets, prices of all sorts of instruments - equities, corporate and government bonds, commodities - have been adjusted to new and generally lower levels. For any given level of risk, financing is likely to  be more expensive.

2. The effects  in emerging markets

i. According to the IMF (2007), emerging market risk had broadly declined in recent years, supported by the then benign global economic outlook, improved macroeconomic performance, improving sovereign debt profiles, and commodity prices.  External positions generally remain very strong, and robust growth  led to an improvement in fiscal positions in many countries.

The concern about the consequences of  the subprime crisis on EMs can be explained in terms of  risk models. These models determine that certain funds, including HFs, which orient their investment in certain countries’ financial instruments, take decisions that affect those instruments themselves. This decision - from the point of view of an individual fund - is a rational response to a particular expectation. However, this situation when undertaken by various funds could lead to systemic risks.

Also there are several vulnerable points where EMs can be affected by additional volatility in mature markets. These weaknesses are related to the growing market of privately placed syndicated loans in emerging markets that share similar evidence of credit indiscipline as in the leveraged loan segment; emerging market banks in some regions are relying increasingly on international borrowing to finance rapid domestic credit growth; emerging market corporates appear increasingly engaged in the carry trade; and some emerging market financial institutions in several countries are increasingly using structured and synthetic instruments to increase returns, potentially exposing them to losses as volatility rises. Many of these points, as we will see later, are related to the HF investment strategies.

ii. As a product of this recent turmoil and the associated reappraisal of risk, new issues from emerging markets increased in price. Nevertheless, the increase in spreads has so far been relatively moderate for most developing countries.

iii. Another consequence of the subprime crisis can be seen through the greater difficulties for  launching new issues in international markets. During the recent credit squeeze international markets were closed to new issues and reopened only after the US Federal Reserve cut interest rates. A number of sovereign borrowers used that thaw to come to market, including Mexico  and Ghana which made its international debut with a $750 million 10-year offering. Nevertheless, the answer to this question is not unique. Some EM countries have reduced their need for funds  because of record-high commodity prices, increases in manufactured  exports and rising forex reserves. Others, however, did not: Europe and Central Asia now absorb nearly half of all international bank and bond financing. These economies are, accordingly, vulnerable to shifts in external credit.

iv. A fourth consequence is related to the impact  of the crisis on the US economy. Regarding this, global growth will be slower in the next quarters and this will negatively influence the economy of most developing countries, unless the rest of the world compensates for slower US growth.

 II. DEVELOPING TENDENCIES IN HEDGE FUNDS IN EMS AND THE ISSUE OF           REGULATION

i. Hedge funds: instruments in emerging markets 

Hedge funds’ (HF) assets under management (AUM) have grown dramatically in the last few years, increasing five-fold since 1999 to an estimated $1.6 trillion at the end of 2006. The number of funds has reached approximately 9,000 (FSF, 2007). The growth of the HF industry globally has been accompanied by a rapid increase in capital allocation into emerging markets. Between 2004 and 2006, HF’s AUM in emerging economies increased more than four times to an estimated $175 billion (Laurelli, 2007). These trends reflect the unrestrained search for yield by investors worldwide within an environment characterized by ample liquidity. They also reflect improved macroeconomic fundamentals and external positions in many emerging  economies.

       Figure 1: Total AUM assets in Emerging markets and cumulative returns

                  [image: image1.emf]
Furthermore,, in recent years emerging markets equity-focused funds have surpassed fixed-income-specific funds in terms of AUM, also thanks to their superior performance (Laurelli, 2007). 
Figure 2: Emerging Markets HF Asset Focus
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Source: Laurelli (2007)

In addition, according to the IMF some hedge funds are also seeking what seems to be seemingly uncorrelated risk by moving into illiquid products, such as investment in so called more exotic equity markets (e.g., Vietnam, Sri Lanka) and real assets (e.g., private equity, real estate).

Regarding private equity markets, the IMF also found important results that were related to the influence of HFs in the behaviour of prices of those private equity assets. Given the investment strategies of HFs and propietary desks, the presence of HFs in emerging market private equities increases the risks of volatility when compared to institutional investors funds.

“During recent periods of market turbulence in May–June 2006 and February–March 2007, evidence suggests that sales by some foreign investors did have a strong effect on the prices of several types of assets, including equities.The activities of hedge funds, which are sometimes seen as market bellweathers, appear to fall into this category. Leveraged investors, such as hedge funds and bank proprietary desks, often need to operate positions with stops to limit excessive capital losses as a result of the leverage that they employ. This tends to force liquidations when prices move sharply down”

“Institutional investors were less likely on average to exit equity market positions than foreign investors were as a whole. This is consistent with the often-reported view that institutional investor flows tend to be more sticky than hedge fund flow.”
The IMF also considers that investor hedge fund flows to developing countries, including sub-Saharan Africa, have increased in local currency denominated assets using the carry trade.

“Investor interest in the ‘new frontier’ of sub-Saharan Africa grew significantly in 2006, albeit from a very low base. Portfolio investors have become increasingly active, especially in local currency debt markets, led by dedicated EM hedge funds and institutional  investors. A trading volume survey by the Emerging Market Traders Association (EMTA) shows sub-Saharan debt trading volume reached $12.7 billion in 2006, nearly double the volume in 2005.”

In addition, there is evidence that HFs have been heavy buyers in the rapidly growing private placement loan market in many emerging economies. “Many hedge funds are attracted to the high yield offered by some borrowers, as well as the lack of mark-to-market accounting on such loans, as these private placements have fitted well into the broader trend of hedge funds seeking credit exposure. While such loans have found strong primary market demand, their secondary market liquidity is likely to be very limited in the event of a downturn or when credit difficulties arise.” 

ii. Rise in hedge funds set ups in emerging market countries

Onshore hedge funds have grown rapidly in a number of emerging markets forcing policymakers to confront new financial stability issues. For example, in Brazil there has been a rapid rise in the assets under management of local hedge funds in the last few years. 

In the case of Asia several countries have been registering an important growth of HF and are actively planning to change the regulatory structure that onshore hedge funds face as part of plans to develop the financial sector.

Growth in Asia-focused hedge funds has outpaced the rapid expansion of the global hedge fund industry in recent years. Assets under management (AUM) of Asian hedge funds - broadly defined as hedge funds with a predominant investment mandate in Asia and/or managers located in Asia - have increased almost sevenfold, from $22 billion in 2001 to $146 billion at the end of the first quarter of 2007, compared with a sixfold increase of the global industry to about $1.5 trillion. (IMF, 2007) 

Within Asia, the main impetus for growth has come from emerging markets. With AUM of some $100 billion at end-2006, emerging Asia hedge funds accounted for nearly 60 percent of emerging market funds worldwide.

Korea has recently unveiled a road map that envisages allowing onshore hedge funds from 2012 as part of its plan to transform the country into a financial hub. As discussed above, Hong Kong  has simplified licensing procedures to encourage hedge funds to set up or be relocated into their jurisdiction.

iii: The issue of regulation

With the risks associated with the growing share of HFs in the financial markets, with their broadening investor base, and with the characteristics of the instruments where HFs invest,  more and more regulators within the Emerging Markets in general and in particular in the Asia Pacific region are reviewing whether HFs should be placed under a more well defined regulatory and disclosure framework.

As  William A. Ryback, Deputy Chief Executive of the Hong Kong Monetary Authority, has argued (2006) concerning:

1) The changes in transparency and regulatory measures undertaken in HK and Singapore have in some cases gone further than those in developed countries. 2)  The influence of the characteristics of the investment and hedge funds established in those countries in terms of size and leverage. 3) The possible tendencies of new funds in those countries, and the difficulties and concerns with regard to these tendencies.

Ryback, op cit argues that “The importance, and this should be emphasised, of  the Singapore and Hong Kong regulations is that some of their aspects represent positive advances compared with those of other countries, such as the USA and the UK - the main centres of HF management. For example, in the case of HK and Singapore, hedge fund managers are required to register with the relevant regulators, regardless of whether the funds they manage are authorized or not.”
In addition, in order to protect investors, these countries are among the first - and the few - jurisdictions to require all hedge funds offered to the public to be authorized. In Hong Kong and Singapore it is required to report funds’ performance, leverage, risk measure (e.g. Value-at-Risk) and concentrated exposures as well as the qualification and experience requirements for the personnel in charge of managing the funds.

Furthermore, similar to their overseas counterparts some regulators in Asia, such as the SFC in Hong Kong and the MAS in Singapore, are trying to fill information gaps by collecting more information about hedge funds’ activities from the prime brokers (i.e. banks and securities firms) in order to monitor their potential risk exposures to hedge fund counterparties. The regulations, have reportedly led  to the lower level of leverage: 
“The exposures of HF to banks, for example in the case of Singapore, amounted to less than 1 percent of total assets; and in Hong Kong, according to an informal survey conducted by the HKMA in late 2006, the level of the banking sector’s direct and indirect exposures to hedge funds was only 0.2 percent of total assets.” (Ryback, op cit)

Furthermore, smaller hedge funds (i.e. with AUM of USD 100 million or less) make up a 60 percent majority of the hedge fund industry in the emerging markets within Asia. Regarding leverage, 40 per cent of the self-described hedge funds in Hong Kong SAR do not use any leverage, while the majority (85 percent) of other funds report leverage of less than 200 percent of the reported net asset value.

There are concerns, however, that this tendency will change as more and more large overseas hedge funds  are attracted to the region. In addition, another concern,  according to Ryback, is  about the future problems that HF can bring to their countries:
“The concern on systemic risk is that a large number of hedge funds, as well as other actors, employing similar strategies in the markets would increase the volatility of financial markets through momentum trading. Fierce competition for hedge funds’ business could force some banks and securities firms to relax their risk management measures, allowing hedge funds to increase their leverage and exert an even bigger influence on the volatility and liquidity of the financial markets.”
Asian regulators fear that potential rationalisation of a large number of small funds into a smaller number of large funds could also affect the short-term stability of the financial markets. “Recent empirical studies on tail risk have also revealed that the perceived diversification benefits of hedge funds do not extend to periods of extreme market conditions and that the true market risk of hedge funds has been underestimated. The growth of hedge funds and over-the-counter (OTC) derivative trading also raises concerns on settlement. Such backlogs of trades, coupled with market volatility, are likely to intensify the overall systemic risk of financial markets”.

As discussed above, the main effort by the USA and the UK has mainly taken the form “of counterparty risk management” and  most recently  “has also begun to monitor more closely financial institutions’ exposures to hedge funds to ensure that sufficient capital has been set aside against these risks.” But   the greatest challenge to the supervision of hedge funds is arguably the lack of data. Hedge funds, being unregulated, are not obliged to disclose information to regulators. The problem is more acute in the OTC derivatives markets, where participants are not required to report their open positions to regulators. In the collateralised debt obligations market, where hedge funds are active traders, regulators have little information about the size of hedge fund positions and the level of leverage that the prime brokers are providing to support these positions. Similar to their overseas counterparts some regulators in Asia, such as the SFC in Hong Kong and the MAS in Singapore, are trying to fill the gap by collecting more information about hedge funds’ activities from the prime brokers (i.e. banks and securities firms) in order to monitor their potential risk exposures to hedge fund counterparties. There are also attempts to improve the transparency of the OTC markets in which most hedge funds operate.
With the growing share of hedge funds in the financial markets and their broadening investor base, more and more regulators within the Asia Pacific region  are reviewing whether hedge funds should be placed under a more well defined regulatory and disclosure framework. This is encouraging, and there may be a case for greater experience sharing among East Asian regulators and with regulators from other developing and developed regions.
Global Transparency and Regulation of Hedge Funds: some recent history and modest proposals

A. Introduction

According to latest IMF Global Financial Stability Report (FSF, 2007), at the end of 2006 the HF industry managed assets worth $1.4 trillion. Equity-related strategies remain dominant, accounting for 38% of total assets under management (AUM), though other investment strategies are spreading fast. The process of institutionalization of HFs proceeds quite rapidly, and with it the concentration in the global industry. At mid-2006, about 60 HFs had approximately $5 billion AUM each, representing over 50% of industry-wide AUM. AUM remain concentrated in HFs domiciled in offshore financial centres, though the majority of assets are managed by advisers (managers) based in the US and the UK. Interestingly, the growth of HF AUM and the “search for yield” that has characterised financial markets in recent years has been accompanied by a “retailization” of HF investment. Especially, through funds of HFs, an increasing number of individuals and institutional investors such as pension funds, insurance companies, charities, universities and foundations have showed interest in HFs. Finally, in parallel with the increased concentration of the HF industry, there has been an augmented concentration in prime brokerage and counterparty relationships: three investment banks account for about 60% of HF AUM (The Economist, 2007). 

The trends briefly outlined above may have important implications for the regulation, supervision and oversight of HFs. Before dwelling upon that, it is necessary to clarify the intended purpose of any public action as the role of regulation may be different based on underlying concerns. When it comes to HF investments, in general there are three main areas of regulatory interest: investor protection, market integrity and financial stability. Investor protection relates to the need for ensuring that HF innovations do not erode protection of non-traditional investors such as less wealthy (retail) investors who directly or indirectly participate in HF investments. Market integrity pertains to the need for avoiding that HF activity translates into collusion or manipulation of markets. Finally, financial stability concerns the necessity to ensure the correct functioning of financial markets as well as the safety and soundness of its operators to avoid destabilizations and systemic meltdowns. While the three areas are interrelated and somewhat overlapped, we focus in particular on international financial stability.

In an integrated world economy, financial stability can be considered a global public good (Griffith-Jones and Ocampo, 2007). It can be achieved in many different ways; yet it requires an internationally coordinated response. Insofar as HF activity is concerned, a key policy challenge is to ensure a fair trade-off between the potentially positive contribution of HFs to financial market efficiency and the possible negative implications for systemic stability. Systemic instability may arise indirectly from the impact that the failure of a large HF or a group of HFs may have on banks and brokers. It may also arise directly from HF market activity if this results in spreading or magnifying a shock occurred elsewhere (IMF, 2007).

There are many acknowledged benefits of HF activity for financial markets. It is said that HFs provide additional liquidity to financial markets. By arbitraging price differences for a wide array of financial instruments, they contribute to make these markets more efficient. Also, they contribute to the development and liquidity of new over-the-counter markets, such as credit derivatives, which in turn can help spread the risk among market participants. HFs can make financial markets less volatile by taking contrarian positions to the “herd”. Finally, they can provide a source of investment diversification (ECB, 2005).

These positive contributions, however, may be counterbalanced by the threat that HFs might pose to systemic stability. The industry’s growth has increasingly fuelled worries about international financial instability since the attacks of hedge funds on East Asian countries, as well as on Australia and New Zealand; and especially since the collapse of LTCM in 1998 and its bail-out orchestrated by the New York Fed.  The role played by hedge funds in the recent financial turmoil has strongly reignited the broad debate on regulation.

It is possible to identify two main channels through which HF activity might disrupt the financial system. First, they could impact directly regulated financial institutions that provide them prime brokerage and counterparty services. HFs usually leverage their positions through derivatives and other arrangements, which are subject to margin requirements, or through repos and securities lending. Credit lines for liquidity purposes are also frequently used. If a HF or a group of HFs fails, this can put at risk prime brokers’ safety and soundness. Second, in times of stress HFs might be forced to liquidate their positions to meet margin calls and refinance short-term debt. This can led to sell off in a number of markets, with disruptive effects for asset prices across a wide range of investment categories. This latter scenario might have substantive effects especially on emerging markets.

B. History

The near-collapse of LTCM spurred a debate among regulators and public authorities worldwide over the risks that highly leveraged activities of largely unregulated HFs might pose to global financial stability. Since then, a number of initiatives have been undertaken to address this problem. Many of them have concluded that the best approach to mitigate risks to financial stability associated with HF activity is indirect regulation through enhanced market discipline. International and national supervisors have recommended strengthening counterparty and liquidity risk management systems at supervised prime brokers and banks, while increasing disclosure of information on risk profiles of both HFs and their creditors. Direct regulation, by contrast, has not generally been considered by some major countries, such a desirable option on the grounds that it would weaken market discipline by creating moral hazard. Moreover, it would move HFs offshore further. However, the influential Financial Stability Report (2000) as well as the Basle Committee Report (1999), though not recommending direct oversight of unregulated HFs, reserved the right to reconsider this option if the implementation of the report’s recommendations had not proven to be effective in addressing the issues identified. We believe that though important efforts have been done by the public and private sector, it is not really possible, for both theoretical and practical reasons, to deal with the risks posed by hedge funds only through improved counter-party risk management, even though this is useful. As shown again in the recent turmoil, and as recognized even before this latest crisis (for example in the FSF 2007 Report) improved counter-party risk management and market discipline were not sufficient. As a result, there seems to be a clear need both for greater transparency on HF activity, as well as some direct HF regulation.

Leading off public sector initiatives at the international level was the Basel Committee on Banking Supervision (BCBS), which in January 1999 issued a report which evaluated banks’ risk management practices with HFs and analyzed alternative policy responses (BCBS, 1999a). The paper concluded that the near-collapse of LTCM had highlighted deficiencies in banks’ counterparty risk analysis. The report also compared possible direct and indirect policy measures to address potential systemic risks posed by HFs, and concluded that these are best addressed through strengthening risk management at banks and securities firms, and increasing the transparency of HFs. Direct regulation, such as licensing and minimum capital requirements, was an option left open had indirect measures proved to be insufficient. Nevertheless, the report noted that this could be rendered difficult by a lack of consensus on a definition of HF and the plurality of jurisdictions in which HFs operate, most of them offshore. However, the latter point can be overcome by regulating managers, who are usually located onshore in the main financial centres, especially New York and London. 

In a companion paper, the BCBS recommended a number of sound practices for banks dealing with HFs (BCBS, 1999b). Chief among them are the need for establishing clear policies and procedures governing their activity with HFs, adopting specific credit evaluations, establishing stress-testing-based credit limits and monitoring on a regular basis exposures to HFs. One year later, the BCBS issued a new report to review the implementation of the 1999 Report (BCBS, 2000). The new report outlined a series of issues relating to HFs on which required further attention from banks and supervisors. In particular, the paper noted that, though progress in some areas had been made, improvements in the due diligence process and in the counterparty risk assessment at banks had to develop further. Finally, the report set out a proposed framework for continued collaboration and dialogue among banks, securities firms and regulators. 

Following up on the events of the late 1990s, the International Organization of Securities Commissions (IOSCO) - a Commission which unlike the Basle Committee also includes developing countries amongst its members - released a report which aimed at determining what measures could be taken to reduce the systemic risk and market stability concerns raised by the activities of HFs (IOSCO, 1999). In line with the BCBS recommendations, the report emphasized the need for strengthening risk management processes at regulated banks and securities firms which deal with HFs. It recommended that regulators oversee and encourage this process. The paper also called for additional transparency regarding HF activities, to be achieved through mandating enhanced disclosure to the public.

In April 2000, the Financial Stability Forum (FSF) endorsed a package of recommendations to address concerns posed by HFs for financial stability (FSF, 2000). A common theme of these proposals was once again their focus on enhancing market discipline. In particular, the report suggested strengthening counterparty risk management by HF counterparties and HFs themselves, enhancing regulatory supervision of banks and brokers, improving market infrastructure, guidelines on good practices for foreign exchange trading, and better market surveillance by national authorities. The FSF did not recommend direct oversight of unregulated HFs, though it reserved the right to reconsider this option if the implementation of the report’s recommendations had not proven to be effective in addressing the issues identified. 

According to de Brouwer (2001), who was a member of the market Dynamic Study Group that contributed to the 2000 FSF report, there were divided opinions in the Study Group on the diagnosis of the problem, on whether market integrity had been undermined and whether aggressive tactics had been used, which for example the Hong Kong and other Asian representatives as well as Australian and some European representatives argued; on the other hand, the U.S. representatives had another position. This latter position is seen by de Brouwer op-cit as inconsistent, who argues that “the Fed was prepared early on to get involved in the bail-out of LTCM because it feared that, left to themselves, the US financial markets could become seriously destabilized, but when it came to official representations from many East Asian governments that HLIs were destabilizing regional financial markets in 1997 and 1998, the Fed and U.S. Treasury demanded formal evidence of the level required in a court of law”.

It was this difference in diagnosis, especially on the issue of market integrity, which reportedly implied that agreement was not reached on stronger measures that would have required some direct regulation of HFs and other HLIs. 

De Brower interprets the then US position as reflecting the following factors. “First, the main source of instability in the East Asian financial crisis were domestic and market disturbances which were largely short lived. Moreover, focusing in the HF not only misses the point and acts as a distraction from key issues, but it also sets a dangerous precedent of blaming the messenger. The problem with the assessment is that it oversimplifies the crisis: to argue that the activities of HLI destabilised financial markets in 1997 and 1998 and contributed to asset price overshooting in a number of countries is not to say that HLI caused the crisis, are evil, and are to be avoided at  all costs”.

“Second, that there is no longer a problem because the big macro hedge funds have either closed down, like Tiger, or substantially downsized, like Soros Fund Management”. Regarding these positions de Brouwer considers that “This particular assessment is short-sighted and premature. The macro funds asset base still remains large and recent experience is better viewed as restructuring, which once complete will allow the funds to focus on business. This restructuring process has also seen the rise of a smaller macro hedge funds sector, and this spawning process may see stronger, larger, and more diverse macro hedge fund sector in the future. Whatever the case, the debate has focused on addressing the effects of large players and manipulative activities in general rather than on one particular subset of institutions that may have those characteristics. Even if the macro hedge fund were to decline into insignificance the behaviours that occurred in 1997 and 1998 could be repeated by other sets of institutions.” 

On the other hand in the U.S. there were legislative attempts to enforce greater disclosure by HFs in accordance with recommendations of the US President’s 1999 report, “Hedge Funds, Leverage, and the Lessons of Long-Term Capital Management”, of the United States President’s Working Group on Financial Markets (which comprised representatives of the Treasury, the Federal Reserve, the SEC and the Commodity Futures Trading Commission). Unfortunately, these proved abortive, as Congress did not pass them (Cornford, 2007).

However, in early 2006, faced with evidence concerning the involvement of the managers of HFs in fraud (the source of 51 investigations during 1999-2004), the SEC introduced new rules for the registration of the managers of HFs designed to help it to deal more effectively with malpractices. These rules were expected to more than double the number of managers registered from the previous figure of approximately 1,000 (Cornford, op-cit). 

Nonetheless, in mid-2006, the new rules were struck down in a court case brought by a New York HF manager. There are disagreements between different branches of the US government as to the best way forward. In the Senate, a senior Republican, Senator Chuck Grassley, introduced legislation which would tight exemptions from registration under the Investment Advisers Act to achieve objectives similar to those of the struck-down rules of the SEC.

HFs’ involvement in questionable market practices has also been the subject of regulatory attention in the United Kingdom. The FSA, in 2005, expressed concern over institutionalisation of insider trading affecting almost a third of mergers and acquisitions where HFs are involved.

Controversy has also accompanied HFs’ increased involvement in cases of distressed debt, including that of developing countries.

In two following reports, the FSF took stock of the progress towards implementation of the recommendations (FSF, 2001) and assessed recent developments in the HF industry (FSF, 2002). In a more recent report (FSF, 2007), which is an update of its 2000 paper made upon request from the G7 Finance Ministers and Governors at their February 2007 meeting in Essen, the FSF re-examined industry trends and implementation of best practices by HFs and their regulated counterparties. It noted that activity by HFs has continued to expand in a number of markets. At the same time, the report detected some erosion in counterparty discipline, such as declining margins on derivatives activity and weakened covenants in credit contracts, largely due to increased competition. It recommended that supervisors and regulated banks act to continue to strengthen counterparty and liquidity risk management systems, exploring the opportunity to develop new systematic information on exposures to HFs. It also urged the HF industry to review and enhance existing sound practice benchmarks for HF advisers.

The 1998 crisis sparked by the near-collapse of LTCM led to a reconsideration of the systemic issues raised by HFs also at the national regulatory level as well as at the international level. A report by the Deutsche Bundesbank (1999) pointed out that, on balance, HFs contribute to market efficiency but their investment strategies may contain risks for financial stability. To avoid this, the report noted that market discipline alone is unlikely to suffice and that direct supervision of HFs through extended reporting rules and possibly also through investment and capital requirements, would be desirable. However, the report acknowledged that such a direct oversight of HFs would be made it difficult by globalized markets and complex investment strategies. It finally proposed the introduction of an international credit register for large exposures to HFs.

The Deutsche Bundesbank is among the national supervisory authorities most concerned about possible risks to global financial stability posed by HFs. However, it is aware that national regulators are powerless if they act alone. Recently, it suggested that HFs should be given a credit rating by external rating agencies and introduce a code of conduct for increasing transparency. Such a code would be modelled on the scheme developed for rating agencies and focus on issues such as the treatment of insider information, corporate governance and risk management (Financial Times, 2007). The latter proposal was strongly endorsed by the German Finance Minister at the latest G8 meeting, but was rejected due to the opposition from the US and the UK. 
In April 1999, the US President’s Working Group on Financial Markets (PWG, 1999) issued a report mentioned above, in which it recommended a series of measures to contain excessive leverage by HFs, identified as the central policy issue. In particular, the report suggested improving transparency in the system. It also suggested enhancing private sector risk management practices at banks and HFs, supporting financial contract netting in the event of bankruptcy and encouraging offshore financial centres to comply with international standards. The Working Group did not recommended direct government regulation of HFs, but indicated that, if indirect approaches were not effective, direct oversight should be given further consideration. More recently, the PWG issued guiding principles for US regulators as they address public policy issues related to the HF industry (PWG, 2007). The report noted the progress made since the 1999 paper and encouraged actions along the same lines.

In addition to the initiatives taken by the international and national supervisory community, there have been also a number of private sector proposals. In March 1999, the Institute of International Finance (IIF, 1999) and the International Swaps and Derivatives Association (ISDA, 1999) issued reports on risk management and collateral management, respectively. The IIF paper contained recommendations for both financial institutions and policymakers. Financial institutions were advised to perform comprehensive stress testing to asses the impact of shocks on their portfolio, to be complemented by country economic analysis. It is also interesting that to strengthen public policy, the IIF advocated changes in the regulatory framework to enhance transparency in financial markets.

The ISDA issued an assessment of how collateral management behaved during the 1997-98 crisis. The review found that the use of collateral proved to be a useful credit risk-mitigating mechanism for banks. The report also emphasized other sources of risk which can arise from the use of collateral, namely legal and operational risk, and suggested a series of recommendations to address the management of the risks associated with collateral, margins and netting, among others.

In June 1999, the Counterparty Risk Management Policy Group (CRMPG, 1999), an association of 12 large international financial institutions, released a report containing recommendations on how to strengthen counterparty, market and liquidity risk analysis. The report emphasized the need for constant evolution of risk management techniques in parallel with developments in the financial environment, and suggested a number of recommendations stressing the importance of exchange information among financial institutions, outlining an integrated analytical framework to incorporate the effects of leverage on various forms of risk, and calling for improvements and harmonization in standard industry documentation. 

More recently, in 2005, the CRMPG (2005) issued a report which included a large number of recommendations and guiding principles addressing specifically the issue of financial stability. Among others, it advised financial institutions to strengthen their risk management and measurement systems, considered the first line of defence against future financial crises. It also recommended that prime brokers (the banks that lend and provide other services to hedge funds) define and specify procedures for dealing with HFs. Finally, the report contained proposals to increase market transparency, especially when complex financial products are involved.

Finally, there have been initiatives from HF industry associations to establish sound practices for HF advisers. In February 2000, in response to the 1999 recommendation by the US President’s Working Group on Financial Markets, the Managed Funds Association (MFA, 2000), which comprises about 1,000 HFs worldwide, issued a report with sound practices for the HF industry. These sound practices were updated and expanded in 2003 (MFA, 2003) and then in 2005 (MFA, 2005) on topics of importance to the industry. These reports address recommendations on management policies and internal trading controls, responsibilities to investors, risk measurement and controls, regulatory controls and compliance issues.

More recently, in October 2007 a UK initiative promoting improved voluntary disclosure by hedge funds could aid the global convergence of best practice standards has been launched.

The Hedge Fund Working Group (HFWG), representing 14 leading hedge fund managers based mainly in the UK, issued a consultation document in October that puts improved disclosure to investors at the heart of best practice standards for the industry. The comment period runs to December 14th. 

The new standards proposed focus particularly on areas of valuation, risk management, disclosure and fund governance. The working group recommends that hedge fund managers disclose more information about themselves on their websites and that more information about the industry is made collectively to the wider public.

The report addresses financial stability concerns raised within the Group of Eight rich nations, especially from Germany and from the Financial Stability Forum. 

The working group believes its best practice proposals are relevant in the global context because a significant proportion of global hedge fund activity - some 20% - is UK-based. 

The document also refers to the initiative taken in September by the US president’s working group to create an asset manager committee whose initial focus will be on practices for hedge fund managers.

· C. Our Modest Proposals
The appropriateness of relying mainly or only on market initiatives for improving transparency and containing potential systematic risks of HFs has been refuted on theoretical grounds in the Introduction of this paper (see also Kambku et al, op.cit and Ryback 2006)  and by events, both during the crises in developing countries, the LTCM crisis and in the recent financial turmoil.

1.  Improved information

There is increasing consensus (including by the HF industry itself) that improved information on HFs would be valuable to investors, to counterparties (and thus strengthen counterparty management) as well as to regulators.  The fact that HFs are practically unregulated at present implies that they are not obliged to disclose information that would be very valuable.  Furthermore, as Ryback, op.cit stresses, the fact that HFs often operate through over-the-counter derivatives markets, where participants are not required to report their open positions as well as operating in the structured debt markets, makes their positions even more opaque.

Transparency about the risk exposure, leverage and market positions of HLIs would firstly provide very important information to the authorities. This would facilitate any measures they could take that would help prevent building up of HF or HLI positions which could undermine otherwise sustainable policies; it could also lead to policy changes, in the case of economic inappropriate policies, to be made earlier rather than later. Furthermore, the current system implies an unsustainable information asymmetry (De Brouwer 2001; Griffith-Jones and Ocampo 2003); currently, much information is provided by the public sector to the private sector; however certain parts of the private sector, like HLIs and HFs in particular, provide practically no information, on their activities.  This limits the public sector’s ability to respond.

Secondly, greater transparency about HLIs could improve decision-making by market participants in ways that would enhance financial stability. For example, if there is knowledge that certain excessively large positions are being held, market actors may not wish to maintain or increase them; indeed, other market participants may be willing to take contrarian positions. This could be especially the case in currency markets, where both developing and developed countries have suffered from speculative attacks by HLIs.  Of course this is not a necessary outcome as other players could think large hedge fund positions suggest a trend and could then mimic their positions (However, this is less likely with monthly data; on the other hand, real time information could encourage such herding).  Furthermore, the public release of data on aggregate positions would remove the current powerful and asymmetric advantage that HFs have, and would limit the effectiveness of building gradually positions, as HFs did in Hong Kong, to later try to shift prices in a major way. Furthermore, counter-party risk management by banks and others could be significantly improved if sufficient, appropriate and timely information were revealed, as at present they do not know the total exposure of their HF clients.

The key issues are what is to be disclosed, with what periodicity and to whom; additional important questions are whether this information should be voluntary or obligatory and whether it should be provided by all HFs or only those systematically important.  
A minimum requirement would be to have aggregate positions by HLIs in different markets and countries reported. To be effective, and meaningful, this would require reporting total aggregate positions worldwide, implying that HLIs in all jurisdictions (or at least in all the main ones) would have to report. In this aspect our proposals build on the Deutsche Bundesbank proposal of creating an international credit register, as well as on the ECB’s, op.cit emphasis on the need for international measures. More recently, the German Federal Government advocates improving transparency of HFs and stresses that “the only possible way is through a concerted international approach.”  

There may be a need for other data to be disclosed.  Here a balance has to be struck between the real needs of regulatory authorities and other market participants and the aim not to increase the cost of information excessively. On balance, however, it seems socially desirable, to reduce asymmetries of information, in ways that increase financial stability.

Building on the “Fisher II” working group (2001) recommendations it may be appropriate that institutions like hedge funds periodically report market risk, liquidity risk, and credit risk.  To the extent that HFs did not disclose this information on a voluntary basis, the Fisher II working group recommended that relevant authorities require this disclosure. Other variables that may be helpful both to the authorities and to other market actors are the level of long and short positions, the level of leverage and others, such as the level of trading.

As regards periodicity of reporting, positions can be reported in real time or with a lag.  Though real time reporting would be particularly useful it could be possibly costly, through much of this information must be already privately available.  The alternative - possibly initially more realistic - would be to require data at the end of the month, possibly with a one month lag (De Brouwer 2001). The problem of fixed point in time disclosure is the risk of window dressing for the particular moments. The solution may be to require also maximum and minimum positions during this period, to avoid such window dressing
.

It would seem best if information would be made publicly available, e.g. on the internet.  It may be sufficient if positions are reported in aggregate by class of institution, e.g. bank, securities firms, hedge funds, other HLIs, etc.  The aggregate reporting would avoid revealing individual positions; the latter could reduce trading by HLIs and adversely affect liquidity in financial markets, which would be broadly undesirable, (see also De Brouwer, op.cit, for a more detailed discussion).

It seems important to find an institution that would be efficient at collecting and processing speedily such data, without compromising confidentiality. The institution with the best experience in similar data gathering would be the Bank for International Settlements (BIS), which already collects detailed information on banks and other financial institutions. The reputation of the BIS would also ensure confidentiality of individual positions.

Indirect and direct regulation

Indirect regulation of Hedge Funds and other HLIs can be done through banks and securities firms that provide credit to these institutions.  Therefore, it is the preferred route, by countries such as the U.S. and the U.K, as it implies merely extending existing regulation, rather than creating a new system of regulations. Indirect means could also be used, even without direct regulation, to provide a market incentive for HLIs to report their aggregate positions to a central authority, say the BIS.  Banks could be required to impose a substantial penalty margins on swap, forward and repo facilities provided to HLIs that do not report; implying that both offshore and onshore HLIs would have an incentive to report.

More direct regulation of HLIs - to be most effective - would be international. However, developing countries could also - though less effectively - impose regulations or ad hoc limits either in periods of excessive inflows or outflows by HLIs.

There has been reluctance by certain countries to direct regulation, though most major international  and national reports, including by the U.S. government (see above) have made clear that they would consider direct regulation if market initiatives are not properly implemented. The reluctance for regulating HLIs directly is typically based on arguments of cost, moral hazard and effectiveness of regulation. The latter, clearly being the most important - or perhaps the only serious - objection relates to the ability of HLIs to avoid regulations or controls. One factor that would help considerably increasing regulatory effectiveness, is that though many hedge funds are offshore, their managers and advisors are practically always onshore, and thus can be regulated directly. Furthermore, regulations could be enforced by requiring HLIs to register in countries, as a pre-condition for making their transactions legally enforceable in that country.

The problems of HLIs are accentuated by their high leverage, which is linked to the fact that they often use no or very little of their own capital for establishing positions. They are able to do this due to their market power and due to competitive pressure on their counter parties.

A simple, but potentially powerful, proposal would be to require minimum amounts of capital (called margins).  This would limit the scale of HF positions.  It would be somewhat more complex, but possibly desirable, to increase margin (capital) requirements when HLI positions become very large in a particular market, or grow very quickly.

An alternative variable that regulators could limit would be the aggregate level of long or short positions by HLIs, in particular markets, or the rate of change of such positions. Another alternative variable that could be limited would be the level of leverage of HLIs, and/or the rate of change.

The choice of potential variables for international regulation would depend on:

a) Ease of access to information

b) Greater difficulty by HLIs to hide or window-dress the information and

c) Functionality with the regulatory objective, which would mainly be financial stability. 

Codes of Conduct

A proposal directed at reducing attempted manipulative behaviour in financial markets is to introduce a code of conduct for all market participants.  The advantage of a code is twofold as pointed out by De Brouwer, op.cit; firstly, it is a clear demonstration that financial institutions are committed to sound practices in financial markets. The vast bulk of market participants do not see market disruption as a viable way for conducting business. The other advantage of a code of conduct is that it provides market participants with a framework to structure discussions between themselves and with the authorities on acceptable practices in financial markets.

While a voluntary code may work, it has two major problems.  First, it has to be specific enough to provide direction to market participants about what is unacceptable behaviour. Second, to be effective, a code has to be enforceable and have penalties for breach.  

Regulating electronic broking in foreign exchange 

A very interesting possibility for regulation of HLIs, raised by de Brouwer, op.cit and others is to regulate electronic broking in foreign exchange markets, which have become increasingly important even in developing countries, such as Brazil.  

Different forms of regulation could be possible.  It could be feasible to impose position limits on individual participants in individual currency markets, where the limit might be, say, some proportion of average customer turnover. To prevent ramping, it may also be possible to impose market-specific limits on selling and buying for particular intervals of time (such as an hour) by individual traders or buying within specified blocks of time. These would obviously have to be set sufficiently high so that liquidity was not adversely affected.  

There are several problems to regulating electronic broking. The first is that it needs broad international support and implementation, especially of the US Government, if it is to succeed.  This does not seem likely at present. The second is that it would be ineffective if regulation were so heavy that customers and traders shifted to alternative trading systems. Regulation would need top be as simple as possible. The third problem is that it may at times require traders to reveal the names of their clients to the regulating authority.  However, legislative safeguards could imply that these names were only known to the regulatory authority.

Developing country potential actions

Concerns in the debate on hedge funds registered in developing financial markets are still marginalised (Cornford, op.cit).  Threats to the integrity of financial markets posed by hedge funds began to be taken seriously by countries exerting the main influence on the international regime for regulation and control only when the threats involved their own markets (rather than the developing ones).  This marginalisation may unfortunately remain true in the formulation of any new international initiatives regarding hedge funds. This trend is reinforced by the fact that developing countries are practically not represented in the international decision fora where those decisions are taken (e.g. FSF).  As stated in interviews with senior Latin American policy-makers, and as reflected in the writings of several senior East Asian policy-makers, they strongly feel that developing countries’ concerns tend to be largely ignored even when they are invited to meetings.  The fact that IOSCO (the International Securities Regulator) has developing countries’ representation implies it should be given a greater role in the discussions; this is appropriate anyway, given IOSCO’s remit.  Membership in the FSF and Basle Bank Regulatory committee should also be broadened to include developing countries. These governance changes are not only important for greater legitimacy and democracy, but also for greater efficiency of regulation

Countries with emerging financial markets may have to continue to rely on national policy solutions, even though these are clearly second-best to internationally coordinated solutions.

Some of the measures available to deal with problems posed by HLIs may involve on occasions some form of capital controls.  For example, the shorting of a country’s currency by a non-resident entity such as a hedge fund to benefit from devaluation is frequently undertaken through borrowing followed by repayment in devalued currency. Such transactions can be countered by limiting HLIs access to swap facilities.  This was done by most countries affected by the East Asian crises as well as by Singapore and Taiwan.
If these restrictions are rendered less effective by the existence of an offshore market for the currency, then the regulations regarding switching foreign credits into local currency can be modified. This was the approach adopted by the Malaysian government in 1998, when it restricted the convertibility of the ringgit as discussed above.

The strategy of limiting swap access to non-residents needs to be strictly enforced by banks if it is to work. De Brouwer, op.cit reports that for example in South Africa in 1998, swap limits were placed on non-residents, but local banks ignored the regulations, and were not obliged to do so by the authorities, making them ineffective.  On the other hand, Malaysia and Singapore banks - at the same time - enforced such limits, partly due to fear of penalties.  

While such drastic measures may be justified in extreme circumstances, and are likely to be adopted in developing countries if the international community does not address issues of destabilising speculation, for example by HLIs they have also long term disadvantages.  Even when such measures are effective for long periods of time, as they have been in Singapore, they have the problem that they limit the ability of banks and non-financial companies to shift foreign exchange exposure to players offshore; such hedging may be very useful for example for companies with large external debt but producing for the local markets.  It is also very valuable for avoiding banks having large net foreign exchange exposure, that can become destabilising, when there are large fluctuations in the exchange rate (see Dodd and Griffith-Jones 2007).

Destabilising movements in local financial (stock and money) markets can also be made more difficult by the imposition of disclosure requirements on local financial institutions which enable the identification of positions, as Cornford, op.cit suggests. Again, this would be second-best to internationally coordinated measures for transparency (see above) should those ever be adopted.  

Furthermore, developing countries could attempt to limit such positions, especially if these have grown rapidly and/or imply threats to financial or macro-economic stability. Similarly, developing countries’ regulatory authorities could attempt to impose minimum margins (capital) on HLIs on their transactions in their countries. Again, such measures would be far more effective if they were internationally coordinated. 
Far more research is needed on what disclosure and regulatory measures would be most effective in developing countries, in different circumstances, to help protect financial stability and market integrity, whilst also encouraging the development of deep and liquid markets. Such research should be interactive with policy makers in both developed and, especially developing, countries, so that political and technical feasibility can be at the centre of the comparative evaluation, and so their experience can be built on.
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