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Managed Funds Association (“MFA”) is pleased to provide this statement in
connection with the Senate Committee on Banking, Housing, & Urban Affairs hearing,
“Enhancing Investor Protection and the Regulation of Securities Markets — Part I held
on March 26, 2009. MFA represents the majority of the world’s largest hedge funds and
is the primary advocate for sound business practices and industry growth for
professionals in hedge funds, funds of funds and managed futures funds, as well as
industry service providers. MFA’s members manage a substantial portion of the
approximately $1.5 trillion invested in absolute return strategies around the world.

MFA appreciates the opportunity to express its views on the important subjects of
investor protection and the regulation of securities markets. In considering theses issues,
it is important to remember that vibrant, liquid markets are important to investors and that
for these markets to work, financial institutions need to be able to perform their important
market functions.

Hedge funds play an important role in our financial system, as they provide
liquidity and price discovery to capital markets, capital to companies to allow them to
grow or turn around their businesses, and sophisticated risk management to investors
such as pension funds, to allow those pensions to meet their future obligations to plan
beneficiaries. Hedge funds engage in a variety of investment strategies across many
different asset classes. The growth and diversification of hedge funds have strengthened
U.S. capital markets and allowed investors means to diversify their investments, thereby
reducing their overall portfolio investment risk. As investors, hedge funds help dampen
market volatility by providing liquidity and pricing efficiency across many markets.
Each of these functions is critical to the orderly operation of our capital markets and our
financial system as a whole.

In order to perform these important market functions, hedge funds require sound
counterparties with which to trade and stable market structures in which to operate. The
recent turmoil in our markets has significantly limited the ability of hedge funds to
conduct their businesses and trade in the stable environment we all seek. As such, hedge
funds have an aligned interest with other market participants, including retail investors,
and policy makers in reestablishing a sound financial system. We support efforts to
protect investors, manage systemic risk responsibly, and ensure stable counterparties and
properly functioning, orderly markets.

Hedge funds were not the root cause of the problems in our financial markets and
economy. In fact, hedge funds overall were substantially less leveraged than banks and
brokers, performed significantly better than the overall market and have not required, nor
sought, federal assistance despite the fact that our industry, and our investors, have
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suffered mightily as a result of the instability in our financial system and the broader
economic downturn. The losses suffered by hedge funds and their investors did not pose
a threat to our capital markets or the financial system.

Although hedge funds are important to capital markets and the financial system,
the relative size and scope of the hedge fund industry in the context of the wider financial
system helps explain why hedge funds did not pose systemic risks despite their losses.
With an estimated $1.5 trillion under management, the hedge fund industry is
significantly smaller than the U.S. mutual fund industry, with an estimated $9.4 trillion in
assets under management, or the U.S. banking industry, with an estimated $13.8 trillion
in assets. According to a report released by the Financial Research Corp., the combined
assets under management of the three largest mutual fund families are in excess of $1.9
trillion. Moreover, because many hedge funds use little or no leverage, their losses did
not pose the same systemic risk concerns that losses at more highly leveraged institutions,
such as brokers and investment banks, did. A study by PerTrac Financial Solutions
released in December 2008 found that 26.9% of hedge fund managers reported using no
leverage. Similarly, a March 2009 report by Lord Adair Turner, Chairman of the U.K.
Financial Services Authority (the “FSA”), found that the leverage of hedge funds was, on
average, two or three-to-one, significantly below the average leverage of banks.

Though hedge funds did not cause the problems in our markets, we believe that
the public and private sectors (including hedge funds) share the responsibility of restoring
stability to our markets, strengthening financial institutions, and ultimately, restoring
investor confidence. Hedge funds remain a significant source of private capital and can
continue to play an important role in restoring liquidity and stability to our capital
markets. The value of hedge funds (and other private pools of capital) as private
investors has been recognized by Treasury Secretary Geithner in his proposals for the
recently announced Public Private Partnership Investment Program (the “PPIP”) and
implementation of the Term Asset-Backed Securities Loan Facility, each of which is
dependent on private investor participation to be successful. In addition to providing
liquidity, managers of private pools of capital have significant trading and investing
experience and knowledge that can assist policy makers as they continue to contemplate
the best way to implement the Administration’s Financial Stability Plan.

MFA is supportive of the new PPIP. We share Secretary Geithner’s commitment
to promote efforts that will stabilize our financial markets and strengthen our nation’s
economy. MFA and its members look forward to working with Secretary Geithner,
Congressional leaders, and members of President Obama's economic team on this and
other important issues in order to achieve the shared objective of restoring stability and
investor confidence in our financial markets.

Regulatory reform also will be an important part of stabilizing markets and
restoring investor confidence, but it will not, in and of itself, be sufficient to do so. The
lack of certainty regarding major financial institutions (e.g., banks, broker dealers,
insurance companies) and their financial condition has limited the effectiveness of
government intervention efforts to date. Investors’ lack of confidence in the financial
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health of these institutions is an impediment to those investors’ willingness to put capital
at risk in the market or to engage in transactions with these firms, which, in turn, are
impediments to market stability. The Treasury Department’s plan to conduct
comprehensive stress tests on the 19 largest bank holding companies is designed to
ensure a robust analysis of these banks, thereby creating greater certainty regarding their
financial condition. Treasury’s announcement that it plans to involve private asset
managers in helping to value illiquid assets held by banks as part of the PPIP recognizes
the beneficial role that private asset managers can play in helping provide that certainty.
We believe that, to achieve this certainty, it is also important for policy makers and
regulators to ensure that accounting and disclosure rules are designed to promote the
appropriate valuation of assets and liabilities and consistent disclosure of those
valuations.

Though “smart” regulation cannot, in and of itself, restore financial stability and
properly functioning markets, it is a necessary component of any plan to achieve those
ends. “Smart” regulation would include appropriate, effective, and efficient regulation
and industry best practices that better monitor and reduce systemic risk and promote
efficient capital markets, market integrity, and investor protection. Regulation that
addresses these key issues is more likely to improve the functioning of our financial
system, while regulation that does not address these key issues can cause more harm than
good. We saw an example of the latter with the significant, adverse consequences that
resulted from the SEC’s bans on short selling last year.

A smart regulatory framework should include comprehensive and robust industry
best practices designed to achieve the shared goals of monitoring and reducing systemic
risk and promoting efficient capital markets, market integrity, and investor protection.
Since 2000, MFA has been the leader in developing, enhancing and promoting standards
of excellence through its document, Sound Practices for Hedge Fund Managers (“Sound
Practices”). As part of its commitment to ensuring that Sound Practices remains at the
forefront of setting standards of excellence for the industry, MFA has updated and
revised Sound Practices to incorporate the recommendations from the best practices
report issued by the President’s Working Group on Financial Markets’ Asset Managers’
Committee.

Because of the complexity of our financial system, an ongoing dialogue between
market participants and policy makers is a critical part of the process of developing
smart, effective regulation. MFA and its members are committed to being active,
constructive participants in the dialogue regarding the various regulatory reform topics.

I. SYSTEMIC RISK REGULATION

The first step in developing a systemic risk regulatory regime is to determine
those entities that should be within the scope of such a regulatory regime. There are a
number of factors that policy makers are considering as they seek to establish the process
by which a systemic risk regulator should identify, at any point in time, which entities
should be considered to be of systemic relevance. Those factors include the amount of
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assets of an entity, the concentration of its activities, and an entity’s interconnectivity to
other market participants.

As an Association, we are currently engaged in an active dialogue with our
members to better understand how these factors, among others, may relate to the systemic
relevance of all financial market participants — including our industry and its members.
MFA and its members acknowledge that at a minimum the hedge fund industry as a
whole is of systemic relevance and, therefore, should be considered within the systemic
risk regulatory framework. We are committed to being constructive participants in the
dialogue regarding the creation of that framework.

A. CENTRAL SYSTEMIC RISK REGULATOR

Under our current regulatory structure, systemic risk oversight is the
responsibility of multiple regulatory entities, or worse, no one’s responsibility. For
systemic risk oversight to be effective, there must be oversight over the key elements of
the entire financial system, across all relevant structures, classes of institutions and
products, and an assessment of the financial system on a holistic basis. We believe that a
single central systemic risk regulator should be considered to accomplish this goal. This
central regulator should be responsible for oversight of the structure, classes of
institutions and products of all financial system participants. MFA is engaged in
discussions with its members with respect to which regulatory entity, whether new or
existing, would be best suited for this role.

We believe that having multiple regulators with responsibility for overseeing
systemic risk likely would not be an effective framework. Jurisdictional conflicts,
unintended gaps in regulatory authority, and inefficient and costly overlapping authorities
likely would inhibit the effectiveness of such a regulatory framework. Moreover, in a
framework with multiple systemic risk regulators, no one regulator would be able to
assess potential systemic risks from a holistic perspective, as no regulator would oversee
the entire system.

B. CONFIDENTIAL REPORTING TO REGULATOR

MFA and its members recognize that for a systemic risk regulator to be able to
adequately assess potential risks to our financial system, that regulator needs access to
information. We support a systemic risk regulator having the authority to request and
receive, on a confidential basis, from those entities that it determines (at any point in
time) to be of systemic relevance, any information that the regulator determines is
necessary or advisable to enable it to adequately assess potential risks to the financial
system.

In considering the appropriate scope of this authority, we believe that it is
important for the systemic risk regulator to have sufficient authority and flexibility to
adapt to changing conditions and take a forward-looking view toward risk regulation.
Attempting to pre-determine what information a regulator would need would not provide
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sufficient flexibility and likely would be ineffective as a tool to address potential future
risks. We believe that granting the systemic risk regulator broad authority with respect to
information gathering, along with ensuring that it has the appropriate resources and
capabilities to effectively analyze that information, would be a more effective framework.

While we support a systemic risk regulator having access to whatever information
it deems necessary or advisable to assess potential systemic risks, we believe that it is
critical for such information to be kept confidentially and granted full protection from
public disclosure. We recognize the benefit of a regulator having access to all important
data, even potentially sensitive or proprietary information from systemically relevant
entities. A systemic risk regulator can fulfill its mandate to protect the financial system
without publicly disclosing all the proprietary information of financial institutions. We
do not believe that there is a public benefit to such information being publicly disclosed.

Moreover, public disclosure of such information could be misleading, as it would
likely be incomplete data that would be viewed by the public outside of the proper
context. Public investors may be inclined to take action based on this data without fully
understanding the information, which could lead to adverse consequences for those
investors, for the investors in systemically relevant entities, and for the stability of the
financial system as a whole. Public disclosure of proprietary information also harms the
ability of market participants to establish and exit from investment positions in an
economically viable manner. Such disclosure also could lead to systemically relevant
entities being placed at an unfair competitive disadvantage compared to non-systemically
relevant entities, as sensitive and proprietary information of only the systemically
relevant entities would be publicly available.

C. MANDATE TO PROTECT THE FINANCIAL SYSTEM

Setting a clear and specific mandate is important for any regulator to be effective.
This is particularly true in a regulatory framework that has multiple regulatory entities, as
a lack of clarity in the mandates of regulators can lead to gaps in oversight, or costly and
inefficient overlapping regulation. We believe that the systemic risk regulator’s mandate
should be the protection of the financial system. Investor protection and market integrity
should not be part of its mandate, but should instead be addressed by other regulatory
entities. Congress should be clear in stating that the risk regulator should collect
information only for its mandate to protect the financial system, and should not use that
authority for other purposes.

To fulfill its mandate to protect the financial system, we recognize that the
regulator would need to take action if the failure of a systemically relevant firm would
jeopardize broad aspects of the financial system. Absent such a concern about broad
systemic consequences, however, the systemic risk regulator should not focus on
preventing the failure of systemically relevant entities. Systemically relevant market
participants do not necessarily pose the same risks or concerns as each other. There
likely are entities that would be deemed systemically relevant for purposes of reporting
information, but whose failure would not threaten the broader financial system. For this
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reason, we believe that the systemic risk regulator should focus on preventing failures of
market participants only when there is concern about the consequences to the broader
financial system, and should not focus on preventing the failure of all systemically
relevant entities.

Consistent with this mandate, the systemic risk regulator should not equate
systemically relevant entities with entities that are too big, or too interconnected, to fail.
An entity that is perceived by the market to have a government guarantee, whether
explicit or implicit, has an unfair competitive advantage over other market participants.
We strongly believe that the systemic risk regulator should implement its authority in a
way that avoids this possibility and also avoids the moral hazards that can result from a
company having an ongoing government guarantee against its failure.

D. SCOPE OF REGULATORY AUTHORITY

The last part of systemic risk regulation that I would like to address in my
testimony is the scope of authority that a systemic risk regulator should have to fulfill its
mandate to protect our financial system. There are a number of suggestions that various
people have made as to the type of authority a systemic risk regulator should have. We
continue to discuss with our members what the appropriate scope of authority should be
for such a regulator.

We believe that whatever authority the regulator has should ensure that the
regulator has the ability to be forward-looking to prevent potential systemic risk
problems, as well as the authority to address systemic problems once they have arisen.
The systemic risk regulator’s authority must be sufficiently flexible to permit it to adapt
to changing circumstances and address currently unknown issues. An attempt to
specifically define the regulator’s authority must avoid unintentionally creating gaps in
authority that would prevent the systemic risk regulator from being able to fulfill its
mandate to protect the financial system in the future.

We do believe that the systemic risk regulator needs the authority to ensure that a
failing market participant does not pose a risk to the entire financial system. In the event
that a failing market participant could pose such a risk, the systemic risk regulator should
have the authority to directly intervene to ensure an orderly dissolution or liquidation of
the market participant. The significant adverse consequences that resulted from the
failure of Lehman Brothers, Inc. this past fall is an example of what can happen when
there is not an intervention to prevent a disorderly dissolution of such a market
participant. The continuing market disruption caused by the failure of Lehman Brothers
also demonstrates the importance of ensuring that there is a coordinated global effort with
respect to such interventions.

Whatever the scope of authority that a systemic risk regulator has, its
implementation of that authority will be critical to the effectiveness of any regulatory
regime. We believe that the systemic risk regulator should implement its authority by
focusing on all relevant parts of the financial system, including structure, classes of
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institutions and products. Because systemic risk concerns may arise from a combination
of factors, rather than from the presence of any particular factor, a holistic approach is
more likely to successfully identify and assess potential systemic risks.

Recent coordinated efforts between the Federal Reserve Bank of New York (the
“New York Fed”) and industry participants provide a good example of how a systemic
risk regulator could address systemic risk concerns posed by structural issues in our
markets. In recent years, the New York Fed, working with MFA and other industry
participants through the Operations Management Group (“OMG”) and other industry-led
initiatives has made notable progress in addressing concerns related to the over-the-
counter (“OTC”) derivatives market. Some of the more recent market improvements and
systemic risk mitigants have included: (1) the reduction by 80% of backlogs of
outstanding credit default swap (“CDS”) confirmations since 2005; (2) the establishment
of electronic processes to approve and confirm CDS novations; (3) the establishment of a
trade information repository to document and record confirmed CDS trades; (4) the
establishment of a successful auction-based mechanism actively employed in 14 credit
events including Fannie Mae, Freddie Mac and Lehman Brothers, allowing for cash
settlement; and (5) the reduction of 74% of backlogs of outstanding equity derivative
confirmations since 2006 and 53% of backlogs in interest rate derivative confirmations
since 2006.

In addition to these efforts, MFA, its members and other industry participants
have been working with the New York Fed to expedite the establishment of central
clearing platforms covering a broad range of OTC derivative instruments. We believe a
central clearing platform, if properly established, could provide a number of market
benefits, including: (1) the mitigation of systemic risk; (2) the mitigation of counterparty
risk and protection of customer collateral; (3) market transparency and operational
efficiency; (4) greater liquidity; and (5) clear processes for the determination of a credit
event (for CDS).

1I. PRUDENTIAL REGULATION

We recognize that, in addition to systemic risk regulation, some policy makers,
regulators and authors of various reports (e.g., the Group of 30, Government
Accountability Office and Congressional Oversight Panel) have contemplated the notion
of a prudential regulatory framework, including mandatory registration for private pools
of capital. There are a great many issues that should be considered in determining what,
if any, such a framework should look like. As an Association, we are currently engaged
in an active dialogue with our members on these critical issues and we are committed to
being constructive participants as discussions on these issues progress.

While many of the details regarding reform initiatives have yet to be proposed, we
would like to share some initial thoughts with you on some of the key principles that we
believe should be considered by Congress, the Administration and other policy makers as
you consider prudential regulatory reform. Those principles are:
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o The goal of regulatory reform should be to develop intelligent regulation,
which makes our system stronger for the benefit of businesses and investors.

o Prudential regulation should address identified risks or potential risks, and
should be appropriately tailored to those risks.

o Regulators should engage in ongoing dialogue with market participants.
Any rulemaking should be transparent and provide for public notice and comment
by affected market participants, as well as a reasonable period of time to
implement any new or modified regulatory requirements. This public-private
dialogue can help lead to more effective regulation and avoid unintended
consequences, market uncertainty and increased market volatility.

° Reporting requirements should provide regulators with the right
information to allow them to fulfill their oversight responsibilities as well as to
prevent, detect and punish fraud and manipulative conduct. Overly broad
reporting requirements can limit the effectiveness of a reporting regime as
regulators may be unable to effectively review and analyze data, while duplicative
reporting requirements can be costly to market participants without providing
additional benefit to regulators. I would add that it is critical that any reporting of
sensitive, proprietary information by market participants be kept confidential. As
discussed in the section above on reporting to a systemic risk regulator, public
disclosure of such information can be harmful to members of the public that may
act on incomplete data, increase risk to the financial system, and harm the ability
of market participants to establish and exit from investment positions in an
economically viable manner.

° We believe that any prudential regulatory construct should distinguish, as
appropriate, between different types of market participants and different types of
investors or customers to whom services or products are marketed. While we
recognize that investor protection should not be limited only to retail investors,
we believe that a “one-size fits all” approach will likely not be as effective as a
more tailored approach.

° Lastly, we believe that industry best practices and robust investor
diligence should be encouraged and viewed as an important complement to
prudential regulation. Strong business practices and robust diligence are critical
to addressing investor protection concerns.

JIIR SHORT SELLING

One issue in particular which has been the focus of a great deal of discussion
recently is short selling, specifically the role of short selling in capital markets. Short
selling, as recognized by the Securities and Exchange Commission (the “SEC”), “plays
an important role in the market for a variety of reasons, including providing more
efficient price discovery, mitigating market bubbles, increasing market liquidity,
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facilitating hedging and other risk management activities and, importantly, limiting
upward market manipulations.”’ Similarly, the FSA has noted that short selling is, “a
legitimate investment technique in normal market conditions,” and ‘“can enhance the
efficiency of the price formation process by allowing investors with negative information,
who do not hold stock, to trade on their information.” In addition, short selling can
“enhance liquidity by increasing the number of potential sellers,” and increase market
efficiency.2 We strongly agree with the SEC and the FSA that short selling, along with
derivatives trading, provides capital markets with necessary liquidity and plays an
important role in the price discovery process. Markets are more efficient, and securities
prices are more accurate, because investors with capital at risk engage in short selling.

Short selling and other techniques, including listed and over-the-counter
derivatives trading, are important risk management tools for institutional investors,
including MFA members, and essential components of a wide range of bona fide cash
and derivatives hedging strategies that enable investors to provide liquidity to the
financial markets.

We are concerned that requirements that investors publicly disclose short position
information, or that create the potential for public disclosure, would negatively reduce
overall market efficiency by undermining the important role that short selling plays in
providing liquidity and price discovery to markets. The risk of public disclosure could
cause investors, including pension plans and endowments, with billions of dollars of
assets to withdraw capital and further disrupt already stressed capital markets. In the
long-term, pension, endowment and foundation investors would forego diversification
and risk management benefits provided by alternative investment vehicles.

We believe that concerns which have led some to propose public disclosure of
short positions could be substantially mitigated through effective, comprehensive
reporting of short sale information by prime brokers and clearing brokers. Regulators
could require short sales and short position information to be provided by brokers on an
aggregate basis. A regulator could request specific information as to short sales and short
positions of individual investors if it suspected or became concerned about manipulation
of a particular security. Such reporting also would provide regulators with a more
effective means by which to identify manipulative activity.

CONCLUSION

Hedge funds have important market functions, in that they provide liquidity and
price discovery to capital markets, capital to companies to allow them to grow or turn
around their businesses, and sophisticated risk management to investors such as pension
funds, to allow those pensions to meet their future obligations to plan beneficiaries. MFA
and its members acknowledge that smart regulation helps to ensure stable and orderly

Statement of Securities and Exchange Commission Concerning Short Selling and Issuer Stock
Repurchases, SEC Release 2008-235 (Oct. 1, 2008).

Temporary Short Selling Measures, FSA Consultation Paper 09/1 (January 2009), at page 4.
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markets, which are necessary for hedge funds to conduct their businesses. We also
acknowledge that active, constructive dialogue between policy makers and market
participants is an important part of the process to develop smart regulation. We are
committed to being constructive participants in the regulatory reform discussions and
working with policy makers to reestablish a sound financial system and restore stable and
orderly markets.

MFA appreciates the opportunity to testify before the Committee. I would be
happy to answer any questions that you may have.

11

2025 M Street, NW, Suite 610 | Washington, DC 20036 | 202.367.1140 | Fax202.367.2140 | www.managedfunds.org



