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Commodity Futures Trading Commission Reauthorization Strengthens 
Oversight of Exempt Energy Platforms and Foreign Currency Dealers


The CFTC Reauthorization Act of 2008 (“Reauthorization Act”) enacted as Title XIII of the 2008 Farm Bill, 
which became law on May 22, 2008, reauthorizes the Commodity Futures Trading Commission (CFTC) for 
another 5 years and makes two notable changes to the regulation of futures trading in the United States   
This advisory provides background information to understand the scope and context of these changes 
and a summary of the new requirements.     


What Is “Reauthorization”?
The CFTC’s operations are reviewed periodically by Congress and its statutory authority renewed.   
This process is known as “reauthorization.”  The CFTC was last reauthorized in 2000 as part of an extensive 
overhaul of the regulatory framework for futures trading.  The current reauthorization has been pending 
since 2005 and was incorporated into the farm bill, a must-pass piece of legislation which governs federal 
farm and food policy.  


What Effect Will Reauthorization Have on Market Participants?
The most significant impact of the new legislation on market participants is with respect to trading on 
certain exempt energy trading platforms and trading foreign currency contracts (“forex”) with a forex dealer.  
As a consequence of the Reauthorization Act and discussed in more detail below, market participants, 
for the first time, will be subject to the CFTC’s large trader reporting requirements with respect to certain 
energy contracts when trading on an electronic trading platform.  In addition, the legislation mandates 
the registration of forex dealers and clarifies the applicability of CFTC anti fraud authority over certain 
off-exchange forex transactions.     


How Has Regulation Changed with Respect to Energy Trading Platforms?
The Reauthorization Act increased the regulation of certain energy and metals contracts traded on exempt 
commercial markets (ECM), such as the Intercontinental Exchange, Inc. (ICE).  Affected contracts are 
those that fulfill a significant price discovery function.  Significant price discovery contracts are contracts 
traded on an ECM with sufficient liquidity to have a material effect on other contracts traded on a regulated 
futures market, a derivatives transaction execution facility or another ECM, and that


are linked to the settlement price of a contract traded on a regulated futures exchange; • 


can be arbitraged to contracts traded on a regulated futures market or to a significant price discovery • 
contract traded on another ECM; or 


are used on a frequent and recurring basis as the reference price for transactions in the commodity.  • 
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The CFTC may specify by rule additional factors that can be used in determining which contracts are 
significant price discovery contracts.


Large Trade Reporting   
For the first time, market users of ECMs will be subject to the CFTC’s large trader reporting requirements 
with respect to significant price discovery contracts.  As a result, traders whose positions exceed the 
reportable level may be required to provide to the CFTC information with respect to their positions in 
significant price discovery contracts traded on the ECM or, upon special call, in related over-the-counter 
or cash contracts.  CFTC registrants, such as futures commission merchants (FCMs), are required to keep 
books and records concerning their or their customers’ trading in significant price discovery contracts.


Market Regulation
The reauthorization legislation also imposes additional regulatory requirements on each ECM with respect 
to the significant price discovery contracts that are traded on that platform.  The ECM must abide by certain 
core principles in connection with listing those contracts for trading.  These core principles, which are a 
subset of the core principles that apply to regulated futures markets, include requirements to: (1) publish 
trading information on a daily basis; (2) enforce conflict of interest principles in its administration of the 
market; (3) monitor trading activity; (4) monitor and enforce compliance with ECM rules; (5) not list contracts 
readily susceptible to manipulation; (6) establish and enforce rules to obtain necessary information and 
to provide such information to the CFTC upon request; (7) adopt position limits or position accountability 
rules; (8) enact emergency authority to address problems that may arise; and (9) provide self-regulatory 
oversight with respect to such contracts.  


Market participants may be affected by the new requirement that ECMs adopt position limits or position 
accountability rules with respect to significant price discovery contracts.  Position limits place a maximum 
on the size of the open position that a trader may carry.  Position accountability rules require traders whose 
positions exceed a specified size to provide the market with increased information about their position.  


What Changes apply to Forex Trading?
The Reauthorization Act clarifies the CFTC’s antifraud authority with respect to dealers who sell forex to 
the retail public.  In addition, it establishes higher net capital requirements for FCM affiliates or independent 
dealers that trade forex contracts.  Finally, the legislation requires all previously unregulated forex dealers 
to register with the CFTC.  


Anti fraud Authority
The Reauthorization Act makes clear that the Commission’s antifraud authority applies to off-exchange 
forex transactions by dealers who offer or enter into those contracts with retail customers.  This specific 
anti fraud provision does not apply to forex dealers that are regulated as a financial institution, a registered 
broker-dealer, FCMs engaged substantially in the futures industry, or other regulated financial services 
entities.  It also does not apply to forex dealers who become registered with the CFTC in a new registration 
category — Retail Foreign Exchange Dealer.  This provision provides the CFTC with a new enforcement 
tool that can be used to address fraudulent activities by entities selling forex contracts to retail customers 
who previously claimed that the CFTC did not have enforcement authority over such transactions.
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Registration of Forex Dealers
The Reauthorization Act also prohibits a forex dealer that is not otherwise regulated as a financial institution 
from soliciting, accepting orders or exercising discretionary trading authority for foreign exchange contracts 
unless it is registered with the CFTC as a Retail Foreign Exchange Dealer and is a member of a futures 
association.  Retail Foreign Exchange Dealers must maintain an adjusted net capital of $20 million within 
360 days of the law’s enactment.  


The new registration requirement is intended to ensure that forex dealers entering into transactions with 
the retail public are bona fide, regulated entities that maintain sufficient net capital to carry out their dealer 
activities, precluding the current practice of forex dealers operating as unregulated affiliates of a shell 
FCM or without registration.    


additional Provisions
The Reauthorization Act also clarifies the applicability of the CFTC’s anti fraud provision in principal-
to-principal transactions, directs the Securities and Exchange Commission (SEC) and CFTC to adopt 
portfolio margining for security futures products and a test separating broad-based from narrow-based 
indexes on foreign securities, and increases civil and criminal penalties for violation of the Commodity 
Exchange Act (CEA).


Anti fraud Authority Over Principal-To-Principal Transactions 
Section 4b of the CEA (7 U.S.C. Section 6b) is amended by the Reauthorization Act to bring off-exchange 
principal-to-principal futures transactions within the anti fraud provisions of this section.  This clarification 
was necessary because the previous language of Section 4b generally prohibited fraud in only principal-
agent relationships.


Portfolio Margining and Security Index Issues
Following the enactment of the 2000 reauthorization legislation, the CFTC and SEC jointly promulgated 
rules relating to the margining of security futures products (SFPs).  Under those rules, SFPs have been 
subject to the same fixed-rate strategy-based margins that apply to security options customer accounts, 
rather than the risk-based portfolio margining system typical in the futures industry. The CFTC and SEC 
are now directed to permit customers, by September 30, 2008, to benefit from the use of a risk-based 
portfolio margining system for both security options and SFPs.


The amendment also requires the CFTC and the SEC to promulgate, by June 30, 2008, final rules providing 
criteria that will exclude broad-based indexes on foreign equities from the definition of a narrow-based 
security index as appropriate.


Criminal and Civil Penalties
Section 6c of the CEA (7 U.S.C. 9, 15) is amended to double the civil and criminal penalties available 
for certain violations of the CEA such as manipulation, attempted manipulation, and false reporting.  
Specifically, it increases civil penalties for these offenses to “not more than the greater of $1,000,000 
[formerly $100,000] or triple the monetary gain to each person for each such violation.”  Section 9 of the 
CEA (7 U.S.C. 13) is also amended to increase the criminal penalty for violations of the CEA from 5 to 10 
years and increase the civil penalty for individual persons to $1,000,000.
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Finally, the Attorney General is now required to designate a liaison between 
the Department of Justice and the CFTC to better coordinate civil and criminal 
investigations and prosecutions of violations of the CEA.
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Institutional buy-siders who invest in hedge funds have long been concerned with redemption
liquidity —that is, their ability to redeem an investment from a fund. Investors should also be con-
cerned about so-called redemption risk. This refers to a demand by the trustee of a failed fund that
limited partners in such funds, who redeemed some of their investment prior to a blowup, pay
back into the fund all of the redeemed amounts. This has the effect of increasing the assets the
fund may distribute in its liquidation, thereby increasing the total compensation to all investors.
However, not all investors are treated equally; those who had the foresight to get partly or wholly
out of the fund before the blowup effectively subsidize those who either did not have such fore-
sight, or were too late.


The recent decision in the Bayou case confirms this observation. The allegations against Bayou
were that the fund falsified financial records and misrepresented the performance of the fund to
investors in order to mask market losses. Once the fraud came to light, the fund collapsed and
commenced voluntary bankruptcy petitions. As part of the liquidation of the fund, certain
investors sued, claiming that others who partially or completely redeemed their investment before
the blow-up had received fraudulent transfers from the fund. On Feb. 23, 2007, the U.S.
Bankruptcy Court for the Southern District of New York denied motions to dismiss filed by the
redeeming investors and ruled that the case could proceed on its merits.


In effect, the court ruled that the fund managers embarked on a "Ponzi scheme" to defraud
the investors. Before the Bayou decision, hedge fund investors had assumed that the risk of a
redemption demand was only present in funds that are pure frauds, for example, those where
fund managers were simply stealing capital and relying on new investors and the infusion of new
cash to mask the fraud for as long as possible. At first blush, Bayou would seem to validate this
belief because the fund was, indeed, a pure fraud. A closer look, however, reveals that redemp-
tion risk may go far beyond traditional fraudulent funds, and could be endemic to many alter-
native investments. The danger comes by way of most courts' expansionary definition of what


Hedge Fund Risk: 
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constitutes a "Ponzi scheme," which can refer to any fund that
uses capital from investors to satisfy obligations it has to other
investors. While purely fraudulent funds provide an easy
example of such Ponzi schemes, virtually any failed fund that
has invested in illiquid or difficult-to-value assets could be
broadly characterized as such.


By way of explanation, it is important to remember that a
key selling point of hedge funds, compared with traditional
equity or debt investments, is that they are not, for the most
part, subject to regulation. They may invest in virtually any
asset class they choose, limited only by their ability to attract
capital and by the constraints of the limited partnership agree-
ment. Funds that invest in illiquid assets, however, often run
into valuation problems. How does one put a real value on an
asset for which there is a limited market? The answer, in most
instances, is through economic modeling that relies more on
economic theory than market forces. The problem is that
while a Ph.D. in economics may be able to "value" an illiquid
asset for purposes of investor reporting, fee structure, audit-
ing, etc., no one really knows if such a valuation will stand up
in the market until a willing buyer emerges. The trouble arises
when limited partners redeem their investment and the fund
must sell some or all of an illiquid asset. If the sale fetches less
than the "marked" value of the asset, the remaining investors
may actually be subsidizing the redeeming investors.


Thus, if we apply the broad definition of the Ponzi scheme
discussed above to a misvalued fund, the danger becomes
obvious. Any redemptions taken by investors based on the
theoretical value of the fund are being backed not by the
market value of the fund but by the capital invested by oth-
ers. In such funds, any such "redemption" is nothing of the


sort. Rather, an investor is merely cashing out based upon the
paper valuation that was never real to begin with. While not
pure "fraud" in the traditional sense (assuming, of course,
that the misvaluation was not intentional), such funds may
nevertheless meet the definition of a Ponzi scheme set out by
the courts, and payments to redeeming investors could be
considered "fraudulent conveyances" by the fund. Moreover,
in any such devaluation, it is likely that investors would allege
that some fraud took place by the fund managers. Once such
allegations are made, they are difficult to resolve short of
trial, resulting in hard-fought, lengthy and expensive legal
battles. Thus, even investors who have valid defenses to a
fraudulent conveyance claim, such as good faith, may still
end up having to spend millions of dollars in litigation costs
and counsel fees to sort it all out and fend off such claims
brought by other limited partners.


The lesson for investors who invest in alternative asset
funds is that, in addition to the traditional risks associated
with investments in illiquid or difficult-to-value assets, they
bear redemption risk. Close attention to the methods used to
determine value in such funds can help mitigate this risk.
Only through intense and sustained due diligence and inves-
tigation can investors avoid the unpleasant situation where,
having lost a great deal of money in a fund, they may then be
liable to their fellow limited partners for the amounts that
they cashed out prior to the blowup.


Jonathan Sablone and Timothy W. Mungovan are partners at
Nixon Peabody LLP and co-chair the firm's Alternative
Investment Litigation Team. They can be contacted at
jsablone@nixonpeabody.com or tmungovan@nixonpeabody.com.







<<
  /ASCII85EncodePages false
  /AllowTransparency false
  /AutoPositionEPSFiles true
  /AutoRotatePages /All
  /Binding /Left
  /CalGrayProfile (Dot Gain 20%)
  /CalRGBProfile (sRGB IEC61966-2.1)
  /CalCMYKProfile (U.S. Web Coated \050SWOP\051 v2)
  /sRGBProfile (sRGB IEC61966-2.1)
  /CannotEmbedFontPolicy /Warning
  /CompatibilityLevel 1.4
  /CompressObjects /Tags
  /CompressPages true
  /ConvertImagesToIndexed true
  /PassThroughJPEGImages true
  /CreateJDFFile false
  /CreateJobTicket false
  /DefaultRenderingIntent /Default
  /DetectBlends true
  /DetectCurves 0.0000
  /ColorConversionStrategy /LeaveColorUnchanged
  /DoThumbnails false
  /EmbedAllFonts true
  /EmbedOpenType false
  /ParseICCProfilesInComments true
  /EmbedJobOptions true
  /DSCReportingLevel 0
  /EmitDSCWarnings false
  /EndPage -1
  /ImageMemory 1048576
  /LockDistillerParams false
  /MaxSubsetPct 100
  /Optimize true
  /OPM 1
  /ParseDSCComments true
  /ParseDSCCommentsForDocInfo true
  /PreserveCopyPage true
  /PreserveDICMYKValues true
  /PreserveEPSInfo true
  /PreserveFlatness true
  /PreserveHalftoneInfo false
  /PreserveOPIComments false
  /PreserveOverprintSettings true
  /StartPage 1
  /SubsetFonts true
  /TransferFunctionInfo /Apply
  /UCRandBGInfo /Preserve
  /UsePrologue false
  /ColorSettingsFile ()
  /AlwaysEmbed [ true
  ]
  /NeverEmbed [ true
  ]
  /AntiAliasColorImages false
  /CropColorImages true
  /ColorImageMinResolution 300
  /ColorImageMinResolutionPolicy /OK
  /DownsampleColorImages true
  /ColorImageDownsampleType /Bicubic
  /ColorImageResolution 300
  /ColorImageDepth -1
  /ColorImageMinDownsampleDepth 1
  /ColorImageDownsampleThreshold 1.50000
  /EncodeColorImages true
  /ColorImageFilter /DCTEncode
  /AutoFilterColorImages true
  /ColorImageAutoFilterStrategy /JPEG
  /ColorACSImageDict <<
    /QFactor 0.15
    /HSamples [1 1 1 1] /VSamples [1 1 1 1]
  >>
  /ColorImageDict <<
    /QFactor 0.15
    /HSamples [1 1 1 1] /VSamples [1 1 1 1]
  >>
  /JPEG2000ColorACSImageDict <<
    /TileWidth 256
    /TileHeight 256
    /Quality 30
  >>
  /JPEG2000ColorImageDict <<
    /TileWidth 256
    /TileHeight 256
    /Quality 30
  >>
  /AntiAliasGrayImages false
  /CropGrayImages true
  /GrayImageMinResolution 300
  /GrayImageMinResolutionPolicy /OK
  /DownsampleGrayImages true
  /GrayImageDownsampleType /Bicubic
  /GrayImageResolution 300
  /GrayImageDepth -1
  /GrayImageMinDownsampleDepth 2
  /GrayImageDownsampleThreshold 1.50000
  /EncodeGrayImages true
  /GrayImageFilter /DCTEncode
  /AutoFilterGrayImages true
  /GrayImageAutoFilterStrategy /JPEG
  /GrayACSImageDict <<
    /QFactor 0.15
    /HSamples [1 1 1 1] /VSamples [1 1 1 1]
  >>
  /GrayImageDict <<
    /QFactor 0.15
    /HSamples [1 1 1 1] /VSamples [1 1 1 1]
  >>
  /JPEG2000GrayACSImageDict <<
    /TileWidth 256
    /TileHeight 256
    /Quality 30
  >>
  /JPEG2000GrayImageDict <<
    /TileWidth 256
    /TileHeight 256
    /Quality 30
  >>
  /AntiAliasMonoImages false
  /CropMonoImages true
  /MonoImageMinResolution 1200
  /MonoImageMinResolutionPolicy /OK
  /DownsampleMonoImages true
  /MonoImageDownsampleType /Bicubic
  /MonoImageResolution 1200
  /MonoImageDepth -1
  /MonoImageDownsampleThreshold 1.50000
  /EncodeMonoImages true
  /MonoImageFilter /CCITTFaxEncode
  /MonoImageDict <<
    /K -1
  >>
  /AllowPSXObjects false
  /CheckCompliance [
    /None
  ]
  /PDFX1aCheck false
  /PDFX3Check false
  /PDFXCompliantPDFOnly false
  /PDFXNoTrimBoxError true
  /PDFXTrimBoxToMediaBoxOffset [
    0.00000
    0.00000
    0.00000
    0.00000
  ]
  /PDFXSetBleedBoxToMediaBox true
  /PDFXBleedBoxToTrimBoxOffset [
    0.00000
    0.00000
    0.00000
    0.00000
  ]
  /PDFXOutputIntentProfile ()
  /PDFXOutputConditionIdentifier ()
  /PDFXOutputCondition ()
  /PDFXRegistryName ()
  /PDFXTrapped /False

  /Description <<
    /CHS <FEFF4f7f75288fd94e9b8bbe5b9a521b5efa7684002000500044004600206587686353ef901a8fc7684c976262535370673a548c002000700072006f006f00660065007200208fdb884c9ad88d2891cf62535370300260a853ef4ee54f7f75280020004100630072006f0062006100740020548c002000410064006f00620065002000520065006100640065007200200035002e003000204ee553ca66f49ad87248672c676562535f00521b5efa768400200050004400460020658768633002>
    /CHT <FEFF4f7f752890194e9b8a2d7f6e5efa7acb7684002000410064006f006200650020005000440046002065874ef653ef5728684c9762537088686a5f548c002000700072006f006f00660065007200204e0a73725f979ad854c18cea7684521753706548679c300260a853ef4ee54f7f75280020004100630072006f0062006100740020548c002000410064006f00620065002000520065006100640065007200200035002e003000204ee553ca66f49ad87248672c4f86958b555f5df25efa7acb76840020005000440046002065874ef63002>
    /DAN <>
    /DEU <>
    /ESP <>
    /FRA <>
    /ITA <>
    /JPN <>
    /KOR <FEFFc7740020c124c815c7440020c0acc6a9d558c5ec0020b370c2a4d06cd0d10020d504b9b0d1300020bc0f0020ad50c815ae30c5d0c11c0020ace0d488c9c8b85c0020c778c1c4d560002000410064006f0062006500200050004400460020bb38c11cb97c0020c791c131d569b2c8b2e4002e0020c774b807ac8c0020c791c131b41c00200050004400460020bb38c11cb2940020004100630072006f0062006100740020bc0f002000410064006f00620065002000520065006100640065007200200035002e00300020c774c0c1c5d0c11c0020c5f40020c2180020c788c2b5b2c8b2e4002e>
    /NLD (Gebruik deze instellingen om Adobe PDF-documenten te maken voor kwaliteitsafdrukken op desktopprinters en proofers. De gemaakte PDF-documenten kunnen worden geopend met Acrobat en Adobe Reader 5.0 en hoger.)
    /NOR <>
    /PTB <>
    /SUO <>
    /SVE <>
    /ENU (Use these settings to create Adobe PDF documents for quality printing on desktop printers and proofers.  Created PDF documents can be opened with Acrobat and Adobe Reader 5.0 and later.)
  >>
  /Namespace [
    (Adobe)
    (Common)
    (1.0)
  ]
  /OtherNamespaces [
    <<
      /AsReaderSpreads false
      /CropImagesToFrames true
      /ErrorControl /WarnAndContinue
      /FlattenerIgnoreSpreadOverrides false
      /IncludeGuidesGrids false
      /IncludeNonPrinting false
      /IncludeSlug false
      /Namespace [
        (Adobe)
        (InDesign)
        (4.0)
      ]
      /OmitPlacedBitmaps false
      /OmitPlacedEPS false
      /OmitPlacedPDF false
      /SimulateOverprint /Legacy
    >>
    <<
      /AddBleedMarks false
      /AddColorBars false
      /AddCropMarks false
      /AddPageInfo false
      /AddRegMarks false
      /ConvertColors /NoConversion
      /DestinationProfileName ()
      /DestinationProfileSelector /NA
      /Downsample16BitImages true
      /FlattenerPreset <<
        /PresetSelector /MediumResolution
      >>
      /FormElements false
      /GenerateStructure true
      /IncludeBookmarks false
      /IncludeHyperlinks false
      /IncludeInteractive false
      /IncludeLayers false
      /IncludeProfiles true
      /MultimediaHandling /UseObjectSettings
      /Namespace [
        (Adobe)
        (CreativeSuite)
        (2.0)
      ]
      /PDFXOutputIntentProfileSelector /NA
      /PreserveEditing true
      /UntaggedCMYKHandling /LeaveUntagged
      /UntaggedRGBHandling /LeaveUntagged
      /UseDocumentBleed false
    >>
  ]
>> setdistillerparams
<<
  /HWResolution [2400 2400]
  /PageSize [612.000 792.000]
>> setpagedevice






FINANCIER
WORLDWIDEcorporatefinanceintelligence


Reprint      FW Hedge Funds Review 2006  |  www.financierworldwide.com


Hardly a day passes without a story in 
the international business press about 


the growing number and size of hedge 
funds and their substantial influence in 
the capital markets. Many commentators 
have remarked that the growth of hedge 
funds is reminiscent of the internet boom, 
and there are some remarkable parallels. 
Instead of managers and engineers leav-
ing traditional companies to join internet 
start-ups, portfolio managers, analysts, and 
traders from more traditional asset manag-
ers are forming or joining hedge funds. 
Instead of IPO riches, hedge fund manag-
ers seek gold using the ‘2 and 20’ formula: 
2 percent of assets under management 
and 20 percent of the profits. Instead of 
generating fees from underwriting IPOs 
and secondary offerings of ‘hot’ internet 
companies, investment banks profit by 
providing prime brokerage and other serv-
ices to hedge funds. Instead of scrambling 
to reserve popular domain names, the Wall 
Street Journal has reported that would-be 
hedge fund managers are lamenting the 
dearth of available, ‘suitable’ names for 
their proposed hedge funds. And with its 
commercial real estate prices rivalling or 
exceeding those in Manhattan, Greenwich, 
Conn., has displaced Silicon Valley as the 
Mecca for fortune-seekers. 


Based in part on anecdotal parallels such 
as these, many commentators have ques-
tioned whether we are in a hedge fund 
bubble. Indeed, a Google search using the 
terms ‘hedge fund’ and ‘bubble’ gener-
ated more than 900,000 hits. It would 
be a mistake to leap to this conclusion, 
though. As Alan Greenspan has noted, it 
is difficult to identify a bubble until after 
the fact. Moreover, given the number of 
hedge funds and the diversity of their sizes, 
investment objectives, strategies, and lock-
up periods, the risk of an industry-wide 
crash seems remote. 


Nevertheless, it is likely that the hedge 
fund industry will experience some grow-
ing pains, including a shakeout of the weak-


er performers. In July 2005, a policy group 
comprised of leading professionals from 
Wall Street, called the Counterparty Risk 
Management Policy Group II (CRMPG), 
issued a report that underscored many of 
the risks that are endemic to hedge funds. 
This report echoed one by the staff of the 
SEC – ‘Implications of the Growth of 
Hedge Funds’ – issued in September 2003.


The upshot of these and other more recent 
reports is that some hedge funds can be 
highly risky investment vehicles. It is also 
reasonable to conclude that changing market 
conditions, including rising interest rates, 
increasing volatility and widening yield 
spreads, could send tremors through the 
hedge fund industry as well as the capital 
markets as a whole. In addition to changing 
market conditions, institutional investors 
would do well to consider the following 
five issues as they evaluate their current and 
prospective hedge fund investments.


Growth
As the SEC has pointed out, there is little 
reliable data on the number of hedge funds 
or the amount of hedge fund assets under 
management. Some estimate that there are 
6,000 to 7,000 hedge funds with more than 
$1 trillion in assets under management 
today, compared to an estimated 400 funds 
with a collective $50bn under management 
in 2002, according to the ‘Implications of 
the Growth of Hedge Funds’ report.


While growth is not a negative fact in 
and of itself, unrestrained growth may have 
several potentially negative implications. 
There is a limited supply of investment tal-
ent, and competition for investment ideas 
is fierce. As more marginal talent enters 
the industry and trades get more crowded, 
industry-wide average returns will drop. 
Rather than chasing the hot new man-
ager forming a fund, institutional investors 
should seek out proven performers with a 
long track record, who use credible profes-
sional service providers, prime brokers, 
administrators and accountants. 


Structure
Understanding the structure of hedge funds, 
and the implications of that structure, is of 
critical importance to the knowledgeable 
investor. With few exceptions, US-based 
hedge funds are structured as private invest-
ment partnerships. The investors are limited 
partners in a limited partnership, which is 
commonly called the ‘fund’. The general 
partner of the fund, which is generally an 
affiliate of the ‘hedge fund adviser’, manages 
the fund. Unlike mutual funds, which have 
independent boards and whose shareholders 
must approve certain actions, limited part-
ners in a hedge fund are passive investors 
who generally have no control over manage-
ment of the fund. There is no liquid market 
for limited partnership units in a hedge 
fund, unlike shares in mutual funds, stocks, 
or other securities. Thus, getting capital out 
of a hedge fund can be more difficult than 
selling shares in a mutual fund or a publicly 
traded corporation. The redemption process 
for limited partnership shares is governed 
by the limited partnership agreement, and 
some funds require multi-year ‘lock-ups’. 
Furthermore, putting aside issues of control 
and redemption, hedge fund investors are 
frequently in the dark about actual invest-
ments. Limited partner investors often have 
no visibility into the strategies and positions 
of hedge funds, unlike mutual funds which 
require transparency. 


Regulation
The United States Court of Appeals for 
the District of Columbia recently invali-
dated the Hedge Fund Rule (Goldstein v. 
Securities and Exchange Commission, 451 
F.3d 873 (D.C. Cir. 2006)). The structure 
of hedge funds as limited partnerships was 
critical to the court’s decision. The issue, 
put simply, was whether limited partner 
investors in a hedge fund were ‘clients’ of 
the hedge fund adviser. The court ruled that 
limited partner investors were not clients of 
the adviser; rather, the fund itself is the cli-
ent of the adviser.
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This decision has broad ramifications. 
First, the decision limits, for now, the SEC’s 
oversight over hedge funds. While the SEC 
still has jurisdiction over hedge funds, and 
hedge funds are still subject to anti-fraud 
provisions found within certain statutes, 
there is no formal regulatory scheme for 
hedge funds in the United States. Since 
most hedge funds are no longer obligated 
to register, many are now de-registering 
(the SEC can still inspect any registered 
adviser). Second, in the wake of this deci-
sion, some lawmakers have called for leg-
islation to provide greater oversight for 
hedge funds. Third, and perhaps of greater 
importance to investors, the court ruled that 
the adviser owes its fiduciary duties to the 
fund itself, not the individual limited part-
ner investors in the fund, for the purposes of 
the Investment Advisors Act of 1940. 


Litigation 
Simply put, the amount of litigation involv-
ing hedge funds, and investors in hedge 
funds, has increased. The number of SEC 
enforcement actions involving hedge 
fund advisers has increased, according to 
comments made by SEC Chairman Cox. 
Similarly, since the beginning of 2005, 
at least seven hedge fund frauds and col-
lapses have resulted in major litigation: 
Wood River, Bayou, Portus, KL Financial, 
Philadelphia Alternative Asset Management, 
Durus, and International Management 
Associates.1


Complexity
The CRMPG repeatedly returned to a single 
theme: complexity in the financial mar-
kets and its impact on the stability of 
those markets. Hedge funds, as a whole, 
have contributed to this market complexity, 
through their use of new financial products, 
leverage, and expectations of continued 
liquidity. According to the CRMPG, the 
market for complex financial products, such 
as credit derivatives, has grown exponen-
tially since 1999. The CRMPG, in a July 


2005 report, defines credit derivatives as 
“financial instruments that transfer all (or a 
portion) of the credit risk of an underlying 
obligation or entity (or group of obligations 
or entities) from one party to another party 
without necessarily transferring the under-
lying asset”. The report goes on to argue 
that credit derivatives, and similar products, 
“pose challenges for risk measurement and 
pricing”. Hedge funds are major partici-
pants in the credit derivative markets.


The SEC has observed that many hedge 
funds employ leverage strategies to 
increase returns, but leverage can also mag-
nify investment losses. Unlike Registered 
Investment Companies, there are no restric-
tions on the amount of leverage that a hedge 
fund may employ, beyond what a lender or 
counterparty will permit. Leverage can be 
particularly devastating in connection with 
illiquid securities, because valuing such 
securities can be difficult and selling under 
pressure can produce losses, as in Long 
Term Capital Management.


The CRMPG observed that many hedge 
funds “now have sizeable investments and 
assets that are highly illiquid even in nor-
mal market conditions”. As such, hedge 
funds and investors may be underestimat-
ing the risk of a liquidity crisis, where the 
market for an asset suddenly dries up. 
The CRMPG specifically high-lighted so-
called ‘crowded trades’ as a significant 
risk factor. In a crowded trade, many dif-
ferent firms independently ‘put on’ the 
same trade or set of correlated trades. 
If they all attempt to unwind their posi-
tions simultaneously, liquidity can evapo-
rate, leading to rapid, unanticipated price 
changes. Crowded trades are difficult to 
detect, and are often characterised by pre-
liminary periods of (illusory) low volatility 
and increased liquidity. Given the growth of 
hedge funds, and their demand for complex 
financial instruments, a sudden flight to 
quality – as in 1998 – could have a severe 
impact on the liquidity and price of assets 
held by hedge funds. 


In conclusion, hedge funds are here to 
stay. However, the growth of hedge funds 
is reminiscent of other booms, including the 
internet, and investors should proceed with 
caution. Nevertheless, as with the internet, 
where investors in eBay, Yahoo and Google 
enjoyed strong returns even after the boom 
ended, thoughtful investors in hedge funds 
can still achieve outsized returns even if 
there is a shake-up.  


1    The authors have represented parties in both the Philadelphia Alternative 


Asset Management and International Management Associates litigations.


Timothy W. Mungovan and Jonathan Sablone are 
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The financial history books will record 2007 as the 
year when a long period of  extraordinarily benign 
credit conditions came to a sudden and dramatic 
end. Contrary to the expectations of  many, the 
crisis, as it developed in the second half  of  the year, 
was relatively kind to the hedge fund community. 


There were some notable fund losses and fund 
blow-ups, but these were the exception rather 
than the rule. The much-anticipated and feared 
sight of  large numbers of  hedge funds going 
under did not transpire.


Cue sighs of  relief  in London’s Mayfair dis-
trict, as well as from Connecticut, “the hedge fund 
state”. The crisis was averted; time to move on.


Well, not quite. History does not stand still and 2008 
may yet be chronicled as the year when the sub-prime 
collapse returned to haunt the hedge fund industry.


We do not predict an all-out massacre of  hedge 
funds; indeed, many have performed well over 
2007 and will continue to do so. But 2008 will be 
a minefield – a few unlucky funds are likely to 
blow up, and investors will be shocked at the size 
and suddenness of  the detonations.


slow-burning problems
The problems in the hedge fund industry are 
on a “slow fuse”, which is why they will take a 
financial quarter or more to emerge. That bad 
news takes time to filter out from hedge funds is 
because of  various architectural and structural 
features of  the industry.


For instance, valuation. Establishing the value 
of  a heavily traded, highly transparent security 
such as a share of  stock can be done on a minute-
by-minute basis. Complex, illiquid instruments 
– the type in which many hedge funds specialise 
– are not so easily valued. As the markets for 
such instruments disappeared in the summer of  
2007, valuation became impossible. They cannot 
be marked to market, because there is no market; 
no one is trading them.


Because hedge funds have considerable 
leeway in valuing their own investments, man-
agers have the potential to overvalue their 
illiquid positions unjustifiably, namely by main-
taining the price that applied when the markets 
were open and buoyant.


At some point, the markets for complex, bespoke 
instruments will return and hedge funds will have 
no excuse but to re-price those instruments. When 
they do, many hedge funds may get a shock. Are a 
large number of  funds holding on to assets that are 
greatly overvalued? In 2008, we will find out.


The systemic problems potentially posed by 
valuation may be exacerbated by “side pockets”, 
that is, the existence of  separate vehicles in 
which poorly performing assets can be dumped. 
Financial engineering may provide some hedge 


Sub-prime pain burns on a ‘slow fuse’
By Julian Korek, Timothy Mungovan 


and Jonathan Sablone.


investors forced to meet the costs associated with 
winding up the fund and yet having no say in the 
matter. It is fanciful to think that investors will 
sit idly by while this scenario develops.


Other features of  the hedge fund industry 
could drive investors to litigation. Some funds 
sign side letters with particular investors 
giving them preferential redemption terms. To 
meet those terms, a fund might be required to 
sell higher-quality, more-liquid assets, leaving 
remaining investors with more difficult-to-value 
assets. Again, it is not hard to see lawsuits 
emerging from such a situation.


regulation clampdown
One final trend we foresee in 2008, and we are 
hardly alone in this, is increased regulation. The 
US Securities and Exchange Commission has 
attempted unsuccessfully to regulate the industry 
in the past, efforts that will surely be revived if  
there are extensive hedge fund blow-ups in the 
year ahead. The ultimate authority, when it comes 
to regulation, is Congress, and 2007 has delivered 
plenty of  signs that the Democratic Congress 
intends to do something about hedge funds. Again, 
the impetus for action will be greatly enhanced if  
there are numerous hedge fund failures.


In the past, regulators were able to turn some-
thing of  a blind eye to hedge funds because “real 
people” were not affected. Investors in hedge 
funds were mostly sophisticated institutions and 
wealthy, well-advised individuals and families. 
Such investors entered the hedge fund market 
with all eyes open, and if  they lost money, so be it. 


But as a greater number of  pension funds, 
including local authority funds that provide pen-
sions to teachers, to firemen and to policemen, 
have committed assets to hedge funds, so the 
political implications of  any hedge fund failures 
increase dramatically. 


One area of  interest for regulators may be the 
role and duties of  non-executive directors. Cur-
rently, most Cayman-domiciled hedge funds have 
non-executive directors in name only; the direc-
tors in question may act for dozens, even hun-
dreds, of  individual funds and exercise almost no 
oversight responsibility. 


If  2008 does emerge as the year when market 
regulators clamped down on hedge fund super-
vision, then non-executive directors may be the 
best place to start. n


Julian Korek is a founder member of Kinetic Partners.
Timothy Mungovan and Jonathan Sablone are 
the founders and co-leaders of the alternative 
investment litigation team at Nixon Peabody LLP 
(www.nixonpeabody.com).
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funds with short-term relief, but it can hardly 
provide a complete solution for sub-prime losses.


The second structural problem relates to 
redemption, and the “snowballing” problem that 
it can generate. Many hedge funds require inves-
tors to give three months’ notice for any redemp-
tion, but many funds also provide that the notice 
shortens to one month in the event of  any sudden 
and dramatic loss of  value. If  the first redemp-
tion reveals a substantial performance drop, it 
may trigger a rush to the exits by other investors, 
with disastrous results for the hedge fund.


Picture the following chain of  events: wor-
ried by sub-prime exposure, an investor redeems 
their investment in a hedge fund. The redemption 
forces the fund to put a market price on instru-
ments that, for some months, have been hard to 
value and hence potentially overvalued. 


The grim news of  the write-down prompts 
other investors to redeem, possibly at one month’s 
notice, thereby accelerating the fire sale and 
driving the value of  the fund down still further. 


Some fund managers have the opportunity to 
suspend all redemptions in the event that redemp-
tions could have an adverse impact on the fund 
itself, but widespread lock-ups across the industry 
will hardly do much for investor confidence.


A snowball effect in redemptions is one trend 
we expect to see in 2008; litigation is another. If  
investors determine that prices were held at an 
artificially high price for too long in the second 
half  of  2007 – and that higher management fees 
were paid as a result – then they will likely resort 
to the courts to claw back some of  their losses. 


A further architectural problem for the industry 
is its fee structure. While the management fee at 
large funds can be handsome, most managers go 
into the hedge fund sector for the lure of  the incen-
tive fees, typically 20% of  profits above an agreed 
hurdle and above a high watermark. These terms 
can generate lavish rewards for successful man-
agers, and act as a powerful incentive.


But what happens when that incentive disap-
pears? If  a fund suffers a serious write-down as a 
result of  finally marking its illiquid investments 
to market, its value may sit so far below its high 
watermark that profit-related fees become aca-
demic. Managers who conclude that their cur-
rent fund will never again be “in the money” may 
simply quit and set up a new fund, or may seek 
to wind up the current vehicle and start again.


the living dead
It is also possible that fund managers whose 
funds have multi-year lock-ups will choose to live 
off  the management fee even where positive carry 
is unlikely. The result could be a large number 
of  “zombie” funds, valued far below their high 
watermark, where all the talented managers have 
departed, and where the general manager’s focus 
is simply to carry on reaping the management fee.


Alternatively, the potential exists for a large 
number of  funds to be put into liquidation, with 
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Financial Services and Products ADVISORY


New York to Regulate Credit Default Swaps as Insurance;  
SEC Seeks Legislative Authority to Regulate Credit Default Swaps
On September 22, 2008, New York Governor Paterson and the New York Insurance Department 
(the “Insurance Department”) sent shockwaves around the derivatives industry by announcing that, 
beginning on January 1, 2009, the Insurance Department would regulate certain credit default swaps 
(CDS) as a form of financial guaranty insurance, at least when the CDS is issued in New York or 
issued to a New York purchaser who “holds, or reasonably expects to hold, a ‘material interest’ in 
the reference obligation.”1  Characterizing the unregulated CDS market as “a major contributor to the 
emerging financial crisis on Wall Street,” Governor Paterson also called on the federal government 
to regulate the portion of the CDS market that the Insurance Department’s action does not reach.  
The following day, in an appearance before the Senate Committee on Banking, Housing, and Urban 
Affairs, Securities and Exchange Commission (SEC) Chairman Cox urged Congress to provide 
statutory authority for regulation of the CDS market.2


What Has the Insurance Department Done?


Governor Paterson and the Insurance Department’s announcement accompanied the release 
of Circular Letter No. 19 (2008) (“Circular 19”).  Circular 19 specifies best practices for financial 
guarantee insurance companies (FGIs), focusing in particular on protection issued by FGIs on 
collateralized debt obligations (CDOs) of asset-backed securities (ABS) and on CDS.  The best 
practices, including the Insurance Department’s new position regarding CDS, will be effective 
on January 1, 2009.  As necessary, the Department also intends to issue regulations and obtain 
legislation to formalize the best practices.  


Most notably for participants in the credit derivatives market, Circular 19 establishes that certain 
CDS are insurance products.  Given the importance of New York to the nation’s financial system, 
this position may have wide-reaching impact on the credit derivatives market and its participants.  
According to the press release accompanying Circular 19, the Insurance Department delayed the 
effective date of the best practices with respect to CDS to avoid market disruption.


1   See “Governor Paterson Announces Plan to Limit Harm to Markets From Damaging Speculation,” http://www.ins.state.ny.us/press/2008/
p0809224.pdf (Sept. 22, 2008); Circular Letter No. 19, “‘Best practices’ for financial guaranty insurers,” http://www.ins.state.ny.us/
circltr/2008/cl08_19.pdf (Sept. 22, 2008).


2   See “Testimony Concerning Turmoil in U.S. Credit Markets: Recent Actions Regarding Government Sponsored Entities, Investment 
Banks and Other Financial Institutions,” http://www.sec.gov/news/testimony/2008/ts092308cc.htm (Sept. 23, 2008).


September 29, 2008


This advisory is published by Alston & Bird LLP to provide a summary of significant developments to our clients and friends.  
It is intended to be informational and does not constitute legal advice regarding any specific situation.  This material may also 
be considered attorney advertising under court rules of certain jurisdictions.
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To remedy the lack of regulation of CDS cited by Governor Paterson and the Insurance Department 
as a key factor in the financial crisis, the Insurance Department will be characterizing certain CDS, 
namely those for which the buyer of protection “holds, or reasonably expects to hold, a ‘material 
interest’ in the reference obligation,” as insurance contracts.  Circular 19 counsels entities who sell 
protection under CDS to seek an opinion of the Insurance Department’s Office of General Counsel 
(OGC) as to whether their CDS activities require a license.


The parallel between CDS and insurance contracts is evident and well known.  Both involve one 
party agreeing to make payments to another party upon the occurrence of specified adverse events.  
The key difference, articulated and relied upon by the Insurance Department in prior opinions 
regarding derivative contracts, is that payment under an insurance contract is conditioned on the 
beneficiary suffering an actual loss in order to be paid.  A CDS does not require an actual loss as 
a condition of payment.  A June 16, 2000, opinion of the OGC involving a cash-settled CDS and 
an earlier OGC opinion dated February 15, 2000, on a weather derivative centered around the 
absence of the condition of an actual loss in concluding that neither derivative was an insurance 
contract.  Until the release of Circular 19, the credit derivatives industry relied on that key difference 
as expressed in the OGC’s opinions.


The Insurance Department has now changed its position on treatment of CDS.  Neither the cash-settled 
nature of the CDS in the June 16, 2000, opinion nor the character of the weather derivative in the 
February 15, 2000, opinion factored into the OGC’s earlier conclusions.  The Insurance Department 
acknowledges in Circular 19 that the OGC opinions from 2000 did not focus on whether the buyer of 
protection, at the time it enters into the contract, holds or expects to hold an interest in the reference 
obligation.  According to Circular 19, that omission will be addressed in a future OGC opinion.


What Issues Are Raised by the Insurance Department’s Action?


The Insurance Department’s new position raises difficult issues.  First, by expanding the scope 
of insurance contracts to include some CDS, the Insurance Department potentially brings under 
its jurisdiction all sellers of protection in the credit derivatives market (at least those with sufficient 
New York nexus), including banks, brokers and affiliates of both, and hedge funds.  The Insurance 
Department’s concern, expressed in Circular 19, is to protect policy holders and ensure that insurance 
companies have sufficient capital and reserves to meet their obligations.  By characterizing CDS as 
insurance contracts, however, the Insurance Department may also bring under its jurisdiction entities 
that have a different constituency than insurance companies and which are subject to a different set 
of laws and regulations to protect those constituencies.  


Second, the Insurance Department’s description of covered CDS presents a practical difficulty.  Circular 
19 refers to contracts for which the buyer of protection holds or may be reasonably expected to hold 
an interest in the reference obligation.  Unanswered is the question as to the level of due diligence 
the seller of protection must undertake to determine the composition of the buyer’s portfolio and its 
intention in purchasing additional assets.
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How Is the Industry Reacting to This Development?


Derivative industry efforts are underway to address the issues raised by Circular 19.  The International 
Swaps and Derivatives Association (ISDA) is organizing meetings with the Insurance Department 
and other departments of New York State government to discuss Circular 19.  In addition, ISDA is 
gathering data on how New York would be affected if the credit derivatives business moved elsewhere 
in response to CDS being regulated as insurance contracts.  The extent of ISDA’s success in modifying 
the Insurance Department’s position will be important for the credit derivatives industry.  Notably, 
ISDA’s efforts were instrumental in leading to the SEC’s modification of its recent short sale ban to 
permit derivatives market makers to use short sales to hedge their positions.  The short sale order, 
as originally released, threatened to close down much of the over-the-counter equity derivatives 
market because it choked off the ability to hedge many of the derivatives contracts.3


What Is the SEC’s Position?


The SEC’s Division of Enforcement currently uses its antifraud authority to pursue certain market 
participants,4 but the CDS industry is otherwise unregulated by the SEC.  In his testimony before the 
Senate Banking Committee, SEC Chairman Cox asked Congress for the authority to regulate CDS 
contracts “for the protection of investors and to ensure orderly markets.”  Chairman Cox characterized 
the protection buyer’s position in a CDS contract as the economic equivalent of a short sale of the 
bonds of the obligor referenced in the CDS.  Where the buyer of protection does not own bonds of 
the reference obligor, the buyer of protection is effectively entering into the economic equivalent of 
an uncovered short position on the reference obligor’s bonds.5


3  See Alston & Bird Advisory, “SEC Revises Short Selling Restrictions,” http://www.alston.com/financial_services_advisory_short_sale 
(Sept. 24, 2008).


4  Under the Commodity Futures Modernization Act of 2000 (CFMA), “security-based swap agreements” are not considered “securities,” 
but are subject to the SEC’s fraud, manipulation and insider trading laws and rules (see, e.g., Sections 9(a), 10(b), 17(a) and 21A 
of the Securities Exchange Act of 1934).   CFMA defines a “security-based swap agreement” as a “swap agreement of which a 
material term is based on the price, yield, value, or volatility of any security or any group or index of securities, or any interest 
thereon.”  “Swap agreement” is defined as “any individually negotiated contract, agreement, warrant, note, or option that is based, 
in whole or in part, on the value of, any interest in, or any quantitative measure or the occurrence of any event relating to, one or 
more commodities, securities, currencies, interest or other rates, indices, or other assets.”  The “individually negotiated” prong 
effectively eliminates exchange-traded options.


5  CDS in which the protection buyer holds no interest, and is not reasonably expected to hold an interest, in the reference obligation 
are not covered by the Insurance Department’s actions.  The Insurance Department’s position is that these so-called “naked” 
CDS are not insurance contracts because they do not “confer a benefit of pecuniary value” on the buyer of protection upon the 
occurrence of an event in which the buyer of protection has or is expected to have a pecuniary interest which will be adversely 
affected by the event.  



http://www.alston.com/financial_services_advisory_short_sale
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What Other “Best Practices” Does the Insurance Department Recommend?


In addition to bringing certain CDS under the Insurance Department’s regulation, Circular 19’s best 
practices include the following:


FGIs may not insure pools of ABS that include other pools of ABS unless the FGI’s position or • 
the nature of the assets in the pool meet specified characteristics.


Insurance of CDS should include only transactions with risk comparable to the risk of directly • 
insuring bonds, including failure to pay due to financial default or insolvency, but not due to a 
change in the creditworthiness of an FGI providing credit support for a CDS counterparty, and 
not including transactions in which the insurer must post collateral.


In determining compliance with single risk limits in the context of ABS, FGIs should take into • 
account, in addition to the issuer of the securities, the initial lender and servicer of each category 
of obligations in the underlying collateral.


At least 95 percent of the structured finance portion of an FGI’s portfolio should be investment grade.• 


An FGI should maintain sufficient liquidity to pay claims, appropriate risk underwriting policies • 
and procedures to protect the FGI’s capital strength, and dynamic risk management.


The Department will seek an increase in the statutory minimum for:  (i) paid-in capital from  • 
$2.5 million to $15 million, (ii) paid-in surplus from $72.5 million to $165 million, and (iii) surplus 
to policyholders from $65 million to $150 million.


Capital and contingency reserves required for insurance of ABS that are split into tranches is • 
increased over usual requirements where the FGI insures only the lower tranches.


Additional reporting requirements are imposed, including reporting the failure to comply with • 
Circular 19 and providing specified information intended to enhance the Insurance Department’s 
oversight ability.


Conclusion


The Insurance Department has made clear its concerns with respect to CDS and the strength of 
FGIs going forward.  Circular 19 is the first step in its efforts to take control of the circumstances 
that led to the financial crisis.  The SEC’s request for authority to regulate CDS may be the start of 
a new Congressional debate regarding derivatives products.  The issues raised for the derivatives 
industry by Circular 19 and by the SEC’s request for regulatory authority may be clarified over the 
next few months as the Insurance Department considers further opinions, regulations and calls 
for legislation, as Congress considers the SEC’s request, and as the derivatives industry seeks to 
influence decisions so that these new actions are not detrimental to the industry.
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Hedge fund due diligence:


A US litigator’s perspective


by Jonathan Sablone and Timothy W. Mungovan
1


, Nixon Peabody LLP 


This model of litigation as a risk management tool has


special application to hedge funds. Most hedge funds


offer little transparency into their investment strategies


or operations. In addition, there have been a number of


high profile blow-ups and failures in the past few years


and there is no reason to believe that trend will


change.The lessons learned from hedge fund litigation,


therefore, should be incorporated into any due


diligence programme.


The Hotel California
The need for due diligence is amplified in the hedge


fund context because hedge fund investing carries a


special risk for investors. Hedge funds are like The Eagles’


mythical Hotel California, where you can check out


anytime you’d like, but you can never leave.What do we


mean by that? An investor may have withdrawn its


investment from a fund before it failed, but that investor


could still be vulnerable to certain claims, particularly if


the hedge fund was involved in fraud.


This hedge fund redemption risk may be the single


most contentious and uncertain area of hedge fund


litigation. In several high profile litigation matters over the


last few years, investors who had no knowledge of the


fraud or wrong-doing have been targeted to repay


some or all of their redemptions.The legal theories


underlying these redemption actions are arcane and


somewhat complex, but have the capacity to make a


bad situation much worse for an innocent investor.


In the meantime, the best defence against


redemption risk is to avoid fraudulent funds.While this is


easier said than done, a well-designed due diligence


programme can detect, and help an investor avoid,


common problems that may trigger redemption risk.


In the company of strangers
People are often judged by the company that they keep.


The same is true in the financial services industry.


Although most hedge funds and alternative investment


vehicles are relative newcomers to the financial services


world, the professionals that support the industry, for


example, the investment bankers, accountants, auditors,


attorneys and brokerage houses, are not.Thus, just


because a fund is unknown or new does not mean that


its advisers, consultants and services professionals should


be as well.


Investors should pay close attention to a fund’s


service professionals.Who is the accountant, and are


they independent? Precisely what services have they


provided; an audit, an attestation, or something else? 


Who is the legal counsel? Who formed the fund and


does that firm still represent the fund? If not, why not? 


Who is the fund’s prime broker and what is the


relationship between the fund and the prime broker?  


Who is the fund’s administrator?


Who calculates Net Asset Value? Is it done in-house,


or by a third-party professional? 


If the answer to any of these questions is “I do not


know,” or, perhaps worse,“I have never heard of that


firm,” warning flags should be raised immediately. Given


the amount of capital that flows into even start-up


funds, there is no excuse for a fund to hire unknown or


sub-par professionals to service its needs and those of


its investors.This is not the time or place for fund


managers to employ illusory money-saving techniques


or repay old college friends with professional


engagements.


Criminals commit crimes
No regulation or law can ever completely deter


fraudsters in the hedge fund world. Rather, hedge fund


investors must shoulder the bulk of the responsibility for


their own well-being. Investors, therefore, should “trust


but verify”.


The fact that a fund has apparently retained name-


brand professional services firms should be the


beginning of the inquiry, not the end. For example,


investors should not simply take the fund at its word


that it has hired a leading firm or firms. In a recent


hedge fund fraud, the hedge fund adviser created a


phony report from a well-regarded accounting firm and


passed it off as authentic. Only later – after it was too


Litigation, by its very nature, is backward looking.Trial counsel act as legal


archeologists, attempting to determine what went wrong and when.Thus,


litigation offers a unique opportunity to examine, with 20/20 hindsight, the issues


and actions that led to failure.With this information, litigators can offer tangible


steps and strategies to avoid a recurrence. In some respects, litigation can be


analogised to the “black box” on an aircraft – the information is of no benefit to


the current victims, but immensely valuable to avoid future disasters.
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late – did the truth come out.


The takeaway here is that investors should not


simply accept the information provided by the fund.


Investors must have direct communications with the


professional services firms to confirm their engagement


and the scope of their work on behalf of the fund.


An audit by any other name is not an audit
While it does mitigate some risk, the fact that a hedge


fund has retained leading professional services firms is


not a guarantee against fraud. Several of the biggest


blow-ups in the past two years have occurred despite


the fact that one or more leading professional services


firms have been on the watch. Investors, therefore,


should not be lulled into a false sense of security by the


mere presence of reputable professional services firms.


Investors must understand precisely what those


professional services firms are doing on behalf of the


fund. For example, in a recent hedge fund fraud,


investors were led to believe that the fund had


undergone a GAAS audit. In fact, the professional


services firm had issued a report pursuant to the AIMR


Performance Presentation Standards, which is a far


different inquiry than a GAAS audit.


Can I take it for a test drive?
It should come as no surprise that successful hedge fund


managers are usually good sales people.They have used


their sophistication, charm, knowledge, skill and


experience to break through the “clutter” and woo


investors into committing hundreds of millions of dollars.


Investors, however, must look past these individual traits


and objectively assess the operational structures that the


manager has implemented.


First and foremost, investors (or their consultants)


should visit the fund’s offices. It may sound trite, but


simply looking around, speaking with employees and


“kicking the tires” can yield hordes of useful information


that would otherwise not get uncovered. During such a


visit, investors should walk through the offices, speak


with employees and witness the actual operations of the


fund. See if employees other than the fund manager can


answer legitimate questions within the employee’s


purview. Are day-old pizza boxes and half-empty soda


bottles cluttering desks? Is employee attendance erratic?


If there are concerns or deficiencies, follow-up with


more invasive due diligence before investing.


Second, investors must understand the management


structure of the adviser. Are management responsibilities


segregated among various individuals? 


Is there a management team separate and apart from


the investment professionals? Who is the CFO and what


role does he or she play? Are there written policies or


procedures in place and are they followed?  


Third, investors must consider whether the fund has


implemented appropriate operations and risk controls.


For example, in the largest, and most recent, example of


a fund blowup, resulting in billions of dollars of losses for


institutional investors, the trader responsible for the


losses had set up his trading operation more than a


thousand miles away from the fund’s headquarters.


While the risks of this arrangement may be more


imaginary than real, it may be an indication that the


hedge fund is simply paying lip service to risk controls.


Fourth, investors should attempt to back-test a fund’s


performance results. For example, investors should


request a sampling of a fund’s trades for a set period


and replicate those trades using available market data.


Investors should be leery of a fund that balks at such a


request on the grounds that the trading strategies are


“proprietary”.


Conclusion
The lessons are relatively simple, but not often


followed: confirm the legitimacy of the materials


provided by the fund; read them carefully; make sure


you understand the nature of what is being presented;


use sampling techniques to ensure that legitimate


market activity can be replicated; follow-up with


questions; inspect, first-hand, the fund’s operations; and,


when in doubt, contact the fund and its professionals


directly to clarify any remaining issues.


Of course, while litigation hindsight is 20/20,


institutional investors operating in the real world


understand that, in some instances, if they want to be


allowed to participate in a fund (especially one that is


over-subscribed), they will have to live with a certain


level of opacity or lose the opportunity.We are not


suggesting that every step described in this article is


practical for every investment.The broader point is that


such steps should be utilised whenever possible, and, if


a fund will not allow such intensive due diligence, the


investor needs to add that lack of transparency into the


risk/return calculus.


Note:
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Legislative and Regulatory Efforts


Historically, promoting innovation and managing systemic risk were key considerations in
legislation and regulation surrounding derivatives contracts.


 Express purposes of the Commodity Exchange Act.


 CFTC Concept Release 4142-98, May 1998, references the need for growth and
innovation in the over-the-counter derivatives market.


 Commodity Futures Modernization Act of 2000: over-the-counter derivatives are not
regulated as futures as long as they are based on non-agricultural products, between
“eligible contract participants,” and not executed on a trading facility. Security-based
swap agreements are not considered securities, but are subject to anti-fraud and insider
trading protections.


 Bankruptcy code and bank insolvency safe harbors for derivatives contracts were
intended to reduce market disruption upon failure of a major market participant.
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The industry has been largely self-regulated, with some informal regulatory
influence.


 Counterparty Risk Management Policy Group Report III: “commitment to
collective discipline in the spirit of elevated ‘financial statesmanship.’”


 Federal Reserve Bank of New York “encouraged” major dealers to reduce
backlog in derivatives documentation and manage documentation going
forward, resulting in commitments from market participants.


 Technological solutions to documentation backlog.


 Central clearinghouse initiatives for credit default swaps.


Congressional hearings in July 2008 on regulatory reform lacked a sense of
urgency, notwithstanding the demise of Bear Stearns.


The tone changed in the aftermath of Lehman’s bankruptcy.
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New York State Insurance Department issued Circular 19 on September 22, 2008
to announce that credit default swaps would be regulated as insurance contracts
beginning January 1, 2009.


 Covers credit default swaps for which the purchaser of protection “holds, or
reasonably expects to hold, a material interest in the reference obligation.”


 Reverses the Insurance Department’s prior view that credit defaults swaps
are not insurance because they do not require actual loss as a precondition to
payment.


 Circular 19 also establishes best practices for financial guaranty insurance
companies regarding credit default swaps and protection issued on
collateralized debt obligations of asset backed securities.


 Did the Insurance Department go too far by regulating credit default swaps
rather than maintaining better control over companies under its jurisdiction?
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 Citing progress on the federal front, the New York State Insurance
Department issued the First Supplement to Circular 19 on November 20,
2008, delaying indefinitely the effectiveness of Circular 19.


 The New York State Insurance Department is holding hearings December 5,
2008 on the need for statutory and regulatory reform to the CDS market.
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In testimony before the Senate Committee on Banking, Housing, and Urban Affairs
on September 23, 2008, SEC Chairman Cox urged Congress to provide statutory
authority for regulation of credit default swaps.


 Seeking to “enhance investor protection and ensure the operation of fair and
orderly markets.”


 SEC wants to regulate credit default swaps not covered by the Insurance
Department’s Circular 19.


 Cash settled credit default swaps are economically similar to uncovered short
positions.


 Chairman Cox reiterated his concerns in opening remarks on October 8, 2008
at the Roundtable on Modernizing the SEC’s Disclosure System and in
Congressional testimony last week.
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Congress is trying to understand the contribution of credit default swaps to the
current financial crisis.


 Senate Committee on Agriculture, Nutrition & Forestry held hearings on
October 14, 2008, with witnesses from the New York State Insurance
Department, CFTC, ISDA, CME, ICE, and academia.


 House Committee on Agriculture held hearings on October 15, 2008, with
witnesses from the CFTC, SEC, ISDA, CME, ICE, and academia. Further
hearings were held on November 20, 2008 with witnesses from the CFTC,
Fed, SEC, and New York State Insurance Department. Hearings are also
scheduled for December 8, 2008.


 Key themes in the Congressional hearings: transparency, improved means
of valuation, systemic risk. Is a central clearinghouse sufficient?


 Notably absent from Congressional hearings on credit default swaps was a
central focus on the need for innovation.
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Latest Developments


 On November 14, 2008, President’s Working Group on Financial
Markets announced initiatives to strengthen oversight and
infrastructure of the over-the-counter derivatives market.


 “Derivatives Trading Integrity Act of 2008” introduced by Senator
Harkin on November 20, 2008 to do away with exclusions from
CFTC jurisdiction.


 Nomination of Timothy Geithner as Treasury Secretary for the new
administration.


 Selection of central counterparty for credit default swaps announced
or to be announced.
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What Lessons Have Been Learned?


What has the derivatives industry done well?


 Credit default swaps still make sense as a tool for risk allocation and
for taking a view on credit.


 Industry input into solutions is critical if credit derivatives are to be
retained as a meaningful tool.


 Industry initiatives have reduced risks associated with credit default
swaps: e.g., settlement protocols for credit default swaps and central
process for confirmations.
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Reinforcement of fundamental risk management principles


 Understand the structure of a transaction and the associated risks
ahead of time.


 If you think it might go wrong, assume it will and manage that risk.


 Standard industry forms may expedite documentation of
transactions, but must be read and understood in each case.


 Understand what you have at every stage – transparency and
reliable valuation.


 Assess counterparty credit risk. Assume that no one is too big to fail.


 There is no substitute for proper due diligence.
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Systemic Risk


 Systemic risk vs. moral hazard


 No individual or company can manage systemic risk. At the least, collective effort and an
outside watchdog are needed.


 Can systemic risk be properly managed?


Looking Forward – What to Expect


 Simpler structures


 More standardization with central clearinghouses


 Reevaluation of financial institution risk and a reduction in dominance of financial
institutions in negotiating derivatives arrangements


 Greater regulation and oversight
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Lessons from Lehman: Hedge Funds and Redemption Risk


By Timothy W. Mungovan, Jonathan Sablone, Victor G. Milione, and Michael L. Cornell


The collapse of Lehman Brothers provides a case study in risk management for hedge funds and


their investors. Many hedge funds relied on Lehman Brothers for prime brokerage services, such as


custody, clearing, securities lending, financing, and a variety of operational support functions. When


Lehman Brothers filed for bankruptcy, the assets of a number of these hedge funds that were under


Lehman’s custody were wiped out or frozen. As result, several of these hedge funds may be on the


verge of collapse. Such an event could result in substantial losses for the funds’ limited partner


investors.


For those investors whose funds are or may be caught in Lehman Brothers, there are several issues


to focus on at this time. Those investors who are fortunate enough to have avoided the Lehman trap


should pay attention to these same issues as other major prime brokers struggle to avoid Lehman’s


fate. Finally, amidst the market crash, hedge fund redemptions will continue to be a major market


story into the first quarter of 2009.


The Lehman Problem


Many hedge funds had significant amounts of assets held by Lehman Brothers and its various


affiliates and subsidiaries. According to some estimates, some hedge funds had as much as 20-70


percent of their assets held by now-bankrupt U.S.-based Lehman Brothers, Inc., pursuant to a prime


brokerage agreement. Many funds also had margin lending agreements with Lehman Brothers


International, a FSA-regulated entity in the United Kingdom, which is currently under


administration. As Lehman Brothers, Inc.’s bankruptcy proceedings in the U.S. and the FSA-


approved administration of Lehman Brothers International in the U.K. freeze the companies’ assets,


many hedge funds are discovering that they are now creditors hoping to recover their assets. In the


case of those hedge funds that had margin-lending agreements with Lehman Brothers, the recovery


of assets is further complicated by the fact that many of the assets that funds invested with Lehman


Brothers have been “rehypothecated,” by Lehman Brothers, meaning that Lehman Brothers had a


“right to use” those assets and may have lent them to other investors, thereby terminating the hedge


fund’s proprietary rights in those assets.
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Whether hedge fund investors have a claim against the fund manager for getting “caught” in the


Lehman trap is a matter of some debate. The outcome will be driven primarily by the specific facts


concerning each manager’s knowledge and conduct leading up to Lehman Brother’s bankruptcy, and


each fund’s limited partnership agreement. Investors will likely have a heavy burden in proving any


liability on the part of the manager for getting caught in Lehman, because many limited partnership


agreements require investors to prove, at a minimum, gross negligence on the part of the manager.


Nevertheless, it may be easier to meet this burden in the case where the manager is a related party to


the prime broker and the full implications of that relationship have not been previously consented to


by investors. For example, many managers have established procedures under the governing


documents to resolve conflicts of interest that usually require the approval of an independent


advisory committee. If the manager knew of problems facing its related prime broker but, due to its


own self-interest, failed to act and that inaction was not blessed by such an advisory committee, this


may help to establish gross negligence on the part of the manager.


Additionally, hedge fund managers continue to owe fiduciary duties to their investors even after an


event like the Lehman Brothers bankruptcy. Investors must focus on these “post-event” actions to


avoid further destruction of value and unequal treatment among investors. To assist investors, we


have identified the following issues, all of which are inter-related and have broad application to hedge


funds generally.


Transparency


First, and most importantly, limited partners should demand some information about the status of


their hedge funds. If a hedge fund used Lehman Brothers for prime brokerage services, investors


should ask the investment manager whether any assets of the fund have been frozen. If assets are


frozen, investors should seek some explanation of the type and status of the assets. For example,


investors need to know whether the assets were “segregated” (which may increase the likelihood of a


full recovery) or whether they were “commingled” with Lehman’s assets (which would decrease the


chances of a full recovery). Investors should also inquire as to the percentage of the overall fund that


was exposed to Lehman.


Redemptions


The timing of Lehman’s bankruptcy in the middle of September created substantial redemption risk


for both redeeming investors and non-redeeming investors. Because September 30, 2008, marked the


end of the quarter, when many funds were facing redemption requests, the question for investors is


whether the fund manager complied with redemption requests and, if so, on what basis the manager


arrived at the value of the fund. Redeeming investors may have received more than they were entitled


to, relative to their investment in the fund. If so, they may face the unhappy prospect of having to


repay a portion of their redeemed capital. Non-redeeming investors must be vigilant to ensure that


they were treated fairly in valuation matters – both quantitatively and qualitatively.


Valuation


Investors should have confidence in the marked values of a fund’s assets. Valuation takes on even


greater importance during redemptions because, from a qualitative perspective, all investors must


have confidence that the manager did not excessively deplete liquid assets to meet redemption


requests, while leaving the fund with less liquid and harder to value assets. While this balance may be


difficult to achieve in a frozen market, investors should not simply accept broad statements that
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portfolio losses are justified because valuation is difficult or subjective. Nor should investors simply


accept the manager’s valuations placed on illiquid assets. Managers must take reasonable steps to


ascertain fair value, including, if appropriate, retaining valuation experts.


Additional Complications


Many of the limited partnership agreements that establish the rights and obligations of investors and


the hedge fund manager contain additional complications. For example, many hedge funds provide


enhanced redemption rights to lead investors, meaning that those investors can redeem with less


notice than the average investor. Similarly, many limited partnership agreements provide for the


creation of side pockets that allow the manager to segregate certain assets (such as hard-to-value


assets). In addition, many limited partnership agreements empower managers to suspend some or all


redemptions. These so-called “gates” are typically closed when the act of redeeming investors’ capital


could have a material adverse impact on the fund. Each manager and investor should review each


partnership agreement to determine their precise rights and obligations.


High-Water Mark


The “high-water mark” may provide a good justification for remaining in a fund in a down market


because it can create a discount on alpha. Most hedge funds require the manager to exceed the high-


water mark on performance before the manager can resume sharing the fund’s profits. Thus, if a


fund is down 10 percent from its high-water mark, investors don’t have to share any profits on gains


until the fund exceeds the high-water mark. If a fund has a strong track record, but is in the midst of


a down year with performance that tracks the major market indices, investors may consider


remaining in the fund to get a “discount” on the manager’s future performance. Put differently, if an


investor withdraws and invests in another fund, the investor will pay performance fees on any


investment gains from the date of investment.


Fiduciary Duties


While a hedge fund manager generally owes fiduciary duties to the limited partner investors, many


limited partners (and their own managers) are themselves fiduciaries. As such, these investors must


be vigilant in overseeing their investments in hedge funds. Where a hedge fund investment results in


material losses, all fiduciaries – both hedge fund managers and investors – must be prepared to


establish that they fulfilled their fiduciary duties.


A manager, as general partner, owes the traditional fiduciary duties of loyalty and care to the limited


partnership and its limited partners/investors, but this duty may generally be modified or enhanced


in the written agreement governing the limited partnership (and related written documents).


However, where the partners have not expressly made provisions in their partnership agreement or


where the agreement is inconsistent with mandatory statutory provisions, courts generally look for


guidance from the statutory default rules, traditional notions of fiduciary duties, or other extrinsic


evidence. Courts may follow a legal trend that, in the zone of insolvency, directors must act in good


faith to balance interests, weighing potential costs and benefits to all stakeholders, i.e., owners and


creditors. The key to reducing possible legal exposure in a deepening insolvency situation is to


remain proactive when there are signs of financial distress. Like directors, in these situations,


managers should examine all possible opportunities and alternatives, and consult with financial


advisors, lawyers, and other professionals to evaluate the fund’s situation early in the process to best


insulate against breach of fiduciary duty claims.
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Nixon Peabody’s Alternative Investment Litigation team has substantial experience in representing


hedge funds, institutional investors, and high-net-worth individuals. We have counseled clients,


handled disputes, and litigated claims involving redemptions, valuation, and transparency. We


welcome your questions and comments. If you need assistance on any matter, please call or e-mail:


 Timothy W. Mungovan, Co-chair, Alternative Investment Litigation
(tmungovan@nixonpeabody.com or 617-345-1334),


 Jonathan Sablone, Co-chair, Alternative Investment Litigation
(jsablone@nixonpeabody.com or 617-345-1342/212-224-6395),


 Victor G. Milione, Practice Group Leader, Financial Restructuring and Bankruptcy
(vmilione@nixonpeabody.com or 617-345-1215), or


 Michael L. Cornell, Associate, Alternative Investment Litigation
(mcornell@nixonpeabody.com or 617-345-1043).


This is one in a series of alerts addressing the 2008 bailout legislation and the nation's current credit crisis. To view
related alerts, and to see how Nixon Peabody can help you anticipate and respond to the challenges and opportunities
facing businesses in these uncertain times, please visit our Credit Crisis Team website page.



http://www.nixonpeabody.com/services_overview.asp?SID=518
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The inevitability of hedge fund regulation 
in the US


Why is regulation inevitable? There 
are a number of factors, including:


 Industry growth and the increasing 
influence of hedge funds in the capital 
markets.


 The absence of genuine regulatory 
oversight.


 The changed political landscape.
 Increased participation by public pension 


funds and corporate pension plans.
 Continuing instances of fraud and  


blow-ups.
 The lack of transparency.
 Increasing complexity and concerns of 


systemic risk.


All of these factors, taken together, 
have created an environment that is ripe for 
regulatory oversight. Of course, this does not 
mean that hedge funds should be regulated. 
Indeed, there are good arguments that hedge 
fund regulation is not necessary, and may even 
be imprudent. Opponents of regulation have 
argued persuasively that, among other things, 
hedge funds provide benefits, such as market 
liquidity, and that regulation will simply drive 
hedge funds offshore.


There is also a growing concern among 
market participants about the effect of 
regulations on the competitiveness of the 
US capital markets. For example, this past 
November, the Committee on Capital 
Markets Regulation, an independent group, 
issued a report raising a host of concerns about 
the deleterious impact of the US regulatory 
and legal systems on the capital markets. 
The Economist ran a similar cover story in 
late November. Concerns about excessive 
regulation, however, do not necessarily augur 
support for no regulation.


Complicating things further, the last 
attempt to regulate hedge funds – in the form 
of the Securities and Exchange Commission’s 
(‘SEC’) Hedge Fund Rule – is widely viewed 
as a debacle. The District of Columbia (‘DC’) 


Circuit Court of Appeals invalidated the 
rule five months after it became effective. 
Proponents of regulation will no doubt 
proceed cautiously to avoid a repeat. 


Certainly, the push to regulate hedge funds 
will face some headwinds. The pragmatic 
view, however, is that hedge fund regulation 
is inevitable. The real question is: what will 
the regulation look like? Preparations for that 
battle are just beginning.


THE FACTORS DRIVING REGULATION 
Industry growth
As the SEC has pointed out, there is little 
reliable data on the number of hedge funds 
or the amount of hedge fund assets under 
management. Some estimate that there are 
6,000 to 7,000 hedge funds with more than 
$1trn in assets under management today, 
compared to an SEC estimate of 400 funds 
with a collective $50bn under management 
in 2002. 


With this extraordinary growth, hedge 
funds have gained increasing influence over 
many sectors of the capital markets. Some 
reports indicate that hedge funds on any 
given day account for more than one quarter 
of all trading volume on the New York Stock 
Exchange and a majority of the trading volume 
in US distressed debt markets and exchange 
traded funds. Hedge funds are also major 
market participants in credit derivatives, 
foreign-exchange and Treasury. 


This growth of hedge funds has 
transformed the industry into a major 
component of the capital markets structure, 
and an entire industry has sprung up to service 
hedge funds. While this growth of hedge 
funds is not a negative fact in and of itself, it 
begs the question: why is such a growing and 


influential sector of the capital markets largely 
unregulated, when other sectors are regulated? 


The absence of genuine regulatory 
oversight
The US Court of Appeals for the District 
of Columbia invalidated the Hedge Fund 
Rule in June 2006 (Goldstein v Securities and 
Exchange Commission, 451 F.3d 873 (DC 
Cir 2006)). The structure of hedge funds 
as limited partnerships was critical to the 
court’s decision. The issue, put simply, 
was whether limited partner investors in 
a hedge fund were ‘clients’ of the hedge 
fund adviser. The court ruled that limited 
partner investors were not clients of the 
adviser; rather, the fund itself is the client 
of the adviser.


This decision has broad ramifications. 
First, the decision limits the SEC’s oversight 
over hedge funds. While the SEC still has 
jurisdiction over hedge funds, and hedge 
funds are still subject to anti-fraud provisions 
found within certain statutes, there is no 
formal regulatory scheme for hedge funds in 
the US. (Hedge funds and their advisers that 
are commodity pool operators or commodity 
trading advisers are subject to registration 
with the National Futures Association and the 
Commodity Futures Trading Commission). 


Second, the Goldstein court’s decision 
extends beyond simply invalidating the 
Hedge Fund Rule. The court ruled that the 
adviser owes its fiduciary duties to the fund 
itself, not the individual limited partner 
investors in the fund, for the purposes of 
the Investment Advisers Act of 1940. This 
ruling has generated significant debate among 
commentators and observers, and will likely be 
the subject of future litigation. 


KEY POINTS
 A number of factors, taken together, have created an environment that is ripe  


for regulation.
 Any hedge fund regulation is likely to resemble the Hedge Fund Rule invalidated in  


June 2006, and may well include provisions intended to ‘protect’ pension funds and 
individual investors.


There is a high likelihood that some regulations will be imposed on hedge funds in 
the US. The question is not so much if there will be regulation, but when and how 
much. This article considers the factors driving regulation.


Authors Timothy W Mungovan and Jonathan Sablone
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Third, in the wake of the Goldstein decision 
and the high-profile blow-up of Amaranth 
in September 2006, where the fund lost 
billions of dollars in the span of a week, 
several lawmakers have called for legislation to 
provide greater oversight for hedge funds.


These lawmakers now find themselves 
in positions of power following the national 
elections in November. 


The changed political landscape
In the November elections, the Democrats 
took control of both the House of 
Representatives and the Senate. As a result, 
Congressman Barney Frank is in line to 
become Chairman of the House Financial 


Services Committee, which oversees all of 
the nation’s financial services sectors. 


Congressman Frank seems interested, at a 
minimum, in evaluating the possible regulation 
of hedge funds, but where it falls on his list 
of priorities is unclear. In June 2006, shortly 
after the Goldstein decision was issued, and in 
direct response to the decision, he introduced 
legislation ‘to authorise the registration and 
monitoring of hedge funds’. The proposed 
legislation sought to enact, in essence, the 
invalidated Hedge Fund Rule by amending the 
Investment Advisers Act of 1940. 


More recently, The Miami Herald reported 
in November that the hedge fund industry 
expected Congressman Frank to support a 
bill that would require four federal agencies to 
make a recommendation whether hedge fund 
regulations are needed. Similarly, The Seattle 
Times quoted Mr Frank in a November article 
as saying ‘The overall regulation of hedge 
funds is not on the agenda . . . You’re talking 
about very wealthy people who want to gamble 
with their money.’ Nevertheless, the same 
Times article stated that Mr Frank ‘wanted  
the financial services panel to examine 
pension-fund investments in hedge funds’. 


Increased participation by pension 
funds 
The growth in hedge fund assets has been 
fueled, in part, by the increasing participation 
of public, and private, pension plans. 
According to various reports, more pension 
plans are investing in hedge funds, and those 
that have already invested are increasing 
their allocation percentages. As such, hedge 
funds can no longer be viewed exclusively as 
private investment pools ‘for the wealthy’. 
The retirement plans of the average worker 
have increasing exposure to hedge funds. 
Again, this is not negative event in and of 
itself, but it increases the likelihood that 
politicians and regulators will feel some 


obligation to oversee, if not control, the 
hedge fund industry.


The spectacular blow-up of Amaranth 
in September 2006 brought heightened 
focus on pension plans’ investments in hedge 
funds. Many pension plans had invested in 
Amaranth, either directly or through funds of 
funds. If the next hedge fund failure includes 
public pension plan investors, the pressure on 
politicians and regulators to ‘do something’ 
will only increase. 


Continuing instances of fraud and 
blow-ups
The amount of litigation involving hedge 
funds has increased substantially. The 
number of SEC enforcement actions 
involving hedge fund advisers has increased, 
according to comments made by SEC 
Chairman Cox. Similarly, since the beginning 
of 2005, at least seven hedge fund frauds and 
collapses have resulted in major litigation: 
Wood River, Bayou, Portus, KL Financial, 
Philadelphia Alternative Asset Management, 
Durus and International Management 
Associates. In addition, the failure of Refco 
has sparked litigation involving a number of 


Refco-affiliated hedge funds, whose investors 
suffered significant losses. 


It would be a mistake to dismiss this 
increase in litigation as a product of, say, 
the American legal system. In each of the 
cases listed above, the investors suffered 
actual losses and the case of fraud, or other 
wrongdoing, appears to be quite strong. 


Something more is at play. In securities 
litigation parlance, the structure of hedge 
funds can provide a motive and opportunity 
for fraud or other misconduct. 


Lack of transparency 
Most hedge funds provide little, if any, 
transparency. With few exceptions, US-
based hedge funds are structured as private 
investment partnerships. The investors are 
limited partners in a limited partnership, 
which is commonly called the ‘fund’. 
The general partner of the fund, which is 
generally an affiliate of the ‘hedge fund 
adviser’, manages the fund. 


Limited partners in a hedge fund are 
passive investors who generally have no 
control over management of the fund, unlike 
mutual funds, which have independent 
boards and whose shareholders must approve 
certain actions. Indeed, hedge fund investors 
are frequently in the dark about actual 
investments. Limited partner investors 
often have no visibility into the strategies 
and positions of hedge funds, again unlike 
mutual funds which require transparency for 
their investors. 


Funds often justify this lack of 
transparency on the grounds that the trading 
strategies and positions are ‘proprietary 
information’. Many investors view this lack 
of transparency as an acceptable trade-off for 
superior performance. Fraudsters, however, 
have repeatedly taken advantage of investors’ 
acceptance of investment opacity. 


Hedge funds are also opaque on a market 
level. As unregulated private partnerships, 
hedge funds have no obligation to report 
market positions. This opacity has created 
challenges, such as managing liquidity risk, 
for regulators and counterparties. Federal 
Reserve Chairman Bernanke acknowledged 
these challenges in his remarks at the Federal 
Reserve Bank of Atlanta’s 2006 Financial 


"In the wake of the Goldstein decision and the  
high-profile blow-up of Amaranth in September 2006 
...  several lawmakers have called for legislation to 
provide greater oversight for hedge funds."
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Markets Conference. Chairman Bernanke 
took a dim view of one proposal to address this 
market-level opacity: 


‘A system in which hedge funds 
and other highly leveraged market 
participants submit position information 
to an authority that aggregates that 
information and reveals it to the market 
would probably not be able to address the 
concern about liquidity risk.’ 


In addition to opacity at the investor 
level and the market level, most investments 
in hedge funds are illiquid. Th e redemption 
process for limited partnership shares 
is governed by the limited partnership 
agreement, and some funds require multi-
year ‘lock-ups’. In addition, there is no liquid 
market for limited partnership units in a 
hedge fund, unlike shares in mutual funds, 
stocks or other securities. Th us, getting 
capital out of a hedge fund can be far more 
diffi  cult than selling shares in a mutual fund 
or a publicly traded corporation. 


Further, the rich fee structure that 
most hedge funds impose – commonly 
2 per cent of assets and 20 per cent of profi ts 
– rewards results and attracts the most 
talented managers. It can also encourage 
negative behaviours, such as excessive risk 
taking and ‘aggressive’ accounting. Amaranth 
provides an excellent example of the pitfalls 
of excessive risk tasking while Bayou is an 
example of accounting fraud. 


At a time when hedge funds are 
renowned for their lack of transparency and 
incentives for risk taking, they are, ironically, 
among the biggest participants in the most 
complex areas of the capital markets.


Complexity
Th e capital markets have become 
increasingly complex in the last decade. 
In July 2005, a policy group comprised of 
leading professionals from Wall Street, 
called the Counterparty Risk Management 
Policy Group II (‘CRMPG’), issued a 
report that underscored many of the risks 
that are endemic to hedge funds. 


Th is report echoed a report by the staff  
of the SEC – ‘Implications of the Growth of 


Hedge Funds’– issued in September 2003. 
Th e CRMPG repeatedly returned to a 
single theme: complexity in the fi nancial 
markets and its impact on the stability of 
those markets. 


Hedge funds, as a whole, have 
contributed to this market complexity, 
through their use of new fi nancial products, 
leverage and expectations of continued 
liquidity. According to the CRMPG, the 
market for complex fi nancial products, 
such as credit derivatives, has grown 
exponentially since 1999. Credit derivatives, 
and similar products, ‘pose challenges for 
risk measurement and pricing’. Hedge 
funds are major participants in the credit 
derivative markets. 


Th e SEC has observed that many hedge 
funds employ leverage strategies to increase 
returns, but leverage can also magnify 
investment losses. Unlike Registered 
Investment Companies, there are no 
restrictions on the amount of leverage that 
a hedge fund may employ, beyond what a 
lender or counterparty will permit. Leverage 
can be particularly devastating in connection 
with illiquid securities, because valuing such 
securities can be diffi  cult and selling under 


pressure can produce losses, as in Amaranth 
and Long Term Capital Management.


Th e CRMPG observed that many hedge 
funds ‘now have sizeable investments and 
assets that are highly illiquid even in normal 
market conditions.’ As such, hedge funds and 
investors may be underestimating the risk 
of a liquidity crisis, where the market for an 
asset suddenly dries up. 


Th e CRMPG specifi cally highlighted 
so-called ‘crowded trades’as a signifi cant risk 
factor. In a crowded trade, many diff erent 
fi rms independently ‘put on’ the same trade 
or set of correlated trades. If they all attempt 
to unwind their positions simultaneously, 
liquidity can evaporate, leading to rapid, 


unanticipated price changes. Crowded 
trades are diffi  cult to detect, and are often 
characterised by preliminary periods of 
(illusory) low volatility and increased 
liquidity. Given the growth of hedge funds, 
and their demand for complex fi nancial 
instruments, a sudden fl ight to quality – 
as in 1998 – could have a severe impact on 
the liquidity and price of assets held by 
hedge funds. 


WHAT WILL REGULATION LOOK 
LIKE? 
It would take a crystal ball to assess what 
hedge fund regulation will look like. 


We can, however, make an educated 
guess. Given that Congressman Frank will 
likely chair the House Financial Services 
Committee, and he already fi led a Bill to 
enact the elements of the Hedge Fund Rule, 
any hedge fund regulation in the United 
States will likely bear more than a passing 
resemblance to the Hedge Fund Rule. As 
such, hedge fund advisers would probably 
have to register with the SEC and submit to 
periodic examinations. Hedge funds would 
probably not have to provide information on 
trading strategies or market positions. 


It is also possible that Congress may 
require more disclosure from those funds 
that ‘accept’ pension dollars. It is also 
foreseeable that Congress may increase the 
qualifying standards for individual investors, 
which Congressman Frank has mentioned. 


All bets are off , however, in the event 
of an industry-wide scandal, or a fi nancial 
shock traceable to hedge fund activities. 
In such an event, Congress may impose a 
regulatory scheme that is far more onerous 
than the Hedge Fund Rule. 


In the end, when it comes to what the 
regulation will look like, anything can 
change. What is not likely to change is that 
regulation is coming.  


"The overall regulation of hedge funds is not on 
the agenda . . . You’re talking about very wealthy 
people who want to gamble with their money."
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Financial Services and Products ADVISORY


New York State Insurance Department  
Defers Regulation of Credit Default Swaps Indefinitely
The New York State Insurance Department (the “Insurance Department”) announced yesterday that it is 
indefinitely deferring the effective date of measures to regulate credit default swaps (CDS) as insurance 
contracts.  Those measures, originally outlined in the Insurance Department’s Circular 19 (2008) issued on 
September 22, 2008 (“Circular 19”), provided that CDS in which the buyer of protection “holds, or reasonably 
expects to hold, a ‘material interest’ in the reference obligation” would be regulated as a form of financial 
guaranty insurance.1  Regulation of that category of CDS was to become effective on January 1, 2009.  At 
the time Circular 19 was issued, New York Governor Paterson called on the federal government to regulate 
the portion of the CDS market that the Insurance Department’s action did not reach.2 


In its press release issued yesterday,3 the Insurance Department noted its belief that the best solution to 
the problems created by the previously unregulated CDS market is to have one CDS market with a single 
regulatory scheme.  Recognizing recent initiatives by the President’s Working Group on Financial Markets 
(PWG) to strengthen oversight and transparency in the CDS market and to encourage development of central 
counterparties for CDS, the Insurance Department decided to delay its measures with respect to CDS.  The 
press release referred to (i) PWG support for the development of CDS central counterparties (anticipated to 
begin operating before year-end); (ii) the Memorandum of Understanding among the Federal Reserve Board 
of Governors, the Securities and Exchange Commission and the Commodity Futures Trading Commission 
to cooperate and share information on the supervision of central counterparties; and (iii) the work of the New 
York Federal Reserve Bank and the New York Banking Department to establish a New York trust company 
to serve as a clearing house.   


In issuing the First Supplement to Circular 19,4 the Insurance Department removed the application of insurance 
regulations to CDS contracts.  In its press release, however, the Insurance Department left open the door to 
consider futures changes in state law as may be necessary because some CDS are insurance.


1   See Alston & Bird Advisory “New York to Regulate Credit Default Swaps as Insurance; SEC Seeks Legislative Authority to 
Regulate Credit Default Swaps,” dated September 29, 2008.


2   See “Governor Paterson Announces Plan to Limit Harm to Markets from Damaging Speculation,” http://www.ins.state.ny.us/
press/2008/p0809224.pdf (Sept. 22, 2008); and Circular Letter No. 19, “‘Best Practices’ for financial guaranty insurers,” http://
www.ins.state.ny.us/circltr/2008/cl08_19.pdf (Sept. 22, 2008).


3  http://www.ins.state.ny.us/press/2008/p0811201.htm (Nov. 20, 2008).


4   First Supplement to Circular Letter No. 19 (2008),  “‘Best practices’ for financial guaranty insurers,” http://www.ins.state.ny.us/
circltr/2008/cl08_19s1.pdf (Nov. 20, 2008).


November 21, 2008


This advisory is published by Alston & Bird LLP to provide a summary of significant developments to our clients and friends.  
It is intended to be informational and does not constitute legal advice regarding any specific situation.  This material may also 
be considered attorney advertising under court rules of certain jurisdictions.
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Although New York will not regulate CDS as insurance at this time, the Insurance Department described its 
view as to the necessary elements for effective regulation of CDS:


maintenance of capital and sufficient trading margins to minimize counterparty risk;• 


a guaranty fund so that failure of a seller of protection does not create a domino effect of failures;• 


clear and inclusive dispute resolution mechanisms;• 


availability of comprehensive market data to promote transparency; and• 


mandatory and comprehensive regulatory oversight.• 
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If you would like to receive future Financial Services and Products Advisories electronically, please forward your 
contact information including email address to financialservices@alston.com. Be sure to put “subscribe” in the 
subject line.


Please visit our blog at http://www.alston.com/financialmarketscrisisblog.
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There have been several reports in the news media in the last year 
that seem to suggest a new twist on the old crime of insider trading. 


Unlike the wave of insider trading scandals in the mid-1980s, where 
such trading was largely confined to stocks, it appears that traders to-
day may be profiting on inside information while trading in credit de-
rivatives. Some traders seem to be exploiting the comparative lack of 
transparency in the credit derivatives markets to conceal their trading 
on inside information. Such insider trading could harm the integrity of 
those markets, and even stall their growth.


Background on insider trading
A wave of insider trading scandals in publicly-traded shares of stock in the 
1970s and 1980s triggered a number of enforcement actions by the SEC 
and the promulgation of regulations designed to eliminate the leaking and 
use of non-public information. Those enforcement actions enhanced in-
tegrity and transparency in the public equities markets, and seemingly re-
duced the instances of insider trading. In fact, regulators have become so 
adept at detecting insider trading in stocks, and prosecuting wrongdoers, 
that the crime has been downgraded in the public consciousness. Because 
insider trading is no longer a ‘sophisticated financial crime’ perpetrated 
by the likes of Michael Milken and Ivan Boesky, it is perceived to be a 
stupid crime, the province of bumblers, fools and amateurs.


The pendulum may be swinging back. The rise of hedge funds has 
engendered concern on the part of some observers about a possible 
resurgence of insider trading. Hedge funds are often in a position to 
acquire non-public information by virtue of their funds’ power and 
influence in a broad range of financial markets. Hedge funds may 
be putting that knowledge to work in the esoteric markets for credit 
derivatives.


Credit derivatives: a primer
Credit default swaps (CDS) are a type of credit derivative. CDS origi-
nated as a form of hedge against credit risk, in which a buyer would 
purchase protection against such risk from a seller who agreed to pay 
the buyer a specified amount upon the occurrence of a specified ‘cred-
it event’ such as default or bankruptcy on the part of a debtor. The 
debtor in such an arrangement is designated as the ‘reference entity’. 
Although CDS are still frequently used to reduce a buyer’s exposure 
to the risks associated with extending credit to a particular borrower, 
the market for CDS has evolved and grown dramatically in volume by 
virtue of the fact that the buyer of a CDS need not be an actual creditor 
of the reference entity. In many instances, CDS are acquired as a form 
of speculative investment, a kind of bet on the likelihood of a credit 
event, rather than as a means of insuring against such events. 


CDS are traded in a well-defined but largely unregulated market. 
The speculative buying and trading of such instruments means that the 
number of buyers holding CDS relating to a particular reference entity 
may be well in excess of the number of the entity’s actual creditors and 
that the dollar amount that sellers of swaps would collectively have 
to pay upon the occurrence of a credit event may be grossly dispro-
portionate to the actual size of the default. As a result, a major default 
could easily have much greater consequences for financial markets 
generally than might otherwise be expected, consequences that would 
extend far beyond the reference entity’s actual creditors. The potential 
magnitude of such an event or series of events is obvious from the 
sheer size of the CDS market, which, based on the notional amount 
outstanding, had grown to an estimated $5 trillion by the end of 2004 
and has continued to expand since that time.


Although there is a danger that CDS could magnify the effects of a 
major credit event relating to a prominent reference entity, on a day-to-
day basis CDS serve as important risk management tools that allow bor-
rowers, lenders and intermediaries to assume or distribute credit risk in a 
customised fashion. Moreover, as the ‘Report of The Counterparty Credit 
Risk Management Policy Group II’ pointed out in July 2005, CDS are 
used to measure credit risk and assist in the pricing of loans and securities 
in the primary and secondary cash markets and serve to enhance liquid-
ity for investors and intermediaries in the cash market, particularly with 
respect to illiquid cash instruments. Because of the role played by CDS in 
facilitating activity in the financial marketplace, they are likely to become 
an increasingly important form of investment in the future.
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Inside information in the CDS setting
The price that a buyer will pay for a CDS depends on the perceived 
creditworthiness of the reference entity. The greater the risk, the more 
a buyer will have to pay. The market for such instruments, therefore, 
is subject to significant fluctuations based on the amount of market 
knowledge concerning creditworthiness available to prospective buy-
ers and sellers at any given time. It is also subject to disparities in the 
amount and quality of information available to certain buyers and sell-
ers as opposed to others. Because hedge funds are major participants 
in the CDS market, that market is highly susceptible to, and illustrative 
of, hedge funds’ ability to acquire inside information and to use that 
information to the detriment of other investors. Such inside informa-
tion may be available to hedge funds in their capacity as purchasers of 
loans or simply as a result of leaks or inadvertent disclosures from bro-
kers or bankers who may be in day-to-day contact with a fund manager 
and who are naturally anxious to win or maintain a fund’s business.


Potential scenarios for the misuse of inside information in the CDS 
market
Inside information in the CDS context can be anything that calls a refer-
ence entity’s creditworthiness into question and causes the value of the 
CDS to increase. The increased takeover, merger and acquisition, and 
going private activity of the last year has, in the view of some analysts, 
added greatly to the number of situations in which misuse of inside 
information is likely to occur. In the case of an announced leveraged 
buyout, for example, the cost of CDS pertaining to the debt of the target 
company serving as the reference entity will generally increase dra-


matically, because the cost of the buyout and the expansion of debt 
that it entails will make the perceived risk of default greater. Although 
such a rise would be expected to occur after the LBO is announced, 
news sources have noted that in several recent LBO situations, the cost 
of CDS relating to the target company increased dramatically before 
the news of the potential buyout became public, raising the suspicion 
that the CDS price was influenced by inside information possessed by 
certain market participants. In some cases, the increase in the cost of 
the target’s CDS was dramatically greater on a percentage basis prior 
to the announcement than the CDS of companies which were otherwise 
similarly situated and which usually moved in tandem with the target’s 
CDS. A similar pattern of suspicious trading has been observed in the 
takeover context, where credit swaps involving a reference entity forced 
to borrow heavily to finance an acquisition have become significantly 
more expensive prior to the announcement of the company’s bid.


Conclusion
The data suggests that a new form of insider trading may be taking 
place in the CDS markets. Such insider trading will harm the integrity 
of these markets, and participants may reduce their exposure to these 
markets because they can not be assured that counterparty will not ex-
ploit an unfair advantage. Although regulators face many challenges, 
and their resources are stretched further all the time, this issue may 
warrant closer scrutiny on the regulators’ part.  
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Problems and Opportunities in the Credit Default Swap (CDS)
Market


By Timothy W. Mungovan and Jonathan Sablone


The Lehman Brothers bankruptcy is a watershed event in the Credit Default Swap (CDS) market


because it is the first large-scale credit event that will test the functioning of that market. As a result,


systemic risk in that market has moved from possible to probable.


Lehman’s bankruptcy affects the CDS market on two levels. First, the bankruptcy is a credit event on


the CDS tied to Lehman’s debt as a reference obligation. This credit event obligates the insuring


party to make a payment to the party that purchased protection. This is the first time that a credit


event has been triggered on a reference entity the size of Lehman, where there will likely be


significant losses. Thus, those parties who have sold protection on Lehman’s bonds will have a


realized obligation to pay their counterparties. It is possible that one or more parties will default on


their resulting obligations, resulting in a domino effect.


Second, because Lehman is a counterparty in the CDS market, its bankruptcy disrupts the


functioning of that unregulated market. In those contracts where Lehman sold protection via CDS,


there is substantial risk that Lehman will be unable to satisfy its obligations to its counterparties. In


addition, where Lehman is a credit support provider, an event of default under the standard ISDA


terms has likely already occurred. As a result, Lehman may be unable to honor its obligations on


those CDS to purchasers of that protection (Lehman’s counterparties).


In this turbulent market, CDS participants should consider the following.


 All market participants must evaluate their exposure to Lehman on two levels: (i) Do they
hold CDS insuring against Lehman’s default on its bonds, and, if so, are they buyers or
sellers of such protection; and (ii) Is Lehman a counterparty to a CDS that they are holding?


 Participants should be examining their rights under each separately negotiated CDS,
specifically with regard to collateral.


 The pressure on other CDS market participants—particularly sellers of protection—has
increased dramatically, so there may be risk unrelated to Lehman.
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 Volatility in the CDS market has increased dramatically, with the price to insure other
participants (such as other investment banks) spiking upward. If another large participant in
the CDS market fails, the CDS market may cease functioning with parties dishonoring
obligations on CDS. In such an event, parties who have acted as “net insurers” on risk may
try to renegotiate or exit such contracts and/or declare that the contracts are void (perhaps
relying on force majeure).


 There may be disputes between the counterparties over control of the collateral where a
counterparty is at risk for a bankruptcy or other default.


 The value of certain CDS contracts may decline as a result of the declining credit worthiness
of the “insuring party”—and not by any change in the risk of default regarding the reference
entity.


 Many hedge funds are major participants in the CDS market, both as “insurers” of credit risk
and purchasers of protection. Due to their capital structure, and the right of investors to
redeem capital, hedge funds can be more fragile than other market participants, and may
suffer significant losses in any market disruption.


 It is possible that the U.S. federal government may have to step in as an intermediary to keep
the market functioning, but participants should not rely on an intervention, and any
intervention may not help current participants.


 Regulation in the alternative investment industry, and in the CDS market in particular, is all
but a certainty. Even before the current market turmoil, both the Democratic Congress and
the Republican Administration had proposed regulatory frameworks for these types of
instruments. Given voter outcry over the use of taxpayer funds to bolster an unregulated
industry, the question would appear to be when, not if, regulation will be promulgated and
what it will look like.


Nixon Peabody’s Alternative Investment Litigation Team has the skills, experience and depth to


handle matters from complex litigation resulting from fund failures to advice regarding asset


management and protection. We welcome your questions and comments. If you need assistance on


any matter, please call or e-mail Timothy W. Mungovan (tmungovan@nixonpeabody.com or 617-


345-1334) or Jonathan Sablone (jsablone@nixonpeabody.com or 617-345-1342 / 212-224-6395).
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Alternative Investment Litigation


• Partners and Co-Chairs of Nixon Peabody’s Alternative Investment Litigation 
Team


• Represent limited partnerships, investors and partners in transactional and 
litigation matters related to limited partnership investment vehicles, including 
hedge funds


• Quoted regularly in the financial press, including the Wall Street Journal, The 
New York Times, The Economist, and in dozens of other publications 


Timothy Mungovan, 
Partner


Jonathan Sablone, 
Partner
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Representative Clients


• Boston Capital


• Boston Financial Qualified 
Housing Tax Credits Limited 
Partnership IV


• CDC Alvin Corp


• Eastern Advisors LLC


• Godwin Avenue Urban 
Renewal, L.P.


• International Management 
Associates


• Philadelphia Alternative Asset 
Management


• Sowood


• SPhinX Managed Futures Index 
Fund


• SSC Partners LLP


• Viper Asset Management
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What are Credit Default Swaps?


• CDS are private contracts entered into between private 
“counterparties”


• At their core, CDS “insure” against default on corporate 
debt by swapping cash in return for debt obligations in the 
event of a default


• Used by holders of corporate debt to mitigate loss in the 
event of default by the company (reference entity) whose 
underlying debt is being held


• Used by hedge fund managers to “hedge” against the risk 
of default on corporate bonds
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The Market: Credit Derivatives


• Much of the credit crisis has centered on credit derivatives:


• RMBS (Fannie, Freddie)


• CDOs (Bear, Merrill, Lehman)


• CDS (MBIA, Ambac, AIG)


• CMBS (TBA)


• Total worldwide derivatives are now seven times global GDP 


• Hedge funds have had major roles in each of these asset classes,
and have leverage (assets over capital) of more than 30
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Credit Derivatives


• Structured Products are attractive because they address 
investors’ desire for:
• Low correlation to the stock market


• Low historical volatility 


• Opportunities for leverage


• Credit Derivative products carry substantial risks:
• Embedded leverage (also creates counterparty credit risk)


• The daisy chain of risk: cascading defaults


• Exposure to non-linear changes in value in response to shocks


• Opacity in pricing and valuation 


• Untested market liquidity 
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Too Much of a Good Thing?


• Smart traders recognized that they could “short” the 
bond market by purchasing CDS contracts unhinged 
from the reference entity, e.g. betting on a corporate 
default without holding the bonds


• This “unhinging” resulted in an explosion in the 
number and value of CDS worldwide


• Estimated $67 Trillion worldwide market


• CDS tied to CDOs
• Subprime Mortgages à CDOs à CDS
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Tremors in the CDS market


• Corporate and CDO defaults began to trigger counterparty 
CDS obligations


• Unlike insurance contracts, it was not always clear that the 
party holding the payment obligation in a CDS contract 
had the ability to pay


• Breach of counterparty obligations began a daisy chain or 
domino effect calling into question the value of all CDS


• Fannie / Freddie receivership was thought to be a test of 
the CDS market, but not really


• Uncertainty has caused credit markets to seize up
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2008?
First, the triggering event or events cause sharp and sudden declines in one or 
more classes of asset prices. The decline in asset prices is sufficiently steep to raise 
questions about the creditworthiness of major counterparties or institutions such 
that the analytical distinction between market risk and credit risk blurs as market 
risk and credit risk feed on each other.  Second, the combination of falling asset 
prices and the erosion of creditworthiness causes market participants to commence 
risk mitigation efforts such as position liquidations which — while perfectly 
reasonable at the micro level — add to macro pressures on asset prices which in 
turn trigger the initial evaporation of market liquidity for one or more classes of 
assets. The evaporation of asset liquidity aggravates both market and credit risk 
and begins to call into question balance sheet liquidity for some institutions. 
Investor position liquidations intensify these pressures.  Third, in these 
circumstances, once seemingly generous amounts of margin or collateral are 
rapidly called into question, thereby dramatically elevating credit concerns. The 
escalation of credit concerns further influences the defensive behavior of financial 
market participants, all of which acts to reinforce the cumulating adverse market 
dynamics. Hence, a financial crisis  with potential systemic risks is at hand.
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No, 2005!


• Counterparty Risk Management Policy Group II (July 27, 
2005) 


• E. Gerald Corrigan, Managing Director of Goldman Sachs, 
chaired group


• Transmittal letter was to Henry (“Dear Hank”) Paulson, then 
Chairman and CEO of Goldman Sachs


• CRMPG II was made up of a who’s who of the financial 
industry
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Where Do We Go From Here?


• United State’s Treasury Regulatory Proposal (March 29, 
2008)


• Addresses systemic risk posed by complex financial 
instruments (e.g. CDS and CDO markets)  


• The report’s three major recommendations track those 
of the CRMPG II: 


• principles based regulation 


• regulatory convergence 


• greater regulation of alternative investment funds
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Questions
Jonathan Sablone, Partner
Nixon Peabody LLP


100 Summer Street
Boston, MA  02110-2131
Tel. 617-345-1342
Fax. 866-947-1729


437 Madison Avenue
New York, NY  10022-7039
Tel. 212-224-6395
Fax. 866-947-1729


e-mail: jsablone@nixonpeabody.com



mailto:jsablone@nixonpeabody.com










James P. Wehner
jpw@capdale.com
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(202) 862-5000


Credit Default Swaps:
Default, Termination and Bankruptcy







Introduction and Scope


Credit default swaps


• Counterparties in distress


• Bankrupt counterparties


• Other insolvency regimes, e.g., 
insurance or bank receivership


• Disputes







Distressed Counterparties


Before bankruptcy or insolvency:


• Collateral demands


• Pre-bankruptcy termination 
triggers







Bankruptcy of a Counterparty


Counterparty filing for chapter 11


• Initial steps


• First day motions, etc.
• Automatic stay


• Further progression


• Bar date
• Assumption or rejection of contracts
• Plan and Discharge







Bankruptcy of a Counterparty


Non-bankrupt counterparty


• Termination


• Closeout calculation 
and valuations


• Collateral and netting







Bankruptcy of a Counterparty


Exemptions in the Bankruptcy Code


• Ipso facto clause 


• Automatic stay


• Avoidance powers







Disputes with Terminated Counterparty


Collecting from bankrupt counterparty


• Netting and collateral 


• Remaining balance is 
unsecured claim


• Procedural steps







Disputes with Terminated Counterparty


Measure of damages


• Contractual provisions


• Bankruptcy Code damages 
provisions


• “Commercially reasonable”


• “Good faith”







Disputes with Terminated Counterparty


Recovery of collateral


• Bankrupt party 
holding collateral 
despite right of 
return


• Adversary 
proceeding







Disputes with Terminated Counterparty


Actions by the bankrupt counterparty


• Bankruptcy trustee has the right to 
seek recovery


• Valuation, collateral and netting 
disputes


• Close-out amounts in favor of 
bankrupt counterparty


• Positions in the money for bankrupt 
counterparty







End of Presentation


Disclaimer.   The information contained in this webinar has been gathered from public sources for publication by personnel at Caplin & 
Drysdale, Chartered. Such information provides background information about certain legal issues and should not be regarded as rendering 
legal advice to any person or entity. As such, the information is not privileged and does not create an attorney-client relationship with Caplin 
& Drysdale, Chartered, or any of the firm's lawyers. This webinar does not constitute an offer to represent you, and you should not act, or 
refrain from acting, based upon any information so provided. In addition, the information contained in this webinar is not specific to any 
particular case or situation and may not reflect the most current legal developments, verdicts, or settlements. In the event that you have 
questions about and are seeking legal advice concerning your particular situation in light of the matters discussed in the webinar, please 
contact us after the webinar so that we can take the necessary steps to form an attorney-client relationship if that is warranted.


James P. Wehner
jpw@capdale.com


Caplin & Drysdale, Chartered
One Thomas Circle


Washington, D.C. 20005
(202) 862-5000
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With the explosive growth in the volume and sophistication of
derivatives products, industry participants must maintain appro-
priate risk controls. Increasingly, documentation risk is being
addressed through the use of widely accepted templates and
through master documents. This approach is not new to the
industry, but the accelerated pace at which the practice is mov-
ing forward, the complexity of products, and the manner in
which documentation is developed present unique risks to
hedge funds.


Trends in Documentation


As the volume of derivatives trading continues to expand and
technology improves the speed at which transactions are effect-
ed, it becomes increasingly important to narrow the time lag
between the parties’ agreement on terms of a transaction and
the completion of documentation. Templates and master docu-
ments help parties manage the documentation process by seek-
ing agreement on most documentation terms before transac-
tions are entered into. A limited set of transaction specific terms
are then negotiated at the time of each transaction.


Templates and master documents for derivatives products date
back at least twenty years. The International Swaps and
Derivatives Association (ISDA) published its first Code of
Standard Wording, Assumptions, and Provisions for Swaps in
1985 and its first master agreement in 1987. ISDA began devel-
oping simple templates for product specific confirmations, and
the industry has been moving towards master confirmations for
particular products and in some cases for multiple products. The
broad scope of master confirmations and the complexity of indi-
vidual products and templates have resulted in progressively
longer and more detailed documentation.


The use of templates and master documents has affected the
way in which dealers staff their documentation function. Dealers
divide up documentation responsibilities into segments (such as
the basic master agreement, a single product specific confirma-
tion, or a particular master confirmation) and staff each segment
with more junior personnel than would be required if a full set
of documentation were individually prepared for each transac-
tion. As a result, the sophistication of the people creating prod-
ucts or preparing templates or complex dealer forms is often far
superior to the sophistication of more junior personnel with the
day-to-day responsibility for documentation.


Industry participants can expect these trends in documentation
to accelerate. The recent dialogue between the Federal Reserve
Bank of New York and major derivatives dealers regarding deriv-
atives documentation resulted in a commitment from those
dealers to develop forms of master confirmations for certain
equity derivatives products. The major dealers also agreed to
expand electronic processing of confirmations, a practice which
depends upon using widely accepted forms of documentation.


Impact on Hedge Funds


While few can dispute the importance of efficiency in documen-
tation and the contribution of templates and master documents
towards achieving that efficiency, hedge fund managers should
be cautious that the funds they manage are not unduly disad-
vantaged by the industry’s current approach to documentation.
Product development in derivatives generally follows market
demand from the buy side, but documentation is developed 
by the sell side. With the exception of Managed Funds
Association’s (MFA) current participation with the major dealers
in the development of master equity derivatives confirmations,
there is often little input from the buy side in the preparation of
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industry-wide templates or master documents and none in the
preparation of a dealer’s form. Documentation may become
“standard” in the market, not because all sides of the market
agree on how issues should be handled, but because dealers
have reached consensus on the issues. Junior documentation
personnel within a dealer are unlikely to appreciate that dealer
provisions have not been accepted by all parties and may be
unwilling to consider a change which is contrary to the standard
adopted by their employer.


For a fund whose strategy is heavily dependent on derivatives
trading, it is particularly important to be aware of the ways in
which dealer documentation is disadvantageous to funds. Issues
arising under templates or under master documents can have a
broad effect on the fund. In addition, as suggested earlier,
product innovation and preparation of documentation are sepa-
rate functions. Some dealers known for their customer service
on the product side are inflexible on the documentation side.


Since documentation is usually prepared by the dealer or based
on dealer generated templates, dealers have a decided advan-
tage over their fund counterparties. The dealers are familiar with
the document, and their organizational structure will already be
consistent with the requirements specified in the documenta-
tion. In addition, the fund manager may have to review docu-
ments under time pressure, and with the scope and complexity
of documentation it may not be a simple exercise to determine
the implications of particular circumstances on the fund’s out-
standing transactions or on its operations. As noted above, the
psychological impact on the dealer’s documentation personnel
of an industry accepted or dealer developed document may
hinder the fund manager’s ability to negotiate changes to the
document.


The growing complexity of dealer generated documentation
makes it more difficult for a hedge fund manager to verify that
the product reflected in the documentation is the desired prod-
uct. Because the salesperson is not likely to be involved in
developing the product documentation, the risk increases that
there will be a mismatch between the salesperson’s description
of the product and the true features of the product. A fund
manager seeking synthetic exposure to a portfolio of assets, for
example, may be presented with a product which hedges only
the downside in the portfolio. If the documentation is complex,
the discrepancy may not be evident without close review.
Whether or not the salesperson described the product properly,
however, the dealer will determine the parties’ rights and obli-
gations, including the timing and amount of payments and the


collateral requirements, from the documents signed by the par-
ties and not from the salesperson’s description. It is therefore in
the fund’s interest for the manager to assure that the documen-
tation is consistent with the expected product. 


Another dealer advantage to be considered by hedge fund
managers, particularly in connection with master documents, is
the degree of dealer discretion. Derivatives documentation may
contain initial terms which have been agreed to by the parties,
but the dealer may have discretion to unilaterally change the
terms. By way of example, the dealer may have the right to
change the timing of payments, collateral requirements or fees.
The changes may become effective immediately, and the fund’s
only option with respect to new terms which are unfavorable
may be to terminate the transaction or the relationship. The
time period during which the fund can terminate affected trans-
actions may be limited, putting the fund at a disadvantage if the
manager needs to search for a replacement facility. In some
cases, the dealer may also have the right to unilaterally termi-
nate transactions or the relationship.


How Can Hedge Funds Manage the Risks?


A number of steps can be taken by hedge fund managers to
manage the risks presented by complex documentation based
on dealer templates and master documents. The suggestions
below complement and expand the recommendations included
in MFA’s recently released Sound Practices for Hedge Fund
Managers.


• Careful review of documentation is essential, even if the fund
manager does not plan to negotiate many changes or does
not expect much success in negotiation. The fund manager
should request draft documentation as early as possible, as
more lead time in reviewing the documents will allow the fund
manager to properly assess the impact of the product and
documentation terms on the overall business and operation of
the fund. Key issues to be looked at include the following:


• Does the documentation describe the product or prod-
ucts the fund expects to obtain? Review should ascertain
whether the product, as documented, introduces or
hedges the portfolio risks anticipated by the manager.
Are there any features which were not described by the
salesperson? Those features should be identified and clar-
ified before documents are executed.


• What is the degree of dealer discretion, and what rights
does the fund have if it disagrees with a dealer’s applica-
tion of its discretion? In the course of negotiating the
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documentation, the fund manager can ask the dealer to
eliminate its discretion for at least a period of time.
Alternatively, the fund manager can press for disincentives
to unfavorable changes by the dealer in the terms of the
arrangement. In addition, a fund may be able to lock in
terms while its manager evaluates alternative products or
relationships.


• Is the fund adequately protected when circumstances are
not favorable? How hard does the dealer have to work to
maintain value for the fund in times of distress, and how
much discretion does the dealer have to value a transac-
tion at zero? The fund may be able to gain some input
into the valuation process.


• Are the operational features of the documentation consis-
tent with the fund’s operations? If not, can the dealer
accommodate the fund’s operational constraints? These
issues may be heavily debated as each party seeks consis-
tency across all of its trading relationships.


• Does the product documentation negate or otherwise
conflict with the ISDA Master Agreement or other docu-
mentation between the parties? Because of the segrega-
tion of documentation functions within a dealer, these
conflicts are not uncommon. The fund manager should
identify and resolve the discrepancies before completing
documentation for the new product.


• The fund manager will need a flexible approach in negotiating
documentation. Dealers prefer their documentation personnel
to be the point persons for all negotiations. The fund manager
should expect that dealer personnel handling documentation
will not be responsive to some critical issues for the fund and
that the fund manager may need to seek resolution outside
the dealer’s established documentation process.


• The fund manager should create working guidelines so that
people responsible for the day-to-day operations and moni-
toring of derivatives products act consistently with the require-
ments of the documentation. Carefully prepared guidelines
are critical, particularly where documentation is complex, trad-
ing volume will be high, or a product has unusual features. At


the least, guidelines should describe the product, including
step-by-step action points and decisions, indicating the per-
sons responsible for particular actions and decisions, and
specifying the individual or individuals to be notified in case of
problems or issues not addressed by the guidelines. The fund
manager should undertake a periodic check of the guidelines
to identify areas which require modification or additional
scrutiny.


Beyond the efforts of individual hedge fund managers in the
negotiation of documentation, buy side input as dealers devel-
op documents will benefit all hedge funds. Without a coordinat-
ed effort from the buy side, dealers will continue to be at an
advantage. MFA’s involvement in preparing equity derivative
master confirmations is a major step towards leveling the play-
ing field, and hedge fund managers should support similar
input in the future. Hedge fund managers should also take
advantage of any users’ guides prepared by MFA to advance
their understanding of product documentation.


Conclusion
Derivatives products and documentation are growing in com-
plexity, and the pace at which transactions are affected is also
increasing. As these trends continue, dealers have an advantage
over hedge funds in documentation of transactions. With appro-
priate planning, hedge fund managers can take steps to man-
age the resulting documentation risk.  


Willa Cohen Bruckner is a partner with Alston & Bird LLP and focuses on
derivatives, structured products and alternative investments. Alston &
Bird’s 800 attorneys provide a full range of services to domestic and inter-
national clients conducting business throughout the world. Alston & Bird
ranked 5th in the U.S. on The BTI Consulting Group’s first “Masters of the
Deal” list of firms excelling in transactional relationships. Ms. Bruckner can
be reached at 212.210.9596 or willa.bruckner@alston.com.
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Credit Default Swaps and the Bankrupt Counterparty —
Entering the Undiscovered Country


By James P. Wehner


The credit default swap (“CDS”) has never been tested in bankruptcy 
proceedings on any significant scale, particularly under recent amendments to the 
Bankruptcy Code.  In part, this is because the CDS market is a very recent 
phenomenon.  CDS market participants also make considerable efforts to avoid holding 
a credit default swap where the counterparty has gone into bankruptcy.  But with the 
deterioration of the credit markets since mid-2007, the bailouts of Bear Stearns, Fannie 
Mae, and Freddie Mac, and most recently the bankruptcy of Lehman Brothers and the 
federal takeover of AIG, CDS market participants will confront counterparty 
bankruptcy and a variety of issues of first impression.


The Credit Default Swap Market


A credit default swap is a contract between two parties, whereby the credit 
protection buyer makes periodic payments to the credit protection seller in exchange for 
the right to a payoff if there is a default or other defined “credit event” on the part of a 
“reference entity”.  The reference entity can be a corporation, a government, or a 
financial obligation such as an asset-backed security.  A credit default swap can have 
multiple reference entities (a “basket CDS”), or can have a market index as a reference 
entity (an “index CDS”).  There are numerous other variations of the CDS.   
Fundamentally, however, a protection seller accepts the credit risk of the reference 
entity or entities in exchange for a premium.  


Credit default swaps are generally documented using industry standard 
derivative master agreements and standard CDS terms, such as the International Swaps 
and Derivatives Association (“ISDA”) 2002 Master Agreement and Credit Derivative 
Standard Terms.1 While many credit default swaps are “vanilla” instruments based on 


  
1 The 2002 ISDA Master Agreement is the most recent master agreement promulgated by the ISDA 


and is discussed herein for illustrative purposes.  The previous master agreement, the 1992 Master 
Agreement, is still in use.  While the issues arising under the 1992 Master Agreement are similar, 
differences in contract language must be taken into account.
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standard contracts, the standard agreements are flexible, and some CDS contracts 
contain unique terms or features.  These are known as “bespoke” swaps.


The credit default swap market has doubled in size for each of the past five 
years.  By 2008, outstanding CDS contracts had a combined value on payoff of more 
than $60 trillion, and a market value of more than $2 trillion.2 A variety of institutions 
both buy and sell credit default swaps, including banks, hedge funds, insurers, mutual 
funds, pension funds, and corporations.3 At the center of the CDS universe are the
dealers, large banks such as JPMorgan Chase, Citibank and Morgan Stanley, and a 
number of European banks.  After the initial CDS contract is established, there is a 
secondary market for CDS.  Selling a CDS requires the agreement of both original 
parties, called a “novation,” and, although recent developments have improved the 
process, it can be somewhat cumbersome operationally.4


Because a protection seller is at risk should the reference entity suffer a credit 
event, and because there are no regulatory requirements for protection sellers to meet 
regarding creditworthiness or reserves, a protection buyer must make sure the 
protection seller is able to pay.5 Likewise, the protection seller must make sure it has 
the resources to pay claims.  Various risk management strategies are used.  Protection 
sellers can balance risk by purchasing mirror CDS contracts.  For example, by buying 
a protection contract that would pay off upon the credit event, a party can fund a
payment it would make as a protection seller on the other side.  Using this approach, 
large dealers generally maintain a “balanced book”, offsetting risks on one side with 
protection on the other.6


Protection buyers facing the risk that the seller will be unable to pay can insist 
on appropriate collateral.  Collateral arrangements are generally established through a 
standardized collateral agreement such as the ISDA’s Credit Support Annex.  The 
amount of collateral for a CDS contract is typically based on some portion of the 
notional exposure.  Under standard arrangements, as the protection buyer’s exposure to 
the counterparty increases beyond a certain threshold, the counterparty has to post 
collateral to offset the risk.  The terms of the collateral, including the thresholds at 
which additional collateral is required, what is acceptable collateral, how it is valued, 
and how it may be used by the secured party vary widely.  About two-thirds of CDS 


  
2 Moody’s Investors Service, Credit Default Swaps, Market, Systemic, and Individual Firm Risks in 


Perspective (May 2008) at 1.  
3 Darrell Duffie, Innovations in Credit Risk Transfer: Implications for Financial Stability, Bank for 


International Settlements Working Paper No. 255 (July 2008) at 5.
4 Moody’s Investors Service, supra note 1, at 22.  
5 David Evans, Hedge Funds in Swaps Face Peril with Rising Junk Bond Defaults, Bloomberg (May 


20, 2008) at 2.
6 Moody’s Investors Service, supra note 1, at 7. 
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exposure is subject to some form of collateral agreement.7 This, obviously, leaves 
some exposure unprotected.


Early Signs of Stressed Counterparties


As the subprime mortgage market fell apart in late 2007 and early 2008, many 
financial products, particularly mortgage-backed securities, were downgraded.  The 
price of credit default swaps on these products increased.  Pursuant to their collateral 
agreements, many protection buyers were able to insist on additional collateral 
protection.  In some cases, the collateral demanded represented a significant portion of 
the counterparty’s assets.  Unsurprisingly, counterparties have carefully evaluated, and 
in some cases challenged, protection buyers’ right to such additional collateral amounts.  
This tension has generated several recent lawsuits:


• CDO Plus Master Fund Ltd. v. Wachovia Bank, N.A., 07-11078 
(S.D.N.Y. Dec. 7, 2007) (dispute over demand for collateral on 
$10,000,000 protection on collateralized debt obligations).


• VCG Special Opportunities Master Fund Ltd. v. Citibank, N.A., 
08-1563 (S.D.N.Y. Feb. 14, 2008) (same).


• UBS AG v. Paramax Capital Int’l, No. 07604233 (N.Y. Sup. Ct. 
Dec. 26, 2007) (dispute over demand for $33 million additional 
capital from hedge fund for protection on collateralized debt 
obligations).


Given that the collateral disputes erupting in the courts so far likely represent only a 
small fraction of the stressed counterparties, and given recent developments, an 
increase in counterparty bankruptcy appears probable.


Termination of Credit Default Swaps upon Counterparty Bankruptcy


Under the terms of most credit default swaps, when one of the parties enters 
bankruptcy, the non-bankrupt party may terminate the swap.   For example, under 
§ 5(a)(vii) of the 2002 ISDA Master Agreement, bankruptcy is defined as an “Event of 
Default” giving the non-bankrupt party the right to terminate.  If the “Automatic Early 
Termination” provision of the Master Agreement is made applicable, termination 
occurs automatically at a time immediately preceding the institution of the bankruptcy 
proceeding.  Id. at ¶ 6(a).


  
7 ISDA Margin Survey 2008 at 10.  
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The next step, pursuant to the termination provisions in typical credit default 
swaps, is that the non-defaulting party calculates a termination value or “Close-out 
Amount” reflecting certain allowed categories of damages arising from the termination.  
As part of this calculation, the non-defaulting party may net losses against other 
derivative agreements entered into under the same master agreement with the bankrupt 
counterparty and set off losses against collateral.


The termination provisions in credit default swap contracts enjoy special 
treatment under the Bankruptcy Code, and particularly under amendments made in the 
Bankruptcy Abuse Prevention and Consumer Protection Act of 2005, which clarified 
the treatment of credit default swaps and other derivative contracts.8 For example, 
although the “termination on bankruptcy” clause in the standard master agreement 
would ordinarily be considered an unenforceable ipso facto clause, the 2005 
amendments make clear that such termination and liquidation provisions are 
enforceable.9


The non-bankrupt counterparty is specifically permitted to offset any claim 
against collateral it holds, without restraint by the automatic stay or other provisions of 
bankruptcy law.10 It is also entitled to net any claim with gains or losses from other 
terminated derivative contracts it has with the bankrupt party pursuant to a master 
agreement with a netting provision, like the ISDA 2002 Master Agreement.11


The exercise of a right to liquidate, terminate, or accelerate a swap agreement
on bankruptcy may not be avoided by a bankruptcy trustee.12  With the exception of 
actual fraud, certain transfers made in connection with swap agreements are not subject 
to bankruptcy avoidance powers.13 Moreover, the Code specifies that a swap 
participant or financial participant that receives a transfer in connection with a swap 
agreement “takes for value to the extent to the transfer.”14 Likewise, a master netting 
agreement participant takes for value.15  


  
8 A credit default swap is a “swap agreement” under the Code.  11 U.S.C. § 101(53B)(A).
9 11 U.S.C. §§ 560, 561(a).
10 11 U.S.C. §§  362(b)(17), 560.
11 11 U.S.C. §§  362(b)(27); 561(a).
12 11 U.S.C. §§ 560, 561.
13 11 U.S.C. § 546(g).  Note that § 546(g) references pre-petition transfers.  Avoidance of certain post-


petition transfers is permitted by § 549, which does not explicitly exempt swap agreements.  
However § 549(a) does exempt transfers “authorized under this title or by the court”.  Sections 
362(b)(17) and (b)(27) authorize setoffs, to the extent the automatic stay is made inapplicable, 
against collateral and pursuant to netting agreements in connection with swap agreements.


14 11 U.S.C. § 548(d)(2)(D).   
15 11 U.S.C. § 548(d)(2)(E).   
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In effect, the Bankruptcy Code permits many of the contractual mechanisms 
limiting counterparty exposure to operate without interference.  In particular, the 
damages due to the non-bankrupt counterparty may be altered without regard to the 
bankruptcy process by the operation of netting and collateral agreements. After 
application of collateral and netting agreements, the damages left constitute a pre-
petition claim subject to allowance or disallowance.16  


Determining the Size of the Claim in Bankruptcy


Both the 2002 ISDA Master Agreement and the Bankruptcy Code provide rules 
for the calculation of the damages resulting from termination of a credit default swap.  
Neither, however, provides more than a general framework.


Damages Under the Bankruptcy Code  The 2005 amendments added § 562, 
which specifies that damages from the termination of a swap transaction should be 
measured as of the date of termination. By implication, § 562 also requires that 
damages be measured by reference to “commercially reasonable determinants of value” 
as of that date.17  Legislative history suggests the references to “commercially 
reasonable determinants of value” are intended to reflect state law standards.18 If there 
are no commercially reasonable determinants of value on the date of termination, § 562 
requires that the earliest subsequent date on which there is a commercially reasonable 
determinant of value be used.  If a subsequent date is used, and one of the parties 
objects, § 562 assigns to the objecting party the burden of proving that there were no 
commercially reasonable determinants of value on that date.19  


Damages Under the 2002 ISDA Master Agreement  The standard derivative 
contract promulgated by ISDA furnishes some additional guidance on damages 
calculation. Upon termination, the 2002 ISDA Master Agreement provides that a 
“Close-out Amount” is calculated and paid to the party owed it.  As a general matter, 
the components of the “Close-out Amount” include:


• The cost incurred in replacing, or in providing the economic 
equivalent of, the material terms of the terminated transactions, and,


• The loss or cost incurred in connection with terminating, liquidating, 
or re-establishing any hedge related to a terminated transaction.


  
16 11 U.S.C. § 502(g)(2).
17 11 U.S.C. § 562(b).
18 “The references to commercially reasonable are intended to reflect existing state law standards 


relating to a creditor’s actions in determining damages.”  H.R. Rep. No. 109-31 at 134-135 (2005).  
19 11 U.S.C. § 562(c).
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Calculation of this amount is made by the non-defaulting party and must be 
made in good faith and with “commercially reasonable procedures in order to produce a 
commercially reasonable result”.  The primary, but not exclusive, method contemplated 
for determining replacement cost is the solicitation of quotations from the market.20  
The “as of” date is “the date or dates following the [termination date] as would be 
commercially reasonable.”21 This is largely congruent with § 562, but puts less 
emphasis on using the first subsequent date upon which a commercially reasonable 
value is available.


Taking into account both the Code and the 2002 ISDA Master Agreement, the 
broad legal principles shaping calculation of the damages claim are “commercial 
reasonableness” and “good faith”.  State law defines commercial reasonableness for a 
creditor most clearly in the context of realization of value on collateral, such as the sale 
of property securing a loan.22  Although bringing such standards to bear on the 
calculation of damages and the solicitation of quotes for valuation purposes is complex, 
case law suggests the timeliness and thoroughness of the process would be paramount 
concerns.  The question arises, also, whether an extraordinary valuation, even if the 
result of a seemingly reasonable process, could be commercially “unreasonable” in 
substance.


“Good faith” in the performance of a contract has been given a variety of 
interpretations in the courts.  The Uniform Commercial Code defines good faith as 
“honesty in fact and the observance of reasonable commercial standards of fair 
dealing”.23 While overlapping the concept of commercial reasonableness, this 
definition more clearly rules out subterfuge or deception.  Some courts have defined 
good faith to include an implied promise not to act arbitrarily or irrationally in 
exercising discretion where a contract contemplates the exercise of discretion. 24 The 
duty of good faith, however, is not without limit, and no obligation inconsistent with 
other terms of the contract can be implied.


Practically, because a court will focus its good faith and commercial 
reasonableness inquiry on the process by which a damages claim is calculated, a party 
should document the steps it takes to arrive at the amount of that claim.  This would 
include, but not be limited to, documentation of how quotes for replacement 


  
20 See 2002 ISDA Master Agreement § 14 (definition of Close-out Amount).  Both the 1992 ISDA 


Master Agreement and the 1994 ISDA Credit Support Agreement, governing collateral calls, contain 
more specific methodologies under which a specified number of quotes are obtained, and the 
arithmetic average of the quotes is used.


21 Id.
22 See U.C.C. § 9-610(c) (“commercially reasonable” disposition of collateral); U.C.C. § 9-607(c) 


(“commercially reasonable” collection and enforcement).
23 U.C.C. § 1-201(b)(20).
24 See, e.g., Dalton v. Educational Testing Serv., 663 N.E.2d 289, 389 (N.Y. 1995).
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transactions were solicited and responded to, or how, in the absence of such quotes, a 
damages amount was calculated.


Potential Damages Complications in Counterparty Bankruptcy


While the calculation of a damages claim in an ideal case may be 
straightforward, in the face of an actual bankrupt counterparty, numerous complications 
can and will arise.  These issues have rarely been addressed by courts, particularly in 
the context of credit default swaps. A few examples are set out below.


Scenario 1 — Simple Case A protection buyer purchases a single “vanilla” 
credit default swap from a protection seller.  The protection buyer does not require 
collateral from the seller.  The protection seller goes into bankruptcy and, pursuant to a 
typical master agreement, the CDS is terminated.  Upon termination, the protection 
buyer seeks market quotes for a replacement transaction and purchases a replacement.  
Subject to other contractual terms, the essential measure of the damages claim will be 
the replacement cost borne by the protection buyer.


Scenario 2 — Complications in Obtaining Quotations  Consider Scenario 1, 
but posit the bankruptcy occurs in a period of general credit market turmoil, or during 
disruption of an industry sector that affects not only the now-bankrupt protection seller 
but the reference entity as well.  Under such conditions it may be difficult to obtain 
market quotations for a replacement transaction. If quotes are obtained, the disruption 
may lead to replacement costs, and therefore damages, that are extremely high.25 Such 
damages are likely to lead to disputes about the applicability and reasonableness of the 
quotations.  If the terminated CDS was a complex bespoke transaction or basket swap, 
it may be difficult to find a party that is willing to enter into the transaction at any 
price.  Measures of damages in the absence of market quotations are more theoretical 
and more likely to be disputed by a bankrupt counterparty facing a substantial damages 
claim.


Furthermore, even where quotes are obtained, disputes may arise as to the 
adequacy of the quotation process.  Beyond the obligation of “good faith,” the extent of 
efforts a non-defaulting party may be obligated to make to obtain quotes is not well 
defined. Although recently the credit default swap market has undergone some 
standardization and centralization, the process of obtaining quotes for credit default 
swaps can involve person-to-person negotiation, particularly if the swap is non-
standard.  Such a process invites disputes over what was communicated to parties from 
whom a quote was solicited.  For example, a New York court recently found that a 
party soliciting quotes to determine replacement value for a derivative transaction did 


  
25 For example, credit default swap prices soared on the announcement that Lehman Brothers was 


entering bankruptcy. See Denis Maternovsky and Lester Pimentel, Emerging-Market Bonds, Stocks, 
Currencies Sink as Lehman Fails, Bloomberg (Sept. 15, 2008) at 1.
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not act in good faith when it instructed quoting parties to consider certain risks.  The 
difference in damages calculated by that party and the court’s ultimate calculation was 
significant, approximately $40 million.26


Scenario 3 – Related Transaction  If, in addition to the simple case set out in 
Scenario 1, the non-bankrupt protection buyer also entered into other transactions 
related to the CDS it had purchased from the now bankrupt protection seller, a new 
damages component may be applicable.  As noted above, under some master 
agreements, a non-defaulting party may include as damages the loss or cost incurred in 
connection with its terminating, liquidating, or re-establishing any hedge “related to a 
terminated transaction”.27 For example, a CDS protection buyer facing a bankrupt 
counterparty may be permitted to include the amount it loses in terminating a mirror 
transaction in which it sold protection in the same amount on the same reference entities
for the same period.   But what if the corresponding hedge of the non-bankrupt party 
was not a perfect mirror?  The hedge could, for example, be a basket or index swap.  
In such a case, more extensive adjustments to the trades on the other side would be 
required to balance the non-bankrupt party’s position. Determining what adjustments to 
the balancing transactions were properly chargeable to the bankrupt counterparty would 
be complex.  It could, moreover, become a point of dispute if the bankrupt 
counterparty believed the non-bankrupt party was making unrelated portfolio 
adjustments and charging it off to the bankrupt counterparty. 


Scenario 4 – Recovery of Collateral or Netted Amounts Because of Disputed 
Valuation  If, in addition to the simple transaction described in Scenario 1, the non-
bankrupt protection buyer held collateral from the protection seller or had other open 
derivative positions with the protection seller, an additional layer of complexity would 
come into play.  The party to a CDS transaction exercising its right to setoff against 
collateral or pursuant to a netting agreement must necessarily value its claim before 
exercising that right, a valuation that will occur prior to an adjudication of the claim in 
bankruptcy.  For a variety of reasons, including those described above, that valuation 
might become a subject of dispute.  In such circumstances, the bankruptcy trustee of the 
now bankrupt protection-seller could attempt to recover such collateral or netted funds
from the non-bankrupt protection buyer.28  


  
26 High Risk Opportunities HUB Fund Ltd. v. Credit Lyonnais, Index No. 600229/00 (Sup. Ct. N.Y. 


County July 6, 2005) (unpublished opinion).
27 See 2002 ISDA Master Agreement § 14 (definition of Close-out Amount).
28 The 2005 amendments did not change the bankruptcy trustee’s right of turnover under 11 U.S.C. 


§ 542, under which a trustee can, in some circumstances, seek return of collateral to the estate.
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These scenarios are just a few of the many disputes likely to arise when credit 
default swaps are tested in bankruptcy.  Given the complexities involved in calculating 
and litigating damages arising from termination of credit default swaps in bankruptcy, it 
is prudent to consult with knowledgeable financial and legal counsel to decide the best 
course of action.
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