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HEDGE FUNDS
It is widely acknowledged that hedge funds now play a crucial role in distributing risk and injecting 

liquidity into global financial markets. But as the value of their assets under management grows, 
a regulatory cloud continues to gather. Issues such as corporate governance, investor protection, 

registration and performance reporting dominate the debate. The challenge for regulators is to strike 
a balance between controlling this asset class without stifling the flexibility it requires to pursue 

innovative investment strategies.
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Broadly speaking, how would you describe the evolution of 
hedge funds over last five years?

Fawcett: In a word, exponential. Since 2000 assets under 
management have grown from $490bn to $1.2 trillion at the 
beginning of 2006. The number of managers has grown during 
the same period from 3873 to over 9000. By any standard, that is 
outstanding growth and reflects the increasing importance of the 
hedge fund industry.

Tredennick: In 2005, as many as 2000 additional new hedge funds 
opened for business. One report recently projected that assets of 
hedge funds may grow to $6 trillion by 2015. Hedge funds are 
playing a more significant role in the liquidity of the financial 
markets, supporting the increased going-private activity, taking on 
shareholder activist responsibilities and even having some impact 
in illiquid asset classes.

McLaren: The growth in assets under management, range of 
investment strategies utilised and instruments traded, as well as 
their highly profitable nature, have turned hedge funds into front 
page news where they are both envied and feared in equal measure. 
The industry has increasingly moved to more innovative and larger 
launches of new institutional and retail funds and it is a testament 
to the industry’s ability to seek out new sources of alpha, that it has 
cemented itself as a core element of global financial markets.

Moorehead: Hedge funds have grown dramatically over the past 
five years and this growth has been driven, at least in part, by 
investor demand for the attractive returns hedge funds have offered. 
Many of these new investors, such as university endowments and 
pension funds, have precipitated changes in hedge fund practices, 
including increased transparency. The recently announced public 
equity and debt offerings by two prominent hedge fund managers 
suggest that this evolutionary process will not only continue but 
broaden.

Clark: The typical scope of investments has changed, with a 
significant increase in the number of private equity deals done 
through hedge funds. We have also seen a significant increase in 
the use of fund-of-fund structures by substantially all investment 
managers to address the relative illiquidity of private equity 
investments.

Powers: Hedge funds have gone from being a niche asset class 
to being mainstream. The number of hedge funds has nearly 
doubled, and their assets under management have more than 
tripled. This growth is in large part due to the widening of the 
investor base to include pension funds, charitable foundations, 
university endowments and even smaller investors entering into 
the market through fund-of-funds. The funds themselves have also 
become more sophisticated and are using more and more complex 
derivatives-based strategies.

What importance do you place on the role of hedge funds as 
providers of liquidity in today’s global financial markets?

Moorehead: As the US Treasury quite correctly emphasised in 
recent Congressional testimony, hedge funds are an important and 
significant source of liquidity and not merely in traditional equity 
markets, but in other markets such as those for distressed debt 

and convertible bonds. Liquidity is one of the critical benefits that 
hedge funds provide to the capital markets, as are promoting price 
efficiency, capital formation and risk distribution.

Tredennick: Hedge funds engage in a wide variety of strategies, 
generate substantial transaction volumes, and introduce significant 
leverage into the system. In the last five years, they have become 
an important competitive force in the financial markets and are 
having an increasing global presence. It is not just liquidity 
though, they also disperse risk through the financial instruments 
that they trade and, for the most part, make our capital markets 
more efficient.

Clark: Hedge funds have provided a significant increase in 
liquidity in the private equity market, resulting in some downward 
pressure on pricing and return for such transactions. Hedge funds 
also commonly hold 20-30 percent of new syndicated highly-
leveraged loan transactions, providing extra liquidity to the HLT 
market. We have also observed a steady increase in the use of 
funded and unfunded credit default swaps and similar derivatives, 
primarily to hedge principal loss or to balance currency and/or 
commodity concentrations.

Powers: Hedge funds are significant providers of liquidity in the 
financial markets and absorbers of risk. Because of the varying 
strategies employed by hedge funds, they are often both the 
buyers or sellers of the same products, thus providing necessary 
liquidity. Hedge funds contribute even more significantly to 
marketplace liquidity in less traditional markets. For example 
in the credit markets, hedge funds are significant buyers of the 
riskier tranches of collateralized debt obligations, distressed 
debt portfolios, and other synthetic structured products. Hedge 
Funds are also using derivatives to participate in markets that had 
previously been impenetrable to investors, such as many of the 
Asian emerging markets.

McLaren: The proportion of trades on major exchanges attributable 
to hedge funds is significant and a considerable source of market 
liquidity. In addition, the provision of finance by hedge funds in 
M&A transactions is helping to drive the current boom in private 
equity deals and it is arguable that without their participation, 
many of the current deals would not have been achievable. It will 
be interesting to see in the event of a market downturn just how 
much risk certain hedge funds have accumulated and whether 
their investors have factored this level of risk into their portfolio 
construction.

Fawcett: It is widely accepted that hedge funds represent a large 
percentage of trading in a wide range of financial markets. By 
their nature hedge funds tend to trade more frequently than other 
managers – thereby providing greater liquidity. They seek new 
opportunities to generate returns thus assisting in building new 
markets. Their impact and importance is far-reaching and should 
be valued.

How can structured products be used to balance investment 
risks across a hedge fund portfolio?

Powers: Structured products have predominantly been used to 
control risk within more traditional portfolios by being used as an 
‘overlay’ to change the portfolio’s exposure to certain asset classes, 8
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markets or currencies, without changing the actual underlying 
asset allocation. More recently though, they have been used as 
investment vehicles in their own right to synthetically access 
specific markets and provide a tailored or ‘bespoke’ risk/reward 
profile more efficiently and for lower cost.

McLaren: Structured products are a valuable option, which 
increasing numbers of investors are considering as part of 
their investment strategy, to ensure that their specific risks are 
addressed in a manner that no ‘one size fits all’ investment in 
a hedge fund could possibly achieve. The important challenge 
which the providers of structured products need to address to 
increase the popularity of such structured products, is to overcome 
their inflexibility and cost which could potentially destroy the 
risk/reward profile that made the investment in the hedge fund 
portfolio such an attractive option in the first place.

Moorehead: Hedge funds use a broad range of exchange-traded 
and over-the-counter derivatives, and structured products, both 
as risk management tools and as efficient devices to increase 
portfolio yields by gaining synthetic exposure to a long or short 
position. The utility of these transactions in the future will be 
affected by the regulatory and tax regimes to which they are 
subject and it is important that those regimes be compatible with 
and foster continued financial innovation in this area.

Fawcett: There are a number of ways to balance risks – such as 
investing the bulk of the product’s assets in a different asset class, 
for example, a zero coupon bond, and investing the rest into a 
range of hedge funds diversified across strategies.

Tredennick: Generally, structured products meet a need that 
cannot be easily obtained in the financial markets – something 
between a cash investment on the one hand and an equity or 
debt investment on the other. The motive behind designing 
these structures can be based on a number of factors including 
legal, tax, and accounting, but they are most often employed to 
balance risk. The products in turn allow the hedge fund manager 
to trade in more liquid synthetic financial products that mirror the 
performance of the underlying investment. In doing so, the fund 
manager can allocate the fund’s portfolio across a wider range of 
investment class with different risk profiles.

Clark: Structured products can be used in lieu of credit default 
swaps and traditional cross-currency or cross-commodity 
hedging to balance risk. We have seen a significant increase in the 
purchase by hedge funds of deposit notes which provide for two 
tier returns – a minimum interest return tied to traditional interest 
rate indexes and a second return component based on indexed 
equity, commodity or currency pricing. Such instruments can be 
structured to limit the downside risk of the imbedded hedge to 
the minimum interest payable under the first tier of the pricing, 
thus hedging principal losses while also providing a portfolio 
hedge. A similar structure has evolved in the investment banking 
market in the form of partially funded credit default swap tied 
to the return of a custom-made basket of equity, commodity and 
currency exposure.

Is there a danger that hedge funds will increasingly chase the 
same strategies, adopting a ‘follow the leader’ mentality that 
could lead to a concentration of risk?

Clark: While this danger may exist in smaller funds that are 
new to the market, the more established funds will seek market 
inefficiencies and arbitrage opportunities in new markets to 
generate the best returns. In the past year we have seen a significant, 
albeit selective, increase in the funding of project finance projects 
in emerging markets, particularly India and Turkey. Investments 
are also being made in the Chinese equity market.

Fawcett: It is not necessarily a risk to follow the same strategy: 
it is how you understand and manage the risks inherent in any 
investment that counts. That said, there can be a perceived herd 
instinct as the opportunities for some investments get tighter. 
Against that, hedge fund managers are very innovative – far more 
than is generally recognised – and they are often able to keep 
well ahead of the pack. The challenge for any business is to be 
innovative and generate new business/investment opportunities. 
Those hedge fund managers that can do this, and deliver alpha, 
will succeed.

Tredennick: On the whole, most hedge fund strategies cannot be 
advanced without a counterparty that has an opposing strategic 
view. So the danger for a fund manager really lies on being on 
the wrong side of wealth redistribution. This is why you see the 
increasing occurrence of fund-of-funds as institutional managers 
seek to diversify risk.

Powers: A large part of the market believes that once a successful 
strategy becomes obvious to a fund’s competitors, other managers 
will race to use the same strategy. As a result, with more funds 
focusing on the same few strategies, it will become more and 
more difficult to find market abnormalities and profit from them. 
But the reality is that smart, experienced managers are always 
finding new niches and new ways to exploit market on anomalies. 
In the credit market for example, which is the current hot market 
for funds, funds are using a wide range of strategies. The range 
is actually so diverse that it is difficult to lump them all together 
under the heading of ‘credit funds’.

McLaren: There is a significant risk that as returns reduce across 
the industry and more entrants emerge, the less experienced 
managers or those most desperate for alpha, will enter into areas 

The challenge for any business is to be 
innovative and generate new business/
investment opportunities. Those hedge 
fund managers that can do this, and 
deliver alpha, will succeed.

CHRISTOPHER FAWCETT
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unfamiliar to them or which are already overcrowded by other 
market participants. This concentration of risk will only adequately 
be mitigated by investors being more structured in their asset 
allocation methodologies and comprehensive in their due diligence 
procedures. Any ‘correction’ in the market is a necessary part of 
any free market and helps to separate out the alpha generators from 
the alpha followers.

Moorehead: The US Treasury has indicated that the potential for 
hedge fund position concentration is one of the systemic issues 
now under review. Whether such concentration will develop 
to the degree that it in fact presents a systemic risk is a matter 
of speculation, but policymakers’ interests in analysing this and 
other potential systemic effects of continued hedge fund growth 
is a constructive development and will likely receive the full 
cooperation of key industry groups.

What does the acquisition of hedge fund managers by regulated 
financial institutions tell us about the perceived risk/reward 
profile of these investment vehicles?

Moorehead: These acquisitions have been driven by the desire to 
have superior hedge fund products to offer to customers and share 
in the hedge fund managers’ profits. The acquiring institutions 
have concluded that these benefits outweigh the risks. In the long 
term, one question may be whether the hedge fund managers who 
are ‘acquired’ will continue to flourish in such an institutional 
setting. The planned initial public offering of equity by one hedge 
fund manager may indicate the emergence of an alternative to 
institutional acquisitions.

Clark: The acquisition of hedge funds by regulated financial 
institutions indicates the increased sophistication of regulated 
financial institutions with respect to the evaluation of risk, in tandem 
with the adoption of improved risk management policies by such 
institutions in order to comply with the requirements of Basel II. 
Note also that changes in the scope of permitted merchant banking 
activities for US banking institutions has simplified the regulatory 
approval process that such institutions face in connection with the 
acquisition of non-traditional investment subsidiaries.

Tredennick: This trend also tells us that the fees paid to hedge 
fund managers are too high.

McLaren: Traditional asset managers and other financial 
institutions have been attracted to the substantial profitability 
and growth in assets under management that the hedge fund 
industry has been able to demonstrate. The acquisitions in 
many cases have been about diversifying the existing product 
portfolio as well as offering more profitable products to existing 
clients and in that respect act as a means of risk diversification 
for large asset managers. While such acquisitions will increase 
the institutionalisation of the underlying hedge fund investor 
base, it remains to be seen how many of these acquisitions will 
reap the desired benefits, given that many of the reasons why 
hedge fund managers have been so successful have to do with 
the independence that comes from being operated as a small 
innovative entity.

Powers: The fund manager acquisitions are providing financial 
institutions with exposure to alternative assets for less risk, cost 
and time than if the institutions had to build up the businesses 
themselves. The institutions are adding additional products to 
offer their own clients, gaining a steady income stream from a 
percentage of management fees and providing prime brokerage, 
trading and other operational services to the newly affiliated funds. 
The institutions generally also have distribution networks that can 
significantly increase a fund’s exposure to the investor market. It 
will be interesting to see whether the fund managers can live with 
a significant investor that typically has had a different risk/reward 
profile and has not been known to encourage the independently 
minded individuals who typically run the successful funds.

Fawcett: First, it is important to note that the hedge fund managers 
are acquired – not only their funds – and the vast majority of hedge 
fund managers in the world today are regulated. Second, this 
development tells us that there is an acceptance that hedge funds 
are here to stay and now form a legitimate part of the investment 
landscape. We can also surmise that the larger institutions see the 
inclusion of a hedge fund unit as a natural diversification of their 
own businesses. With the potential advent of retail distribution in 
the UK, for instance, we are likely to see further developments in 
this area.

After the initial proposal was overturned, hedge funds are 
no longer required to register with the SEC in the United 
States. What, if any, impact do you believe this will have on 
the market?

Tredennick: For the hedge funds, business has continued, and 
will continue, as usual but with a more cautious eye toward the 
activities of the SEC and the US Congress. In the meantime, the 
SEC will likely continue to increase its anti-fraud enforcement 
efforts in the hedge fund arena and efforts are under consideration 
to redefine the ‘accredited investor’ standard to require an 
increased net worth.

Moorehead: A substantial percentage of hedge fund assets 
under the control of US managers are with managers that 
are registered. Many registered voluntarily before the rule 
was adopted, apparently often in response to the growing 
institutionalisation of the investor base. There seems to have 
been no flood of de-registrations since the rule was overturned. 
The market impact, therefore, may not be as substantial as some 
had initially speculated.
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Clark: The impact will be minimal, perhaps limited to cost-savings 
on the part of smaller funds who can defer further implementation 
of reporting and compliance guidelines for another year. The 
legislative response to the overturning of the pending rules has 
been a non-partisan view evolving that, at a minimum, hedge funds 
be subject to enhanced disclosure requirements. Accordingly, 
even if hedge fund managers prevail in avoiding registration, it 
is highly likely that the disclosure requirements applicable to the 
sale of investments in hedge funds will evolve in a manner similar 
to that which has occurred in the asset-backed security market. 

Fawcett: To date it has had little impact on the market. Few 
companies, having gone to the trouble of registering, have 
decided to de-register. There are a number of influential voices 
in the US who see hedge fund regulation as part of managing 
market risk and are pushing to see some form of national or even 
state regulation to assess and manage the industry. The change of 
political colour in the recent Senate and Congressional elections 
will probably accelerate this.

McLaren: The proposed rules were generally considered in the 
UK to be ill-judged and it is a relief that certain implications of 
managers trying to circumvent these rules, such as the increase in 
lock-up periods, will be replaced by more market led decisions. 
However, in the near term, regulation in the US will return. While 
the SEC has a mandate to protect investors and financial markets in 
the US, the hope is they take a balanced approach in the future.

Will increased regulation of hedge funds come through 
self-regulation or only at the behest of governments and 
regulators?

McLaren: The true driving force behind any change will 
be driven by investors. The increased institutionalisation of 
the industry’s investor base will cause more transparency of 
investment approach and operational policies and procedures. 
We will see more demand from investors to conduct detailed due 
diligence and a resulting demand from the industry for industry 
wide standards in areas such as internal control and portfolio 
valuation, in order to help their investors understand what a ‘best 
of breed’ manager looks like.

Powers: Governments and regulators seem to be of two minds 
when it comes to regulating the hedge funds. The US Congress 
is pushing to adopt some type of regulation to replace the hedge 
fund registration regulations that were recently overturned. The 
European regulators, on the other hand, appear to be backing 
away from regulation, fearing that regulation will drive the funds 
to more accommodating locations.

So while governments and regulators debate the issue, the hedge 
funds are being primarily regulated by two external sources: 
sophisticated investors are making more demands on their 
managers to be more transparent and provide more standardised 
information; and financial institutions are also dictating the 
terms under which they are willing to extend credit and act as 
counterparties to the funds, in large part because of the capital 
and supervisory structure that is imposed on them. 

Moorehead: Despite significant private sector initiatives, such 
as the development and publication of ‘best practices’ for hedge 
fund managers, the perceived ‘retailisation’ of the investor base 

will result in a continuing interest among US policymakers 
concerning investor protection issues. In addition, the sheer 
growth in the value of hedge fund assets, and the perceived lack 
of transparency, will lead to continued interest in new oversight 
initiatives. Whether these factors will result in new regulation in 
the US remains to be seen.

Clark: Increased regulation of hedge funds in the US market 
is likely to come about in the near future at the behest of the 
Securities Exchange Commission through enhanced disclosure 
requirements. This is likely to result in some increase in self-
regulation in non-US markets that have a significant US 
connection. A significant increase in regulation of hedge funds 
outside of the US is unlikely in the near term. It should be 
noted that increased regulation of hedge funds in the US raises 
significant political issues which will impact the timing of 
adoption of improved regulations, since it is generally perceived 
that expanded regulation and reporting requirements with respect 
to hedge funds may give rise to a change in the manner of taxation 
of such funds and their respective investors.

Tredennick: Given the choice between self-regulation and 
Sarbanes-Oxley style legislation, I suspect that hedge funds 
would strongly prefer self-regulation. Nevertheless, hedge funds 
are highly proprietary investment organisations that thrive on 
independence, flexibility and confidentiality. I think this makes 
it highly unlikely that we will see any sort of initiative by fund 
managers at a form of self-regulatory effort. As a result, I expect 
that over time the SEC and other regulatory bodies will ultimately 
find themselves with broader authority over a fund’s reporting 
activities and the qualifications of investors in hedge funds.

Fawcett: While the hedge fund industry realistically cannot 
(and does not propose to) ‘regulate’ itself, its managers can 
join and subscribe to the ethics of a professional body that 
issues substantial guidance on hedge fund sound practices. That 
said, we would also expect the development of workable and 
appropriate regulation in certain jurisdictions, such as the US. 
The ideal scenario is for regulators and industry to work together 
to generate sensible and equitable regulation.

The increased institutionalisation of 
the industry’s investor base will cause 
more transparency of investment 
approach and operational policies and 
procedures.

STUART MCLAREN 
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How would you describe the quality of corporate governance 
at most hedge funds?

Fawcett: The rise in corporate governance standards has been 
one of the big successes of hedge funds over recent times. This is 
partly due to the fund directors’ own work in raising governance 
standards, but is also due to the high level of due diligence and 
expectations by institutional investors. The funds must also meet 
certain standards to borrow stock from prime brokers, who in 
turn are responsible to their own regulators for their activities. 
This all leads to rising standards. Finally a number of hedge funds 
have become publicly quoted companies with all the attendant 
corporate governance requirements.

Powers: Hedge fund managers are subject to the market 
disciplines enforced by counterparties such as prime brokers and 
derivative counterparties. Institutional investment has brought 
even higher levels of due diligence as these investing institutions, 
such as pension funds and endowments, regularly assess how 
hedge fund management companies are run in addition to their 
funds’ investment performance.

Moorehead: I think issues of corporate governance have 
been impacted by a series of factors, including the increased 
institutionalisation of the investor base, private sector initiatives 
such as the development and publications of ‘best practices’ 
guidelines, and the decision of many hedge fund managers to 
register with the SEC. These and similar factors will in my view 
produce a situation where significant governance deficiencies will 
be the exception rather than rule.

Tredennick: Quality is varied. In reality, corporate governance at 
hedge funds is for the most part contractual and very different from 
the corporate model – where common law and statutory fiduciary 
obligations govern the relationship between owner and managers. 
Questions about how open the manager must be in disclosing its 
risk management policies and whether investors can be satisfied 
that appropriate risk limitation strategies are in place and are 
operating as described, are ultimately a matter of the contractual 
provisions contained in the fund’s governing documents. 

Clark: The quality of corporate governance at most hedge funds, 
excluding only the very large, well established funds which are 

owned or controlled by regulated institutions (such as banks 
or insurance companies) is mediocre. Most funds are reactive 
rather than proactive in this area, in part due to the nature of the 
investment trading business and the need for rapid execution of 
investment strategies. 

McLaren: The answer here is a resounding ‘must do better’. How 
many investors know who is actually providing the corporate 
governance over the hedge fund they have invested in? If it is 
the directors, how many investors care if they are still a mixture 
of employees of the manager, administrator or lawyer connected 
to the fund? Corporate governance will only improve across the 
industry when investors start to place a premium on the efforts of 
those hedge fund managers that have meaningful non-executive 
directors with influence on their board as well as professional 
fund directors who place paramount importance of their fiduciary 
duties to the fund’s investors.

Do you anticipate that we will ever see uniform reporting 
standards for hedge funds? Until we do, will investors be at a 
distinct disadvantage?

Clark: The impact of uniform reporting requirements will not, in 
and of itself, address investor risk in the context of hedge funds, 
since such funds are designed as portfolios in which one or more 
hedging strategies have been employed to improve returns above 
a perceived baseline. The success of such strategies does not 
depend on reporting, it depends on the market. As such, improved 
reporting may enhance the ability of the investor to analyse gains 
and losses (in retrospect) but will have a limited impact on the 
ability of the investor to anticipate and/or avoid such losses in the 
context of hedge fund investments.

McLaren: There is not at present 100 percent uniformity in any 
form of reporting for other entities as the necessary ability to 
adapt existing rules and regulations to the specific circumstances 
of an entity constantly leads to differences in interpretation and 
disclosure. The consistency of reporting is nowhere near as 
important to investors as the accuracy of the NAV and much more 
effort needs to be expended by the industry to develop common 
valuation standards and for investors to ask truly searching 
questions of managers and administrators as to how certain 
instruments are valued.

Tredennick: What makes hedge funds work is their creativity, 
their liquidity, and their flexibility. These traits enable the managers 
to execute on trading strategies and to change the strategies 
frequently. As a result, disclosure of portfolio composition is both 
difficult and counterproductive. Historical returns may provide 
some assistance to potential investors, but reporting will never be 
able to substitute for an investor knowing the fund’s managers and 
understanding their strategies well. As a result, a hedge fund is not 
a practical investment for a retail investor and institutional funds 
managers will have to do their homework and remain diligent 
with respect to their investments.

Fawcett: The industry has moved a long way in recent times. 
With the growing levels of institutional investments, there are 
certain expectations and requirements when reporting fund 
information. While official standards may not exist, the majority 
of investors are satisfied with the information they receive. 
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Remember: hedge funds trade frequently and often hold hundreds 
of positions. Most investors do not seek this type of granular 
information as it would be challenging to manage, understand 
and react upon. Thus, existing reports generally match the 
investor’s requirements. I can imagine that there may be uniform 
reporting for retail products, where they are permitted, but that is 
some way in the future.

Powers: We will see uniform reporting standards evolve over time 
as fund managers respond to the demands of their investors and 
counterparties. The financial institutions have created sophisticated 
risk management systems and in order to monitor and manage 
their exposure, continuously impose on the funds more and more 
precise reporting requirements. Investors are also sophisticated 
and are asking their fund managers questions in order to assess 
performance and risk. And investors – particularly institutional 
investors – are looking for some kind of standardisation in order 
to make comparison across managers and funds. I don’t think we 
will see increased transparency unless dictated by the regulators. 
A hedge fund’s ability to keep its trading strategies and portfolio 
composition confidential is key to a fund’s success and its ability 
to market itself.

Moorehead: Uniform reporting on a global basis may occur 
at some point in the future, but one cannot be overly optimistic 
given the difficulties others have encountered in their efforts to 
obtain convergence in generally accepted accounting principles. 
My sense is that institutional investors will continue, through the 
due diligence process, to elicit the information they need to make 
informed investment decisions both as to any single fund and as 
among a group of funds.

Do you believe regulation aimed at investor protection will 
increase going forward? If so, will it constrain the flexibility 
that hedge fund managers covet?

Tredennick: Certainly, although in ways you might not expect. 
While hedge funds represent just 5 percent of all US assets 
under management, they account for about 30 percent of all US 
equity trading volume. As a result, their activities can have a 
disproportionate effect in the traditional markets. For example, 
in many recent public merger transactions, very significant 
trading gaps have arisen based on information that may affect the 
viability of an announced transaction. In other situations, hedge 
fund activism results in destabilising the traditional investor 
base at many public companies. These activities can have a 
disproportionately adverse impact on retail investors who are 
not equipped to put in place the sophisticated trading techniques 
utilised by hedge fund managers. It would seem to me an area ripe 
for regulatory intervention to equalise the playing field in what 
has traditionally been a market dominated by the retail investor.

Moorehead: In the US, the increased focus on investor protection 
issues will continue. At present, the SEC seems inclined to address 
these concerns through initiatives that do not interfere with hedge 
fund investment strategies or other operational matters. Whether 
the US Congress will opt to give the SEC authority to re-impose 
mandatory registration remains to be seen. One potentially 
promising ‘middle ground’ would seek to encourage continued 
voluntary registration through relaxing certain regulatory 
constraints for those managers that register.

McLaren: Regulators have consistently indicated that they 
are able to differentiate between the needs of different types of 
investors and will introduce measures aimed at investor protection 
only for retail customers. This will lead to a more discernible split 
between those managers who wish to pursue alpha and who are 
therefore determined to remain unconstrained in their ability to 
innovate within their funds and those managers who will follow 
the traditional asset management model, where asset gathering 
is paramount and who will accept some degree of restriction in 
return for access to the retail market.

Powers: There will continue to be attempts by regulators to 
impose regulation on the hedge fund industry under the pretext 
of protecting the smaller investor. But the market is not primarily 
comprised of small investors, and there will be resistance from 
both the hedge funds themselves and the investor community. Any 
intrusive action on the part of regulators, interference with the 
investment strategies or operations of hedge funds, or limitations 
on derivatives trading and leverage will inhibit the liquidity 
and flexibility of the funds. This would be a very high cost of 
regulation that will not benefit the funds or the investors.

Fawcett: We need to remember that the managers are regulated 
onshore and their funds offshore. The FSA, for instance, regulates 
the activities of the managers, not the funds, thus it is unlikely that 
any future regulation would materially impact the chosen strategy 
of each manager. This is also an institutional level industry: the 
EC and FSA have recently commented that they are quite satisfied 
at the levels of regulation for institutional and professional 
investors. However, if funds of hedge funds are made available to 
the general public, then it is sensible to expect investor protection-
oriented regulation, similar to that of unit or investment trusts in 
the UK.

Clark: Uniform reporting standards for US domestic hedge funds 
are likely to go into effect within the next 2-3 years. Comparable 
reporting standards for non-US hedge funds are not as likely, 
but may evolve as a result of US regulatory changes. Additional 
regulation which extends beyond improved disclosure and 
application of traditional anti-fraud provisions of the securities laws 
is unlikely, although there is a perceived risk that the US taxation 
of investment fund returns may change as disclosure improves. 
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Additional disclosure will increase the fixed costs of hedge fund 
investing, forcing out smaller market participants in favour of 
the larger, more sophisticated shops. The upward pressure on 
fixed charges is also likely to result in additional changes in the 
compensation arrangements sought by hedge funds managers. 

Regulators are keenly investigating the potential risk posed 
by hedge funds to international financial markets. What is 
your view on this issue? Do hedge funds provide much-needed 
capital to the market in considered and sophisticated ways? 
Or are they ticking time bombs that, if detonated at the same 
time, could plunge global markets into chaos?

Powers: Hedge fund participation in credit derivatives allows 
banks to lay off the credit risk of corporate loans, thereby lowering 
the cost of borrowing. The end result is increased capital in the 
market available for new loans. This is very similar to the effect 
that securitisations have had on the mortgage industry. The ability 
of a bank to sell off a mortgage loan reduces the bank’s risk, and 
frees up the bank’s capital to make additional loans. The same 
holds true for the international financial markets. Hedge funds’ 
willingness to take risk in products and markets that may not be 
attractive to the average investor frees up additional capital in 
those products and markets. As I mentioned before, hedge funds 
also transfer and distribute market risk through their willingness 
to be counterparties on both sides of derivatives transactions. And 
as opportunities dry up in more mature markets, hedge funds are 
at the forefront of identifying new and emerging markets. This, in 
turn, should lead to greater efficiency of these markets globally. It 
is true that the derivatives market as a whole is subject to systemic 
risk – that is, if there is a failure in one part of the market, there is 
likely to be a domino effect across the entire market. But hedge 
funds have been working with the banks and the bank regulators 
to reduce this risk and have made a significant effort over the last 
few years.

McLaren: Hedge funds are a true proponent of free market 
thinking and your attitude to them will always be coloured by 
your own political views. The unregulated nature of the funds and 
many of their managers do pose a risk to global financial markets 
from the point of view that regulators do not fully understand 
either the strategies or instruments traded and as yet have still to 

work out how to monitor or control their activities. The ticking 
time bomb will always best be defused by the self interest of 
investors and the providers of finance and other services to the 
industry and the biggest risk will be that investment decisions will 
be made without the necessary knowledge or transparency to the 
underlying investment strategy or manager.

Moorehead: Hedge funds contribute to capital formation in 
many markets, including those for distressed debt, asset-backed 
securities and certain types of equity. By committing funds to serve 
as counterparties in off-exchange derivatives transactions, hedge 
funds enable other firms to manage their risks more efficiently. In 
the US, regulators work with banks and other regulated entities 
that extend credit to hedge funds to reduce, through ‘indirect 
regulation’, the potential that these benefits will be offset by the 
risk of excessive leverage.

Tredennick: Hedge funds that generate significant returns 
have a distinct advantage to access capital compared to new 
funds and poorly performing funds. Talented managers have 
difficulty committing unlimited capital to their strategies. 
As a result, managers either concentrate risk in an attempt to 
replicate prior successes or commit capital to a broader mix of 
lesser performing investments. If market forces tell us anything, 
continued application of the first approach eventually leads to the 
collapse of the fund, while application of the latter approach leads 
to diminishing returns. More importantly, large scale failures are 
generally suffered by single funds pursuing high risk strategies. 
Even the largest funds have less than $10bn in capital at risk – 
and most of those have some diversification. So, while certain 
investors will undoubtedly suffer in the marketplace, it is hard for 
me to see how these fund failures will have much of an impact on 
the broader global markets.

Clark: Hedge funds, in and of themselves, do not materially 
increase the risk profile of international financial markets. Such 
markets have individual risk profiles that are driven in substantial 
part by their respective regulatory regimes and the depth of their 
capital markets. Hedge funds are better able to make investments 
in evolving capital markets, thus providing additional liquidity 
to such markets. Additional liquidity in developing markets will 
ultimately improve the transparency of the market, enhancing its 
depth and volume. As market volume and transparency increases, 
local regulation of such markets is often increased. Accordingly, 
investment by hedge funds in emerging markets is likely to 
expedite the expansion and regulation of emerging markets in the 
long run.

Fawcett: Hedge funds are now an integral part of the global 
financial market and while one can never say that the unexpected 
will not happen, the market is now so large that it has the capacity 
to absorb most negative hedge fund events. The recent example of 
Amaranth reflects this; the market barely rippled when the fund ran 
into difficulties. Of course, central banks and others are responsible 
for managing overall market risk – such as the tech bubble that 
initiated our most recent bear market – however, I believe that 
the hedge fund industry is far more sophisticated than it was. 
Importantly, it is more transparent and more comfortable speaking 
with regulators to identify and manage risks. Hedge funds have 
brought many positives to financial markets and, working together, 
I am confident that we can address this important issue.  
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