HEDGE FUNDS AND FINANCIAL STABILITY

Chapter 2 at a Glance

o Hedge funds have become increasingly important participants in global financial markets, with gross assets

more than tripling since the previous decade to about $13 trillion in early 2026.

o The growing market footprint of hedge funds can support market liquidity and efficiency in normal times

but may amplify price dislocations and liquidity strains during periods of stress.

o This amplification is driven by key vulnerabilities, including leverage, fragile investor funding, and

crowded trades in which many hedge funds hold similar positions.

o Equities held by more vulnerable hedge funds experience larger price declines and higher volatility during

market stress.

o Leverage amplifies the adverse effects of crowded positions and investor redemptions, including through

the widening of spreads when leveraged sovereign bond trades unwind.

o Adverse shocks to hedge funds can spill over to prime brokers, typically large dealer banks, and broader

financial markets, with potential implications for macrofinancial stability.

e Hedge fund vulnerabilities remain difficult to monitor because of significant data gaps, particularly regard-

ing leverage, derivatives exposures, counterparty relationships, and cross-border activities.

Policy Recommendations

o Close data gaps and strengthen risk monitoring, including through stress testing and scenario analysis, to

better identify vulnerabilities in markets with significant hedge fund participation.

o Address risks from crowded trades and synchronized deleveraging through targeted and well-calibrated

activity-based measures, including stronger collateral management practices.

o Where risks are concentrated, deploy entity-based measures, such as risk-based leverage limits, capital or

margin add-ons, and limits on concentrated exposures.

o Improve market resilience by strengthening counterparty risk management.

e Maintain credible crisis backstops to contain severe market disruptions and strengthen international coordi-

nation to limit regulatory arbitrage.

Introduction

Hedge funds have become increasingly important
participants in global financial markets.! Although
hedge funds account for only about 5 percent of total
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!Definitions differ across jurisdictions, but hedge funds are
generally private investment vehicles for institutional investors and
high-net-worth individuals. Compared with other asset management
vehicles, hedge funds typically have greater flexibility to use short
selling, derivatives, and leverage and pursue a wide range of invest-
ment strategies (see Online Annex 2.1 for a detailed description).

nonbank financial intermediation, their assets have
grown substantially faster than those of most other
nonbank financial segments since the global financial
crisis (Figure 2.1, panel 1).? By early 2026, gross assets
of hedge funds reached about $13 trillion, compared
with $4 trillion in 2013 (Figure 2.1, panel 2). In
addition, hedge funds now play a more prominent
role in trading, liquidity provision, and risk transfer
across core financial markets, increasing their relevance

2The growth of the hedge fund sector partly reflects the shift after
the global financial crisis toward market-based intermediation, as
stronger bank regulations have contributed to the migration of some
trading activities from banks to hedge funds (Whitehead 2011).
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Figure 2.1. Size of the Hedge Fund Sector

Hedge funds represent a small share of nonbank financial intermediation,
but their market footprint has grown substantially ...

1. Total Gross Nonbank Financial Assets, by Type of Institution
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Note: OIFs refer to investment funds other than hedge funds and money market funds.

in transmitting macrofinancial shocks to the financial
system.

The growth of hedge funds has been financed pri-
marily through leverage. Since 2013, the gap between
gross and net assets—a measure of borrowing—has
risen by nearly $6 trillion for hedge funds (Figure 2.1,
panel 2). Many hedge fund strategies also rely exten-
sively on synthetic leverage through derivatives.? As a
result, the sector’s gross notional exposure, including
off-balance-sheet derivatives positions, has tripled from
$13 trillion in 2013 to more than $40 trillion in early
2026.

The increase in leverage has been fueled by rapid
growth in prime brokerage and repurchase (repo)
financing, which has expanded by more than $5
trillion since 2013. Whereas repo borrowing has largely
funded increased sovereign bond exposures (Figure 2.2,
panel 1), prime brokerage financing has supported
growth in equity exposures (Figure 2.2, panel 2).

The growing footprint of hedge funds is particu-
larly evident in sovereign bond markets. Hedge funds’
sovereign bond exposures have more than doubled
since 2022, with about two-thirds of the increase
concentrated in US Treasuries. This growth reflects not
only higher sovereign bond issuance globally but also
a rising share of sovereign debt held by hedge funds.

3Synthetic leverage refers to market exposure obtained through
derivatives rather than through direct borrowing. It is measured
using derivatives positions expressed in terms of their equivalent
exposure to the underlying assets relative to funds’ gross assets.
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... especially in terms of gross notional exposures.

2. Hedge Fund Assets and Notional Exposure
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For example, in the US Treasury market, hedge funds
are estimated to have increased their share of holdings
from around 4 percent in 2022 to 9 percent in 2025,
largely through highly leveraged arbitrage strategies
(Monin 2026). Consequently, hedge funds now play
a more important role in sovereign bond markets,
contributing to liquidity provision, price discovery, and
absorption of new issuance (Epp and Gao 2025; Mann
2026).

A greater presence of hedge funds can improve
market efficiency, liquidity, and risk sharing. Broad
mandates, flexible investment strategies, data-driven
trading, and access to leverage allow hedge funds
to correct mispricing, support price discovery, and
absorb order imbalances (Akbas and others 2015; Cao
and others 2018), particularly when other interme-
diaries are constrained (Jylhi, Rinne, and Suominen
2014; Jame 2018).4 In doing so, they can enhance
market efficiency and risk diversification (Kokkonen
and Suominen 2015). These benefits, however, often
depend on ample funding liquidity and low market
volatility, as many arbitrage strategies rely on leverage
to exploit small price differentials (Cotelioglu, Fran-
zoni, and Plazzi 2021).

When market conditions deteriorate, hedge funds
can shift from stabilizing markets to amplifying stress.
The same features that support market functioning

“Hedge funds often pioneer the use of new technologies in
financial markets, allowing them to extract trading signals from large
amounts of data and automate execution (Kaal 2021).



Figure 2.2. Hedge Fund Borrowing and Exposures

Hedge funds' repo borrowing has increased along with government bond
exposures ...
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... whereas prime brokerage borrowing has grown in tandem with equity
exposures.

2. Prime Brokerage Borrowing and Equity Exposure
(Trillions of dollars)
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Note: Panels 1and 2 show long notional exposure to sovereign debt and equity, respectively. Repo = repurchase agreement.

in normal times can lead hedge funds to retrench
substantially when market volatility rises or funding
conditions tighten (Ben-David, Franzoni, and Mous-
sawi 20125 FSB 2023; BIS 2024). For example, margin
calls, which require borrowers to post additional collat-
eral when asset values fall, may trigger the unwinding
of leveraged positions, while concentrated or crowded
positions in specific markets can reverse abruptly as
hedge funds adjust their portfolios.> Investor redemp-
tions may force further asset sales, intensifying selling
pressures and impairing market liquidity. These ampli-
fication mechanisms may be more pronounced than
in other investment funds since hedge funds typically
employ higher leverage and face fewer constraints on
portfolio positions and risk levels. However, they may
be similar to those in proprietary trading firms, which
often employ comparable trading strategies and can
adjust risk exposures rapidly in response to market
conditions (Bergman and others 2026).° The market
impact of hedge funds can therefore be sizable even
when their asset holdings are relatively small; this

%A case in point is the July 2026 stress episode at Situational
Awareness, then a major hedge fund managing a multibillion-dollar
portfolio, when losses on highly leveraged and concentrated Al-
related equity positions triggered margin calls and forced deleverag-
ing. The fund’s publicly listed portfolio was subsequently acquired
by another market participant, facilitating an orderly unwind and
helping to mitigate the immediate market impact of the forced
liquidation (With Intelligence 2026).

The financial stability concerns posed by proprietary trading
firms may therefore be similar to those of hedge funds. This chapter
focuses on hedge funds and does not examine proprictary trading
firms because of data availability issues.

was evident during the March 2020 “dash for cash,”
when hedge fund deleveraging and larger portfolio
adjustments than those of mutual funds (Figure 2.3)
contributed to market stress (Schrimpf, Shin, and
Sushko 2020).

The vulnerabilities and risks associated with hedge
funds vary across strategies but can spill over across
asset classes and financial institutions. For example,
macro and relative-value strategies often rely on sig-
nificant leverage, making them susceptible to margin
calls and forced deleveraging when funding conditions
tighten. Equity funds are more exposed to changes
in equity valuations and market liquidity, whereas
managed futures strategies may be more sensitive to
abrupt reversals in market trends.” The unwinding
of leveraged or concentrated positions can transmit
stress beyond the initially affected market, as funds are
forced to sell other assets to raise cash. Global trading
activity, cross-border funding arrangements, collateral
linkages, and offshore investment vehicles can further
amplify these spillovers by reinforcing an adverse feed-
back loop between deleveraging, asset sales, and tighter
financial conditions.?

The growing footprint and systemic relevance of
hedge funds have increased the importance of effec-

’Managed futures funds can also be significantly leveraged,
particularly through derivatives.

8Collateral linkages refer to interconnections created through the
use and reuse of collateral in funding markets. Offshore investment
vehicles are entities domiciled in foreign jurisdictions that facilitate
cross-border investment and funding.
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Figure 2.3. Global Equity Holdings of Hedge Funds and

Mutual Funds during the March 2020 Market Turmoil
(Index)
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Note: Global equity holdings are adjusted for valuation changes, indexed to 100 in
the quarter preceding the shock. Q = quarter.

tive monitoring and oversight. Historically, hedge
funds operated with fewer disclosure requirements

and investment restrictions than most other nonbank
financial intermediaries (Cumming, Johan, and Wood
2021). Reforms following the global financial crisis
have improved transparency through adviser registra-
tion, regulatory filings, and more systematic reporting
of private fund activity (Brown and others 2008; FSB
2023). Nevertheless, hedge funds remain inherently
opaque, making comprehensive risk assessment diffi-
cult because of significant heterogeneity across funds,
rapidly shifting exposures, and leverage embedded in
derivatives (Ang, Gorovyy, and van Inwegen 2011;
FSB 2024). Offshore structures and uneven data cov-
erage further complicate the measurement of aggregate
exposures, counterparty concentration, and cross-
border spillovers, potentially obscuring the buildup
and transmission of systemic risks (Aragon, Liang, and
Park 2014).

In this context, this chapter analyzes the evolution
of the hedge fund sector and its implications for mar-
ket functioning and financial stability. It begins by pre-
senting a simple conceptual framework that illustrates
how hedge funds can transmit and amplify shocks
through markets and intermediaries, with potential
consequences for macrofinancial stability. The chapter
then examines the evolution of the hedge fund sector
over time, including changes in its size, concentration
across investment strategies, and leverage. The chapter
next assesses the role of hedge funds in equity and
bond markets, focusing on how their behavior affects
market liquidity and efficiency during both calm and
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stressed conditions and comparing it with that of other
nonbank financial intermediaries like mutual funds.’
The analysis then turns to assessing the role of vulner-
abilities, including leverage, investor redemptions, and
crowded positions, in influencing hedge fund trading
behavior and market impact. Finally, the chapter eval-
uates the systemwide financial stability implications of
hedge fund stress, including spillovers to other finan-
cial intermediaries and broader market conditions, and
concludes by outlining policy options to strengthen
monitoring, transparency, and risk mitigation.

To examine these issues, the chapter combines
information from multiple data sources to develop a
comprehensive picture of the hedge fund sector. The
analysis draws on granular data for more than 25,000
unique hedge funds domiciled in 78 advanced and
emerging market economies from 1990 to 2026. It
integrates several commercial hedge fund databases
covering information on fund size, investment strat-
egies, leverage, redemption terms, and counterparty
relationships, including links to prime brokers.!? These
data are complemented by quarterly security-level
equity and bond holdings data, capturing both sover-
eign and corporate issuers. Collectively, these sources
provide a uniquely comprehensive view of hedge fund
activities and exposures, facilitating a systematic assess-
ment of key vulnerabilities, transmission channels, and

broader financial stability implications.!!

Hedge Funds and the Transmission
of Financial Shocks: A Conceptual
Framework

The growing presence of hedge funds in financial
markets makes them potentially important conduits

9The impact of hedge funds can vary across financial markets,
reflecting differences in their activities, leverage, and market foot-
print. This chapter focuses on equity and bond markets; Box 2.1
examines their role in foreign exchange markets.

9Data coverage is broad and includes offshore financial centers.
Although the United States accounts for the largest share of reported
funds and advisers, many funds are domiciled offshore (Barth and
others 2025). Important data gaps remain, however, including
incomplete information on leverage, derivatives exposures, and
prime broker relationships and weaker coverage of bond holdings
than of equities. Further details on the data are provided in Online
Annex 2.2.

Beyond the comprehensive data, the chapter makes three key
contributions to the literature: It examines how hedge funds affect
market liquidity and efficiency relative to mutual funds, analyzes
how different hedge fund vulnerabilities can amplify macrofinancial
shocks, and identifies channels through which hedge fund stress can
spill over to other financial intermediaries.
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Figure 2.4. Shock Transmission and Amplification through the Hedge Fund Sector

Hedge fund vulnerabilities can amplify the effects of adverse macrofinancial shocks on financial markets and intermediaries.
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for the transmission of global macrofinancial shocks

to financing conditions. Although hedge funds

hold a modest share of outstanding equity and debt
securities, they play a central role in arbitrage and
information-driven trading, which allows them to
influence both the speed and magnitude of asset price
adjustments. For example, hedge funds can acceler-
ate the incorporation of news about technological
developments into equity prices through short selling,
derivatives trading, and other flexible trading strategies
that enable them to adjust positions more rapidly than
many traditional asset managers.

Vulnerabilities of hedge funds influence the trans-
mission of shocks. The dual role of hedge funds in
financial markets, discussed earlier as supporting effi-
ciency and liquidity in calm times but potentially exac-
erbating stress when conditions deteriorate, is closely
linked to their vulnerabilities—notably, concentrated
and crowded positions, correlated end-investor flows,
and leverage.

Concentrated and crowded exposures increase the
sensitivity of portfolios to adverse price movements
and raise the risk of synchronized unwinding. Con-
centrated positions reflect large exposures to specific

assets, whereas crowded positions arise when similar
exposures are shared across investors. Hedge funds
often concentrate investments in securities with attrac-
tive risk-adjusted expected returns, and when such
exposures become widespread across funds, prices can
become more sensitive to their trading activity. During
periods of market stress, crowded positions can unwind
rapidly, leading to price declines that exceed what
fundamentals alone would suggest (Boyson, Stahel,
and Stulz 2010; Cai and others 2019; Brown, Howard,
and Lundblad 2022). Consequently, securities heav-
ily held by hedge funds may be vulnerable not only

to issuer-specific risks but also to shocks from hedge
fund deleveraging and herding, amplifying stress across
markets and institutions (Figure 2.4).

Correlated end-investor redemptions can further
amplify selling pressures during market stress. The
impact of hedge fund sales on asset prices depends on
the concentration of holdings as well as on the degree
of synchronization in portfolio adjustments across
funds. Securities held by a small number of hedge
funds experiencing significant redemptions are par-
ticularly vulnerable to price dislocations arising from
forced sales. When redemption pressures are correlated
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across investors, funds are more likely to sell simul-
taneously, exacerbating price declines and liquidity
strains.!?

Deleveraging can force hedge funds to reduce expo-
sures and withdraw liquidity when market conditions
are strained. Hedge funds rely heavily on secured
financing and derivatives-based leverage, both of which
are highly sensitive to market conditions through
financing terms and margin requirements. As a result,
hedge fund leverage is strongly procyclical (Kerry,
Lewrick, and Schmieder 2026). This procyclicality can
transform hedge funds from liquidity providers in calm
times into demanders of liquidity during market stress
(Jylhd, Rinne, and Suominen 2014), exacerbating
selling pressures, asset price dislocations, and market
illiquidity (Ben-David and others 2013; Brunnermeier
and Ochmke 2014; Schrimpf, Shin, and Sushko 2020;
FSB 2023).

Interactions among leverage, crowding, and redemp-
tion pressures can create powerful feedback loops that
intensify market stress and price dislocations. For
example, margin calls can trigger the unwinding of
crowded positions, resulting in price declines that can
generate additional margin calls and further delever-
aging. Similarly, correlated investor redemptions can
force leveraged funds to reduce exposures simulta-
neously, especially when they target specific leverage
ratios. The ensuing selling pressure may increase mar-
ket volatility, with binding internal risk limits prompt-
ing further portfolio adjustments.

The extent of shock transmission from hedge funds
to broader financial conditions depends on the market
footprint and interconnectedness of the sector. Hedge
funds with a significant presence across core finan-
cial markets can serve as important conduits through
which shocks propagate across markets and borders
(see Box 2.1 for evidence from the foreign exchange
market). These effects are amplified by hedge funds’
close links with other financial intermediaries, partic-
ularly prime brokers. When hedge funds are forced to
deleverage, prime brokers may incur losses on their
hedge fund exposures. Moreover, the resulting asset
sales can strain the balance sheets of prime brokers and
other dealers absorbing these flows, potentially limiting
their intermediation capacity because of regulatory
and risk-management constraints (Duffie 2020). The

12Redemption arrangements with end investors—such as notice
periods, redemption fees, and gates—can limit outflows during
periods of market stress and can be key determinants of stress
amplification.
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resulting balance sheet pressures may, in turn, tighten
financing conditions, further reinforcing hedge fund
deleveraging and asset liquidations (Barth and Zarra
2026). As liquidity provision weakens, stress can spread
across asset markets and jurisdictions, amplifying the
initial shock, tightening financing conditions more
broadly, and posing risks to macrofinancial stability.

Characteristics and Evolution of the
Hedge Fund Sector

The growth of the hedge fund sector has varied
considerably across investment strategies. Gross assets
have expanded most rapidly among credit-focused
funds, which invest primarily in debt instruments,
followed by managed futures and multistrategy funds
(Online Annex Figure 2.2.2, panel 1). More recently,
growth has been particularly pronounced among
relative-value and multistrategy funds, consistent with
strong investor demand for diversified sources of return
and strategies that can exploit a wider range of market
opportunities. Equity funds have also expanded nota-
bly, likely reflecting the strong performance of global
equity markets, particularly technology-related sectors,
and positive investor inflows into these funds (Online
Annex Figure 2.2.2, panel 3).1?

The hedge fund sector is highly concentrated, with
a small number of large managers accounting for a siz-
able share of assets under management, market expo-
sure, and borrowing. The largest 16 managers oversee
over $20 billion in investor capital each and account
for about one-third of total net assets (Figure 2.5,
panel 1). Among the 300 or so firms managing more
than $1 billion in net assets, which account for about
85 percent of the sector’s capital, macro and managed
futures strategies are more prevalent than they are
among smaller firms. Concentration is even higher
when measured by gross exposures, with the largest 10
managers accounting for one-third of total exposures
(OFR 2026). Combined with the higher financial
leverage of larger firms, this suggests that balance sheet
and synthetic leverage through derivatives are also con-
centrated among a relatively small group of managers.

Hedge funds are domiciled in a small number
of financial centers and raise most of their capital
through offshore structures. Funds in the United

13Compared with market-capitalization weights, hedge funds
may be somewhat overweight in “hyperscaler” stocks, making them
potentially more exposed to valuation changes in these firms (see also
Chapter 1 for a discussion).
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Figure 2.5. Hedge Fund Concentration, by Size, Domicile, and Prime Brokerage

Hedge fund capital is raised mainly by large
managers ...
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... through funds domiciled in a small number
of financial centers.
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Note: Panels 1 through 3 report hedge fund assets under management as of December 2025, disaggregated by investment strategy. In panel 3, the numbers refer to the
largest five prime brokers. For funds reporting multiple prime brokers, assets under management are allocated equally across the reported prime brokers. See Online

Annex 2.2 for additional details. CTA = commodity trading advisor.

States, the Cayman Islands, Luxembourg, and Ireland
collectively hold over 80 percent of the sector’s assets
under management (Figure 2.5, panel 2). Other major
managers are domiciled in Brazil, Hong Kong SAR,
Singapore, and the United Kingdom. Fund managers
raise approximately 70 percent of their investor capital
through offshore structures, which broadens access to
a global investor base but can complicate risk mon-
itoring and supervisory oversight, particularly when
disclosure requirements vary across jurisdictions.'4
Leverage is concentrated in a few strategies and is
obtained primarily from the largest dealer banks.
Relative-value and macro strategy funds exhibit the
highest financial leverage and account for most of
the increase in leverage since 2023 (Online Annex
Figure 2.2.2, panel 2). Leverage of relative-value funds
has been more variable over time, suggesting greater
susceptibility to deleveraging, particularly during
periods of stress. Hedge funds typically obtain lever-
age from a handful of prime brokers, mostly large
global banks, with the five largest providers serving an
estimated two-thirds of funds by assets under man-

14Offshore capital is raised mainly through feeder and parallel
funds. Feeder funds channel investor capital into a common master
portfolio, whereas parallel funds hold similar portfolios in separate
legal vehicles tailored to different investor groups.

agement (Figure 2.5, panel 3). Prime broker exposures
vary considerably across investment strategies, creating
channels through which shocks can be transmitted
between hedge funds and dealer banks.

Hedge fund portfolios are becoming increasingly
similar. The overlap in equity holdings across hedge
funds—measured by the similarity of portfolio
weights—has risen over time, especially among the
largest funds (Figure 2.6, panel 1). This trend has
accelerated since 2022, alongside rising concentration
in advanced economy equity markets, driven by the
rapid growth of large information technology firms
(HFR 2026). Although increasing similarity in port-
folios is not unique to the hedge fund sector, greater
commonality in positions can raise the risk of synchro-
nized asset sales, thereby amplifying price pressures and
market volatility during periods of stress.

Hedge funds’ end investors are highly sensitive
to performance. Although hedge funds tend to rely
more on longer-term institutional investors than
mutual funds (Kruttli, Monin, and Watugala 2017),
investor flows remain strongly linked to past returns
(Figure 2.6, panel 2). The relationship is especially
pronounced following large losses, consistent with
investors redeeming from underperforming managers.
More generally, the strong flow-performance relation
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Figure 2.6. Hedge Fund Portfolio Similarity and Flow-Performance Relationship

Hedge fund equity portfolios are becoming increasingly similar, especially

among the largest funds.
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the 0.5th and 99.5th percentiles.

suggests that investors closely monitor performance
when evaluating managers, given the difficulty in
assessing expected returns based solely on fund man-
dates and strategies.

Redemption restrictions are widely used across
hedge funds, though their intensity varies. Hedge
funds typically limit investor withdrawals through
lockup periods that restrict the redemption of newly
invested capital, advance notice requirements, and
specified redemption frequencies (Online Annex Fig-
ure 2.3.7, panel 1).!5 Redemptions can also be subject
to fees and, in some cases, gates that temporarily limit
the amount of capital investors can withdraw. Notably,
redemption terms vary considerably across funds—
smaller managers tend to impose more restrictive
terms, whereas larger, more leveraged funds offer inves-
tors greater liquidity. Although redemption terms may
also reflect investor base composition and portfolio
liquidity, this may leave leveraged funds more vulnera-
ble to investor outflows during periods of stress.

Market Impact of Hedge Fund Trading

Hedge funds tend to trade against price move-

ments in calm times but become less contrarian when

5 Typical lockup periods range from two to six months,
redemption frequencies are generally set at monthly or quarterly
intervals, and notice periods average just over 30 days.
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market volatility rises. An analysis of individual equity
holdings, following Grinblatt and others (2020), sug-
gests that hedge funds generally increase positions in
equities whose prices are falling and reduce positions in
those whose prices are rising (Figure 2.7, panel 1). This
contrarian tendency, however, weakens when markets
are under stress, suggesting that hedge funds absorb
order imbalances and provide risk-bearing capital in
normal times but are less likely to play this stabilizing
role when volatility is elevated and liquidity conditions
deteriorate. !¢

The stabilizing role of hedge funds varies consid-
erably by fund size.!” Whereas the largest funds are
equally contrarian under both tranquil and stressed
market conditions, smaller funds exhibit contrarian
trading primarily during calm times. When volatility
rises, the trading behavior of the smallest hedge funds
resembles that of mutual funds: buying stocks whose
prices are rising and selling those whose prices are fall-
ing (Online Annex Figure 2.3.1, panel 1). These find-
ings are consistent with smaller funds facing funding

16The difference between momentum trading during periods of
stress and calm is statistically significant at the 10 percent level.
Analysis for corporate and sovereign bonds also provides some
evidence of hedge funds becoming less contrarian in periods of stress
(Online Annex Figure 2.3.1, panel 3).

7The market impact of hedge funds may also vary across
investment strategies, but such differences are difficult to examine
within equity markets because long-short equity funds dominate

hedge fund equity holdings.
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Figure 2.7. Hedge Fund Momentum, Ownership, and Equity Market Conditions

In calm times, hedge funds trade against price movements, and their Equities bought by hedge funds subsequently overperform, whereas those
equity purchases improve market liquidity. acquired by mutual funds underperform.
1. Comovement of Hedge Fund Purchases with Stock Returns and 2. Cumulative Abnormal Returns around an Increase in Hedge Fund and
Bid-Ask Spreads Mutual Fund Ownership
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Sources: FactSet; and IMF staff calculations.

Note: Panel 1 reports (1) the average quarterly comovement between hedge fund net purchases and stock returns (blue bars); and (2) the estimated effect of a
10-percentage-pointincrease in hedge fund ownership (90th percentile of the ownership changes) on next-quarter bid-ask spreads (green bars). Regressions are
unweighted. Stress periods are defined as quarters in which the Chicago Board Options Exchange Volatility Index is in its top decile. Panel 2 plots the estimated
cumulative abnormal returns (CARs) associated with a 10-percentage-point increase in hedge or mutual fund ownership at different horizons. CARs are based on
Fama-French five-factor abnormal returns accumulated over trading-day horizons; negative (positive) horizons indicate returns before (after) the increase in ownership.
Error bars and shaded areas indicate 90 percent confidence intervals. See Online Annex 2.3 for additional details.

or risk-management constraints during market stress, positions following market dislocations.! By contrast,
which may limit their ability to provide liquidity. increases in mutual fund ownership are associated with

Securities with greater hedge fund ownership tend lower subsequent abnormal returns and exhibit little
to be more liquid, although this effect is not signifi- evidence of a pre-trend.

cant during periods of market stress. In calm markets,

equities purchased by hedge funds subsequently expe- erere
e p y s e P Role of Hedge Fund Vulnerabilities

rience a narrowing of their bid-ask spreads (Figure 2.7,

panel 1), consistent with evidence that hedge funds Hedge fund vulnerabilities can amplify the effects
can improve market liquidity (Jylhi, Rinne, and of global risk shocks. In times of stress, hedge funds
Suominen 2014).'8 However, this relationship is not with larger exposures to crowded trades, correlated
significant under stress, potentially reflecting tighter investor redemption pressures, and higher lever-
funding conditions and reduced risk-bearing capacity. age tend to exacerbate rather than stabilize price
Hedge fund trading is linked to information acqui- movements. These effects are particularly pro-
sition, valuation-based investing, and arbitrage activity. nounced when multiple vulnerabilities are present
Using the event-study methodology of Coval and Staf- simultaneously:
ford (2007), cumulative abnormal equity returns are 1. Equities held by funds with crowded positions are more
analyzed around increases in hedge fund ownership. vulnerable to synchronized liquidations, as losses on
The returns rise gradually, show little subsequent rever- crowded trades can trigger deleveraging and broader
sal, and tend to occur after periods of relative price portfolio sales. Consequently, stocks with a higher
weakness (Figure 2.7, panel 2), consistent with hedge risk of such synchronized selling exhibit signifi-
funds identifying undervalued stocks or accumulating cantly higher volatility and deeper drawdowns (that

Earlier studies find that hedge funds help correct equity mispric-

18The narrowing in bid-ask spreads in calm times, driven mainly ing, whereas mutual funds may reinforce it (Akbas and others 2015;
by high-portfolio-turnover funds (Online Annex Figure 2.3.3, Cao and others 2018). Overall, Figure 2.7 points to information- or
panel 2), may also reflect greater informational efficiency, as hedge arbitrage-driven trading as well as liquidity provision when hedge
fund trading promotes price discovery and incorporation of funds buy after price declines. Information-driven trading is
information into prices (Figure 2.7, panel 2). concentrated among larger funds (Online Annex Figure 2.3.2).
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Figure 2.8. Relationship between Hedge Fund Vulnerabilities, Equity Returns, and Volatility during Market Stress

Higher leverage amplifies the effect of crowdedness and investor base
fragility on equity returns and volatility.

2. Market Volatility and Drawdowns following Increases in Crowdedness

Downside risks are higher for equities exposed to crowded trades,
correlated redemption pressures, and elevated hedge fund leverage.

1. Market Volatility and Drawdowns following Increases in Crowdedness,
Flow Fragility, and Leverage and Flow Fragility under High Leverage
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Sources: FactSet; Hedge Fund Research; Lipper Trading Advisor Selection System; With Intelligence; and IMF staff calculations.

Note: The figure shows the association of crowdedness, end-investor flow fragility, and leverage with next-quarter outcomes during market stress, defined as periods in
which the Chicago Board Options Exchange Volatility Index is in its top decile. Crowdedness measures a stock’s exposure to synchronized hedge fund liquidations as
captured by the ownership share of hedge funds with large holdings relative to average daily trading volumes. Flow fragility measures a stock's vulnerability to correlated
hedge fund selling pressure, combining ownership shares with the estimated comovement of hedge fund flows. Panel 2 shows the association of pre-stress crowdedness
and flow fragility with next-quarter outcomes during stress when leverage is above its within-quarter median. Regressions are unweighted. Error bars denote 90 percent

confidence intervals. Online Annex 2.3 provides additional technical details.

is, peak-to-trough losses) during periods of market
stress (Figure 2.8, panel 1).29 The most crowded
stocks exhibit about 10 percentage points higher
volatility and 4 percentage points larger drawdowns
than the least-crowded stocks. These effects are

also economically meaningful, with an average
stress-period realized volatility of daily returns of
37 percent and maximum stress-period drawdowns
of 17 percent. The effects are somewhat stronger for
US equities and weaker for emerging market stocks,
consistent with hedge funds being able to unwind
crowded positions more rapidly in deeper, more
liquid markets.

2. Equities more exposed to correlated redemption
pressures face greater downside risk. As noted previ-
ously, concentrated ownership and highly correlated
end-investor flows can amplify selling pressures due
to redemptions and increase price volatility (Green-
wood and Thesmar 2011). Consistent with this
mechanism, stocks with the least-stable hedge fund
investor base exhibit 7 percentage points higher
volatility and 2 percentage points deeper drawdowns

20A security holder’s exposure to crowded trades is measured by
extending the approach of Brown, Howard, and Lundblad (2022).
See Online Annex 2.3 for details.
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than comparable stocks with less-correlated redemp-

tion pressures.?!

3. Equities held by more leveraged hedge funds experi-
ence larger price declines and higher volatility during
market stress episodes. As leveraged positions are
more likely to be unwound when market condi-
tions deteriorate, stocks with greater exposure to
hedge fund leverage face stronger selling pressure
and downside risk, consistent with the evidence.
However, the effects are, on average, smaller than
those associated with crowdedness and investor base
fragility, suggesting that in equity markets, leverage
on its own may play a more limited role in amplify-
ing selling pressure during stress episodes.?? Box 2.2
shows that leverage can have a significant effect in
the US Treasury market, where leveraged basis-trade
positions support market functioning in calm times
but can amplify dislocations when funding condi-

tions deteriorate.

21Redemption terms can significantly influence investor outflows
during market stress. Redemptions tend to be about seven times
smaller for funds with lockup periods of at least one year and four
times smaller for funds with redemption frequencies longer than one
month than for funds with more flexible terms (Online Annex 2.3).

22The amplification effects are stronger for securities exposed to
the vulnerabilities of smaller funds, which are more likely to be con-
strained during market stress and thereby exert greater price pressures

(Online Annex Figure 2.3.6).
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Figure 2.9. Effects of Hedge Fund Stress on Prime Broker Returns

Hedge fund stress spills over to prime brokers ...

1. Effect of a Hedge Fund Shock on
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Sources: Hedge Fund Research; Lipper Trading Advisor Selection System; With Intelligence; and IMF staff calculations.

Note: Effect of a one-standard-deviation shock to hedge fund returns on prime broker returns. See Online Annex 2.3 for technical details. Error bars show 90 percent

confidence intervals. Panels 2 and 3 split brokers by median average variance of fund returns and fund leverage, respectively.

4. Leverage amplifies the effects of crowdedness and inves-
tor base fragility. Equities simultaneously exposed to
hedge fund leverage and crowded positions experi-
ence significantly larger increases in volatility and
deeper drawdowns during periods of market stress
(Figure 2.8, panel 2). Leverage similarly intensifies
the effect of investor base fragility, suggesting that
redemption pressures can force hedge funds to
liquidate leveraged positions, reinforcing downward
price pressures and triggering further redemptions.

Taken together, the findings on hedge fund trading
behavior, market impact, and vulnerabilities suggest
that the funds play a dual role in securities markets.
In tranquil times, hedge funds tend to improve
price discovery and market liquidity. During periods
of stress, however, hedge fund vulnerabilities can
amplify price dynamics, contributing to higher vola-
tility. The resilience of hedge fund balance sheets and
funding arrangements is therefore critical in deter-
mining whether they dampen or amplify shocks.

Macrofinancial Effects of Hedge Fund
Stress

Hedge funds can adversely affect financial sta-
bility by transmitting stress to their counterparties
and propagating shocks across markets. This section
examines two channels through which these risks can

materialize: (1) spillovers from hedge funds to prime
brokers and (2) the amplification of global shocks to
domestic financing conditions.

Prime brokers are exposed to shocks affecting
their hedge fund clients. A one-standard-deviation
increase (decline) in hedge fund returns, equivalent
to around 2 percentage points, raises (reduces) prime
broker returns by 1.4 percentage points during the
month of the shock (Figure 2.9, panel 1).?% Because
declines in bank equity valuations increase leverage,
all else equal, adverse shocks to hedge fund clients
may induce prime brokers to reduce lending and risk
taking, potentially transmitting stress to the broader
financial system (Adrian and Shin 2010). However,
the spillover effect dissipates over subsequent months,
suggesting that it is relatively short-lived.

These spillovers are significant for prime brokers
with riskier and more leveraged hedge fund clients.
Prime brokers with riskier clients, as measured by
the volatility of their returns, are affected statistically
significantly by a hedge fund return shock of a given
magnitude (Figure 2.9, panel 2), consistent with
greater exposure to lower-quality collateral. Spillovers
are significantly larger for prime brokers with more
leveraged clients, indicating that the effect likely

23The analysis isolates shocks to hedge fund returns that are
unrelated to marketwide movements using the instrumental variables
approach of Gabaix and Koijen (2024) and aggregates them to the
prime broker level using assets-under-management weights.
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Figure 2.10. Hedge Fund Equity Market Presence and Stock

Returns during Market Stress
(Percentage points)
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Sources: FactSet; and IMF staff calculations.

Note: Effect of a one-standard-deviation change in hedge funds' ownership share on
equity returns when the Chicago Board Options Exchange Volatility Index is in its top
decile. Error bars denote 90 percent confidence intervals. Red bars show the effect of
hedge fund ownership for liquid (illiquid) markets, defined as those for which the
Amihud illiquidity measure is below (above) its median. See Online Annex 2.3 for
additional details.

operates through funding provided by prime brokers
rather than indirectly through common exposure to
stressed markets (Figure 2.9, panel 3).

Equity markets with a larger hedge fund footprint
are strongly affected by global macrofinancial shocks.
In countries with a greater hedge fund presence in
publicly traded equities, global risk shocks have a
larger effect on domestic stock markets (Figure 2.10).
A one-standard-deviation increase in aggregate hedge
fund ownership (1.3 percentage points) amplifies the
effect of a global risk shock on quarterly domestic
equity returns by about 1 percentage point, which
is sizable relative to the average 7 percent decline
following such a shock. The amplification is substan-
tially more pronounced in less-liquid markets, where
hedge fund asset liquidations are likely to create
strong price pressures. These effects are not observed
for mutual fund ownership, suggesting that hedge
funds transmit shocks and respond more forcefully to
global risk conditions.

Conclusions and Policy
Recommendations

Hedge funds have become increasingly important
participants in global financial markets. During calm
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market conditions, hedge funds support market func-
tioning by providing liquidity, facilitating risk sharing,
and correcting price dislocations. However, during
periods of stress, their leverage, crowded positions, and
correlated investor redemptions can interact to trigger
synchronized deleveraging and asset sales, reducing
market liquidity, tightening funding conditions, and
amplifying shocks. Given hedge funds” extensive links
to prime brokers, derivatives counterparties, repo mar-
kets, and other financial intermediaries, stress in the
sector can spill across markets, impairing market func-
tioning, increasing asset price volatility, and tightening
financial conditions more broadly.

As the sector continues to grow, safeguarding
macrofinancial stability requires close attention to
hedge fund vulnerabilities. The findings of this chap-
ter underscore the need for a comprehensive policy
approach that combines improved data collection and
risk monitoring, targeted prudential measures, and
market-structure reforms to strengthen resilience. By
identifying key hedge fund vulnerabilities and the
conditions under which they can amplify shocks, the
chapter helps inform targeted policy responses and
systemwide surveillance.

Data, Transparency, and Risk Monitoring

Significant data gaps continue to limit the ability
of policymakers to assess vulnerabilities and inter-
connections involving hedge funds. Efforts should
prioritize improving information on leverage, exposures
to derivatives, securities financing transactions, prime
broker relationships, and investor redemption arrange-
ments. Closing these gaps would support a more
comprehensive assessment of risks and their transmis-
sion channels. Given the global nature of the hedge
fund industry and the prominent role of offshore fund
domiciles, stronger cross-border reporting frameworks
and information-sharing arrangements are essential to
improve risk attribution and monitoring.

Systemwide surveillance and stress-testing frame-
works should be strengthened to better assess the
resilience of markets with significant hedge fund
participation. Stress tests and scenario analyses could
incorporate hedge funds’ linkages with other financial
intermediaries, as well as their cross-asset positions, to
assess how leverage, margin calls, funding pressures,
and asset liquidations affect market liquidity and asset
prices (see, for example, IMF 2025) and generate
adverse feedback loops that amplify and propagate



shocks across financial markets. Such exercises can help
identify vulnerabilities, transmission channels, and
amplification mechanisms before they materialize.

Risk-Based Prudential Toolkit

Policy measures should be calibrated to the nature
and source of underlying vulnerabilities, consistent
with international efforts to strengthen the resilience
of nonbank financial intermediaries. Where risks arise
primarily from the potential for synchronized delever-
aging across a wide range of hedge funds—for exam-
ple, in response to margin calls or correlated investor
redemptions—activity-based measures may be appro-
priate. These could include minimum margin and hair-
cut requirements in securities financing transactions
and derivatives markets, stronger collateral manage-
ment practices, and measures to ensure preparedness
for margin calls during periods of market stress. Their
design should account for uneven application across
jurisdictions and counterparties as well as potential
adverse effects on market liquidity (FSB 2025).

Where vulnerabilities are concentrated in specific
firms or exposures, entity- and concentration-based
tools may be warranted. Securities regulators over-
seeing hedge funds and fund managers may consider
measures such as risk-based leverage limits, enhanced
reporting of large positions, capital or margin add-ons,
and large-exposure limits. Carefully calibrated, such
measures can reduce vulnerabilities while preserving
the beneficial role that hedge funds play in financial
markets.24

24Because hedge funds are typically not prudentially regulated
(FSB 2023), such tools are available in few jurisdictions and often

CHAPTER 2 HEDGE FUNDS AND FINANCIAL STABILITY

Market Resilience and Crisis Preparedness

Supervisors should ensure that prime brokers
maintain robust counterparty risk management, given
their central role in providing leverage and financing
to hedge funds. Enhanced risk assessment, monitoring
of concentrated exposures, and prudent collateral prac-
tices can help limit contagion between hedge funds
and the banking sector (BCBS 2024).

Central banks should maintain credible, targeted,
and operationally ready backstops to address episodes
of severe dysfunction in core financial markets. To
limit moral hazard, such measures should aim to
preserve market functioning rather than support the
solvency of individual institutions and should comple-
ment, rather than substitute for, ex ante resilience at
prime brokers and other key intermediaries.?> Because
hedge funds operate across borders, effective interna-
tional cooperation is needed to promote consistent
implementation of policy measures, reduce regulatory
gaps, and limit opportunities for regulatory arbitrage

across jurisdictions.

operate indirectly through fund managers or counterparty require-
ments. The effectiveness of the tools may be constrained by the use
of synthetic leverage, cross-border activity, limits on information
sharing, and potential effects on market liquidity. Where funds,
managers, and counterparties span jurisdictions, measures applied at
the point of financing may be more practical (FSB 2025).

ZBackstops could include discretionary marketwide operations
informed by predefined, data-driven indicators of market dysfunc-
tion (April 2023 Global Financial Stability Repor?). Collateralized
lending and securities financing operations can ease funding pres-
sures, while market-functioning asset purchases can relieve the bal-
ance sheet constraints of dealers (Duffie 2020; Box 2.2). To preserve
incentives for prudent risk management, eligibility, collateral, and
pricing should be set ex ante and designed to limit use to periods of
acute dysfunction.

International Monetary Fund | October 2026 35



GLOBAL FINANCIAL STABILITY REPORT

Box 2.1. Hedge Fund Activity and the Foreign Exchange Market

Hedge funds are active participants in foreign
exchange markets, accounting for about 8 percent
of global foreign exchange turnover in April 2025
(BIS 2025). One common foreign exchange strategy
is the carry trade: borrowing in low-yielding curren-
cies to invest in higher-yielding currencies or assets.
Although carry trades are often profitable in low-vol-
atility periods, they can reverse sharply following
unexpected policy changes or shifts in risk sentiment.
This box examines how leveraged hedge fund activity
can amplify such reversals, using the Swiss franc floor
removal in January 2015 and the yen carry trade
unwind in August 2024 as case studies.!

The analysis begins by assessing whether hedge
funds had become increasingly exposed to carry trade
risks ahead of the unwinds. To do so, it estimates the
sensitivity of hedge fund returns across strategies to a
benchmark carry trade, capturing how closely hedge
fund performance tracks carry trade returns.? The
estimates show that exposures increased notably before
both events and declined sharply thereafter (Fig-
ure 2.1.1, panels 1 and 2).

Positioning data also point to crowded funding-
currency shorts (Online Annex Figure 2.3.9, panel 1).
Noncommercial yen shorts rose during the yen
depreciation of 2022-24, reaching a record 3.5 stan-
dard deviations above their historical average before
unwinding abruptly. Swiss franc shorts were also
elevated ahead of removal of the floor.3 A returns-

This box was prepared by Andrea Deghi.

'On January 15, 2015, the Swiss National Bank abandoned
the franc floor, triggering an intraday franc appreciation of 16
percent against the US dollar and a sharp Swiss equity sell-off. In
early August 2024, narrowing dollar-yen differentials triggered
a yen carry trade unwind with margin calls and volatility-driven
deleveraging amplifying market stress (Aquilina and others
2024).

2A higher sensitivity (carry beta) means hedge fund returns
co-move more closely with a benchmark carry trade; funds tend
to gain when a carry trade performs but are more exposed when
funding currencies appreciate and the trade unwinds.

3Because data on direct hedge fund foreign exchange carry
positions are not available, the box uses the Commodity Futures
Trading Commission positions of leveraged funds as a proxy
(Galati, Heath, and McGuire 2007). Following Pojarliev and
Levich (2011) and BIS (2024), the crowdedness indicator is con-
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based crowdedness indicator peaked ahead of both
episodes, suggesting that the risk reflected broad hedge
fund exposure to the same funding-currency factor
rather than a few concentrated positions. Following
the yen carry trade unwind, volatility spilled over to
equity markets as multistrategy funds, especially those
domiciled offshore, reduced both carry trade and
Japanese equity exposures (Online Annex Figure 2.3.9,
panel 2).4

Leveraged and crowded positioning raises the risk
of sharp funding-currency reversals, with potentially
broader market spillovers. A one-standard-deviation
increase in leveraged short positions is associated with
significantly worse lower-tail outcomes up to one
quarter, with cumulative effects reaching 2 percentage
points for funding currencies and related equity indi-
ces (Figure 2.1.1, panel 3). The effect is highly nonlin-
ear: When crowdedness is elevated, the same buildup
is associated with a 9-percentage-point decline in the
10th percentile of the Nikkei, compared with 1.5 per-
centage points otherwise (Figure 2.1.1, panel 4).
This suggests a crowded-trade tail-risk mechanism in
which synchronized unwinds amplify shocks across
funding and investment currencies (Online Annex
Figure 2.3.10, panel 2) as well as other asset markets.

The findings highlight the importance of moni-
toring leveraged and crowded carry trade exposures,
particularly among funds domiciled offshore, where
exposures tend to be concentrated and transparency
is limited. Granular data on over-the-counter deriva-
tives, prime broker financing, and cross-asset exposures
would help identify vulnerabilities before they unwind.
The evidence also underscores the need to assess the
procyclicality of margining practices and volatility-
sensitive risk models, which can amplify shocks
through synchronized deleveraging across asset classes
(ESB 2024; BCBS, CPMI, and IOSCO 2025).

structed by estimating 36-month rolling carry sensitivities (betas)
for hedge fund strategy indices, controlling for broad market
risk, and measuring the net share of strategies with significantly
positive versus negative betas.

“BIS (2024) notes that before the August 2024 episode,
multistrategy hedge funds had leverage of about 4:1 on
traditional measures and 14:1 including synthetic leverage
through derivatives.



Box 2.1 (continued)
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Figure 2.1.1. Hedge Funds in Foreign Exchange Markets: Carry Trades and Spillover Risks
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Sources: Bloomberg Finance L.P.; Commodity Futures Trading Commission; EUROPACE AG/Haver Analytics; Hedge Fund Research; Kenneth
French Data Library; and IMF staff calculations.

Note: Panels 1and 2 show rolling 36-month carry betas of hedge fund strategy-index excess returns to a benchmark foreign exchange carry
factor, controlling for the market factor, around the August 2024 yen unwind and the January 2015 Swiss franc shock. Panel 3 shows the
cumulative effect of a one-standard-deviation increase in gross short positions on the 10th percentile of future foreign exchange and equity
returns over the projection horizon. Foreign exchange outcomes are quoted as funding-currency units per US dollar (lower values indicate an
appreciation of the funding currency). Panel 4 shows the one-month-ahead effect of leveraged positioning conditional on hedge fund
crowding, with high (normal) periods reflecting when the crowdedness indicator is above (below) its historical upper tercile. Shaded areas in
panels 1 through 3 indicate 90 percent confidence bands. FX = foreign exchange; SMI = Swiss Market Index; SNB = Swiss National Bank.
See Online Annex 2.3 for further details.
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Box 2.2. Implications of US Treasury Cash-Futures Basis Trades of Hedge Funds

Hedge funds have become increasingly import-
ant participants in the US Treasury market, driven
by the growth of leveraged relative-value strategies.
Their share of outstanding Treasury securities rose
from about 4 percent in 2022 to 9 percent in 2025
(Monin 2026). A significant portion of this activity
is associated with Treasury cash-futures basis trading,
in which hedge funds buy Treasury securities financed
in repurchase markets while selling Treasury futures
to profit from small pricing discrepancies expected to
converge over time (Glicoes and others 2024; Barth
and Kahn 2025).

Although basis trades can improve Treasury market
functioning by narrowing pricing gaps between cash
and futures markets, they depend on large leveraged
positions and uninterrupted access to funding. Shocks
to volatility, margins, or funding conditions can force
rapid deleveraging, amplifying stress through asset
sales, reduced liquidity, and tighter financing condi-
tions. These pressures may also spill over to other asset
classes as hedge funds adjust their portfolios.! The
March 2020 Treasury market turmoil highlighted these
vulnerabilities, which continue to feature prominently
in policy discussions as leveraged relative-value strat-
egies have become increasingly important in Treasury
market intermediation (CFTC 2024; Kashyap and
others 2025; Kahn and McCormick 2026).

Understanding the scale and evolution of hedge
fund basis-trade exposures is important in assessing
these vulnerabilities. The basis-trade footprint for
hedge funds is assessed using the relationship between
hedge fund returns and Treasury net-basis volatility.?
The estimated footprint has varied substantially over
time, accounting for a meaningful share of hedge
fund return variation at times (Figure 2.2.1, panel 1).

This box was prepared by Andrea Deghi and Mingmei Xiao.

'The amplification mechanism does not require hedge funds
to lead the sell-off. If tighter funding conditions or dealers’
balance sheet constraints force leveraged arbitrageurs to retrench,
their reduced capacity to absorb supply can widen the basis
and erode market liquidity, amplifying market stress from other
sources.

2The basis-trade footprint is estimated from rolling regres-
sions of hedge fund strategy returns on the realized volatility of
Bloomberg Finance L.P’s 10-year Treasury net basis, controlling
for broader market risk factors. Basis volatility is used instead of
the basis because it captures both the risks and opportunities in
basis trading, including margin-related pressures and changes in
trading opportunities, while preserving high-frequency variation
in basis-market conditions. Figure 2.2.1 reports the share of
residual hedge fund return variation explained by basis volatility.
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It has grown during periods associated with elevated
basis-trade activity, became insignificant following the
March 2020 Treasury market turmoil, and strength-
ened again after 2022. The pattern broadly mirrors
documented developments in Treasury cash-futures
basis trading (Glicoes and others 2024). More recently,
the footprint has moderated, consistent with the
decline in leveraged funds’ short Treasury futures
positions reported by the Office of Financial Research
Hedge Fund Monitor.?

The analysis also suggests that basis-trade activity
is concentrated in relative-value and macro strategies,
consistent with evidence on large basis traders (Barth
and Kahn 2025). Exposure appears greater among
more leveraged funds, consistent with the reliance of
basis trades on repurchase financing and leverage to
scale positions (Figure 2.2.1, panel 2). Within
relative-value strategies, exposures were particularly
pronounced among offshore-domiciled and larger
funds during the buildup before the COVID-19
pandemic (Online Annex 2.3).

The growth and concentration of basis-trade expo-
sures suggest that hedge fund positioning may have
important implications for market functioning. This
is indeed the case—regression analysis shows that
hedge fund positioning can help absorb cash-futures
dislocations in normal conditions but can amplify
them under stress. A one-standard-deviation increase
in leveraged positioning leaves the median basis
unchanged but raises its 90th percentile by 1.5 basis
points over eight weeks while helping reduce
dislocations when the basis is already converging
(Figure 2.2.2, panel 1). The effect is even larger when
the Federal Reserve balance sheet is smaller relative to
the debt stock, suggesting that quantitative tightening
can amplify the market impact of hedge fund position-
ing (Figure 2.2.2, panel 2).

The effects of hedge fund positioning also depend
on dealer intermediation capacity. When dealer capac-
ity is ample, greater positioning helps absorb Treasury
supply and reduces basis widening. When capacity
is constrained, the effect reverses, amplifying market
dislocations (Figure 2.2.2, panel 3). This suggests that
basis traders can improve market functioning in nor-
mal times but become an amplification channel when
funding conditions tighten and dealers’ balance sheet
capacity is limited (Kashyap and others 2025).

30ffice of Financial Research (OFR), Hedge Fund Monitor;
CFTC Traders in Financial Futures (TFF) report, updated July
2026.
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Box 2.2 (continued)

Figure 2.2.1. Treasury Basis and Hedge Fund Exposures

1. Explanatory Power of Treasury Basis Factors for 2. Association between the Footprint in Treasury Basis

Hedge Fund Returns
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Sources: Bloomberg Finance L.P.; Hedge Fund Research; Office of Financial Research; and IMF staff calculations.

Note: Panel 1 reports 36-month rolling partial R? estimates, defined as the share of residual hedge fund return variation explained by
contemporaneous and lagged Treasury net-basis volatility, after controlling for relevant factors. Treasury net-basis volatility is the monthly
realized volatility of Bloomberg's 10-year Treasury futures net basis computed from daily changes in the same-contract net basis. Solid (dotted)
lines denote periods when net-basis volatility factors are jointly significant (not significant) at the 10 percent level. Panel 2 relates quarterly
Office of Financial Research leverage measures to the estimated basis-volatility footprint for these strategies. The shaded areas indicate

90 percent confidence intervals around fitted relationships. HFRI = Hedge Fund Research Index. Online Annex 2.3 provides further details.

Figure 2.2.2. Effect of Hedge Fund Positioning on Treasury Basis

1. Leveraged Positioning and the

2. Effect of Leveraged Positioning on

3. Effect of Leveraged Positioning

Treasury Basis Distribution Treasury Basis, by Market Stress amid Supply Shocks, by
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Sources: Bloomberg Finance L.P.; Commodity Futures Trading Commission; Federal Reserve Board; TreasuryDirect; Financial Accounts;

FR 2004; and IMF staff calculations.

Note: Panel 1 shows the cumulative response of the 10-year Treasury basis to a one-standard-deviation increase in leveraged positioning at
the 10th, 50th, and 90th percentiles. Panel 2 shows the cumulative change in the Treasury basis to a one-standard-deviation increase in
positioning under stress (calm) periods, defined as those in which the Chicago Board Options Exchange Volatility Index is above (below) its
90th percentile. Results for stress periods are compared when the Federal Reserve Treasury holdings, as a share of marketable Treasury
debt, are at their average level (blue line) and one standard deviation below average (red line). Panel 3 shows the effect of a
one-standard-deviation increase in positioning on the Treasury basis following Treasury auction shocks, conditional on dealer capacity.
Auction surprises are defined as the DV01-weighted change in offering size against the previous auction of the same tenor and reopening
status. See Online Annex 2.3 for additional details. Fed = Federal Reserve; SD = standard deviation.
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