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Pre-hedging, or anticipatory hedging, is
one of many risk management tools often
used in principal-based OTC markets, such
as commodities, foreign exchange (FX),

or interest rate swap markets. It refers to
trading conducted on a principal basis,
often by a broker-dealer, to mitigate the
inventory risk of a position before the order
that gives rise to that position has been
executed or finalized.

The trading at issue may
actually be consistent
with a dealer’s desire to
manage its risk exposure
by pre-hedging.

This practice has recently drawn the
attention of industry participants and
regulators, even though appropriate
pre-hedging has been recognized as
part of industry practice for prudent risk
management.’

In particular, recent developments have
brought to the forefront the challenges
associated with distinguishing between
legitimate risk management practices and
potentially manipulative conduct in the
context of pre-hedging.

The Commodity Futures Trading
Commission (CFTC) has reported a
number of enforcement actions in which it
alleged that dealers were trading for their
own benefit and manipulating markets

in anticipation of a pricing event for a

large transaction with a counterparty that
will be priced by referencing those same
markets.?

Similar concerns related to dealers’
trades in advance of transactions with
counterparties have been raised in
academic research, in a recent complaint
against HSBC Securities by a former
trader, and by the European Securities
and Markets Authority in its evaluation of
acceptable conduct when dealers receive
requests for quotes from counterparties,
among others.?

In many of these instances, the trading at
issue may actually be consistent with a
dealer’s desire to manage its risk exposure

by pre-hedging, and distinguishing between

potentially manipulative conduct and
appropriate risk management requires
a careful review and rigorous economic
analysis of the evidence.

Consider an example where a dealer
enters into an interest rate swap with a
counterparty as a payer, that is, the dealer
will pay the fixed rate of the swap and
receive a floating rate payment (this is
equivalent to having a long exposure to
interest rates, in which the dealer benefits
from higher interest rates).

The dealer could be exposed to the risk
of the value of the transaction changing
as interest rates move after the pricing of
the deal is determined. This risk can be
offset by entering into offsetting swaps in
the interdealer market. Further, from the
perspective of the dealer, generally the
closer the dealer hedges to the time of
pricing, the lower the risk.

To see why, consider the simplified diagram
below, which shows a hypothetical
movement in interest rates around the time
of the transaction pricing.
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If the dealer pre-hedges its exposure at
Time 1 by entering swaps as a fixed rate
receiver, it will incur a loss as interest rates
go up, meaning it will have to pay a higher
fixed rate in the swap (Rate 2) with the
counterparty than it receives on its hedge
(Rate 1).

If the dealer waits until after the transaction
was priced to start hedging (i.e., if it does
not engage in pre-hedging at all), it will
also experience losses as prices moved
against the position it obtained from the
trade with the counterparty.” Those losses
can be substantial, especially when the
position to be hedged is large relative to the
liquidity of the market.

If the dealer pre-hedges at Time 2, however,
it will be able to hedge its exposure at the
same level (Rate 2) at which the transaction
with the counterparty will ultimately occur,
thereby offsetting its risk. The closer in time
to the pricing event the dealer can execute
its hedges, the smaller the risk of adverse
market movements. This is why the dealer
wants to pre-hedge its exposure as closely
as possible to the time of pricing of the
underlying transaction.®

However, note that the dealer needs to
enter into swaps as a fixed rate receiver in
order to pre-hedge its exposure. If these
transactions are large enough relative to
market liquidity, executing this pre-hedge
might drive down the rates quoted in the
market.

In other words, the dealer’s trades are in
a direction that can result in an adverse
price movement from the perspective of
the counterparty. Those trades can thus
result in a market price that appears less
favorable, from the perspective of the
counterparty, than would have prevailed
before the pre-hedging.®

However, as will be discussed below,
evaluating the economics of pre-hedging
needs to consider holistically the price a
counterparty receives. Executing any large
order (by a dealer or by the client itself),
especially in a less liquid OTC market,

is likely to generate price impact, which

is sometimes referred to as “slippage.”
Allowing dealers to pre-hedge could
potentially result in a reduction of price

impact by lengthening the total hedging/
trading window.

Further, through pre-hedging, dealers

can test market liquidity and engage in
price discovery in a relatively illiquid OTC
market, which in turn may reduce total
hedging costs and allow the counterparty to
negotiate more favorable terms.’

Regulators have raised
concerns that certain
trading in anticipation
of a transaction
with a counterparty
can be manipulative.

Nonetheless, because of the concern on
pre-hedging’s market impact, the CFTC
and other regulators have raised concerns
that certain trading in anticipation of a
transaction with a counterparty can be
manipulative.

A careful and detailed analysis is required
to distinguish between potentially
manipulative conduct and appropriate
pre-hedging that serves legitimate business
purposes. While the actual analyses will
depend on the specific circumstances of
each case, several factors are typically
considered by regulators.

First, is the amount traded for purposes

of pre-hedging consistent with the risk
exposure that is being obtained through
the transaction that is being hedged? Pre-
hedging does not always fully offset the risk
of the transaction, and some residual risk
can remain that may be hedged after the
transaction with the counterparty.

If, on the other hand, the risk traded prior to
the pricing of the transaction is larger than
the risk obtained through it, it may raise
concerns for the regulator that the intent of
trading was manipulative.®

Second, the degree to which the dealer
manages the effect its executions have on
prices — often called the “price impact” of
the trades — can also be seen as important.
A dealer seeking to pre-hedge a position

may attempt to mitigate the impact on
prices from its trades by, among other
things, choosing platforms/markets with
more liquidity, following a more patient
execution strategy, and/or minimizing
aggressive trading close to the pricing of
the transaction.’

However, the dealer needs to balance

the desire to minimize any potential price
impact against any increased risk that these
mitigation measures may bring, a tradeoff
that is informed by market conditions and
characteristics. A slow and passive execution
strategy may help mitigate price impact,

but may not allow for trading in sufficient
amounts close to the time when the
transaction with the client is priced/finalized,
thereby making the dealer more exposed to
the risk of adverse price fluctuations.”

Assessing this balance is highly dependent
on the facts and circumstances at issue.
What is a patient and appropriate pre-
hedging strategy in one case may expose
the dealer to inappropriate levels of risk in
a different situation (e.g., when trading a
volatile and illiquid asset).

Price impact is sometimes unavoidable,
especially when pre-hedging large positions,
and is not, on its own, evidence of market
manipulation or attempted manipulation.

However, if the dealer trades in an
uneconomic way that appears designed to
exacerbate its impact on market prices, it
may raise concerns and attract additional
scrutiny from regulators.” Rigorous
economic analysis of risk exposure,
expected price impact, and possible market
prices in the absence of certain trades can
help distinguish between legitimate and
potentially manipulative conduct.

Third, there are other considerations

that can be important to regulators. For
example, the extent to which the dealer has
written procedures on and discloses its pre-
hedging practices to counterparties — and
the consistency between those disclosures
and its trading patterns — can be seen as
helpful in establishing that pre-hedging

is standard in the market and accepted

by the parties involved as something that
enables the dealer to offer transactions

to its counterparties (or offer them at a
competitive price).”
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Allin all, it appears likely that the practice
of pre-hedging large transactions by
dealers may remain controversial and
subject to scrutiny by regulators and
counterparties in the foreseeable future.
Dealers have an incentive to trade out of at
least part of their risk exposure prior to, but
close to, the pricing of a large transaction to
mitigate their risk exposure and to ensure
that the level observed in the market is
reflective of actual trading.

However, those same trades can give

rise to concerns that the market is being
manipulated to the disadvantage of
counterparties. Rigorous, academically
grounded empirical analyses on the
factors outlined above can be helpful

in distinguishing between potential
manipulative conduct and appropriate risk
management.
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