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WHEN ONE BECOMES TWO AND TWO 
BECOMES FOUR: THE POSSIBILITIES  
OF LEVERAGE 
Leverage can amplify investment fund returns. It can also amplify losses, which means 
leverage raises the potential risks to investors. It can even impair proper market function via 
different contagion channels in some circumstances. As a result, securities regulators have 
an interest in monitoring how funds use leverage.

Markets and Securities Services

On 13 December 2019, IOSCO published “Recommendations 
for a Framework Assessing Leverage in Investment Funds” 
(accessible here), its final report based on established 
national and regional regimes for analysing leverage in funds.

But what is leverage?
When a fund uses certain financial instruments (for 
example derivatives) and/or borrowing to increase  
its market exposure beyond its net asset value, it creates 
leverage. The hope is that by doing so the fund will 
increase its gains, but it can also increase its losses. 

https://www.iosco.org/library/pubdocs/pdf/IOSCOPD645.pdf
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Measures of market exposure can capture investment 
exposure taken through derivatives and through borrowing. 
Although derivatives can be used to amplify the potential 
returns (and consequently the risks) of a fund’s portfolio, 
they don’t necessarily create leverage, so they can also be 
used for other purposes, including:

• Hedging risks.

• Decreasing a fund’s exposure to certain risk factors such as 
the portfolio’s duration, or sensitivity to changes in credit 
spreads and/or interest-rates term structure.

• Enhancing liquidity in situations where derivatives are 
more liquid than their underlying reference assets.

• Improving transactional efficiency.

• Gaining exposure to less accessible markets.

• Cash management.

The Leverage Framework
IOSCO has developed a way to facilitate a more meaningful 
monitoring of leverage in funds for financial stability 
purposes in a consistent manner across jurisdictions.  

Its Leverage Framework (the Framework) provides a holistic 
approach to capturing the significant leverage-related risks 
of a fund (or group of funds) to give regulators the tools to 
assess these risks for financial stability purposes.

IOSCO acknowledges that not all funds need to be captured 
for financial stability monitoring purposes, not just given the 
immense diversity in fund structures, types and strategies, 
but also given the domestic legal and regulatory frameworks 
governing these investment vehicles. So a certain degree of 
proportionality is embedded in the Framework.  

The Framework achieves overarching consistency through 
a two-step analysis, while offering a set of tools for each 
step that can be adjusted to the needs of a jurisdiction  
and the characteristics of funds:

Step 1
This offers regulators a means of efficiently identifying 
funds more likely to pose risks to the financial system. 
It uses at least one notional exposure metric including 
debt and synthetic leverage. Furthermore, information 
on directionality of positions is captured through the 
collection of data broken down by asset class and through 
long and short exposures. This identifies a subset of 
investment funds that can be taken forward for further 
risk-based analysis.

Under this step, IOSCO recommends regulators use baseline 
analytical tools such as Gross Notional Exposure (GNE)  
or adjusted Gross Notional Exposure (adjusted GNE).  
Given that these tend to overstate fund leverage within the 
subset of funds identified based on their application, they’re 
likely to capture funds through the step’s filtering process 
that may not give rise to financial stability risks. Because 
the application of GNE or adjusted GNE will capture funds  
of potential interest for financial stability monitoring 
purposes, regulators can evaluate gross notional exposure 
using either metric. Moreover, in the process of refining 
its Step 1 analysis, a regulator can also complement 
GNE or adjusted GNE metrics with netting and hedging 
assumptions. A regulator can also use additional data points 
as it sees fit. At a global level, IOSCO will aggregate GNE 
and adjusted GNE inputs based on information available, 
allowing it to monitor trends in leverage. 

The amount of leverage in an investment fund is typically expressed as a ratio of the fund’s market exposure  
(however defined) over its net asset value. 
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Step 2
This involves a risk-based analysis of the subset of funds 
identified in Step 1 using relevant and risk-based adjusted 
metrics — either in combination or on a standalone basis — 
depending on the characteristics of a fund.

Here IOSCO recognises that there are no one-size-fits all 
risk-based metrics that regulators could apply in a relevant 
manner across identified funds. For instance, a standardised 
market risk metric will prove ineffective in assessing the 
potential losses of different funds in a relevant manner. 
In turn, this will make the monitoring of leverage-related 
risks for financial stability purposes ineffective. A market 
risk metric, such as VAR, stressed VAR or stress scenarios, 
will need to be adjusted to a fund’s characteristics, taking 
into consideration investment strategy, underlying asset 
class volatility and liquidity, portfolio diversification, market 

footprint, and/or redemption terms. Regulators may select 
one or more risk-based metrics and adjust the parameters 
and calibrations of the metrics to the characteristics of funds 
considered. They may ultimately find it useful or necessary to 
engage with an identified fund and/or its responsible entity. 
Regulators may take appropriate actions in accordance with 
their assessment of leverage-related risks. 

Using the information made available to it as a result of 
the Framework, IOSCO intends to publish an annual report 
reflecting leverage trends within the asset management 
industry at a global level. The first report is scheduled to  
be published in 2021.
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