
  
 
 
 
 

 
 
 
 

 
Ivy Market Update:  
The Bailout of Bear Stearns  
March 17th, 2008  

 
On Friday, March 14th 2008, exactly nine months after Merrill Lynch seized 
two hedge funds run by Bear Stearns Asset Management, the U.S. Federal R
stepped in to rescue Bear Stearns (“Bear”) by providing emergency fundin
Morgan Chase (“JPM”).  During the week of March 10th Bear had experie
difficulties running its business as banks and hedge funds, concerned abo
risk, began to refuse to do business with Bear. On March 16th, JPM announc
of Bear Stearns for less than $2 per share.   In this research note, we ou
timeline associated with the near-failure of Bear, and examine the near te
for hedge fund managers.  While this event has had thus far a negligible 
managers, it is nonetheless a significant market milestone: the near failu
counterparty. 
 
A Recent Timeline  
 
During the week of March 10th Bear Stearns 
experienced increasing difficulties in conducting its 
business. Following the failure of Peloton Partners, a 
highly leveraged mortgage ABS hedge fund, and the 
collapse of Carlyle Capital Corp., a levered closed end 
investment fund, rumors circulated that the recent sell-
off in the mortgage ABS markets had impaired the 
balance sheet of Bear.  Despite the lack of clear 
evidence that Bear was experiencing difficulties and 
statements early in the week from CEO Alan Schwartz 
that Bear was sufficiently capitalized, proprietary 
trading desks at major investment banks began 
charging extra fees when Bear was the counterparty 
for long-term over-the-counter (“OTC”) derivative 
transactions or novations, and in some cases refused to 
enter into such transactions, according to financial 
media.  Hedge funds, having shifted their business 
away from Bear Stearns over the past few weeks out 
of concerns about its health, accelerated this move 
away from Bear’s prime brokerage service.  
 
Observing the growing strain in the repo markets, on 
Tuesday March 11th the Fed made a surprise 
announcement to expand its securities lending 
program.  Under this new Term Securities Lending 
Facility, the Fed would lend up to $200 billion of 
Treasury securities to primary dealers secured for a 

term of 28 days by a pledge of c
include mortgage-backed securit
surprising move by the Fed resulted
day gain in the equity markets in th
did little to reduce the perceived c
Bear.  The spread of 5 year cr
(“CDS”) to protect against defau
jumped to 655 bps from around 3
earlier.  On Thursday evening, th
desperate enough for Bear to seek
JPM and the Fed.  Negotiations c
and a rescue package was put 
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according to the Wall Street Journal.      
 
On Friday morning, the Fed, JPM, and Bear made an 
announcement that JPM would provide secured 
funding to Bear for an initial period of up to 28 days, 
backed by non-recourse financing provided by the Fed 
through its discount window.  In essence, the Fed 
provided liquidity to Bear by using JPM as a conduit, 
in an amount that is only limited by the amount of 
collateral Bear is able to provide.  A 1932 provision of 
the Federal Reserve Act allows the Fed to lend to non-
banks if at least five of its seven governors approve.  
This arcane provision was invoked to rescue Bear, 
according to financial media.  The surprising 
announcement shook investor confidence and by the 
close of Friday, a sell-off of financial stocks pushed 
the major US equity indices down by over 2% while 
the price of Treasury securities shot up due to a flight 
to quality.  Bear’s stock price plummeted by 47% to 
$30 and rating agencies moved quickly to slash their 
credit ratings on Bear to a few notches above the high 
yield spectrum.  The spread of 1 year CDS soared to 
1250 bps, although no buyers stepped in according to 
the Financial Times. 
 
On Sunday March 16th   JP Morgan Chase agreed to 
buy Bear for $2 a share, valuing the former fifth 
largest American Investment bank at $236m. This 
compares to a market value of $3.54bn at Friday’s 
close and $20bn prior to August of last year. In a 
move to restore confidence and avert further contagion 
of a banking crisis to other banks and institutions, JPM 
Chairman and Chief Executive Jamie Dimon 
announced that JPM would be guaranteeing all trading 
obligations and counterparty risk of Bear and its 

subsidiaries.  
 
The US authorities and various counterparties had 
sought to reach an agreement on a deal prior to the 

opening of the Asian markets on Monday so as to 
avert broader financial contagion caused by a potential 
“run on the bank”. The details of the transaction will 
see JPM exchange 0.05473 shares of its common stock 
in return for one share of Bear stock. In addition to the 
emergency loans provided on Friday, the Fed has also 
agreed to fund up to $30bn of Bear’s less liquid assets 
in special financing arrangements.  
 
In addition to the above, the Fed took the additional 
step of cutting the discount rate, or the cost at which 
banks borrow from the central bank, by 0.25% to 
3.25%, and is expected to cut U.S. interest rates 
sharply on Tuesday in a move to restore faith in the 
banking system. 
 
Impact on Ivy’s Managers 
 
This incident appears to have had little material impact 
on Ivy.  While there are counterparty relationships 
with Bear across some of Ivy’s managers, such 
exposure is limited in the context of Ivy’s aggregate 
assets under management.  Furthermore, managers 
that have used Bear’s prime brokerage services have 
for the most part proactively been shifting their 
business, securities and cash balances to other prime 
brokers over the past few weeks.  Their aggregate 
counterparty risk against Bear through OTC derivative 
transactions, already quite small, has generally 
decreased further over the past week.  The exposure of 
Ivy’s managers to Bear Stearns’ repo desks is also de 
minimus because of the small exposure that they have 
to mortgage ABS.  Having proactively contacted our 
managers over the past week, Ivy will continue to 
maintain an open line of communication with them 
and will carefully monitor the situation going forward.  
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Within the context of hedge fund investing, the ability 
to examine the financing arrangements entered into by 
hedge fund managers and to assess counter party risk 
that they face will become increasingly important.  
This is especially the case if one invests in managers 
who use a high degree of leverage.  Over the past half 
year, Ivy has allocated much time and resources to 
evaluating the stability of underlying managers with 
leveraged capital structures.  Specifically, our 
operational due diligence team has led our 
investigative efforts with respect to our managers’ 
financing arrangements, such as cross margin 
requirements, terms of repo financing and the use of 
term financing, as we discussed above.  Meanwhile, 
our research team carefully assesses the liquidity 
conditions of financial instruments used by these 
managers.  Ivy will continue such efforts in the 
coming months. 
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Immediate Implications  
 
The failure of a large counterparty like Bear would 
have been a significant negative event for the global 
markets in general, and the hedge fund industry in 
particular.  The Fed-engineered purchase of Bear 
appears to have avoided this scenario, and therefore 
direct impact on the hedge fund industry has been 
limited.  As noted above, many hedge fund managers 
that use Bear’s primary brokerage service began 
shifting some or all of their business away from Bear 
weeks ago out of their concerns about its health.  
While last week’s developments moved the funds to 
accelerate the withdrawal of securities and cash 
balances from their accounts, such a move should not 
materially impact their business, as the vast majority 
of hedge fund managers use multiple prime brokers 
and their efforts to pull securities and cash balances 
from Bear appear to have been successful.  Further, it 
is important to note that Bear Stearns Security Corp., 
through which Bear provides its prime brokerage 
services, is a separately capitalized, guaranteed broker-
dealer subsidiary whose clients are treated as senior to 
general creditors.   
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Conclusion  
 
The turmoil in the global capital markets may have 
entered into a new phase with the bailout of Bear.   
While the Fed and JPM have provided a much-needed 
injection of certainty into the markets, the backdrop to 
this event has not changed.  Credit conditions continue 
to remain tight, liquidity is a scarce commodity and 
increasing haircuts continue to be applied across a 
spectrum of securities.  Leveraged investors in less 
liquid, more complex securities are also likely to 
continue to face difficulties—the bailout of Bear has 
not changed that situation. 
 
What the Bear Stearns incident did reveal, however, is 
that the Fed is now more concerned about systemic 
risk than any “moral hazard” that could be interpreted 
by its own actions.  The Fed’s concern is 
understandable given the complex web of over-the-
counter derivative transactions, but these actions will 
put the Fed on a slippery slope in the coming months.  
The Fed stepped in to bail out Long Term Capital 
Management (“LTCM”) in the summer of 1998 for the 
same reason, but in 1998 there were very few entities 
like LTCM while now there are numerous other 
leveraged players that could face pressures similar to 
Bear.   
 
The possibility of another failure is not totally out of 
the question given continued dislocations in the credit 
markets, resultant difficulties in estimating the values 
of complex securities that are used as collateral to 
secure short-term financing by leveraged entities, and 
the associated uncertainty that could greatly amplify 
perceived counter party risk. 
 
 
 
 
 
 

Source: Bloomberg  
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All data sourced by Bloomberg unless otherwise stated.  
 
This report contains statements relating to regulatory, economic and market conditions generally. Although these 
statements have  been obtained from sources believed to be reliable,  neither Ivy Asset Management Corp. (“Ivy”)  nor 
its affiliates assumes any responsibility for, or makes any representation or warranty, express or implied as to the 
adequacy, accuracy or completeness of any information contained herein or for the omission of any information 
relating thereto and nothing contained herein shall be relied upon as a promise or representation on whether  the views 
and opinions expressed in this report will prove to be accurate.   This is not a solicitation by Ivy (or its personnel) for 
the purchase or sale of any security, financial product or instrument discussed, or a representation that any security, 
financial product or instrument discussed is suitable for you.  You should always consult with your own advisers before 
deciding to act upon any data or opinions set forth herein. 
 
Opinions, estimates and projections in this report constitute the current judgment of Ivy as of the date of this report and 
are subject to change without notice. Ivy has no obligation to update, modify or amend this report or otherwise notify a 
reader thereof in the event that any matter stated herein, or any opinion, projection, forecast or estimate set forth herein, 
changes or subsequently becomes inaccurate.  
 
The success of any investment activity is affected by general economic conditions, which may affect the level and 
volatility of interest rates and the extent and timing of investor participation in the markets for both equities and 
interest-sensitive instruments. Unexpected volatility or illiquidity in the markets in which any product (directly or 
indirectly through underlying managers) holds positions could cause that product to incur losses.  
 
The information set forth herein and any opinions of Ivy contained herein do not constitute an endorsement, implied or 
otherwise, of the securities or sectors discussed. This material is being provided to you for information purposes only 
and does not constitute an offer to sell or the solicitation of an offer to buy any of any security, financial product or 
instrument discussed, or a representation that any security, financial product or instrument discussed is suitable for you  
and any such offering will occur only in accordance with the terms and conditions set forth in the offering documents of 
any proposed product.  This material is not intended for distribution to, or use by, any person or entity in any 
jurisdiction or country where such distribution or use would be contrary to local law or regulation.   
 
This material is not intended to provide, and should not be relied upon for, accounting, and legal or tax advice or 
investment recommendations. You should always consult with your own advisers before deciding to act upon any data 
or opinions set forth herein.  Additionally, investors are urged to speak with their own tax or legal advisors before 
entering into transactions in which the tax or legal consequences may be a significant factor. 
 
An investment in any Ivy product involves certain significant risks, including, without limitation, loss of all or a 
substantial amount of capital, lack of liquidity, use of speculative and risky investment strategies by underlying hedge 
fund managers, volatility of returns, restrictions on transferring interests, leverage, short selling, absence of 
information regarding valuations and pricing, complex structures and delays in tax reporting, less regulation than 
registered investment and an additional layer of fees that an investor would not otherwise pay by investing directly in 
hedge funds.  These risk factors do not purport to be a complete enumeration or explanation of the risks involved in an 
investment.  Prospective investors should read the confidential offering memorandum of a particular investment and 
consult with their own advisers to ensure that they fully understand the risks and rewards of an investment before 
deciding whether to invest.  
 
Any potential eligible investor will be provided with offering materials for a particular investment and will be provided 
an opportunity to review the documentation relating to such an investment. Prospective investors should review the 
offering materials, including the risk factors, before making a decision to invest.  In addition, prospective investors 
should rely only on the investment’s offering materials in making their investment decision.  
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Ivy Asset Management Tokyo Branch (“Ivy Tokyo”) is registered with the Kanto Local Financial Bureau to act as a 
Securities Sales Intermediary Company under the Securities Exchange Law of Japan (Law No. 25 of 1948 as amended, 
the “SEL”) for The Bank of New York Securities Company Japan Ltd. (“BNYSJ”) as its sponsoring securities company, 
and, pursuant to such registration permitted to engage in limited sales solicitation in respect of securities for which 
BNYSJ is the authorized distributor in Japan.  All the sales representatives of Ivy Tokyo hold Securities Sales 
Representative (Shoken Gaimuin) registration with Japan Securities Dealer’s Association through BNYSJ. 
Notwithstanding the above authority, this document is not intended to constitute the marketing of, or a solicitation for 
investment in, any investment product (including any “funds”) in respect of which Ivy acts as a manager (or in any 
other capacity) or which may be offered for purchase or sale by Ivy or any affiliate of Ivy, but in respect of which Ivy-
Tokyo has not been appointed distributor, or which may only be distributed in Japan pursuant to a registration (or 
applicable exemption from registration) under Japanese securities laws.  Nor is it intended that this document constitute 
an offer for the sale or purchase of any such fund product in Japan or to a Japan resident investor abroad.  Funds are 
only available for purchase by Japan resident investors in such manner, and through such means (including licensed 
distributors) as may be permitted under, and made in accordance with the registration and filing requirements of the 
SEL and that of the Investment Trust and Investment Corporation Law of Japan (Law No. 198 of 1951 as amended).  
 
This document is also being communicated by Ivy Asset Management (UK) Limited (“Ivy”) in relation to the investment 
products (the “Funds”) and services of Ivy and its affiliates.  The Funds are unregulated collective investment schemes 
for the purposes of the Financial Services and Markets Act 2000 of the United Kingdom (the “Act”).  The promotion of 
the Funds and the distribution of this document in the United Kingdom are accordingly restricted by law. 
 
This document and the information contained in it constitute a financial promotion for the purposes of the Act and the 
rules of the FSA.  This document is being issued inside and outside the United Kingdom by Ivy (which is authorised and 
regulated by the Financial Services Authority (“FSA”)) to and/or is directed at persons who are professional clients or 
eligible counterparties for the purposes of the FSA Conduct of Business Sourcebook.  
 
This document is exempt from the scheme promotion restriction (in Section 238 of the Act) on the communication of 
invitations or inducements to participate in unregulated collective investment schemes on the grounds that it is being 
issued to and/or directed at only the types of person referred to above.   
 
Any recipient of this document who is an authorised person may (if and to the extent it is permitted to do so by the FSA 
rules applicable to it) distribute it or otherwise promote the Funds in accordance with Section 238 of the Act but not 
otherwise.  Any recipient of this document who is not an authorised person may not distribute it to any other person. 
 
In circumstances when this document has been issued to an authorised person any onward transmission of this 
document will constitute a financial promotion communicated by such person and Ivy will not be responsible for such 
communication. Such onward transmission is only permitted provided that such an authorised person identifies itself as 
the communicator of the financial promotion. In all other circumstances, onward transmission of this document in the 
United Kingdom is not permitted and may contravene the provisions of the Act. 
 
Distribution of this material to any person other than the person to whom this material was originally delivered and to 
such person’s advisors is unauthorized and any reproduction of this material, in whole or in part, or the divulgence of 
any of its contents, without the prior consent of Ivy is expressly prohibited. 
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